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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GALE, Judge: Respondent determ ned a deficiency in
petitioner’s 2002 Federal incone tax of $10,705 and additions to
tax under section 6651(a) (1) of $2,408, under section 6651(a)(2)
of $1,605, and under section 6654(a) of $357.

Unl ess otherwi se noted, all section references are to the

I nternal Revenue Code of 1986, as in effect for the year in
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issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure. All dollar anmobunts have been rounded to
t he nearest doll ar.

After concessions,! the issues for decision are:
(1) Whether a $52,896 paynent petitioner received in 2002 in
connection with the settlenent of a class action | awsuit agai nst
her autonobile insurer is includible in gross inconme; (2) whether
$9, 396 petitioner received fromthe Social Security
Adm nistration in 2002 is includible in gross incone under
section 86(a); (3) whether petitioner was required to file a

Federal inconme tax return for 2002; (4) whether petitioner is

!Respondent has conceded that petitioner is not liable for a
sec. 6654(a) addition to tax. Petitioner clained entitlenent to
a nedi cal expense deduction in the petition but presented no
evidence relating to this issue and did not address it on brief.
We therefore deemit to have been abandoned. See Estate of
At ki nson v. Comm ssioner, 115 T.C 26, 35 (2000), affd. 309 F.3d
1290 (11th Cr. 2002); Stringer v. Conm ssioner, 84 T.C. 693, 708
(1985), affd. w thout published opinion 789 F.2d 917 (4th Cr
1986) .

Respondent determ ned in the notice of deficiency that
petitioner had total unreported gross incone for 2002 of $60, 882
in connection with paynents from State Farm Mutual Autonobile
| nsurance Co. (State Farnm) and the Social Security
Adm nistration. On brief respondent takes the position that
petitioner had unreported i ncone of $52,896 from State Farm and
$9, 396 fromthe Social Security Adm nistration, for total
unreported i nconme of $62,292. Respondent did not nove to amend
his answer to assert an increased deficiency. |In any event, the
di screpancy in the unreported incone respondent asserted has no
significance, given that we have redeterm ned that petitioner had
unreported income from State Farm and the Social Security
Adm ni stration of only $2,896 and $6, 455, respectively.
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entitled to a dependency exenption deduction under section
151(c); (5) whether petitioner is entitled to a child tax credit
under section 24(a); and (6) whether petitioner is |liable for
additions to tax under section 6651(a)(1l) and (2).
FI NDI NGS OF FACT

Sonme of the facts have been stipul ated and are incorporated
by this reference. At the tine the petition was fil ed,
petitioner resided in New Hanpshire.

| . State Farm Settl enent Paynent

A. Petitioner’'s Autonpbil e Accident

Petitioner married on Cctober 8, 1990. On February 22,
1992, while living in Tuscon, Arizona, with her husband,
petitioner was injured in an autonobile accident, the fault of an
uninsured notorist. As a result of her injuries, petitioner was
unable to work for over a year

At the tinme of the accident petitioner and her husband had
two vehicles insured under separate autonobile liability
i nsurance policies through State Farm Mutual Autonobile |Insurance
Co. (State Farm. Both insurance policies were purchased by
petitioner and/or her husband and had endorsenents for uninsured
and underinsured nmotorist (UMU M coverage with policy limts of

$50, 000.
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B. Petitioner’'s daimAgainst State Farm

Al t hough petitioner filed a | awsuit agai nst the notorist who
was at fault in her accident, her counsel ascertained that the
def endant had no significant assets nor any insurance.

Petitioner submtted a clai munder her UM U M coverage to State
Farm for conpensation for her injuries in the autonobile
accident. State Farmtook the position that petitioner was
entitled to recover under the UM U M coverage of only one of the
two policies held by her and her husband, resulting in an
effective policy limt on recovery of $50,000. |In taking this
position State Farmrelied on anti-stacking provisions inits

i nsurance contracts with petitioner and her husband, under which
the insured was purportedly precluded from aggregating or
“stacking”? his or her UM U M coverages under nmultiple State Farm
policies. Petitioner thereafter agreed to settle her claimwth
State Farm for $32,973 and, after satisfaction of attorney’'s fees
and costs, she and her husband received a paynent of $21,887 on
or about February 2, 1996.% At the tine she settled her claim
petitioner anticipated incurring future nedical expenses on

account of the autonobil e accident but concluded that the

2*Stacking” is “the practice by which insureds nmay seek
indemmification fromthe sanme coverage under two or nore
policies.” State Farm Mut. Auto. Ins. Co. v. Lindsey, 897 P.2d
631 (Ariz. 1995) (citing Wdiss, Uninsured and Underi nsured
Mot ori st Insurance, sec. 40.1, at 237 (2d ed. 1995)).

3This 1996 paynent is not at issue in this case.
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settlement was advisable in view of the costs of further
l[itigation and State Farmi s position that the Iimt on her
recovery was $50, 000.

C. Cl ass Action Lawsuit Against State Farm

After petitioner had agreed to settle with State Farm the

Arizona Suprene Court decided State Farm Mut. Auto. Ins. Co. V.

Li ndsey, 897 P.2d 631 (Ariz. 1995), in which it held that anti-
stacking provisions in certain other State Farm autonobile
l[tability insurance policies, simlar to those that State Farm
had i nvoked agai nst petitioner, were ineffective to preclude
stacking. [ld. at 331-332.

After the Lindsey decision petitioner becane a nenber of the
plaintiff class in a class action |awsuit against State Farmthat
had been filed on July 21, 1995, in Pima County Arizona Superior
Court (superior court). The class action plaintiffs alleged that
“State Farmis refusal to allow Plaintiffs to ‘aggregate’ or
‘stack’ multiple uninsured and/ or underinsured notorist coverages
provided by State Farm policies constitutes a breach of
contract.” The plaintiffs also raised clains for relief based on
breach of covenant of good faith and fair dealing in connection
with their contracts of insurance wwth State Farm fraud in
connection wth the denial of benefits under the plaintiffs’
policies, violation of the Arizona Consuner Fraud Act (AR S. 44-

1522(A)) in connection with the denial of stacking of uninsured
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coverage in nultiple policies, breach of fiduciary duty, and
racketeering as proscribed by AR S. 13-2301(D)(4). The
plaintiffs requested as relief conpensatory danages, treble
damages, punitive damages, attorney’'s fees and costs, and
prej udgnent interest.

D. Cl ass Action Settl enent Agreenment

The class action |awsuit was settled on Septenber 6, 2001,
by nmeans of a witten settlenent agreenent (settlenment
agreenent). Pursuant to the settlenent agreenent, State Farm
deposited into trust $45,062, 945, of which $29, 873, 750
constituted “Cl ass Menber Settlenent Funds” (settlenment funds) to
be used to pay certain of the plaintiffs; nanely, “Eligible O ass
Menbers”.# Under the settlenent agreenment, each Eligible dass
Menber was entitled to receive a pro rata share of the settl enent
funds (plus interest accruing before disbursenment) provided the
Eligible Cass Menber executed and returned an individual release
to State Farm Eligible Cass Menbers included those plaintiff
cl ass nmenbers whom the superior court had ruled net the foll ow ng
criteria, as described in the settlenment agreenent:

Any person (and each person who has a claimfor the
wrongful death of a person) who is, or was,

“The remaining funds were allocated to (1) “Seventh Year
Cl ass Menbers” whose cl ains apparently were subject to a greater
litigation hazard that State Farmwould prevail in a statute of
limtations defense, and (2) attorney’ s fees and costs.
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(A) insured under nmultiple autonobile liability
i nsurance policies that: (i) were purchased by one
i nsured(® on different vehicles; (ii) included
uni nsured (“UM) and/or underinsured (“U M) notori st
coverage; and (iii) were delivered or issued for
delivery in Arizona by State Farmw th respect to a
not or vehicle registered or principally garaged in
Ari zona;

(B) who sustained injury or death as a result of the
fault of an insured [sic®] and/or underinsured
not ori st; and

(© who was paid * * * the UM and/or U M notori st
coverage limts on one autonobile liability policy
i ssued by State Farm but received no paynent from any
ot her UM and/or U M coverage provi ded by any ot her
autonobile liability policy described above.

The settl enent agreenent excluded fromthe category of
Eligible dass Menbers: (1) “ldentified Plaintiffs”; i.e., those
cl ass nmenbers whom the superior court concluded had policies with
anti-stacking clauses that were valid and enforceable; and (2)
“Fully Conpensated Plaintiffs”; i.e., those class nenbers whom

t he superior court concluded were fully conpensated for their

injuries and not entitled to any recovery in the litigation.

W assune in deciding this case that petitioner was treated
by State Farm and the Pima County Arizona Superior Court
(superior court) as neeting the “one insured” requirenment in
connection with the policies purchased by her and/or her husband
by virtue of Arizona's community property laws. See State Farm
Mut. Auto. Ins. Co. v. Lindsey, 897 P.2d at 634.

G ven the context, we find that the use of the term
“Iinsured” in this clause of the settlenent agreenent was a
t ypographi cal error and that “uninsured” was intended by the
parties to the agreenent.
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As noted, an Eligible Cass Menber was required to execute a
prescribed individual release in order to receive his or her pro
rata share of the settlenment funds. The terns of the prescribed
i ndi vidual release are not in the record. However, pursuant to
the settl enment agreenent, every Eligible Cass Menber, regardl ess
of whether he or she executed an individual release and received
settl enment funds, becane subject to a general class release which
released State Farm “from any and all clains, demands, suits,
causes of action, damages, costs, fees, expenses, and civil
ltabilities of any nature whatsoever in |law or equity arising
fromthe transaction or occurrence giving rise to the clains in
the [class action] Conplaint”.

E. Recei pt of Paynent

Petitioner was one of 568 Eligible Oass Menbers who
received pro rata di sbursenents fromthe settlenent funds that,
with accrued interest, had grown to $30, 041, 902 as of January 31,
2002. Sonetinme in 2002 petitioner received a $52,896 paynent
pursuant to the settlenment agreenment as her pro rata portion of
the settlenment funds. During that year petitioner was issued a
Form 1099-M SC, M scel | aneous I ncone, reflecting the paynent.

1. Soci al Security Adm nistration Paynents

During 2002 petitioner was disabled as a result of reflex
dyst rophy syndrone. She received paynents totaling $9,396 from

the Social Security Adm nistration on account of this disability
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and was issued a Form SSA-1099, Social Security Benefit
Statenent, reflecting the paynents.
During 2002 petitioner and her husband were married but were
experiencing marital difficulties.

[11. Dependency Exenption Deduction and Child Tax Credit

Petitioner and her husband had two children during their
marri age--TJM and TDM 7 Sonetinme around 2000 petitioner noved to
New Hanpshire. As noted, petitioner renained married throughout
2002. She and her husband obtained a final decree of divorce in
2005. They had no witten agreenent concerning the custody of
TIJM and TDM during 2002.

| V. Tax Advice

Petitioner consulted an accountant as to the proper tax
treatment of the $52,896 paynent from State Farm The account ant
advi sed petitioner that the paynment m ght or m ght not be taxable
and that petitioner should nake further inquiry into its tax
consequences.

V. Noti ce of Deficiency

Petitioner did not file a Federal inconme tax return for
2002. Respondent prepared a substitute for return and on
Decenber 27, 2005, issued a notice of deficiency to petitioner

for 2002 in which he determ ned that petitioner had unreported

"TIM was born on Sept. 13, 1993, and TDM was born on Dec.
17, 1996.
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i ncone of $60,882 as disclosed by third-party payors.® Respondent
further determ ned that petitioner’s filing status was single,
that petitioner was entitled to one personal exenption and no
credits, and that petitioner was liable for additions to tax
under section 6651(a)(1) and (2) as previously described.
Petitioner filed a tinely petition for redeterm nation.
OPI NI ON

CGenerally, the determnations in the notice of deficiency
are presuned correct, and taxpayers bear the burden of proving
that the determ nations are in error. See Rule 142(a); Wlch v.
Hel vering, 290 U. S. 111, 115 (1933). Petitioner has not clained
or shown entitlenent to any shift in the burden of proof pursuant
to section 7491(a). As discussed infra, respondent bears the
burden of production with respect to the additions to tax he
determ ned, pursuant to section 7491(c).

Cenerally, gross incone includes all incone from whatever
source derived unl ess excluded by a specific provision of the
I nternal Revenue Code. See sec. 61(a); sec. 1.61-1(a), Incone
Tax Regs. Section 61(a) broadly applies to any accession to
weal t h; statutory exclusions frominconme are to be narrowy

construed. See Conmi ssioner v. Schleier, 515 U S. 323, 327

(1995); United States v. Burke, 504 U. S. 229, 233 (1992);

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

8See supra note 1.
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t axpayer nmust denonstrate that he or she is within the clear

scope of any statutory exclusion. See Conmm ssioner v. Schleier,

supra at 336-337; United States v. Burke, supra at 233.

| . Unreported | ncone

A. State Farm Settl enent Paynent

We first decide whether petitioner nust include in her 2002
gross incone the $52,896 paynent she received pursuant to the
settlenment agreenent with State Farm

1. Applicable Internal Revenue Code Provision

Petitioner contends that the settlenent paynent is
excl udabl e fromgross i ncome under section 104(a)(2) because it
constitutes damages received on account of personal physical
injuries she suffered in an autonobil e accident. Respondent
counters that the paynent was not to settle a tort claimor to
pay petitioner on account of personal physical injuries but
rather to redress contract clains. Thus, respondent argues the

paynment fails the two-part test under Conmm ssioner v. Schleier,

supra at 337, and therefore is not excludable fromgross incone
under section 104(a)(2).

We believe the parties have m scast the issue as governed by
section 104(a)(2). Section 104(a)(2) provides an exclusion from
gross incone for “the anount of any damages (other than punitive

damages) received (whether by suit or agreenment * * * ) on
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account of personal physical injuries or physical sickness”. The
regul ations interpreting section 104(a)(2) provide:

Section 104(a)(2) excludes fromgross incone the anount
of any damages recei ved® (whether by suit or agreenent)
on account of personal injuries or sickness. The
[statutory] term “damages received (whether by suit or
agreenent” nmeans an anount received * * * through
prosecution of a legal suit or action based upon tort
or tort type rights, or through a settlenment agreenent
entered into in |ieu of such prosecution. [Sec. 1.104-
1(c), Income Tax Regs.; enphasis added.]

Petitioner did not bring a suit, or settle one, based on tort or
tort type rights. The suit and settlement at issue were not

agai nst the notorist whose fault caused her injury or against
that notorist’s insurer. Petitioner sued her own insurer
concerning a di sagreenent over the contractual ternms of policies
she and her spouse had purchased--specifically, whether anti-
stacking clauses in those policies entitled State Farmto deny
coverage under the second policy. The settlenent petitioner
reached wth State Farm was therefore not a “settl enent agreenent
entered intoin lieu of” a prosecution “based on tort or type
rights”; it was a settlenent of a contract dispute concerning the
terms of an insurance policy she had purchased that purported to

i ndemmi fy her against injury caused by an uninsured notorist.

°The regul ations do not reflect the 1996 amendnent of sec.
104(a)(2) wherein the phrase “(other than punitive danages)” was
added after “damages”. See Small Busi ness Job Protection Act of
1996, Pub. L. 104-188, sec. 1605(a), 110 Stat. 1838.
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Section 104(a)(3) generally provides an excl usion!® from
gross incone for

anounts received through accident or health insurance *
* * for personal injuries or sickness (other than
anounts recei ved by an enployee, to the extent such
anounts (A) are attributable to contributions by the
enpl oyer which were not includible in the gross incone
of the enployee, or (B) are paid by the enployer) * * *

The regul ations interpreting section 104(a)(3) provide:

Section 104(a)(3) excludes fromgross inconme anbunts
recei ved t hrough accident or health insurance for
personal injuries or sickness (other than anmounts
recei ved by an enployee, to the extent that such
anounts (1) are attributable to contributions of the
enpl oyer which were not includible in the gross incone
of the enployee, or (2) are paid by the enployer). * *
* |f, therefore, an individual purchases a policy of
accident or health insurance out of his own funds,
anounts received thereunder for personal injuries or

si ckness are excludable fromhis gross incone under
section 104(a)(3). * * * [Sec. 1.104-1(d), Incone Tax
Regs. ]

Accordi ngly, under the regulations, where an individual has

pur chased an acci dent or health insurance policy, the section
104(a) (3) exclusion applies to anmounts “received thereunder for
personal injuries or sickness”.

The regul ati ons under section 104(a)(3) do not address the
situation where the insured receives anounts only after
initiation and settlenment of a | awsuit against the issuer of the
accident or health insurance policy. The parties apparently

believe that the interposing of a |awsuit between the insured and

19The excl usion does not extend to anmounts attributable to
deductions all owed under sec. 213 for any prior taxable year.
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the insurer in this case causes the paynment petitioner received
fromState Farmto constitute “damages” that may be excluded from
i ncone only by satisfying the requirenents of section 104(a)(2).
We disagree. As nore fully discussed bel ow, we concl ude that
petitioner’s settlenment paynent from State Farm was received
“t hrough” accident or health insurance “for” personal injuries or
sickness within the nmeaning of section 104(a)(3) and is therefore
excl udable, up to the policy limts, under that section.

To deci de whether the settlenent paynent petitioner received
i s excludabl e under section 104(a)(3), we nust determ ne whet her
it constitutes an anount received (1) “through” (2) *“accident or
heal th insurance” (3) “for” personal injuries or sickness. See

Marsh v. Comm ssioner, T.C. Meno. 2000-11, affd. 23 Fed. Appx.

874 (9th Cir. 2002).

2. VWhet her Petitioner’s Autonobile Liability Policy
Was “Accident or Health | nsurance”

We believe there can be no serious dispute that petitioner’s
autonobile liability policy on which State Farm deni ed coverage
was “accident or health insurance” within the neaning of section

104(a)(3).* In Marsh v. Conm ssioner, supra, we assuned that an

anount received in settlenent of litigation over a claimunder

t he uni nsured notorist coverage of an autonobile liability

UThere is also no dispute in this case that the State Farm
policies at issue were purchased by petitioner or her spouse and
not by any enpl oyer of either.



- 15 -
i nsurance policy was in theory excludabl e under section
104(a) (3).' The Conmi ssioner has taken a simlar position in a
publ i shed revenue ruling that disability paynments received under
a “no fault” autonobile insurance policy are excludabl e under
section 104(a)(3). See Rev. Rul. 73-155, 1973-1 C.B. 50. W
accordingly hold that the uninsured notorist coverage in the
State Farm autonobile liability insurance policies at issue is
“accident or health insurance” within the nmeaning of section
104(a) (3).

3. VWhet her the Paynent Was an Anpbunt Recei ved
“Thr ough” Accident or Health | nsurance

Section 104(a)(3) requires that an excluded anmount be
recei ved “through” accident or health insurance. The regul ations
further clarify that an anmount is excludable if an individual has
purchased the policy and the anobunts are received “thereunder”

Sec. 1.104-1(d), Incone Tax Regs. Marsh v. Conm ssioner, supra,

i kewi se involved a claimby an insured taxpayer for

i ndemmification for a personal injury under the uninsured

not ori st coverage of his autonobile liability policy. As in this
case, the insurer denied coverage on grounds subsequently found

invalid by the State’'s highest court in other proceedings. The

2 n Marsh v. Conmi ssioner, T.C Menb. 2000-11, affd. 23
Fed. Appx. 874 (9th Cr. 2002), we held that an excl usion under
sec. 104(a)(3) was not avail abl e because the claimthat had been
settled by the insurer was based on a fal se statenent by the
i nsur ed.
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t axpayer thereupon sued, and the insurer ultimtely settled with
t he taxpayer for approxi mately $68, 000, which the taxpayer sought
to exclude under section 104(a)(3) or (2).*® A key difference in
Marsh was our finding that the taxpayer’s clai mof personal
injury was based on his false statenent. As a result, we held
that the paynment was not excludabl e under section 104(a)(3)
because it was not “for” personal injuries or sickness. W did
not suggest that the paynent’s being a product of litigation with
the insurer raised an issue under the requirenment that the
paynment be received “through” accident or health insurance.
| ndeed, we assuned that a paynent in these circunstances woul d be
“under an insurance policy”.

Petitioner received the $52,896 paynent at issue as her
share of the settlenent of a class action |awsuit against State
Farm In order to be eligible to receive the paynent, petitioner

was required to have been (1) insured under multiple (two or

B3\We found the taxpayer’s position on brief unclear as
bet ween the two subsections, but the Comm ssioner’s argunents
assuned that the taxpayer was claimng an excl usion under sec.
104(a) (3).

YI'n this regard, we stated:

section 104(a)(3) provides an exclusion from gross

i ncome of “amounts received through accident or health
i nsurance for personal injuries or sickness”.
(Enphasi s added.) The nere fact that amounts in
question are paid by an insurance conpany under an

i nsurance policy does not establish that such amounts
were actually paid for injuries or sickness. * * *

[ Marsh v. Conmi ssioner, supra.]
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nore) insurance policies purchased fromState Farmw th UM U M
coverage, (2) injured through the fault of an uninsured or
underinsured notorist, and (3) denied paynent under one of the
foregoing policies while receiving paynent under another.

W are satisfied that these prerequisites establish that
petitioner received the settlenent paynment “through” accident
i nsurance, or under such a policy, wthin the neaning of section
104(a)(3) and the regulations. Petitioner’s claimagainst State
Farmin the class action lawsuit was at its core a demand for
paynment under the second of the two policies purchased by her and
her husband with respect to which State Farm had deni ed coverage.
That petitioner had to litigate to establish her rights to
paynment under the second policy does not change the concl usion
that the paynment was received “through” accident insurance. It
is apparent that a primary issue in the litigation was the proper
interpretation of the contractual terns of petitioner’s policies.
Certain nmenbers of the plaintiff class, the “ldentified
Plaintiffs”, were excluded fromany paynent under the settlenent
agreenent because the anti-stacking provisions in their policies
had been found sufficient to support State Farnis denial of
coverage. In these circunstances we are persuaded that State
Farm settled with petitioner because the conpany believed there
was a significant likelihood its denial of coverage under the

second policy would be found inproper. W accordingly conclude
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that, but for her status as an insured under the second policy,
petitioner would not have received the settlenent paynment. W
therefore hold that the settl enent paynment was received “through”
acci dent or health insurance.

4. VWhet her the Paynent Was Received “for” Persona
I njuries or Sickness

Petitioner was a nenber of a plaintiff class whose nenbers
had sustained personal injury as the result of the fault of an
uni nsured or underinsured notorist but had been deni ed coverage
under one or nore of their State Farmpolicies with UM U M
coverage. Petitioner’s eligibility to receive the paynent at
issue required, in addition to the foregoing, that she al so not
have been classified as a “Fully Conpensated Plaintiff”; nanely,
a menber of the plaintiff class whomthe superior court had ruled
had been fully conpensated for his or her injuries.® Only by
nmeeting the foregoing requirenents did petitioner becone
gqualified to receive a pro rata distribution of the $29, 873, 750
settl enment funds.

On the basis of these terns of the settlenent agreenment, we
are satisfied that petitioner received her share of the

settlenment funds in significant part because she had

%I'n order to qualify as an “Eligible O ass Menber”,
petitioner also nust not have been classified as a “Seventh Year
Cl ass Menber”; nanely, a plaintiff class nmenber whose cl ai ns
under a State Farm policy had been the subject of an unsuccessful
State Farm notion for summary judgnent on the basis of the
statute of limtations.
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unconpensat ed personal injuries for which she had nmade a bona
fide claimagainst her insurer for indemification, which was
settl ed.

Respondent argues, however, that the class action | awsuit
involved a multitude of clains beyond those prem sed on personal
injury (e.g., breach of contract, breach of covenant of good
faith and fair dealing, fraud, violation of the Arizona Consuner
Fraud Act, breach of fiduciary duty, and racketeering) and sought
conpensatory damages, treble damages, punitive damages, and
prejudgment interest.® Since the settlenent agreenent did not
expressly allocate any portion of the paynent to personal injury
and petitioner becane subject to a general release of all clains
against State Farm it cannot be said, respondent argues, that
petitioner received the paynent “for” personal injury.! Rather,
t he argunent goes, the paynent was nade in exchange for rel ease
of all clainms against State Farm and petitioner has failed to

prove that any portion is attributable to personal injury.

1Al t hough respondent’s argunent was directed at sec.
104(a)(2), we consider it to the extent it may apply to
petitioner’s entitlenment to an excl usion under sec. 104(a)(3).

"Respondent also relies on Taggi v. United States, 35 F.3d
93 (2d Cir. 1994), and Myrabito v. Conm ssioner, T.C Meno. 1997-
315, but this reliance is msplaced. |In both cases the taxpayers
had never advanced a claimof any kind before receiving paynent.
Petitioner formally sued State Farm and the litigation was
settled pursuant to a witten settlenent agreenent. Taggi and
Morabito offer no guidance in this context.
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We disagree. Wiile the general release may have
extingui shed all of petitioner’s clains in the lawsuit, we find
nore persuasive the fact that petitioner’s eligibility for a
share of the settlenent funds depended upon her show ng that she
had not been fully conpensated for her injuries. Petitioner’s
injuries were extensive. She testified credibly that she was out
of work for a year and that she anticipated nedical expenses in
future years as a consequence of her injuries when she settled
her claimunder the first State Farmpolicy in 1996. In these
ci rcunst ances we are persuaded that State Farnmis paynent to her
up to the $50,000 limt on UM U M coverage in her policy, was
“for” personal injuries wthin the nmeaning of section 104(a)(3).

That | eaves the excess of the settlenment paynent over the
$50, 000 coverage linmt of the second policy; i.e., $2,896. This
anount coul d not have been indemnification under the policy “for”
petitioner’s personal injuries because State Farnmi s obligation
under the policy did not extend that far. Rather, we are
per suaded that $2,896 of the settlenent paynment was for sonething

el se, either interest!® or resolution of any clains that

8petiti oner has conceded that $302 of the $52, 896 paynent
is taxable interest. That concession is consistent with the
undi sputed facts. State Farminitially deposited $29, 873, 750
into trust to be distributed pro rata to the 568 Eligible O ass
Menbers. Petitioner’s share of the original deposit would have
been $52,595. Petitioner’s distribution was approximately $301
nore than that.
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petitioner was entitled to recover damages on account of State
Farm s wongful denial of coverage.

Consequently, we conclude that petitioner has shown that
$50, 000 of the paynment at issue is excludable fromgross incone
pursuant to section 104(a)(3) and has failed to show any basis
for excluding the renai nder.

B. Soci al Security Paynents

We now consi der whet her petitioner nust include in her 2002
gross incone the $9,396 of paynents she received fromthe Social
Security Adm nistration, as respondent determ ned.

Petitioner’s unchall enged testinony was that she was
di sabled in 2002 as a result of reflex dystrophy syndrome and
recei ved the paynents fromthe Social Security Adm nistration at
issue as a result of that disability. W accordingly find that
the paynents were Social Security disability insurance benefits.

Section 86 requires the inclusion in gross incone of up to
85 percent of Social Security benefits received during the
t axabl e year, including Social Security disability insurance

benefits. See sec. 86(a), (d);! see also Reinels v.

Comm ssioner, 123 T.C 245, 247 (2004), affd. 436 F.3d 344 (2d

Cir. 2006); Joseph v. Conm ssioner, T.C Meno. 2003-19; Thonas V.

Comm ssioner, T.C Menp. 2001-120. Cenerally, under section

19Sec. 86(d)(1)(A) defines Social Security benefits to
i ncl ude anounts received under tit. Il of the Social Security
Act, 42 U S.C. secs. 401-434 (2000), as anended, which include
Social Security disability insurance benefits. 1d. sec. 423.
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86(a)(1) Social Security benefits are includible in gross inconme
“Iin an anount equal to the lesser of--(A) one-half of the social
security benefits received during the taxable year, or (B) one-
hal f of the excess described in subsection (b)(1).” The excess
described in subsection (b)(1) is the sumof the taxpayer’s
nmodi fi ed adjusted gross incone (MAG) and one-half of the Soci al
Security benefits received during the taxable year, over the
t axpayer’s “base amount”. |If the sumof the MAG and one-half of
the Social Security benefits received exceed the taxpayer’s
“adj usted base anount”, then the anount of Social Security
benefits includible in gross incone is equal to the |esser of:

(A) the sum of —-

(1) 85 percent of such excess, plus

(i1) the lesser of the amount determ ned under paragraph (1)

or an anmount equal to one-half of the difference between the

adj ust ed base anmobunt and t he base anount of the taxpayer, or

(B) 85 percent of the social security benefits received
during the taxable year. [Sec. 86(a)(2).]

For purposes of section 86, a taxpayer’'s MAG is her
“adj usted gross incone--(A) determned wthout regard to this
section and sections 135, 137, 221, 222, 911, 931, and 933, and
(B) increased by the anount of interest received or accrued by
the taxpayer during the taxable year which is exenpt fromtax.”
Sec. 86(b)(2). Section 86(c)(1l)(C) defines the term “base
anount” to mean “zero in the case of a taxpayer who--(i) is

married as of the close of the taxable year (within the neaning
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of section 7703) but does not file a joint return for such year,
and (ii) does not live apart fromhis spouse at all tinmes during
the taxable year.” Section 86(c)(2)(C) defines the term
“adj usted base anpbunt” to nmean “zero in the case of a taxpayer
described in paragraph (1)(0.”

Respondent determ ned that petitioner’s sole item of gross
i nconme for 2002 other than her disability insurance benefits of
$9, 396 was the $52,896 paynent from State Farm W have
redeterm ned that only $2,896 of the State Farm paynent is
includible in petitioner’s 2002 gross incone. As a consequence,
none of the adjustnents in section 86(b)(2) applies; petitioner’s
gross inconme, “adjusted gross incone”,? and MAG in 2002 were the
same--%$2,896. Petitioner’s “base anount” and “adj usted base

amount” were both zero.? See sec. 86(c)(1)(O, (2)(0O.

20Pet i ti oner has not shown that she is entitled to any of
t he deductions under sec. 62 that would cause “adjusted gross
i ncone” to be less than “gross incone”.

2lpetitioner’s base anbunt was zero because she was a
t axpayer described in sec. 86(c)(1)(C). Petitioner was married
at the end of 2002, has not shown she satisfied the requirenents
of sec. 7703(b) to be treated as not married in 2002, and did not
file ajoint return for the year. See sec. 86(c)(1)(O(i); see
also Phillips v. Comm ssioner, 86 T.C 433, 441 n.7 (1986), affd.
in part and revd. in part on another issue 851 F.2d 1492 (D.C
Cr. 1988); Brunner v. Comm ssioner, T.C Meno. 2004-187 (joint
filing status not allowable unless a joint returnis filed and
made a part of the record before the case is submtted to the Tax
Court for decision), affd. per curiam 142 Fed. Appx. 53 (3d CGr
2005). Further, petitioner has not shown that she |lived apart
(continued. . .)
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Under section 86(b)(1), petitioner’s MAG ($2,896) plus one-
hal f of the Social Security disability insurance benefits of
$9, 396 ($4,698) equals $7,594, which exceeds her “adjusted base
anmount” of zero. Accordingly, under section 86(a)(2) the anount
of Social Security benefits includible in petitioner’s gross
income is equal to the | esser of $6,455 (85 percent of the excess
of $7,594 ($6,455) plus zero??), or $7,987 (85 percent of the
Soci al Security benefits received).

Accordingly, petitioner nust include in her gross incone for
2002 $6, 455 of the $9,396 of Social Security disability insurance
benefits she received during the year, pursuant to section 86.

1. Fi li ng Requirenent

We have redeterm ned that petitioner had gross incone in
2002 totaling $9,351 (consisting of the $2,896 taxable portion of
the State Farm paynent and the $6, 455 taxabl e portion of the
Social Security benefits). As a consequence, the Court wll
consi der sua sponte whether petitioner had an obligation to file

a Federal income tax return for 2002.

21(...continued)
fromher former spouse “at all tinmes” during 2002. See sec.
86(c)(1)(CO(ii). Petitioner’s adjusted base anbunt was al so zero
because she is a taxpayer described in sec. 86(c)(1)(C. See
sec. 86(c)(2)(0O.

20ne-hal f of the difference between the adjusted base
anount (zero) and the base anobunt (zero) is zero, which is |ess
t han the anount determ ned under par.(1l). See sec.

86(a)(2)(A) (ii).
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Section 6012(a)(1l) requires the filing of an incone tax
return by every individual having gross incone for the taxable
year which equals or exceeds the “exenption amount” (i.e.,
$3,000%%) with four exceptions. Petitioner does not satisfy the
first three exceptions (i.e., clauses (i), (ii) and (iii) of
section 6012(a)(1)(A), which apply to unmarried individuals,
(unmarried) heads of househol ds, and surviving spouses,
respectively) because she was married as of the close of 2002.
Petitioner also fails to satisfy the fourth exception in clause
(1v) of section 6012(a)(1)(A), which applies to an individual

(tv) who is entitled to make a joint return and

whose gross inconme, when conbined with the gross incone

of his spouse, is, for the taxable year, |less than the

sum of twi ce the exenption anount plus the basic

st andard deduction applicable to a joint return, but

only if such individual and his spouse, at the close of

t he taxabl e year, had the sane household as their hone.
Petitioner fails to satisfy the exception in clause (iv) in three
respects. First, she is not entitled to file a joint return,

since she had not filed such a return (or any return) as of the

subm ssion of this case for decision. See Phillips v.

Commi ssioner, 86 T.C 433, 441 n.7 (1986), affd. in part and

revd. in part on another issue 851 F.2d 1492 (D.C. Cr. 1988);

2For purposes of sec. 6012, a taxpayer’'s “exenption anmount”
has the sanme nmeaning as provided in sec. 151(d). Sec.
6012(a)(1)(D)y(ii). Sec. 151(d) provides that generally a
t axpayer’s “exenption amount” is $2,000 increased by a cost-of -
living adjustnent. Sec. 151(d)(1), (4). For taxable years
begi nning in 2002 the “exenption anount” under sec. 151(d)
adjusted for the cost of living was $3,000. See Rev. Proc. 2001-
59, sec. 3.11, 2001-2 C. B. 623, 626.
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Brunner v. Comm ssioner, T.C Meno. 2004-187, affd. per curiam

142 Fed. Appx. 53 (3d Cr. 2005). Second, petitioner has

provi ded no evi dence concerni ng her spouse’s gross incone in
2002. Third, petitioner has not shown that she and her spouse
had the sanme household as their hone at the close of 2002. The
avai |l abl e evi dence suggests the contrary; nanely, petitioner
testified that in 2002 her marri age was “di ssolving” and that she
and her husband “weren’t really tal king too nmuch”. Because
petitioner did not satisfy any of the exceptions, she was
required to file an inconme tax return under section 6012(a)(1l) in
t hat her gross inconme of $9, 351 exceeded $3, 000.

I11. Dependency Exenption Deduction

We next consider whether petitioner is entitled to a
dependency exenption deduction for 2002. Petitioner contends
that she is entitled to a dependency exenption deduction for one
of her children, while respondent’s position is that she has
failed to show entitlenent because there is no evidence of the
child' s whereabouts or source of support during 2002. W agree
W th respondent.

Section 151(a) and (c) allows a taxpayer a deduction for
each individual who is a dependent of the taxpayer as defined in
section 152, including a child of the taxpayer who has not
reached age 19 by the close of the taxable year. The allowance

is conditional, however, on the taxpayer’s including the
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identifying nunber of the dependent on the return claimng the
exenption. See secs. 151(e), 7701(a)(41), 6109. Section 152(a)
defines a dependent in pertinent part to include a son of the
t axpayer over half of whose support for the year was received
fromthe taxpayer or is treated as received fromthe taxpayer
under subsection (c) or (e) of section 152.

Section 152(e) provides special rules for treating one
taxpayer as if he or she provided nore than half the support of
his or her child in the case of divorced parents, which for this
pur pose includes married individuals who, notw thstandi ng the
absence of a divorce, |egal separation, or witten separation
agreenent, nonetheless “live apart at all tinmes during the last 6
nmont hs of the cal endar year”. Sec. 152(e)(1). Application of
section 152(e) also requires that the child receive over half of
his support during the calendar fromhis parents and be in the
custody of one or both of themfor nore than one-half of the
cal endar year. 1d. |If these conditions are net, the child is
treated as receiving over half of his support fromthe parent
havi ng custody for a greater portion of the cal endar year, id.,
or fromthe parent having custody for the | esser portion if the
ot her parent releases his or her claimin a witten declaration
attached by the claimng parent to his or her return, sec.

152(e) (2).
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Petitioner has failed to show that she satisfies any of the
section 152 requirenents for claimng either of her children as
dependents. She has proven only that during her marriage she had
two children who were mnors during 2002. Beyond that, there is
no evi dence of the source of the children’s support in 2002 or of
whi ch parent had custody over what period during that year.
Petitioner asserts on brief that she provided over half of the
support of one of her two children. However, statenments on brief

are not evidence. See Rule 143(b); Neonatol ogy Associates, P.A

v. Comm ssioner, 115 T.C 43, 92 (2000), affd. 299 F.3d 221 (3d

Cr. 2002).

Petitioner testified that she and her husband had an oral
agreenent covering 2002 under which petitioner was entitled to
claimone of their children as a dependent. However, even a
formal witten agreenent, incorporated in a State court decree,
granting the dependency exenption deduction for a child to one
parent is ineffective if the requirenents of section 152 are not

met. See MIller v. Conm ssioner, 114 T.C 184, 193-194 (2000).

It follows that any oral understandi ng between petitioner and her
husband is |ikew se ineffective.

G ven that the record does not establish the children’s
wher eabouts in 2002, petitioner has failed to show either that
she provided over half of the support of either child, as

requi red under section 152(a), or that she should be treated as



- 29 -
provi ding over half of that support under section 152(e) because
she had custody of the child for the greater portion of 2002 or
had a witten declaration fromher husband rel easing any claimto
one of the dependency exenption deductions for their two
children.? Respondent’s determ nation that petitioner is
entitled to only one personal exenption is therefore sustained.

V. Child Tax Credit

We turn to petitioner’s claimof a child tax credit for
2002.

Subject to incone Iimtations not pertinent here, a child
tax credit is allowed wth respect to each “qualifying child” of
the taxpayer. Sec. 24(a) and (b). Section 24(c)(1l) generally
defines a “qualifying child” as a child of the taxpayer for whom
the taxpayer is allowed a dependency exenption deduction under
section 151 and who has not attained age 17. Since we have
concluded that petitioner is not entitled to a dependency
exenpti on deduction for either TIMor TDM neither child is
petitioner’s “qualifying child” under section 24(c).
Consequently, petitioner is not entitled to a child tax credit,

and we sustain respondent’s determ nation to that effect.

24The exceptions in sec. 152(e)(3) and (4) also do not
apply. There is no evidence that there was a nultiple support
agreenent as defined in sec. 152(c) covering petitioner’s
children in 2002, and there was no pre-1985 instrunent wthin the
meani ng of sec. 152(e)(4) applicable to them



V. Additions to Tax

Finally, we consider whether petitioner is liable for
additions to tax under section 6651(a)(1) and (2).

Respondent bears the burden of production with respect to
petitioner’s liability for the additions to tax. See sec.
7491(c). In order to neet that burden, respondent nust offer
sufficient evidence to indicate that it is appropriate to inpose

the additions. See H gbee v. Commi ssioner, 116 T.C. 438, 446

(2001). Once respondent neets his burden of production,
petitioner bears the burden of proving error in the

determ nation, including establishing reasonabl e cause or other
excul patory factors. 1d. at 446-447

A. Section 6651(a)(1) Addition to Tax

Section 6651(a)(1l) inposes an addition to tax for any
failure to file a return by its due date. The addition is equal
to 5 percent of the ampbunt required to be shown as tax on the
return for each nonth or portion thereof that the return is |ate,
up to a maxi mum of 25 percent. See id. The addition wll not
apply if it is showmn that the failure to file a tinely return was
due to reasonabl e cause and not due to willful neglect. See id.;

see also United States v. Boyle, 469 U S. 241, 245 (1985). A

failure to file tinely is due to reasonabl e cause “If the
t axpayer exercised ordinary business care and prudence and was

neverthel ess unable to file the return within the prescribed
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tinme”. Sec. 301.6651-1(c)(1), Proced. & Adm n. Regs.; see United

States v. Boyle, supra at 246. WIIful neglect is interpreted as

a “conscious, intentional failure or reckless indifference.”

United States v. Boyle, supra at 245.

As previously discussed, we have sustained respondent’s
determ nation that petitioner had gross incone in 2002 to the
extent of $9,351, which exceeded her exenption anmount. She was
therefore required to file a return for 2002. See sec.
6012(a)(1). Petitioner’s return for 2002 was due on April 15,
2003, in the absence of any extensions. See secs. 6072(a),
6081(a). The parties stipulated that petitioner did not file a
return for 2002. The foregoing satisfies respondent’s burden of
producti on under section 7491(c) and establishes petitioner’s
liability for the section 6651(a)(1l) addition to tax unl ess
petitioner can establish reasonable cause for her failure to file

tinmely. See Higbee v. Conm ssioner, supra at 446.

Petitioner has not nmade an explicit claimthat she had
reasonabl e cause for her failure to file. She testified,
however, that she consulted an accountant regardi ng the proper
tax treatnment of the paynent she received from State Farm and
that he advised her that it mght or mght not be taxable and
t hat she should make further inquiry. Assumng this testinony
shoul d be treated as a claimof reasonable cause, it falls short.

Wiile it is true that the receipt of professional advice to the
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effect that the taxpayer does not have a tax liability or filing
obligation may constitute reasonable cause for a failure to

tinely file, see, e.g., United States v. Boyle, supra at 250-251

& n.9; Zabolotny v. Conm ssioner, 97 T.C 385, 400-401 (1991),

affd. in part and revd. in part on other grounds 7 F.3d 774 (8th
Cr. 1993), petitioner received no such advice regarding her
obligations with respect to the State Farm paynent and no advice
what soever regarding the Social Security paynents. W
accordingly conclude that petitioner did not have reasonabl e
cause for her failure to file, and we sustain respondent’s
determ nation of the addition to tax under section 6651(a)(1),
with the “ampbunt required to be shown as tax on * * * [the]
return” conputed in a manner consistent with petitioner’s gross
i ncome as redeterm ned herein.

B. Section 6651(a)(2) Addition to Tax

Section 6651(a)(2) inposes an addition to tax for any
failure to pay the tax shown on a return on or before the date
prescribed for paynent of such tax. The addition is equal to 0.5
percent of the anpbunt shown as tax on the return for each nonth,
or fraction thereof, during which the failure to pay conti nues,

up to a maxi mum of 25 percent.? See id. The date prescribed for

#The sec. 6651(a)(1) addition to tax is reduced by the
anount of the sec. 6651(a)(2) addition for any nonth (or fraction
thereof) to which an addition to tax applies under sec.

6651(a)(1) and (2). See sec. 6651(c)(1).
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paynment of inconme tax is the due date for filing the return
determ ned wthout regard to any extension of time for filing.
See id.

The addition applies only when an anount of tax is shown on

a return. See Wieeler v. Conm ssioner, 127 T.C 200, 208 (2006);

Cabirac v. Conm ssioner, 120 T.C 163, 170 (2003). A substitute

for return (SFR) nade by the Secretary under section 6020(b) is
treated as “the return filed by the taxpayer for purposes of
determ ning the anount of the addition” under section 6651(a)(2).
Sec. 6651(g)(2). For these purposes, an SFR “nust be subscri bed,
it must contain sufficient information fromwhich to conpute the
taxpayer’s tax liability, and the return formand any attachnments

must purport to be a ‘return’.” Spurlock v. Conmm ssioner, T.C

Meno. 2003-124; see also Cabirac v. Comm ssioner, supra at

170-171.

The addition will not apply if it is shown that the failure
to pay tinmely was due to reasonabl e cause and not due to wllful
neglect. See sec. 6651(a)(2). A failure to pay is due to
reasonabl e cause if the taxpayer “exercised ordinary business
care and prudence in providing for paynent of his tax liability
and was neverthel ess either unable to pay the tax or would suffer
an undue hardship * * * if he paid on the due date.” Sec.

301.6651-1(c)(1), Proced. & Adm n. Regs.; see Merriamyv.
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Commi ssioner, T.C Menp. 1995-432, affd. w thout published

opinion 107 F. 3d 877 (9th Gr. 1997).

As noted, petitioner did not file a return for 2002.
Respondent, pursuant to section 6020(b), prepared an SFR for 2002
showi ng tax due of $16,822.26 The SFR qualifies as a valid return
for purposes of section 6651(a)(2). Petitioner failed to pay
tinmely her 2002 tax liability as shown on the SFR  These
undi sputed facts satisfy respondent’s burden of production under
section 7491(c) and establish petitioner’s liability for the
section 6651(a)(2) addition to tax unless petitioner can
establish reasonabl e cause for her failure to pay tinely. See

Hi gbee v. Commi ssioner, 116 T.C. at 446.

Petitioner was disabled during 2002 and 2003. Al though
petitioner testified at trial that she received Social Security
di sability insurance benefits in 2002, there is no other evidence
of her financial circunstances at that tine. On this record, we
are unable to conclude that petitioner was unable to pay her tax
due or that she would have suffered undue hardship if she had

paid the tax on its due date. See Guterman v. Conmm ssioner, T.C

Meno. 2008-283; Bray v. Commi ssioner, T.C. Mno. 2008-113; see

al so sec. 301.6651-1(c)(1), Proced. & Adm n. Regs.

26The tax was cal cul ated on the basis of the sane
adj ust nents subsequently determ ned in the notice of deficiency.
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We therefore hold that petitioner has not shown reasonabl e
cause with respect to the section 6651(a)(2) addition to tax, and
we sustain respondent’s determ nation of the section 6651(a)(2)
addition to tax for 2002, reduced in accordance with section
6651(c)(2) to reflect our redeterm nation of petitioner’s gross
i ncone for 2002.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




