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THORNTON, Judge: This case was heard pursuant to the
provi sions of section 7463 of the Internal Revenue Code in effect
when the petition was filed.! Pursuant to section 7463(b), the

decision to be entered is not reviewable by any other court, and

1 Unl ess otherwi se indicated, section references are to the
| nternal Revenue Code of 1986, as anended and in effect for the
year in issue, and Rule references are to the Tax Court Rul es of
Practice and Procedure.
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this opinion shall not be treated as precedent for any other
case.

The issues for decision are: (1) Wiether petitioners are
entitled to exclude fromtheir 2003 gross incone certain proceeds
received in settlenent of a wongful termnation |awsuit; and (2)
whet her petitioners are liable for an accuracy-rel ated penalty
pursuant to section 6662(a).

Backgr ound

The parties have stipulated sone facts, which we incorporate
herein. Wen they petitioned this Court, petitioners resided in
Pennsyl vani a.

In 2000 Panela J. Ruch Suder (petitioner) was hired as a
sal es representative for Adel phia Business Sol utions (Adel phia).
In 2001 Adel phia term nated her enploynent. Petitioner filed a
wrongful term nation | awsuit agai nst Adel phia, alleging breach of
contract, violation of Pennsylvani a wage paynent and col |l ection
| aws, and defamati on and seeki ng conpensatory and punitive
damages. Pursuant to a settlenent, in 2003 Adel phia paid
petitioner $41,000, fromwhich she paid $4,967.50 in attorney’s
fees and costs.

In the general release and settlenent agreenent, petitioner
agreed “to take full responsibility and liability for the paynent
of any and all taxes related to the aforenentioned paynent.” On

their joint 2003 Federal income tax return petitioners excluded
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the settlenment proceeds fromgross incone. In doing so,
petitioners did not seek professional tax advice.

In the notice of deficiency respondent determ ned that the
$41, 000 settlenment proceeds were includable in petitioners’ 2003
gross incone, resulting in an $11, 460 deficiency, and that
petitioners were liable for a $2,293 accuracy-rel ated penalty
pursuant to section 6662(a).

Di scussi on

Taxability of Settlenent Proceeds

Pursuant to section 61(a), gross inconme generally includes
inconme fromall sources, including settlenent paynents. See,

e.g., Comm ssioner v. G enshaw G ass Co., 348 U. S. 426 (1955).

As an exception to this general rule, section 104(a)(2) 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

physi cal injuries or physical sickness”.

Petitioners contend that although petitioner’s w ongful
termnation | awsuit enconpassed nontort clains, the settlenent
proceeds were entirely for defanmation, because during the
settl ement negotiations she abandoned the other clainms. The
evidence on this point is inconclusive. But even if we were to
assunme, for sake of argunent, that the settlenent proceeds were

entirely for the defamation claim petitioners cannot prevail.
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Petitioners have stipulated that petitioner “did not seek, or
receive, nonetary damages for physical injury or sickness in the
underlying lawsuit.” Accordingly, the settlenment proceeds are
not excl udabl e under section 104(a)(2). See Polone v.

Conmm ssi oner, 505 F.3d 966 (9th G r. 2007) (paynent for

settl enent of defanmation clai mwas not excludabl e under section
104(a)(2)), affg. T.C. Menp. 2003-339.
Appearing tacitly to invoke the short-lived decision in

Murphy v. IRS, 460 F.3d 79 (D.C. Cr. 2006), vacated 99 AFTR 2d

2007- 396, 2007-1 USTC par. 50,228 (D.C. Cr. 2006), petitioners
contend that the settlenent proceeds were for “the loss of * * *
human capital”. Consequently, they contend, petitioner’s “award
is not income and 8104(a)(2) is therefore unconstitutional
insofar as it would nmake the award taxable as incone.”
Petitioners’ argument is a nonsequitur. |f the settlenent
proceeds were not includable in gross incone under section 61
then the constitutionality of section 104(a)(2) would be
irrelevant. As previously discussed, however, the settl enent
proceeds are includable in gross incone under section 61. In any
event, petitioners’ contentions as to the unconstitutionality of

section 104(a)(2) are without nerit. See Murphy v. IRS, 493 F. 3d

170 (D.C. Gr. 2007); Ballner v. Conm ssioner, T.C Meno. 2007-

295: Hawki ns v. Conmi ssioner, T.C. Mnp. 2007-286.
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Respondent concedes that petitioners nay deduct $4,967.50 of
attorney’s fees and costs paid in 2003 in connection with the
| awsuit, subject to the 2-percent |limtation on item zed
deducti ons pursuant to section 67(a) and alternative m ninmumtax
l[imtations.

Section 6662 Accuracy-Rel ated Penalty

Section 6662(a) and (b)(1) and (2) inposes a 20-percent
accuracy-rel ated penalty on any portion of a tax underpaynent
that is attributable to, anong other things: (1) Negligence or
di sregard of rules and regulations; or (2) any substanti al
understatenent of inconme tax. Negligence includes failure to
make a reasonable attenpt to conply with the tax code, to
exercise ordinary care in preparing a tax return, or to
substantiate itens properly on a tax return. Sec.
1.6662-3(b) (1), Income Tax Regs. The evidence shows that
petitioners’ underpaynent is attributable to negligence and
di sregard of rules and regul ations. Moreover, even taking into
account respondent’s concession, petitioners clearly have a
substantial understatenent of incone tax. Accordingly,
respondent has nmet his burden of production pursuant to section
7491(c).

The section 6662 accuracy-related penalty is inapplicable to
the extent the taxpayer has reasonable cause and acted in good

faith. Sec. 6664(c)(1). This determnation is made consi dering
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all relevant facts and circunstances. Sec. 1.6664-4(b)(1),
| nconme Tax Regs. “GCenerally, the nost inportant factor is the
extent of the taxpayer’'s effort to assess the taxpayer’s proper
tax liability.” [1d. The taxpayer bears the burden of proving
that he or she falls within this exception. Higbee v.

Conm ssioner, 116 T.C 438, 447 (2001).

Petitioners contend that they reasonably believed that the
settl ement proceeds were excludable fromgross inconme, consistent
w th substantial |egal authority. Petitioners did not consult
with a professional tax adviser, however; nor, insofar as the
record shows, did they take any other action to ascertain the
correct tax treatnment of the settlenent paynent. Moreover, in
the settl enent agreenent petitioner agreed to take ful
responsibility for any tax liability arising out of the
settlenment. Petitioner testified that she believed the
settl enment paynent was nont axabl e because she was involved in a
“lawsuit years and years ago due to a personal injury that was
not taxable.” Any such belief as to the nontaxability of a
| ong- ago personal injury paynent does not establish reasonable
cause for petitioners’ failure to report the settlenent proceeds
at issue here.

Petitioners contend that they received no Form 1099 with
respect to the settlenent proceeds. The evidence on this point

is inconclusive; in any event, nere failure to receive a Form
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1099 does not establish reasonabl e cause or good faith. Goode v.

Conmi ssioner, T.C. Meno. 2006-48.

We also reject as without nerit petitioners’ contention that
t hey had substantial authority for excluding the settlenent
proceeds fromgross incone.?2 The plain |anguage of section
104(a)(2) limts the exclusion to damages received on account of
“personal physical injuries or physical sickness”. As previously
di scussed, petitioners’ ill-founded argunents as to the
unconstitutionality of section 104(a)(2) have no bearing on the
i nclusion of the settlenment proceeds in gross inconme pursuant to

section 61. W also note that Murphy v. IRS, 460 F.3d 79 (D.C.

Cir. 2006), ultimtely vacated by the U S. Court of Appeals for
the District of Colunmbia Crcuit, had not been issued when
petitioners filed their 2003 return.

To reflect the foregoing and respondent’s concession as to

the deductibility of attorney’ s fees and costs,

Deci sion will be entered under

Rul e 155.

2 In making this argunent, petitioners appear to invoke sec.
6662(d)(2)(B)(i), which provides for a reduction of the anmount of
under statenment of income tax under sec. 6662(b)(2) to the extent
the understatement is attributable to the taxpayer’s treatnent of
an itemif there is or was substantial authority for such
treat ment.



