STATE OF ALABANA § STATE OF ALABANA
DEPARTMENT OF REVENUE, DEPARTMENT OF REVENUE
§ ADM NI STRATI VE LAW DI VI SI ON

V. § DOCKET NO. | NC. 87-233

GREGCORY & PENELOPE DESPI NAKI S §
3836 Spring Valley Road

Bi rm ngham AL 35223, §
Taxpayer. §
ORDER

The Revenue Departnent assessed incone tax against Gegory
Despi nakis ("Taxpayer") and his w fe Penel ope Despinakis for the
year 1984. The Taxpayer appealed to the Admnistrative Law
D vision and a hearing was conducted on March 23, 1989. J. M chael
Cooper, Esq. appeared for the Taxpayer. Assistant counsel Duncan
Crow represented the Departnent. Based on the evidence presented
in the case, the followi ng findings of fact and concl usions of |aw
are hereby entered.

FI NDI NGS OF FACT

The Taxpayer worked as a real estate broker from 1971 unti
1981, and was | ast associated wth the brokerage firm of Johnson-
Rast and Hays Conpany, Inc. in Birm ngham As a broker, the
Taxpayer acquired considerable skill and know edge about real
estate contracts and the devel opnent of commercial property. The
Taxpayer left the real estate business in 1981 and purchased a
restaurant in downtown Birm ngham

In early 1983, the Taxpayer was approached by Tom Rast and

Rober t Reed of Johnson-Rast and Hays concerning the
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construction of an office conplex on Block 60 in downtown
Bi r m ngham Specifically, Rast and Reed asked the Taxpayer to
contact Caneron G ammas concerning the project and to solicit
Grammas' participation and cooperation. Ganmmas frequently dined
at the Taxpayer's downtown restaurant and owned a | arge portion of
Bl ock 60 that was essential to the proposed project. Rast and Reed
hoped that the Taxpayer, as an acquaintance of Ganmas with a
proven reputation in real estate devel opnent, woul d hel p convi nce
Grammas to participate in the project.

The Taxpayer approached Granmmas and his attorney, J. Qusty
Yearout, wth the plans. Grammas and Yearout were initially
reluctant, but finally agreed to cooperate after several neetings
and di scussions involving the Taxpayer and ot hers.

Agreenent was reached that the project would proceed and that
the conpany financing the project, The Equitable Life Assurance
Society, would owmn 60% of the project, with the remaining 40%

di vi ded anong t he sharehol ders of a partnership as foll ows:

Grammas and Year out 25%
Tom Rast 15%
Bob Reed 15%
Todd Sharl ey 15%
Bob Schl eusner 15%
G eg Despi naki s 15%

100%

The agreenent to include the Taxpayer in the partnership was
set out in a letter fromReed to the Taxpayer dated June 6, 1983
(Taxpayer's Exhibit 1). Reed also wote a letter dated Septenber

30, 1983 to Yearout indicating that the Taxpayer would own a 15%
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interest in the partnership (Taxpayer's Exhibit 5).

However, G ammas subsequently objected to the Taxpayer's
participation in the project and refused to cooperate if the
Taxpayer was given a partnership share. Consequently, the
partnership was forned w thout the Taxpayer, and the Taxpayer was
notified that he would have no interest in the project. The
Taxpayer objected and demanded his original ownership share. The
partners refused and offered to pay the Taxpayer $25,000.00 in
settlenment of his claim which the Taxpayer rejected.

The partners subsequently filed a declaratory judgnent action
in Jefferson County Grcuit Court in February, 1984, therein asking
the Court to declare that the Taxpayer had no rights and interest
in the partnership or project. The Taxpayer countercl ai ned,
al l eging that he had been wongfully excluded fromthe partnership.

The count ercl ai m demanded an plus punitive danmages.

The parties negotiated and finally agreed that the Taxpayer
woul d receive $165,000.00 in return for a general release of all
clains and interests in the project and partnership. The agreenent
was evi denced by an amended counterclaimfiled on July 24, 1984 in
whi ch the Taxpayer sought $165, 000.00 in danmages. Also, a genera
rel ease was signed by the Taxpayer on July 25, 1984 acknow edgi ng
recei pt of the $165,000.00 and releasing all rights and interest in
t he project and partnership.

The Taxpayer excluded the $165, 000. 00 settl enent fromhis 1984
Al abama incone tax return, arguing that the anmount constituted

damages received for a personal injury. Personal injury damages

are excluded from gross incone by Code of Ala. 1975, §40-18-



14(2) (e).

The Departnent reviewed the return and included the anount as
taxabl e income received for personal services rendered by the
Taxpayer. The Department subsequently entered the prelimnary
assessnment in issue, fromwhich the Taxpayer appeal ed.

CONCLUSI ONS OF LAW

Code of Ala. 1975, §40-18-14(2)(e) excludes from gross incone
any anounts received by an individual to the sane extent as all owed
under 26 U. S.C. §104. The scope of §104 was explained in Thral kel d
v. CI.R, 848 F.2d 81, as follows:

Section 104(a)(2) provides an exception from gross incomne
for "the anount of any damages received (whether by suit
or agreenent and whether as lunp suns or as periodic
paynments) on account of personal injuries or sickness."
The regulations specify that "[t]he term 'danages
recei ved (whether by suit or agreenent)' neans an anount
received (other than worknmen's conpensation) through
prosecution of a legal suit or action based upon a tort
or tort type rights, or through a settlenent agreenent
entered into in lieu of such prosecution" 26 CF.R
§1.104-1(c).

Danmages received in a tort action for nmalicious prosecution
the type excluded under §104(2)(e), see Threl keld, supra, and

Roenmer v. Conmi ssioner, 716 F.2d 693, respectively.

Conversely, a settlenent conpensating the plaintiff for |oss of
earnings did not arise from a personal injury and thus was not

excl udabl e under §104(2)(e), see Wl fson v. Conmm ssioner 651 F.2d

1228.

In the present case, the Taxpayer's only claimto a partnership
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interest in the project was based on services rendered in bringing
Grammas and Yearout into the project. But for his activities as a
m ddl eman, the Taxpayer clearly would have had no basis for
claimng a partnership share. The Taxpayer had performed a service
and expected conpensation. Accordingly, the anount received by the
Taxpayer was clearly conpensation based on or arising from personal
services and was not the result of a personal injury. Any incone
arising from the partnership interest would have constituted
t axabl e incone. Thus, the settlenment received in lieu of the
partnership interest also constituted taxable incone.

The above considered, the Departnent is hereby directed to nake
final the assessnent in issue, with interest as required by
statute.

Entered this 28th day of April, 1989.

Bl LL THOVPSON
Chi ef Adm nistrative Law Judge



