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PANUTHOS, Chief Special Trial Judge: This case was heard

pursuant to the provisions of section 7463 of the Internal
Revenue Code in effect at the tinme 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. Unless otherw se
i ndi cat ed, subsequent section references are to the Internal
Revenue Code in effect for the year in issue, and all Rule

references are to the Tax Court Rules of Practice and Procedure.
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Respondent determ ned a deficiency of $25,276 in
petitioners’ Federal incone tax for the 2001 taxable year. The
i ssue for decision is whether petitioners are entitled to exclude
$62, 500 of settlenent proceeds, including $25,000 of attorney’s
fees fromtheir gross inconme for the 2001 taxable year.!?

Backgr ound

Sone of the facts have been stipulated, and they are so
found. The stipulation of facts and the attached exhibits are
incorporated herein by this reference. At the tine of their
petition, petitioners resided in California.

Petitioner Smta Valia (petitioner) was an enployee of Smth
Barney, Inc. (Smth Barney) in its Southfield, Mchigan, office
until her resignation in Septenber 1993. 1In a letter dated
Novenber 18, 1999, Stowell & Friedman, Ltd., a law firmin
Chicago, Illinois, informed petitioner that she was a nenber of a
class to whom Smth Barney woul d make a settlenent offer in

Martens v. Smith Barney, Inc., 181 F.R D. 243 (S.D.N. Y. 1998).

On February 5, 2001, petitioner entered into a “Rel ease of
Clainms” (release), which provided in relevant part:

1. Smta Valia (“Caimant”), in consideration of
a paynent of $100, 000. 00 payable as follows: 1) the
paynent of $37,500.00 to dainmant (|l ess applicable
payrol |l w thhol ding taxes); 2) the paynent to C ai mant

! The parties stipulated that, if the attorney’s fees are
i ncludable in incone, then petitioners are entitled to deduct the
anount of such attorney’s fees as an item zed deduction for the
2001 taxabl e year.
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of $37,500.00 (for which an IRS “Form 1099” wll be

i ssued); and, 3) the paynent of attorneys’ fees and
costs in the amount of $25,000.00 to Stowell & Friedman
(for which an IRS “Form 1099” wll be issued to both

Cl aimant and Stowel|l & Friedman), hereby rel eases and
forever discharges Salonon Smth Barney Inc. (“Smth
Barney”), TravelersGoup, Inc., and Ctigroup Inc., and
each of their past, current and future parents,
subsidiaries and affiliated conpanies and each of their
past, current and future officers, directors, and

enpl oyees, fromany and all clainms and demands

what soever, known or unknown, in |aw or equity, by
contract, tort or pursuant to statute, regulation or
ordi nance, which she now has or ever had or may have
fromthe beginning of tinme until the date she executes
this Rel ease, including, but without limtation, any
clainms raised in the D spute Resolution Process (“DRP")
provided for in the settlenent of the above-captioned

| awsuit, and expressly including any and all clains and
demands regarding, arising out of, or relating to
Caimant’s enploynent with Smth Barney and, if
applicable, the term nation thereof.

2. This Rel ease includes clainms and demands
regarding, arising out of, or relating to any form of
enpl oynent discrimnation, including, but not limted
to, sex or gender discrimnation, sexual harassnent,
sexual preference discrimnation, race, nationa
origin, or religious discrimnation, age or disability
di scrimnation and any and all other forns of
enpl oynment di scrimnation prohibited by the 1866 C vil
Rights Act, 42 U S. C. 81981 [sic], Title VIl of the
Cvil Rghts Act of 1964, as anended, 42 U S.C. § 2000e
et. sec., [sic] the Cvil R ghts Act of 1991, the Equal
Pay Act, the Age Discrimnation in Enploynment Act, 29
US C 8621 [sic], the Anericans with Disabilities Act,
the Fam |y and Medical Leave Act of 1993, or any other
Federal, state or local statute, regulation or
ordi nance prohibiting enploynent discrimnation.

Petitioner was a resident of California when she executed the
rel ease. Petitioners’ |egal fees were based on a contingency-fee

agreenent with their attorney.



- 4 -
O the $100, 000 settlenment proceeds, Smith Barney sent
Stowel | & Friedman, Ltd. a check in the anpbunt of $25, 000, which

was characterized as paynent of attorney’'s fees and costs.

Smith Barney al so sent, and petitioners received, $60, 056. 25 of
the remaining settlenment proceeds.? Consistent with the rel ease,
Smth Barney issued petitioners a Form W2, Wage and Tax
Statenent, for $37,500 and a Form 1099-M SC, M scel | aneous

| ncome, for $62, 500.

Petitioners reported $37,500 of the settlenent proceeds on
their 2001 tax return, an anmount corresponding with that reported
on the FormW2. Petitioners did not report any of the remaining
$62,500 in settlenent proceeds. Petitioners contend that they
are entitled to exclude the $62,500 reported on the Form 1099-

M SC fromtheir gross incone for the 2001 taxabl e year because
such amount was for sickness and injuries suffered by petitioner
from exposure to second-hand cigarette snoke at Smth Barney.

Di scussi on

Nei t her of the parties has addressed the applicability of
section 7491(a) regarding the burden of proof. Petitioners have
not established that they satisfied the requirenents of section

7491(a); thus the burden of proof remains with petitioners.

2 O the remining $75,000 not sent to petitioners’
attorney, $37,500 was treated as wages subject to wi thhol ding
taxes for Mchigan State incone tax of $1,575, Federal incone tax
$10, 500, Social Security tax of $2,325, and Medicare tax of
$543. 75.
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The rel ease indicates that the unreported settl enent
proceeds of $62,500 consisted of two components: (1) $37,500
“for which an IRS ‘ Form 1099’ will be issued” and (2) $25, 000 for
attorney’s fees and costs. Language in a settlenent agreenent
can offer sone probative evidence on how a settl enent paynent
shoul d properly be characterized for purposes of section

104(a)(2). See, e.g., Bent v. Conm ssioner, 87 T.C. 236, 246

(1986), affd. 835 F.2d 67 (3d Cir. 1987). That characterization
is inportant in deciding whether the paynent may be excl uded from
a taxpayer’s gross incone.

In general, a taxpayer’s gross incone broadly enconpasses
all incone fromwhatever source derived. Sec. 61(a). It does
not include “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”. Sec. 104(a)(2). As
such, settlenent proceeds on account of nonphysical injuries,
such as gender discrimnation, nmay not be excluded under section
104(a) (2).

The underlying litigation upon which the parties rely was

reported as Martens v. Smth Barney, Inc., supra. The conplaint

in that case raised allegations of gender discrimnation. See
id. at 250. There was no claimof personal physical injury or

sickness. Simlarly, the release focuses on clains and demands
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regardi ng gender discrimnation and not upon a claimof personal
physical injury or sickness. Consequently, petitioners cannot
avai |l thensel ves of section 104(a)(2) to exclude $37,500 of the
unreported settl enent proceeds.

Petitioners nevertheless claimthat the settlenment proceeds
relate to injuries suffered by petitioner from exposure to
second- hand cigarette snoke at Smth Barney. Petitioners claim
that the release did not cover such injuries because Smth Barney
“wanted to protect [itself]”. Petitioners have not offered, nor
can they point to, any evidence in the record that supports such
characterization of the settlenent paynent.?3

The remai ni ng $25, 000 not reported by petitioners is
characterized as attorney’s fees and costs. To the extent there
was previously any doubt as to the includability in inconme of
attorney’s fees received as part of a contingent-fee agreenent,
the U S. Suprene Court recently resolved the question. In

Comm ssioner v. Banks, 543 U.S. _ , 125 S. . 826 (2005), the

Suprenme Court held that in general when a plaintiff’s recovery of
a noney judgnent or settlenent constitutes incone, the portion of
a noney judgnent or settlenent paid to the plaintiff’s attorney

under a contingent-fee agreenent is incone to the plaintiff under

the Internal Revenue Code. Accordingly, the $25,000 attorney’s

® It is somewhat illogical to suggest that the rel ease
woul d not include all clains made by petitioner.
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fees are includable as inconme to petitioners, and as a result of
the parties stipulation, is also deductible as an item zed
deduction. *

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

To reflect the foregoing and the parties’ stipulation
regardi ng the deductibility of attorney’s fees,

Deci sion will be entered

under Rul e 155.

4 The Suprene Court in Conm ssioner v. Banks, 543 U S. |,
125 S. C. 826 (2005), noted that the American Jobs Creation Act
of 2004, Pub. L. 108-357, sec. 703, 118 Stat. 1546, anmendi ng the
| . R C. by adding sec. 62(a)(19) was not effective at the tine of
the transaction. Since the Act is not retroactive, the Suprene
Court did not consider it. Likew se, we need not consider
whether it mght apply to the facts of this case.




