Seay v. Commissioner, 58 T. C. 32 (1972)

Damages received in a settlement are excludable from gross income if they are for
personal injuries, regardless of the validity of the underlying claim.

Summary

In Seay v. Commissioner, the Tax Court ruled that $45,000 of a $105,000 settlement
payment received by Dudley Seay was excludable from his gross income as damages
for personal injuries under IRC § 104(a)(2). Seay, dismissed from his employment,
claimed the settlement included damages for personal embarrassment and harm to
his reputation due to publicity surrounding his dismissal. The court held that the
taxability of settlement payments hinges on the nature of the claim settled, not its
validity. Key evidence included testimony from negotiators and contemporaneous
documentation allocating the settlement, confirming the payment was for personal
injuries.

Facts

Dudley Seay was dismissed from his position at Froedtert Malt Corp. after a dispute
with the management of Farmers Union Grain Terminal Association (GTA), which
owned Froedtert’s assets. Following his dismissal, Froedtert filed a lawsuit against
Seay and his colleagues for trespass and unauthorized management. The dispute
and lawsuit received negative media coverage, which Seay believed caused personal
embarrassment and damaged his reputation. A settlement was reached, totaling
$250,000, with Seay receiving $105,000. Of this amount, $60,000 was reported as
salary equivalent, and $45,000 was claimed as damages for personal injuries,
specifically for the embarrassment and reputational harm caused by the publicity.
The IRS contested the excludability of the $45,000 from Seay’s gross income.

Procedural History

The IRS determined a deficiency in Seay’s 1966 federal income tax, asserting that
the $45,000 payment was taxable. Seay challenged this determination in the Tax
Court, arguing that the payment was for personal injuries and thus excludable under
IRC § 104(a)(2). The Tax Court heard the case and rendered a decision on the
excludability of the settlement payment.

Issue(s)

1. Whether $45,000 of the $105,000 settlement payment received by Seay is
excludable from gross income under IRC § 104(a)(2) as damages received on
account of personal injuries.

Holding

1. Yes, because the payment was allocated for personal injuries during the
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settlement negotiations, and the nature of the claim settled, not its validity,
determines taxability under IRC § 104(a)(2).

Court’s Reasoning

The Tax Court focused on the nature of the claim settled, not its legal validity, as the
key determinant for taxability under IRC § 104(a)(2). The court cited Tygart Valley
Glass Co. and other cases to support the principle that the tax consequences of a
settlement depend on the nature of the claim settled. Seay’s belief in the personal
embarrassment and reputational harm caused by the publicity was deemed bona
fide. Testimonies from the negotiators, Mr. Purintun and Mr. Kampelman, along
with a letter signed by Kampelman, clearly allocated $45,000 to damages for
personal injuries. The court rejected the IRS’s arguments regarding the validity of
Seay’s claim and the admissibility of the allocation letter, emphasizing that the
contemporaneous documentation and negotiations confirmed the payment’s
purpose. The court concluded that the payment was for personal injuries, making it
excludable from gross income.

Practical Implications

The Seay decision provides guidance for attorneys and taxpayers on the tax
treatment of settlement payments. It emphasizes that the nature of the claim settled,
not its legal validity, determines the taxability of damages received. Practitioners
should ensure clear documentation of the allocation of settlement payments to
specific claims, especially when seeking to exclude damages under IRC § 104(a)(2).
This case has influenced how subsequent cases are analyzed, particularly those
involving settlements for personal injuries, and has been cited in decisions
emphasizing the importance of the nature of the claim over its validity. Businesses
and individuals involved in settlement negotiations should consider these principles
to structure settlements in a tax-efficient manner.
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