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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

KROUPA, Judge: Respondent determi ned a $15, 505 defici ency
in petitioner’s Federal incone tax and a $3, 101 accuracy-rel ated

penal ty under section 6662(a) for 2003.! Respondent determ ned a

1Al section references are to the Internal Revenue Code
(Code) in effect for the years at issue, and all Rule references

are to the Tax Court Rules of Practice and Procedure, unl ess
(continued. . .)



-2-
$41,012 deficiency in petitioner’s Federal inconme tax and an
$8, 202 accuracy-rel ated penalty under section 6662(a) for 2004.
There are four issues for decision. The first issue is whether
conpensation petitioner received for nonpecuni ary damages and
future pecuniary |l osses in a | egal action against her enployer is
excl udable frompetitioner’s inconme under section 104(a)(2) as
damages recei ved on account of personal physical injury or
physi cal sickness. W hold that it is not. The second issue is
whet her conpensation petitioner received for past nedical
expenses and transportation in the | egal action is excludable
frompetitioner’s inconme under section 104(a)(2) under the
exception for amounts paid for nmedical care attributable to
enotional distress. W hold that it is not. The third issue is
whet her the attorney’s fees paid to petitioner’s attorney under a
fee-shifting regulation regarding the | egal action are excludable
frompetitioner’s income. W hold that they are not. The fourth
issue is whether petitioner is liable for the accuracy-rel ated
penalty. W hold that she is.
FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.

The stipulation of facts and the acconpanying exhibits are

Y(...continued)
otherwi se indicated. All dollar anounts are rounded to the
nearest doll ar.
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incorporated by this reference. Petitioner resided in California
at the tine she filed the petitions.?

Petitioner’s Legal Action

Petitioner was an enpl oyee of the U S. Postal Service (USPS)
for several years continuing through 2004. Petitioner filed
conplaints wwth the U S. Equal Enploynent Qpportunity Comm ssion
(EEQCC) in 1998 and 1999 all egi ng unl awful enpl oynent
discrimnation. Specifically, petitioner alleged she was
di scri m nated agai nst on the bases of race, national origin, sex,
religion, color, and age and that she was retaliated against for
previously participating in EECC activity. Petitioner asserted
in the conplaint that she was sexual ly harassed by a USPS
cowor ker .

The EEOC i ssued a decision in petitioner’s |legal action in
Sept enber 2002. The EEOCC found that petitioner was sexually
harassed at work and was di scrim nated agai nst because of her
sex. The EEOCC did not find that petitioner was discrimnated
agai nst because of her race, national origin, religion, or age,
or that she was retaliated against for previously participating
in EECC activity. The EEOC awarded petitioner reasonable
attorney’s fees pursuant to 29 C F.R sec. 1614.501(e) (the fee-

shifting regulation).

These two cases were consolidated for trial, briefing, and
opinion in an Oder fromthis Court dated Sept. 13, 2007.
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Once the EECC issued its decision, the USPS then issued its
Fi nal Agency Decision in the |legal action. The USPS awarded
petitioner conpensatory danmages of $7,662 in past nedical
expenses and transportation, $14,033 for past benefits | ost
(l eave without pay), and $12,000 i n nonpecuni ary conpensatory
damages.® The USPS paid petitioner the damages, totaling
$33, 695, on March 28, 2003.

Petitioner’s Appeal

Petitioner appeal ed the $33,695 USPS Fi nal Agency Deci sion
to the EECC. The EECC deci ded petitioner’s appeal in May 2004.
The EEQOC found that petitioner was sexually harassed by her
coworker and that the USPS failed to take appropriate corrective
action. The EECC noted that petitioner had provided sufficient
docunentation to substantiate or justify her request for
addi tional conpensatory damages, including a report from her
psychol ogi st and statenents fromfriends and coworkers. The EEQCC
i ndicated that petitioner had suffered enotional distress due to
t he sexual harassnent and USPS failure to take action to stop
t he harassnent. The EEOC al so noted that petitioner’s
psychol ogi st reported petitioner had experienced physical

synptons due to the psychiatric problens the harassnent created.

3The EEQCC, the USPS, and the parties variously refer to
certain of the danmages as nonpecuni ary conpensatory damages.
Wi | e the damages thensel ves are pecuniary, they conpensated an
injury that was not. W shall use the terns the parties used in
referring to the danages as nonpecuni ary conpensatory danmages.
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Petitioner’s friends and coworkers also indicated that petitioner
suffered from physical synptons due to the stress of the | ong-
term harassnent. These physical synptons included
intensification of petitioner’s asthma, sleep deprivation, skin
irritation, appetite |oss, severe headaches, and depression.
The Award

The EEQOC determ ned on appeal that it was appropriate to
nmodi fy the USPS Final Agency Decision. The EEOC determ ned that
t he USPS shoul d pay petitioner a total of $115,000 in
nonpecuni ary damages, $33,542 in future pecuniary |osses, $7,662
for nedi cal expenses, and $14, 033 for use of annual |eave, sick
| eave and | eave wi thout pay. The EEOC agai n awarded petitioner
reasonabl e attorney’s fees pursuant to the fee-shifting
regul ation.

The USPS had al ready conpensated petitioner for the nedical
expenses and the loss of |eave in the Final Agency Deci sion.
Therefore, the USPS paid petitioner an additional $103,000 in
future pecuniary losses (in addition to the $12,000 it paid
petitioner a year earlier) and the $33,542 in future pecuniary
| osses in June 2004.

Attorney’s Fees

The EEQOC determi ned in both decisions, in Septenber 2002 and
May 2004, that petitioner was entitled to reasonable attorney’s

fees pursuant to the applicable fee-shifting regulation. 1In
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accordance with this decision, the USPS paid $16,602 in
attorney’s fees in 2003 and $4,686 in 2004 on petitioner’s
behal f.

Petitioner’'s Returns and the Deficiency Notices

Petitioner tinely filed returns for 2003 and 2004.
Petitioner reported $43,050 of wages and $14, 033 of other income
on the return for 2003. Petitioner failed to report any of the
incone fromthe | egal action other than the $14, 033 of other
income for 2003. Petitioner reported $43,086 of wages and $1, 500
of income from ganbling wnnings on the return for 2004.
Petitioner failed to report any of the income fromthe | egal
action for 2004.

Respondent issued deficiency notices to petitioner for 2003
and 2004 (the years at issue). Respondent determ ned that
petitioner should have included the anmounts she received in the
| egal action in her income for 2003 and 2004.* Respondent al so
determ ned that the accuracy-related penalty applies to
petitioner’s tax liabilities for 2003 and 2004. Petitioner
tinely filed petitions.

OPI NI ON
We are asked to decide whether petitioner nust include in

her income an award froma | egal action agai nst her enployer. W

“Respondent concedes that petitioner reported $14,033 on the
return for 2003, which corresponds to the portion of the award
conpensating petitioner for annual |eave, sick |eave, and | eave
wi t hout pay.
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are al so asked to deci de whether petitioner is liable for the
accuracy-rel ated penalty. The funds awarded fromthe | egal
action fall into three categories, each with different rules
governi ng when the funds nust be included in incone. W shal
consi der each category separately, beginning wth nonpecuniary
damages and future pecuniary |osses.?®

Nonpecuni ary Danmages and Future Pecuniary Losses

We now consi der whet her petitioner nust include in incone
the portion of the award for nonpecuni ary danages and future
pecuni ary | osses.® Goss incone generally includes all incone
from what ever source derived. Sec. 61(a). The definition of
gross incone is broad in scope, while exclusions fromincone are

narrow y construed. Comm ssioner v. Schleier, 515 U S. 323, 328

(1995); Comm ssioner v. G enshaw Jass Co., 348 U. S. 426, 430

(1955).
Damages (other than punitive damages) received on account of

personal physical injuries or physical sickness may generally be

SPetitioner does not claimthat the burden of proof shifts
to respondent under sec. 7491(a). Petitioner also did not
establish that she satisfies the requirenments of sec. 7491(a)(2).
We therefore find that the burden of proof remains with
petitioner.

W apply sec. 104(a)(2) as anended in 1996 by the Small
Busi ness Job Protection Act of 1996 (SBJPA), Pub. L. 104-188,
sec. 1605, 110 Stat. 1838, effective generally for anmounts
received after Aug. 20, 1996. That amendnent, in relevant part,
added the nodifier “physical” after “personal” and before
“injuries,” to clarify that anounts received on account of
personal injuries nust be received for physical injuries. 1d.
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excluded fromgross inconme. Sec. 104(a)(2). For the damages to
be excl udabl e under this provision, however, the underlying cause
of action nust be based in tort or tort-type rights, and the
proceeds must be danages received on account of personal physi cal

injury or physical sickness. Comm ssioner v. Schleier, supra at

328, 337.7 Enptional distress is not treated as a personal
physi cal injury or physical sickness except for damages not in
excess of the anmount paid for nmedical care attributable to
enotional distress. Sec. 104(a) (flush I anguage).

Respondent concedes that the underlying cause of action in
this case is based in tort or tort-type rights. Respondent
argues, however, that the danmages petitioner received were not on
account of personal physical injuries or physical sickness. W
agree. W find conpelling the EECC and USPS deci si ons and
or ders.

It is evident fromthe EECC and USPS deci si ons and orders
that none of the award was predicated on personal physical injury
or physical sickness as the statute requires. The EEOC deci sion
not ed, and we acknow edge, that the sexual harassnent petitioner
suffered caused her enotional distress. W further acknow edge,

as did the EECC, that the enotional distress nanifested itself in

"The Suprene Court analyzed sec. 104(a)(2) before its
amendnent by the SBJPA sec. 1605(a), when the restrictive
nodi fier “physical” was added to limt the scope of *“personal
injuries.” Conmm ssioner v. Schleier, 515 U S. 323, 328 n.3
(1995).




-0-

physi cal synptons such as asthma, sleep deprivation, skin
irritation, appetite |oss, severe headaches, and depression.
These physical synptons were not the basis of the award
petitioner received, however. Petitioner sought, and was
awarded, relief for sexual harassnent, discrimnation based on
sex, and the failure of the USPS to take appropriate corrective
action.

The EEOC and USPS deci si ons and orders conpensated
petitioner for the enotional distress she suffered because of
t he sexual harassnent she experienced at work and her enployer’s
failure to take appropriate corrective action. Despite her
argunent to the contrary, petitioner was not conpensated for the
physi cal synptons she experienced as a result. Danmages received
on account of enotional distress, even when resultant physical
synpt ons occur, are not excludable fromincone under section

104(a)(2). Hawkins v. Comm ssioner, T.C Meno. 2005-149.

We concl ude that the nonpecuniary danages and future
pecuni ary | osses awarded to petitioner as a result of the | egal
action were not received on account of personal physical injury
or physical sickness. Petitioner therefore nust include these
damages in her incone under section 104(a)(2) for the years at

i ssue.
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Past Medi cal Expenses and Transportation

We now turn to the portion of the award for petitioner’s
past nedi cal expenses and transportation. While a taxpayer may
general ly not exclude damages for enotional distress fromincone,
an exception applies for anobunts paid for nedical care for
enotional distress. Sec. 104(a). Danmges for enotional distress
are treated as a personal physical injury or sickness, and thus
excl udable fromincone, up to the anount paid for nedical care
(as described in section 213(d)(1)(A) or (B)) attributable to
enotional distress. |1d.

A rei nmbursenent for nedical expenses nust be included in
income in the year it was received to the extent a deduction was
cl ai med on account of the nedical expenses in a prior year. Sec.
1.213-1(g) (1), Income Tax Regs. |[If no deduction was clained in
an earlier year, the taxpayer is not required to include the
rei nbursenent in inconme. Sec. 104(a); sec. 1.213-1(g)(2), Incone
Tax Regs. To substantiate deductions for nedical expenses under
section 213, the taxpayer nust furnish the nanme and address of
each person to whom paynent for nedical expenses was made and the
anount and date of each paynent. Sec. 1.213-1(h), Inconme Tax
Regs.

Petitioner received $7,662 for past nedical expenses and
transportation in 2003. Petitioner failed to introduce evidence

t hat she had not deducted the nedical expenses in a prior taxable
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year.® Petitioner also failed to introduce evidence to
denonstrate her costs for treating her enotional distress.
Petitioner therefore cannot exclude the $7,662 rei nbursement from
i ncone for 2003.

Attorney’s Fees

We now consi der whet her petitioner nust include in incone
anounts paid to her attorney pursuant to the fee-shifting
regulation. A litigant generally may not exclude the portion of
recovery paid to his or her attorney where the litigant’s

recovery constitutes incone. Conm ssioner v. Banks, 543 U. S.

426, 436-437 (2005). This is true whether the attorney’s fee was
paid on a contingent fee basis or pursuant to a fee-shifting

statute. Sinyard v. Conm ssioner, 268 F.3d 756 (9th Cr. 2001),

affg. T.C. Meno. 1998-364; G een v. Conm ssioner, T.C Meno.

2007-39; Vincent v. Comm ssioner, T.C. Menob. 2005-95. A third

party’ s discharge of a taxpayer’s obligation is incone to the

taxpayer. (dd Colony Trust Co. v. Conmm ssioner, 279 U. S. 716,

729 (1929).
The USPS paid petitioner’s attorney $16, 602 in 2003 and

$4,686 in 2004 on petitioner’s behalf.® These funds paid

8Petitioner did not claimany deductions for nedical
expenses in 2003 or 2004. The record | acks any evidence
regardi ng nedi cal expenses in prior years.

°Petitioner did not make any argunents on brief regarding
why she should be entitled to exclude fees paid to her attorney
on her behalf. She also did not argue, and we do not find, that
(continued. . .)
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pursuant to the fee-shifting regulation are not excludable from

petitioner’s income. See Sinyard v. Conm ssioner, supra; Vincent

v. Comm ssioner, supra. That the funds were paid directly to

petitioner’s attorney and not to petitioner does not alter this

result. See Sinyard v. Conmmi ssioner, supra at 759. W concl ude

that petitioner nmust include in income the attorney’ s fees paid
to her attorney.

Accur acy- Rel ated Penalty

We finally consider whether petitioner is liable for the
accuracy-rel ated penalty under section 6662(a). Respondent has
t he burden of production under section 7491(c) and nust cone
forward with sufficient evidence that it is appropriate to inpose

the accuracy-related penalty. See Hi gbee v. Conm ssioner, 116

T.C. 438, 446-447 (2001).
A taxpayer is liable for an accuracy-rel ated penalty for any

portion of an underpaynent attributable to, anong other things,

°C...continued)
she is entitled to any deduction for attorney’ s fees paid or
incurred to prosecute unlawful discrimnation under the
anendnents to sec. 62(a) that becane effective Cct. 22, 2004.
Anerican Jobs Creation Act of 2004, Pub. L. 108-357, sec. 703,
118 Stat. 1546. The date the paynents were nade to petitioner’s
attorney is not evident fromthe record, and it is thus unclear
whet her the paynents would be within the effective date of the
anendnents to sec. 62(a). Petitioner bears the burden of proof,
however, and nmade no argunent that she is entitled to this
deduction. She is therefore deened to have conceded it.
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negli gence or disregard of rules and regulations.!® Sec. 6662(a)
and (b)(1). Negligence is defined as any failure to make a
reasonabl e attenpt to conply with the provisions of the Code.
Sec. 6662(c). Negligence is the lack of due care or failure to
do what a reasonably and ordinarily prudent person would do under

t he circunstances. Neely v. Commi ssioner, 85 T.C. 934, 947

(1985). Disregard is characterized as any carel ess, reckless, or
intentional disregard. Sec. 6662(c); sec. 1.6662-3(b)(2), Incone
Tax Regs. Disregard of rules and regulations is careless if the
t axpayer does not exercise reasonable diligence to determ ne the
correctness of a return position that is contrary to the rule or

regul ation. Kooyers v. Conmm ssioner, T.C Meno. 2004-281. W

have previously found a taxpayer negligent where the taxpayer
excluded a settlenent anount relying solely on his attorney’s
statenent that the settlenent was for punitive damages. Corrigan

v. Conm ssioner, T.C. Menob. 2005-1109.

Petitioner failed to report all but $14,033 of the funds she
received fromthe | egal action in 2003 and 2004. Petitioner
testified that she consulted H&R Block to file the returns, but
her testinony was unclear as to what advice she received and when

she received it. Petitioner did not testify about any other

PRespondent determ ned alternatively that petitioner is
|iable for the accuracy-related penalty for substanti al
understatenents of inconme tax under sec. 6662(b)(2) for 2003 and
2004. Because of our holding on the negligence issue, we need
not consi der whet her the underpaynents were al so substanti al
under st at enent s.
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efforts she made to properly report the award. Petitioner did
not show she exercised reasonable diligence to determ ne that
excl uding the paynents fromincone was the correct treatnent.
Nor has petitioner shown she had a reasonabl e basis for excluding
the award frominconme.! Petitioner essentially argues that she
suffered physical injuries and therefore the award shoul d be
excluded from her incone. Petitioner m sapplies the | aw because,
under section 104(a), awards for enotional distress are not
excl udabl e fromincome, and the physical synptons petitioner
suffered resulted fromenotional distress. Petitioner makes no
argunent why she should be entitled to exclude the attorney’s
fees fromher income. She also did not support her exclusion of
t he nedi cal expense portion of the award with any docunentary
evi dence indicating that she incurred nedi cal expenses and had
not deducted themin a prior year. W conclude that petitioner
was negligent in preparing her returns for 2003 and 2004.

The accuracy-rel ated penalty under section 6662(a) does not

apply to any portion of an underpaynent if the taxpayer proves

1A return position generally has a reasonable basis if it
is reasonably based on one or nore of the authorities that
constitute substantial authority for purposes of substantial
under st atenents under sec. 6662(b)(2). Sec. 1.6662-3(b)(3),
| ncone Tax Regs. These authorities include, anong others, the
Code and ot her statutory provisions, proposed, tenporary, and
final regulations construing the statutes, court cases, and
Congressional intent as reflected in Commttee reports. Sec.
1.6662-4(d)(3)(iii), Income Tax Regs. The reasonabl e basis
standard is not satisfied by a return position that is nmerely
arguable or is nerely a colorable claim Sec. 1.6662-3(b)(3),
| ncome Tax Regs.
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there was reasonabl e cause for the taxpayer’s position with
respect to that portion and that he or she acted in good faith
with respect to that portion. Sec. 6664(c)(1); Higbee v.

Commi ssi oner, supra at 446; sec. 1.6664-4(a), Inconme Tax Regs.

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 pertinent facts and circunstances, including the
t axpayer’s reasonabl e reliance on a professional tax adviser, the
taxpayer’s efforts to assess his or her proper tax liability, and
t he know edge and experience of the taxpayer. Sec. 1.6664-

4(b) (1), Inconme Tax Regs.

A taxpayer reasonably relied on a professional tax adviser
if the adviser was a conpetent professional who had sufficient
expertise to justify the taxpayer’s reliance on himor her, the
t axpayer provided necessary and accurate information to the
advi ser, and the taxpayer relied in good faith on the adviser’s

judgnent. See Neonatol ogy Associates, P.A v. Comm ssioner, 115

T.C. 43, 99 (2000), affd. 299 F.3d 221 (3d Cr. 2002). A
t axpayer generally must prove each of these elenents to show his
or her reliance on a professional tax adviser was reasonabl e.

Bowen v. Commi ssioner, T.C. Meno. 2001-47.

Petitioner argues that she reasonably relied on H&R Bl ock to
prepare the returns. W disagree. Wile petitioner testified at

trial that she sought advice from H&R Bl ock regardi ng her taxes,
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petitioner was unclear in her testinony about when she received
advi ce and what advice she received. Petitioner’s tax preparer
did not testify. Petitioner has also failed to establish that
she provided her preparer with all the necessary and accurate
i nformati on concerning her |egal action. W therefore do not
find that petitioner reasonably relied on a professional tax
advi ser.

After considering all the facts and circunstances, we find
that petitioner has failed to establish that she had reasonabl e
cause and acted in good faith with respect to the underpaynents
of tax for the years at issue. Accordingly, we conclude that the
accuracy-rel ated penalty applies.

To reflect the foregoing and respondent’s concessi on,

Decisions will be entered

under Rul e 155.




