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MVEMORANDUM OPI NI ON

MORRI SON, Judge: The petitioners (the Bachnmanns) and the
respondent (the I'RS) agreed to submt this case for decision
under Rule 122. The IRS determ ned a deficiency of $283,882 for
the taxabl e year 2004 and a penalty under section 6662(a) and

(b)(2) of $56, 776.



-2 -
The issues for decision are: (1) whether a $1, 369, 729 net
arbitration award agai nst Salonon Smth Barney in favor of M.
Bachmann is includable in the Bachmanns’ gross incone for the
t axabl e year 2004; and (2) whether the Bachmanns are |iable for
the penalty under section 6662(a) and (b)(2). Unless otherw se
indicated, all section references are to the Internal Revenue
Code in effect for the year at issue.

Backgr ound

We adopt as findings of fact all statenments contained in the
stipulation of facts. The stipulation of facts and the attached
exhibits are incorporated here by this reference. As the tine
they filed the petition, the Bachmanns resided in New Jersey.

M . Bachmann had been enployed in the financial services
i ndustry for nore than 30 years before he comrenced enpl oynent
with Salonon Smth Barney, Inc. (Smth Barney), against which he
woul d | ater | odge an arbitration claim The IRS has stipul ated
that the copy of the arbitration claimis authentic. The IRS has
not stipulated that the facts alleged in the claimare true. 1In
this opinion we frequently cite the arbitration claim W are
stating only that the rel evant assertion has been made in the
arbitration claim not that we find the fact to be true.

M. Bachmann was a senior vice president at Tucker Anthony
inits financial institution service group before he joined Smth

Barney. M. Bachmann had spent nost of his career “servicing the
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needs of community banks.” Bachmann devel oped a novel idea for
smal l er community banks to issue “trust preferred stock” as a
group and thereby | ower the cost of the issuance of such stock to
each individual bank. In a trust preferred stock arrangenent,
t he banks issue debt to a trust, which in turn issues preferred
securities to investors and thereby raises cash for the banks.
Eveson & Schramm *“Bank Hol di ng Conpany Trust Preferred
Securities: Recent Devel opnents”, 11 N.C. Banking Inst. 105, 117
n.74 (2007); Eveson, “Financial and Bank Hol di ng Conpany | ssuance
of Trust Preferred Securities”, 6 N.C. Banking Inst. 315, 327
(2002); Cergen & Schmtz, “The Influence of Tax Law on Securities
| nnovation in the United States: 1981-1997”, 52 Tax L. Rev. 119,
133-134 n.58 (1997). Bachmann’s claimasserts the foll ow ng
reasons why trust preferred stock is nore advantageous than ot her
financial instrunents:

13. For each dollar a bank generates of so-called

“Tier | Capital” (consisting of itens including stock,

undi vided profits, and surplus), the bank is permtted

to take in several dollars of deposits. Thus, it is

advant ageous for banks to increase their anmount of

“Tier | Capital”™ — since such capital enables a bank to

take in nore deposits, which can then be invested

t hrough | oans or other instrunments to generate further

“Tier | Capital.” In sum “Tier | Capital” enables a

bank to | everage such capital to take in many nore

dol |l ars of deposits, and thus, to grow.

14. In 1992, while Bachmann was enpl oyed by Tucker

Ant hony, certain regul atory changes were announced

which allowed, for the first tinme, certain non-bank

entities to use the issuance of trust preferred stock

(“Trust Preferreds”) as “Tier | Capital.” Thereafter,
in 1996, further regulatory changes all owed Trust
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Preferreds to be counted as Tier | Capital for the

banks.

15. Authorizing Trust Preferreds to be treated as

“Tier | Capital” allowed banks to create such capital

nmore cheaply than through the issuance of comon stock.

Addi tionally, since Trust Preferreds have a debt

conponent, banks coul d deduct fromtheir taxable inconme

the interest paid to Trust Preferreds holders. Thus,

Trust Preferreds were an inexpensive way to increase a

bank’ s capital base and profitability.

According to the claim M. Bachmann's “intention was ultimtely
to profit frommarketing his idea, through a brokerage firm to
such banks [i.e. community banks].” The claimdoes not indicate
when M. Bachmann devel oped t he i dea.

M. Bachmann joined Smith Barney in April 1997 to becone a
senior vice president in Smth Barney' s institutional financial
group. During his enploynent, M. Bachmann disclosed to Smth
Bar ney the group-issuance idea. In exchange, M. Bachmann
understood that Smth Barney would “properly conpensate himfor
its use, as well as for any additional contributions of his
speci al i zed know edge and | ongst andi ng experience with community
banks (as well as his existing enploynent agreenent with [Smth
Barney]).” The claimcharacterizes one of the terns of M.
Bachmann’s March 5, 1997 enpl oynent agreenent as foll ows:

he woul d receive (for the first two years — al though

never subsequently nodified): (a) a nonthly draw of

$20, 000 versus conmi ssions (not to exceed a deficit of

$160, 000, at which point the deficit would be

reviewed); and (b) a 40 percent payout.

This is the description found in M. Bachmann’s arbitration

claim The enpl oynent agreenent itself has not been submtted
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into the record before this Court. The record does not reveal
whet her the nonthly draws were paid and what the anmounts of the
yearly payouts were, if paid at all.

M. Bachmann would later claimthat he should have been
conpensated $1.5 million for Snmith Barney’'s “use of his novel
i dea” and “contributions of specialized know edge, skills, and
| abor.” According to the claim Smth Barney paid M. Bachmann
only $191,000 (in two installnments in 2000) while Snmith Barney
earned over $6 mllion in fees fromuse of the idea.

M. Bachmann’s claimrecounts that in Decenber 1997 he net
w th Janmes Harasinowi cz, a director of Smth Barney, to plan an
upcom ng presentation that Smith Barney would nake to Merchant’s
Bank. M. Harasi nowi cz supposedly expressed ent husiasm for
Bachmann’ s group-issuance idea and said he woul d seek perm ssion
to pursue it fromthe appropriate Smth Barney managers. In
February 1998 there was a further neeting between Bachmann and
Harasi mowi cz. This neeting was al so attended by Steven Rehns,
Managi ng Director in the Financial Institutions Departnent.
Har asi nowi cz stated that Bachmann’s group-issuance i dea had been
approved by the necessary Smth Barney officials. At a l|ater
meeti ng, Bachmann was charged wth preparing a |list of banks that
m ght be potential participants in the group-issuance idea.
Bachmann supposedly created this list, and al so contacted the

banks to gauge their interest. During 1998 to 2000, the claim
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recounts, Bachmann and Smth Barney expended substantial effort
in marketing the group-issuance idea to community banks. These
efforts consuned 5 to 6 hours of Bachmann’s personal working day.
Eventually, Smith Barney engineered a transaction in which 29
banks issued $230 mllion worth of stock pursuant to the group-
i ssuance idea. Smith Barney earned at least $6 million of fees
fromthis deal, which closed in March of 2000.

On Novenber 9, 2001, apparently after |eaving enpl oynent
with Smth Barney, M. Bachmann filed an arbitration claimwth
the New York Stock Exchange against Smth Barney alleging breach
of contract, unjust enrichnment, m sappropriation and conversion
of M. Bachmann’s novel idea, breach of fiduciary duty,

m srepresentation, and tortious interference with prospective
econom ¢ advantage. Bachmann’s claimagainst Smith Barney is
summari zed in paragraphs 4 and 5 of his NYSE arbitration claim

4. \VWile enployed at SSB, Bachmann di scl osed his novel

idea to SSB [Smth Barney] -- based on the

under st andi ng that SSB woul d properly conpensate him

for its use, as well as for any additional

contributions of his specialized know edge and

| ongst andi ng experience with conmunity banks (as well

as his existing enploynent agreenent with SSB [Smth

Bar ney] ) .

5. SSB [Smth Barney] utilized Bachmann’s novel i dea,

specifically requested and received significant

addi tional assistance fromhim and exploited his

speci al i zed know edge and | ongst andi ng experience with
community banks. However, despite such SSB [Smth

Barney] actions -- as well as its having ultimtely
profited from Bachmann' s idea, meking nore than $6
mllionin net fees inits first use alone -- it

neverthel ess refused to properly conpensate him
Al t hough Bachmann appropriately was entitled to an
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amount not less than $1.5 million, SSB [ Sm th Barney]
pai d him $191, 000.

Paragraph 45 lists the |l egal theories asserted by M. Bachmann:

45. Accordingly, as a result of SSB' s [Smth Barney]

i nproper acts, Bachmann has been damaged in an anount
to be determned at the hearing, but not |ess than

$1, 500, 000, plus interest, including the follow ng:

a. Breach of contract, unjust enrichnment, and quantum
meruit, including: (1) SSB's [Smth Barney] failure to
conply with its enploynent agreenent and ot her
under st andi ngs with Bachmann; (2) SSB [Smith Barney]
having (a) accepted the value of Bachmann’s novel idea
and havi ng requested and accepted the contribution of
hi s specialized know edge, skills, and |abor in the
execution of that idea; (b) economcally enriched
itself from its usurpation of Bachmann's novel idea
and the use of his specialized know edge, skills, and

| abor know ng that Bachmann expected to be reasonably
conpensated therefor; and (c) failed to reasonably
conpensate himfor his idea or for his contribution of
speci al i zed know edge, skills, and |abor; and (3)
engaging in the other activities summari zed herein;

b. M sappropriation and conversion of Bachnmann's novel
idea, including: (1) SSB [ Smth Barney] having used
Bachmann’s novel idea despite the understanding that it
woul d be treated confidentially and not used by SSB

[ Smth Barney] unless he was properly conpensated for
it; (2) SSB [Smth Barney] having |l ed Bachmann to

beli eve that he woul d be reasonably conpensated for the
use of such a novel idea; (3) SSB [ Smth Barney] having
used the novel idea, as well as having requested and
utilized Bachmann's specialized know edge, skills, and
| abor to make a substantial profit with the idea; (4)
SSB [ Smi th Barney] having not reasonably conpensated
Bachmann either for his novel idea or his contribution
of specialized know edge, skills, and |abor; and (5)
engaging in the other activities summari zed herein.

c. Breach of fiduciary duty, msrepresentation, and
tortious interference with prospective econonic

advant age, including: (1) inproperly inducing Bachmann
to disclose his novel idea to SSB [ Smth Barney] by
creating the fal se understanding that he would be
appropriately conpensated; (2) inproperly usurping to
itself the value and econom c benefits of Bachmann’'s
novel idea and specialized services; and (3) engagi ng
in the other activities summarized herein.
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Smth Barney apparently | odged a counterclai magainst M.
Bachmann, but the counterclaimis not in the record.

The arbitrators conducted 19 hearings, but M. Bachmann did
not introduce transcripts of any of theminto the record. On
March 19, 2004, the arbitrators awarded M. Bachmann $1, 576, 360
for his claimand awarded Snith Barney $206,631 for its
counterclaim wth each party to pay its own attorney’'s fees and
costs. The decision is succinct:

The undersigned arbitrator(s) have deci ded and

determined that in full and final settlenent of al

claims between the parties that: Respondent [Smith

Barney] shall pay to claimant [M. Bachmann]

$1,576,360.00. Cainmant shall pay $206,631 to

Respondent. Parties shall bear their own attorney’s

fees and forumfees.

The decision resulted in a net award of $1, 369, 729, which Smith
Barney paid to M. Bachnmann in 2004.! Snmith Barney issued a Form
1099-M SC, M scel | aneous I ncone, for the net award to M.
Bachmann, but the Bachmanns did not report such anount on their
2004 income tax return, which they filed on August 16, 2005.

On June 18, 2007, the IRS tinely mailed the Bachmanns a
notice of deficiency for the taxable year 2004, determning a

deficiency in income tax of $283,882 and a penalty due to

substanti al understatenment of incone tax of $56,776 pursuant to

The Bachmanns stipul ated that “the award [he] received and
the anounts paid by [Smth Barney] did not conpensate himfor any
physical injury.”
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section 6662(a) and (b)(2). The notice of deficiency included
the entire net award of $1,369,729 in the Bachmanns’ gross incone
while allowng an item zed deduction for attorney’ s fees and

costs totaling $572,063.2 The notice of deficiency also included

2The net paynment from Smth Barney to M. Bachmann is
conposed of two cross-paynents: the paynent by Smth Barney of
$1,576, 360 on account of M. Bachmann's claim and the paynment by
M. Bachmann of $206,631 to Smith Barney on account of Smith
Barney’s counterclaim It seens to us that the tax treatnent of
each paynent shoul d be anal yzed separately. Thus, at least in
theory, the IRS could have taken the position that the $1,576, 360
shoul d be included in the gross incone of the Bachmanns, and that
t he $206, 631 paynent by the Bachmanns is not deducti bl e.
However, the I RS appears to have conceded on brief that the
$206, 631 paynment shoul d be deducted by the Bachmanns. The bri ef
says:

Counsel for respondent notes that the allowed item zed
deduction is overstated by $15,000 due to the double
counting of the retainer fee paid to M. Bachmann’s
counsel. Respondent’s counsel also notes that the
proper reporting of the award and counter award
requires inclusion of M. Bachmann’s full award of
$1,576,360 in income and al |l owance of the counter award
to [Smith Barney] of $206,631 as an item zed deducti on.
Respondent is raising neither point as an issue.

For their part, the Bachnmanns submt on brief that the
$1,576, 360 gross award is not includable in their incone. The
Bachmanns do not expressly go further and argue that in the event
they are allowed to exclude the $1,576,360 gross award fromtheir
income, they are also entitled to a deduction for the $206, 631
paynment. W consider that the Bachmanns have wai ved the argunent
that they are entitled to a deduction if the larger paynent is
excl uded.

In summary, we construe the IRS s position to be that the
$1, 576, 360 paynent should be included in the Bachmanns’ i ncone,
with the $206, 631 as a deduction fromincome. W construe the
Bachnmanns’ position to be that the $1,576, 360 paynent shoul d be
excluded fromtheir inconme, but that they are not entitled to the
$206, 631 deduction if the larger paynment is excluded. Thus, the
i ssue for us to consider is whether the $1,576,360 paynment shoul d

(continued. . .)
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in the Bachmann’s gross incone, unreported dividends of $1,227
and unreported unenpl oynent conpensation of $850, both of which
t he Bachnanns conceded in their pre-trial menorandum as
includable in their gross inconme and are therefore not addressed
her e.

The parties agreed to submt their case without a trial
under Rule 122. In their opening brief, the Bachmanns argue that
their claimagainst Smth Barney was for “an illegal taking of
sonet hi ng of value” and does not nention | ost wages or incone.
Therefore, they assert that the arbitration award is a
“nont axabl e return of capital.”

In its briefs, the IRS argues that M. Bachmann’s cl ai ns
against Smth Barney “all arise from M. Bachmann’s enpl oynent
contract requiring * * * [Smth Barney] to pay himconpensation
for the services he rendered through application of his
know edge, experience, expertise, and creative talents in
performance of those services.” The IRS argues that portions of
Bachmann’s claimseek |ost profits or royalties, and that |ost
profits and royalties are treated as ordinary inconme. The IRS
argues further that M. Bachmann “sought to profit from

i npl enmenting his idea; that profit constitutes ordinary incone.”

2(...continued)
be included in gross incone. |If it is includable, then the IRS
concedes the $206,631 is deductible. |If it is not includable,
t hen the Bachnanns have conceded that the $206, 631 is not
deduct i bl e.
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Finally, the IRS argues that Bachmann has produced no evi dence
that he had cost basis in his idea.

Di scussi on

| . I ncome Tax Deficiency

Section 61(a) provides that “Except as otherwi se provided in
this subtitle * * * all incone from whatever source derived” is
i ncluded in gross incone. The concept of gross incone is to be
broadly construed while statutory exceptions are to be narrowy

construed. Conmm ssioner v. Schleier, 515 U S. 323, 328 (1995);

see also United States v. Burke, 504 U. S. 229, 248 (1992)

(Souter, J., concurring in judgnent). The taxpayer generally has
t he burden of proving any anount excludable from gross incone
pursuant to an applicable statutory exception or general
principles of tax law. Rule 142(a), Tax Court Rules of Practice

and Procedure; Wl ch v. Helvering, 290 U S. 111, 115 (1933);

Parrish v. Comm ssioner, 168 F.3d 1098, 1101 (8th G r. 1999),

affg. T.C. Menp. 1997-474; Weiss v. Comm ssioner, 221 F.2d 152,

155 (8th Cr. 1955), affg. T.C Meno. 1954-51. The burden of
proof shifts to the IRS when a taxpayer introduces rel evant
credi bl e evidence with respect to any factual issue provided that
t he taxpayer has net the substantiation, record-keeping and

adm ni strative cooperation requirenents of the Internal Revenue

Code. Sec. 7491(a).
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When an anount is received by a taxpayer as a result of a
| egal dispute, the tax treatnent of the paynent is determ ned by
asking “In lieu of what were the damages awarded?” Raytheon

Prod. Corp. v. Conm ssioner, 144 F.2d 110, 113 (1st Cr. 1944),

affg. 1 T.C. 952 (1943). The Bachmanns assert in their opening
brief that the arbitration award i s excludable from gross inconme
because it represents a return of capital for M. Bachmann's
transfer to Smth Barney of his group-issuance idea, and not
conpensation for services. The Bachmanns bear the burden of
proving that the award should be treated in a manner other than
the treatnment clainmed by the IRS in the deficiency notice unless

the burden shifts to the IRS pursuant to section 7491(a).

As to the Smth Barney paynent, the Bachmanns’ effort to
exclude it fromtheir gross incone faces several problenms. One
such problem-an insurnountable one in our view-is that the
Bachmanns have not shown that they have a tax basis in the idea.
There is no evidence in the record of what M. Bachmann paid to
create or develop the idea. The burden of proof remains with the
Bachmanns because they have failed to produce credible evidence
of tax basis to shift the burden under section 7491(a).
Therefore, the Court is unable to find that the idea has a tax
basis of anything greater than zero. This alone causes us to
reject the Bachmanns’ theory that the Smth Barney paynent is not

t axabl e.
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Furthernore, it is questionable whether a paynent by Smth
Barney to Bachmann for his business ideas could be considered
anyt hing other than a paynent for services.® One of the services
t hat managers performis that they cone up with useful ideas.

For all we know, this is what the paynent was for. W do not
know whet her M. Bachmann cane up with the group-issuance idea
while working for Smth Barney. W do not know what M. Bachmann
was required to do for Smth Barney under his enpl oynment
agreenent, or the full extent of the provisions in the enpl oynent
agreenent with respect to M. Bachmann’s business ideas. |In
short, there is no evidence for us to find that the “idea” should
be considered the property of M. Bachmann, rather than part of
the services provided by M. Bachmann. Once again, the burden of
proof remains with M. Bachmann because of his failure to produce

credi bl e evidence that the idea was his property.

Also, even if sonme of the arbitration award can be
considered to have been paid for M. Bachmann’s idea, and that
this is different from M. Bachmann’s services, we could not say
how much of the paynent is in exchange for the idea. The NYSE

arbitration claimstates that M. Bachmann

3See Ofria v. Conm ssioner, 77 T.C. 524, 539 n.8 (1981) (“In
such a case where ideas have not been reduced to concrete
i nventions, there mght well be a basis for questioning whether
paynments for such ideas could be considered anything nore than
conpensation for services.”).
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operated on the understandi ngs (and reasonably
expected) that: (a) his idea would be treated
confidentially; and (b) if it were pursued by [Smth
Bar ney], he woul d be appropriately conpensated (i) for
the value of his novel idea, (ii) for the |abor he
performed in its devel opment and marketing, including
speci al i zed know edge he contributed, and the

| ongst andi ng experience with community banks he
utilized to make the idea successful, and (iii) under
hi s existing enpl oynent agreenent.

Any portion of the arbitration award attributable to M.
Bachmann’s services, including his marketing efforts, is within
the scope of taxable conpensation for services as defined in
section 61(a)(1). There is nothing in the record allowng us to
determ ne what portion of the paynent is allocable to the idea,
as opposed to services. The Bachmanns have failed to shift the
burden of proving this allocation under section 7491(a) because

t hey produced no credi bl e evidence showi ng which part of the
paynment shoul d be so characterized; as previously stated, they
produced no evidence of tax basis in the idea nor any evidence of
ownership of the idea. W therefore conclude that the anount of
the gross award nmust be included in the Bachnmanns’ incone for the

2004 at ordinary incone tax rates.*

“The Bachmanns argued that the payment from Smith Barney
shoul d be excluded fromtheir incone. They did not raise the
i ssue of whether the paynment should be treated as capital gain
i ncone and taxed at capital gains tax rates. W therefore
decline to address the issue.



1. Penal ty

A. Penalty Under Section 6662(a) and (b)

Section 6662(a) and (b)(2) inposes a penalty upon any
portion of an underpaynent attributable to a substanti al
under st atement of incone tax. A substantial understatenent of
i ncone tax occurs if the tax required to be shown on the return
for the taxable year exceeds the reported tax by the greater of
(a) $5,000 or (b) 10 percent of the correct tax. Sec.
6662(d)(1)(A). In this case, the difference between the correct
and reported taxes is $283, 693, which exceeds 10 percent of the
tax required to be shown of $290,693. Thus, the Bachmanns can
avoid the penalty only if the understatenment is reduced under

section 6662(d)(2)(B) or 6664(c).

Under section 6662(d)(2)(B), the amount of the
under st atenent for purposes of determ ning the anmount of the
penalty is reduced by that portion of such understatenment
attributable to (a) the tax treatnent of an item by the taxpayer
if there was substantial authority for such treatnent at the tine
the returnis filed or on the last day of the applicable taxable
year, or (b) any itemif relevant facts affecting the itenms tax
treatnent are adequately disclosed on the return (or in a
statenent attached to the return) and the taxpayer has a
reasonabl e basis for such treatnment. Sec. 6662(d)(2)(B); sec.

1.6662-4(d)(3)(iv)(C, Incone Tax Regs. The Bachmanns di d not
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di scl ose relevant facts on their return despite having received a
Form 1099-M SC from Smth Barney and had no substantial authority
for their failure to include the award in their reported gross

i ncone. The section 6662(d)(2)(B) exception is therefore

i nappl i cable to the Bachmanns.

B. Reasonabl e Cause and Good Faith Exception Under Section
6664(c)

No penalty may be inposed under section 6662 with respect to
any portion of an underpaynent if the taxpayer had reasonable
cause for the tax treatnent of such portion and the taxpayer
acted in good faith with respect to such portion. Sec. 6664(c).
The determnation is nade on a case-by-case basis taking into
account all relevant facts and circunstances, including “honest
m sunder st andi ng of fact or law that is reasonable in |ight of
all the facts and circunstances, including the experience,
knowl edge and education of the taxpayer.” Sec. 1.6664-4(b)(1),
| ncone Tax Regs. The nost inportant factor is “the taxpayer’s
effort to assess the taxpayer’'s proper tax liability.” [Id.
Reliance on an information return or professional advice
constitutes reasonabl e cause and good faith if under all the
ci rcunst ances, such reliance was reasonabl e and the taxpayer
acted in good faith. 1d. The Bachmanns made no show ng t hat
they consulted a paid tax preparer or |awer before filing their

return despite having received a Form 1099-M SC from Smth
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Barney. M. Bachmann was a sophi sticated finance professional
enpl oyed by a large financial services firmand had the requisite
educational |evel to understand his need to seek professional tax
advice regarding the treatnment of his award, especially after his
recei pt of the Form 1099-M SC, the |l aw requires sonme diligence on

the part of the taxpayer. See Vezey v. United States, 84 AFTR 2d

6192, 99-2 USTC par. 50,863 (9th Cr. 1999). The Bachmanns’ nere
claimthat their return was accurate as filed and no under paynent
exists to penalize is insufficient to avoid a penalty. See

Spar kman v. Conm ssioner, 509 F.3d 1149, 1161 (9th Cr. 2007),

affg. T.C. Meno. 2005-136. Therefore, the reasonabl e cause and
good faith exception does not apply and the Bachmanns are |iable
for the full anpbunts of both the underlying tax liability and

penalty determ ned by the I|IRS.
To reflect the foregoing,

Decision will be entered for

r espondent.



