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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GCEKE, Judge: Respondent determ ned a deficiency in incone
tax of $413, 369 against petitioners for the tax year 1992, based
on respondent’s position that Charles Witaker Wight and Betty
J. Wight (hereinafter petitioners) erroneously excluded from

gross incone settlenment proceeds of $1, 269,950 pursuant to
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section 104(a)(2).* W find that respondent’s determ nation was
in error regarding $1, 257,500 of the amount in dispute.
FI NDI NGS OF FACT

Petitioners were married and filed a joint Federal inconme
tax return for 1992. Respondent issued a notice of deficiency to
petitioners on October 10, 1996. Petitioners tinmely petitioned
this Court. At the tinme they filed the petition, petitioners
resided in Los Angeles, California.

M. Wight died on January 1, 1999, at the age of 78. Ms.
Wight had died on January 1, 1998. Their daughter was appoi nted
as the admnistratrix of her parents’ estates by the Superior
Court of California for the County of Los Angel es.

In the md-1960s, M. Wight organized Marvin Engi neering
Co., Inc. (MEC), a California corporation, wth Marvin Gussman
and Cerald Friedman. MEC s primary business was making parts for
t he aerospace and defense industries. M. Qssnman served as the
presi dent and chi ef executive officer, and M. Friedman served as
the chief financial officer. M. Wight was an engi neer for MEC
and worked in production and the devel opnent of new products.

M. Wight was also a director of MEC.

Unl ess otherwi se indicated, all 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
Pr ocedure.
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In 1988, M. Wight decided he wanted to | eave MEC. A
di spute arose because M. Wight believed that he owned 40
percent of the outstanding shares of MEC, while M. Gussman and
M. Friedman believed he owned only 10 percent. M. Wight also
believed that MEC had paid M. GQussman and M. Friedman
di sproportionately |arger bonuses than it had paid him The
corporate records of MEC reflect that M. Wight was a 10- percent
shar ehol der, because he owned 40 shares of MEC s 400 outstandi ng
shares of common stock. M. Wight was enotionally distraught by
t he di screpency between his understandi ng and the corporate
records.

M. Wight engaged the law firmof Paul, Hastings, Janofsky
& Wal ker (Paul, Hastings) and began a lengthy effort to extract a
resolution from MEC and the ot her sharehol ders that woul d provide
a significant paynment to him Tolliver Besson and John Burns of
Paul , Hastings represented M. Wight in negotiating with MEC and
t he ot her sharehol ders.

By Cctober 1990, M. Burns was engaged in settl enent
negoti ati ons on behalf of M. Wight. M. Burns prepared two
draft agreenents as part of the negotiations. The first was
dated Cctober 26, 1990. It outlined a settlenment including a $7
mllion stock buyout and a paynent of $1 million for enotional
distress. It did not contain any reference to the underpaynment

of conpensation. The second draft agreenent was dated January
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22, 1991. It was simlar to the first, but it provided different
terms regarding the timng of the paynents. Wen these proposals
proved unsuccessful, M. Besson took over control of the
negotiations in April 1991. He directed that a menorandum be
prepared by other |awers at Paul, Hastings. This nmenorandum
di scussed 10 potential causes of action that M. Wight m ght
have against M. Gussman and M. Friedman, including a claimfor
intentional infliction of enotional distress. Regarding the
intentional infliction of enotional distress, the nmenorandum
i ncl uded the foll ow ng:

At a mninmum as a result of Messrs. Gussman’s and

Fri edman’s fraudul ent, wongful actions and self-

dealing, and refusal to permt M. Wight to inspect

t he books and records of MEl [sic], M. Wight has

suffered substantial enotional distress.

The nmenorandum further stated that a claimfor intentional
infliction of enotional distress mght be unlikely to result in
damages in litigation unless fraud by the other fornmer

shar ehol ders was establ i shed.

A subsequent draft menorandum of agreenent was dated July
1991. This draft treated in greater detail certain intellectual
property that M. Wight sought to have assigned to him M.
Wight's enmpl oynent with MEC, and other matters. It provided for

$2 mllion in settlenment of clains for personal injury. Like the

prior draft agreenents, it was never finalized.
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In negotiations, it appeared the other sharehol ders were
intentionally delaying to force M. Wight to capitul ate because
of legal costs. M. Besson observed that the stress of the
di spute was affecting M. Wight physically. M. Wight’'s
dilenma was that bringing suit woul d be even nore expensive for
hi m al t hough bringing suit appeared to be the only neans |ikely
to force a settlenent. In a letter to M. Wight dated May 1
1991, M. Besson discussed the |ikelihood of forcing a settl enent
short of litigation.

In June 1991, a draft conplaint was prepared. This
conpl aint included a cause of action for the intentional
infliction of enotional distress. A conplaint was never filed
because M. Besson and M. Friedman negoti ated an agreenent on
behal f of M. Wight, MEC, and the other sharehol ders. This
agreenent was docunented in a Menorandum of Agreenent dated My
15, 1992, but not finalized until July 29, 1992. Each item of
paynment in this agreenent was negotiated separately. 1In addition
to the Menorandum of Agreenent, other docunents were executed as
a part of the settlenent. These included a General Rel ease
Agreenent, an Option Agreenent, a Consent of Spouse, a Bill of
Sal e, Paynent Instructions and Term nati on of Escrow, M.
Wight's resignation of office in MEC, and a receipt in which M.

Wi ght acknow edged recei pt of $952,883.37 in January 1992 and
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$262,000 in 1991 in settlenent of clains for personal injuries
suffered by M. Wight and his spouse.

The Menorandum of Agreenent provided that: (1) MEC woul d
receive an option to purchase all of M. Wight's shares for $2.5
mllion if exercised before August 1, 1996, or $2.6 million if
exerci sed before August 1, 1997; (2) M. Wight would receive $1
mllion in revenue bonds for settlenent of conpensation clains;
(3) M. Wight would receive $1, 038,000 in cash for personal
injuries he and his spouse suffered in addition to $262, 000 whi ch
he had received in 1991; and (4) the titles to three autonobiles
woul d be transferred to M. Wight.

For 1992, MEC i ssued a Form 1099-M SC, M scel | aneous | ncone,
to M. Wight showi ng nonenpl oyee conpensation of $1, 257,500 and
a Form W2, Wage and Tax Statenent, showi ng wages of $1, 042, 400.
There are di screpanci es anong the agreenent, the cash receipt,
and the Form 1099-M SC regardi ng the anount for personal
injuries.

In the notice of deficiency for 1992, respondent determ ned
i ncreased taxabl e incone of $1, 269,950 and adjusted itemn zed
deductions. The adjustnents to item zed deductions are purely
conput ati onal and depend on the primary adjustnent. The
$1, 269, 950 anobunt is consistent with the Form 1099-M SC, plus the
total value of $12,450 stated on the Bill of Sale transferring

the three autonmobiles fromMEC to M. Wight. Although
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$1, 257,500 does not coincide with any of the settlenment docunents
in the record as noted above, petitioners have not contested that
this is the amount paid for personal injuries. The transfers of
t he autonobiles are not stated in the Menorandum of Agreenent to
be part of the personal injury settlenent; rather, they are
separately listed in that docunent.
OPI NI ON

The controversy concerns whether petitioners may excl ude
fromgross income under section 104(a)(2) a portion of the
settl ement proceeds they received from MEC, a corporation of
which M. Wight was one of the founding sharehol ders and a | ong-
term enpl oyee.

|. General Rules

“Except as otherw se provided”, gross inconme for the purpose
of calculating Federal incone tax includes “all incone from
what ever source derived”. Sec. 61(a). This definition is
sweepi ng in scope, and exclusions fromincone are to be narrowy

construed. See Conmmi ssioner v. Schleier, 515 U. S. 323, 328

(1995). Further, “exenptions fromtaxation are not to be

i nplied; they nust be unanbi guously proved.”? United States v.

Wells Fargo Bank, 485 U.S. 351, 354 (1988). The statute and the

regul ati ons provide that conpensation for services, including

2No question has been raised with respect to the burden of
proof or production under sec. 7491(a).
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severance or termnation pay, is expressly enconpassed within the
definition of gross incone. See sec. 61(a)(1l); sec. 1.61-
2(a)(1), Incone Tax Regs.

Section 104 provides for an exclusion fromgross incone for
certain paynents received as conpensation for injuries or
sickness. Specifically, section 104(a)® provides in part:

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

(a) In Ceneral.--Except in the case of anounts
attributable to (and not in excess of) deductions

al l oned under section 213 (relating to nedical, etc.,

expenses) for any prior taxable year, gross inconme does
not i ncl ude- -

* * * * * * *

(2) the anpbunt of any damages received
(whet her by suit or agreenent and whether as |unp
suns or as periodic paynents) on account of
personal injuries or sickness;

The regul ati ons under section 104 provide that the term
“damages received (whether by suit or agreenent)” neans “an
anount received (other than worknen’s conpensation) through
prosecution of a legal suit or action based upon tort or tort
type rights, or through a settlenent agreenment entered into in

lieu of such prosecution.” Sec. 1.104-1(c), Incone Tax Regs.

The 1996 anmendnents to sec. 104 by the Small Business Job
Protection Act of 1996, Pub. L. 104-188, sec. 1605, 110 Stat.
1838, do not apply because the anmendnents are effective for
anounts received after Aug. 20, 1996
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In Conm ssioner v. Schleier, supra, the U S. Suprene Court

established a two-prong test for determ ning whether a taxpayer
is eligible to exclude inconme under section 104(a)(2). The
t axpayer nmust denonstrate (1) that the underlying cause of action
giving rise to recovery is based upon tort or tort-type rights,
and (2) that the damages were recei ved on account of personal
injuries or sickness. 1d. at 336-337.

Where anounts are received pursuant to a settl enent
agreenent, the nature of the claimunderlying the danage award,
rather than the validity of the claim determ nes whet her damages

are excluded under section 104(a)(2). United States v. Burke,

504 U. S. 229, 237 (1992). The nature of the claimis generally
ascertained by considering the facts and circunstances

surroundi ng the settlenent agreenent. Knoll v. Conmm Ssioner,

T.C. Meno. 2003-277.

1. Contentions of the Parties

Petitioners contend that the settlenment docunents reflecting
arm s-1ength negotiations and the separately negoti ated paynents
speak for thenselves as to their purpose. In other words, a
portion of the settlenent was earmarked for personal injuries as
had been negotiated fromthe outset, and this paynent was
i ntended for that purpose by the payors. Petitioners also
mai ntain that intentional infliction of enotional distress is a

tort or tort-like claim citing United States v. Burke, supra at
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234, and California law. Finally, petitioners assert that the
portion of the settlenent in dispute was paid for personal
injuries or sickness as reflected in the settlenent agreenent.
Respondent does not contest that under California |l aw intentional
infliction of enpotional distress is a tort for purposes of United

States v. Burke, supra. Rather, respondent maintains that the

settlenment agreenent is not reflective of the true intent behind
t he paynent. Respondent asserts that this was a business dispute
and that under California law a claimfor intentional infliction
of enotional distress could never have been sustained in
litigation. Therefore, respondent reasons that personal injury
was not the notivation for any portion of the paynents to M.
Wi ght.
I11. Analysis

It would have been difficult to sustain a cause of action
for the intentional infliction of enotional distress; however,
the sane could be said for the assertion of 40-percent ownership
by M. Wight's counsel in the negotiations which led to the
settlenment in question. There is also little direct evidence of
physical harmto M. Wight. It is uncontested that he suffered
severe enotional distress as a result of the shock of |earning
that his |ongstandi ng business partners rejected his deeply held
belief that he was the 40-percent owner of MEC, but he rejected

advice to see a physician. Regardless, under the |aw controlling
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in 1992, it is not necessary for petitioners to establish
physical harm Rather, it is the intent of MEC in making the
paynment that controls in this situation

There are several facts which cause us to find that the
intent in this case is consistent with the terns of the
settlenment agreenent. First, the record establishes that anmounts
for three key causes of action were each separately negoti at ed.
Second, a significant portion of the settlenent was paid for
under conpensation and nost of it for the option to buy M.
Wight's stock. This is not a case where the entire settl enent
anount was recharacterized at a late point in negotiations to
achieve a favorable tax result for the payee. Cf. Knoll v.

Commi ssioner, supra. A claimfor enotional distress was a part

of the negotiation throughout. Third, M. Wight was actually
enpotionally distressed because of the position taken by his
fell ow sharehol ders and his belief that he was bei ng defrauded.
Had his counsel been able to establish fraud in litigation
agai nst MEC s ot her shareholders, it is plausible that M. Wight
woul d have had a recovery for the intentional infliction of
enotional distress. Gven these circunstances, the record sinply
does not support ignoring the negotiated agreenent which is the
basis for the distinct types of paynents to M. Wight.

Thus, because the Menorandum of Agreenent did not designate

the transfer of the autonobiles as part of the consideration for
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the enotional distress claim we find that $12,450 of the anobunt
in dispute is not excludabl e under section 104(a)(2). W do,
however, hold that $1,257,500 is so excl udabl e.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




