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Edward E. ROBI NSON & Sandra Robi nson, Petitioners-Appellees,
Cr oss- Appel | ant s,
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COW SSI ONER OF | NTERNAL REVENUE, Respondent - Appel | ant, Cross-
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Dec. 5, 1995.

Appeal froma decision of the United States Tax Court.
Bef ore REYNALDO G GARZA, GARWOOD and DUHE, Circuit Judges.

REYNALDO G GARZA, Circuit Judge:

| .
BACKGROUND

Edwar d and Sandr a Robi nson obt ai ned a $60, 000, 000 j ury verdi ct
against a bank for wongful failure to release a lien. Thi s
$60, 000, 000 included $6, 000,000 for lost profits, $1,500,000 for
ment al angui sh, and $50, 000, 000 i n punitive danages. The Robi nsons
then settled their clains agai nst the bank for $10, 000, 000 pl us t he
rel ease of a judgnent that the bank hel d agai nst the petitioners in
t he amount of $691,972.43 while the trial court was considering the
bank's notion for a newtrial. |In the final judgnment reflecting
the settlenment, which was drafted by the parties and signed by the
trial judge, 95% of the settlenent proceeds were allocated to
ment al angui sh and 5% were allocated to |ost profits.

The Robinsons received $4,935,152.43 of the settlenent

proceeds after paying attorneys' fees and costs. O that anount,



they only reported five percent of the proceeds ($246, 758)—+the
anount allocated to lost profits—as incone on their 1987 joint
i ncone tax return. They contended that the other 95% was
excl udabl e under Section 104(a)(2) of the Internal Revenue Code as
"damages received ... on account of personal injuries or
si ckness. "!

The Internal Revenue Service ("IRS') considered 95% rather
than 5% of the proceeds to be taxable, and reconputed the
Robi nsons' taxabl e i nconme by addi ng 90% of the proceeds recei ved by
t he Robi nsons ($4, 400, 000). This added i ncone elimnated a carried
forward net-operating-1oss deduction clainmed in the 1988 tax year,
and the I RS noticed deficiencies for the 1987 and 1988 tax years.
The Robi nsons then petitioned the Tax Court for redeterm nation,
argui ng that 95% of the settlenent proceeds were excludabl e under
Section 104.

At trial, the IRS discovered and asserted an additional
defi ci ency based on t he Robi nson' s di schar ge- of -i ndebt edness i ncone
fromthe bank's rel ease of the $691, 972. 43 judgnment in conjunction
with the settlement. The Tax Court allowed the IRS to anend its
pl eadings to assert this discharge-of-indebtedness incone.

After hearing the evidence and the parties' argunents, the Tax
Court rendered judgnment. It first found that the allocation of the
settl enment proceeds did not reflect the danages that the Robi nsons
suf f er ed. I nstead, the Robinsons were allowed to allocate the

settl enent proceeds in a manner that mnimzed their tax liability.

126 U.S.C. § 104(a)(2).



The Tax Court therefore refused to recognize the allocation
contained in the final judgnent, and reallocated the settlenent
proceeds anong the various elenents of damages that the jury
awar ded the Robinsons in their suit against the bank.

The Tax Court allocated the settl enent proceeds based on the
relationship of certain amounts awarded to the Robinsons by the
jury. Because the Tax Court agreed that the punitive damages may
have been reduced on appeal, it first allocated the proceeds based
on the anmounts awarded by the jury for conpensatory damages. It
then allocated the remaining balance to punitive damages. Using

this nethod, the Tax Court allocated the proceeds as foll ows:

Act ual Damages: Danages Per cent ageof Danages
Lost Profits $6, 000, 000 60. 893
O her Busi ness Damages 175, 000 1.776
Injury to Credit Reputation 85, 000 . 863

Ment al Angui sh 1,500,000 15.223
Puni ti ve Damages: 2,093,360 21.245

Settlenment Less Prejudgnent |nterest $9, 853, 360 100.000

Prej udgnment | nterest 146, 640

Total Settlenent Paynment $10, 000, 000
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The Tax Court then allocated the settlenent proceeds based on
the percentage of damages attributed to each item of damage. It
therefore allocated 37.331% of the proceeds—+the anounts
attributable to punitive damages (21.245%, nental anguish
(14.223% and injury to credit reputation (.863% —+o0 damages for
tort-like personal injuries. The Tax Court then held that
$1, 787,599. 30—+he 37.331% of the net paynent (less prejudgnment
interest)? attributable to tort-like injuries—was excl udabl e under
Section 104, and that the bal ance of the net paynent (including
prejudgnent interest) was includable in the Robinsons' 1987 gross
i ncone.

The Comm ssioner of Internal Revenue then appeal ed the Tax
Court's exclusion of the portion of settlenent proceeds all ocable
to punitive damages. The Robi nsons cross-appeal ed, arguing that
the Tax Court erred in its allocation of the proceeds, its refusal
to subpoena the trial judge who presided over their suit against
the bank, and its refusal to reopen the record to allow themto
demonstrate deducti ons t hat woul d of f set t he
di schar ge- of - i ndebt edness i ncone.

1.
THE COW SSI ONER' S APPEAL
The Tax Court held that the portion of the Robinsons'

settlenment attributable to punitive danmages was excludable from

2The Tax Court held that 100% of the anpbunt allocated to
prejudgnent interest was includable in incone.

4



their gross incone as "damages received ... on account of personal
injuries or sickness" under Section 104(a)(2) of the Internal
Revenue Code.® The Conmi ssi oner appeals fromthis hol ding, arguing
that, because they are not intended to conpensate plaintiffs for
personal injuries, punitive damages are not excludable from gross
i nconme under Section 104(a)(2). This Court recently held that
punitive danmages awarded under Texas |law are not intended to
conpensate, and are therefore not excludable wunder Section
104(a)(2).* Accordingly, we reverse the Tax Court on this issue
and hold that the portion of the Robinsons' settlenent proceeds
allocable to punitive damages are not excludable under Section
104(a) (2).

Because the proceeds allocable to punitive damges are not
excl udabl e, the Robinsons nust include the 24.241% of
$4,788,511.72, the net settlement paynent (less prejudgnment
interest),® as well as 24.241% of the $691, 972. 43 di scharge of
i ndebt edness. However, because the parties agreed that the
Robi nsons were allowed to deduct the non-excludable portions of
part of the discharged indebtedness, nanely the $55,6337.44 in
interest and $57,875.91 in attorney fees, the Robinsons should be

all owed to deduct an additional 24.241% of these anobunts.

326 U.S.C. § 104(a)(2).

‘Estate of Mbore v. Conmi ssioner, 53 F.2d 712, 716 (5th
Cir.1995).

The Tax Court held that 100% of the prejudgnent interest
was included in inconme. The Robinsons did not appeal this
hol di ng.



L1l
THE ROBI NSONS' CROSS- APPEAL
A
THE ALLOCATI ON OF THE SETTLEMENT PROCEEDS

The Robi nsons contend that the Tax Court erred in reallocating
the settlenent proceeds anong the various types of damages that
they suffered. They argue that the Tax Court failed to give
"proper regard" to the state court trial judge's allocation of
ninety-five percent of the settlenent proceeds to nental anguish
and five percent to lost profits.

Al t hough the Tax Court is not bound by a state court's
al l ocation of settlenent proceeds, it nust give "proper regard" to
all ocations nmade by state courts when such allocations are entered
by the court in a bona fide adversary proceeding.® In the case at
bar, however, the Tax Court found that the allocation was not
entered in a bona fide adversary proceeding. Further, it found
that the state trial court sinply "rubber stanped" a judgnent
drafted by the Robi nsons' attorneys. Therefore, the Tax Court did
not consider itself bound by the state court's allocation, and
reall ocated the settlenent proceeds.

The Tax Court's findings that the allocation was not entered
into in an adversary proceeding and that the judgnment was sinply

"rubber stanped" by the state court are findings of fact, which

8Cf. Comm ssioner of Internal Revenue v. Estate of Bosch,
387 U.S. 456, 463-64, 87 S.Ct. 1776, 1781-82, 18 L. Ed.2d 886
(1967) (quoting S. RepT. No. 1013, 80th Cong., 2d Sess., pt. 2, at
4 (1948)).



this Court will only disturb upon a finding of clear error.” W
hold that the trial court did not err inits factual findings. The
testinony of the attorneys who represented the Robinsons in their
suit against the bank supports the Tax Court's finding that the
bank all owed the Robinsons to allocate the settlenent proceeds in
any manner they wi shed.® This testinony alone supports a finding
that the Robinsons and the bank were not adversarial in the
allocation of the settlenent proceeds. The circunstances
surroundi ng the state court judge's entry of judgnent al so support
the trial court's findings. The parties presented the final
judgnent to the trial judge at his hone in the evening. The
nmeeting at the judge's hone |lasted no |onger than one hour, and
neither the final judgnent nor the settlenent agreenent were
di scussed in detail during that neeting. Therefore, the Tax Court
did not err in failing to give proper regard to the state court
judgnent's allocation of settlenent proceeds.

The Tax Court also did not err in its allocation of the

‘Switzer v. Wal-Mart Stores, Inc., 52 F.3d 1294, 1298 (5th
Cir.1995).

8The Robi nsons' | ead counsel testified as foll ows:

| asked [the Bank's counsel], would there be any
objection on their part on how [a settlenent] would be
structured if we went in and set the [judgnent based on
the jury verdict] aside. He said, "None."

He said, "W don't care how you do it, just so it
is paid and we can get it over with, and we wll

cooperate with you in any way you see fit. |[If you can
get any tax benefit, fine." |If you-you know, he didn't
have any ax to grind. He didn't care. He nade it

pl ai n.



proceeds. Its allocation was based upon the jury verdict, the best
i ndication of the worth of the Robinsons' clains. W therefore
affirmthe Tax Court's reallocation.
B
REFUSAL TO SUBPOENA THE STATE COURT JUDGE

The Robi nsons contend that the Tax Court erred in refusing to
allow themto subpoena the state court judge to testify as to his
under st andi ng and know edge of the final judgnent and what went
into its determ nation. The Robi nsons served a subpoena on the
state court judge, who in turn noved to quash the subpoena on the
ground that the taxpayers sought to question him regarding the
ment al processes enployed by himin entering the Final Judgnent.
The Tax Court quashed the subpoena. W review the Tax Court's
guashi ng of a subpoena for abuse of discretion.?®

A judge may not be asked to testify about his nental
processes in reaching a judicial opinion.® The sole reason that
t he Robi nsons attenpted to subpoena the state court judge was to
show that he considered the nmerits of the allocation contained in
the Final Judgnment rather than sinply rubber stanping a judgnent
drafted by the Robinsons. There is no way that the trial judge
coul d be asked about such matters without inquiring into his nental

processes. In fact, the whol e purpose of the subpoena was to del ve

°Tiberi v. CIGNA Ins. Co., 40 F.3d 110, 112 (5th G r.1994).

\Washi ngton v. Strickland, 693 F.2d 1243, 1263 (5th
Cir.1982), rev'd on other grounds, 466 U S. 668, 104 S.C. 2052,
80 L.Ed.2d 674 (1984). See United States v. Mirgan, 313 U S
409, 421-22, 61 S.Ct. 999, 1004-05, 85 L.Ed. 1429 (1941).
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into the judge's nental processes. Therefore, we hold that the Tax
Court did not err in quashing the subpoena.
C.
REFUSAL TO REOPEN THE RECORD
The Robi nsons contend that the Tax Court erred in refusing to
reopen the record to allow themto present evidence of deductions
that offset the discharge-of-indebtedness incone. When the
evidence revealed that the Robinsons received a release of a
$691, 971 judgnment that the bank held agai nst Taxpayers, the Tax
Court allowed the Comm ssioner to anend its pleading to assert the
addi tional discharge-of-indebtedness incone. The Robinsons then
moved that the record be left open for additional subm ssions on
the issue. The Tax Court denied the notion, and |later denied a
noti on made by t he Robi nsons to reopen the record for subm ssi on of
evi dence of offsetting deductions.

The Tax Court's denial of a notion to reopen the record for
adm ssion of additional evidence is "not subject to review except
upon a denonstration of extraordi nary circunstances which reveal a
cl ear abuse of discretion."' Further, such notions should be
deni ed where the evidence to be presented was avail able at trial,
or could have been obtained with reasonable diligence. !?

We hold that the Tax Court did not err in denying the notion

to reopen because, through the exercise of reasonable diligence,

Devore v. Conm ssioner, 963 F.2d 280, 282 (9th Cir.1992).

12See, e.g., Tweeddal e v. Conm ssioner, 841 F.2d 643, 646
(5th Gir.1988).



the Robinsons could have obtained the evidence of offsetting
deducti ons. The Robinsons were nmade aware—through both the
Commi ssioner's interrogatories propounded to themduring di scovery
and through the evidence obtained during the depositions of the
attorneys that represented the Robinsons in the state court
litigation—+that discharge-of-indebtedness incone was an issue in
the case. Therefore, they should have obtained evidence of
of fsetting deductions before the close of trial.
| V.
CONCLUSI ON

We REVERSE t he Tax Court's judgnent to the extent that it held
that the punitive danages portion of the settlenent proceeds were
excl udabl e under Section 104(a)(2), REMAND this case to the Tax
Court for entry of a judgnent in accordance with this opinion, and

AFFI RM t he remai nder of the Tax Court's opinion.
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