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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CHI ECHI, Judge: Respondent determ ned a deficiency of

$14,186 in, and an accuracy-rel ated penalty of $2,284 under
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section 6662(a)! on, petitioners’ Federal incone tax (tax) for
their taxable year 2007.

The issues remaining for decision for petitioners’ taxable
year 2007 are:

(1) Are petitioners entitled to exclude from gross incone
under section 104(a)(2) an arbitration award of $79, 329.34? W
hol d that they are not.

(2) Are petitioners liable for the accuracy-rel ated penalty
under section 6662(a)? W hold that they are.

FI NDI NGS OF FACT

Sone of the facts have been stipulated by the parties and
are so found.

At the tine petitioners filed the petition, they resided in
M chi gan.

From approxi mately 2000 until at |east 2004, PCS* had a
contractual arrangenent with OCakwood Heal thcare, Inc. (QGakwood),
under which PCS provided certain of its enployees to Gakwood to
performcertain services for GCakwood. (W shall refer to the
contractual arrangenent between PCS and Gakwood as the PCS/

Cakwood arrangenent.) Pursuant to the PCS/ Gakwood arrangenent,

IAIl section references are to the Internal Revenue Code
(Code) in effect for the year at issue. Al Rule references are
to the Tax Court Rules of Practice and Procedure.

°The record does not establish whether PCS is the full nane
of that organization.
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petitioner Deborah A Crane (Ms. Crane), an enpl oyee of PCS
performed services for Oakwood and worked with an Cakwood em
pl oyee naned Roger Plue (M. Plue), who was her direct
supervi sor

During part of the time that Ms. Crane performed services
for Oakwood pursuant to the PCS/ Cakwood arrangenent, petitioners’
son was receiving treatnent for cancer in Boston, Massachusetts
(Boston). Petitioner Genn R Crane (M. Crane), who was re-
tired, stayed in Boston while petitioners’ son was receiving that
treatnment, until their son died on Decenber 23, 2002.

At a tinme not established by the record shortly after M.
Crane returned from Boston to petitioners’ honme, he noticed that
Ms. Crane, who was still perform ng services for QGakland pursuant
to the PCS/ Gakwood arrangenent, was exhibiting certain unusual
novenents of her eyes and tongue and was havi ng ni ght mares.
Around the m ddl e of 2005, Ms. Crane was di agnosed with cancer.

On July 14, 2004, PCS gave Cakwood witten notice (notice of
sexual harassnent) in which it clainmed that M. Plue had sexually
harassed Am e Slaven (Ms. Sl aven), an enpl oyee of PCS, who, |ike
Ms. Crane, was perform ng services for OGakwood pursuant to the
PCS/ Cakwood arrangenment and worked with M. Plue. |In response to
the notice of sexual harassnment, Oakwood conducted an investiga-
tion. During that investigation, Ms. Crane supported Ms.

Sl aven’ s cl ai m of sexual harassnent.
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Sonetine after PCS gave Cakwood the notice of sexual harass-
ment, Oakwood term nated the PCS/ Gakwood arrangenent. As a
result, Ms. Crane stopped perform ng services for Oakwood pursu-
ant to that arrangenent. Thereafter, Ms. Crane applied to
Cakwood for a position described as physician liaison that it had
advertised. OCakwood did not offer that position to Ms. Crane.

At a tinme not established by the record, Ms. Crane filed a
cl ai m agai nst Gakwood. Pursuant to an alternative dispute
resol ution agreenent, that claimwas referred to an arbitrator
for resol ution.

According to a docunent entitled “Arbitration Decision” that
was dated Septenber 21, 2007 (Septenber 21, 2007 arbitrator’s
decision), Ms. Crane’ s clai mwas:

that by aiding Ame Slaven in pursuing her claim]/[of

sexual harassnent] and acting as a witness for Ame

Sl aven, QOGakwood retaliated agai nst her [Ms. Crane]

causi ng her both econom ¢ and non-econom ¢ danages.

The retaliatory adverse actions clainmed by Crane

i ncl ude:
1. Cakwood denoting her from physician |iaison
to |l aboratory sal es representative;
2. Cakwood declining to renewits contract with

PCS; and

3. Cakwood failing to offer her a physician
Iiaison job at Annapolis Hospital.

(We shall refer to the arbitrator’s description of Ms. Crane’s

cl ai m agai nst Cakwood that the arbitrator set forth in the
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Septenber 21, 2007 arbitrator’s decision (quoted above) as M.
Crane’ s cl ai m agai nst Gakwood.)
The arbitrator resolved Ms. Crane’ s claimagai nst Gakwood.
In resolving that claim the arbitrator concluded in pertinent
part in the Septenber 21, 2007 arbitrator’s deci sion:

Based on the record as a whole, | am not persuaded
that Plaintiff [Ms. Crane] has net her burden in show
ing that it was nore likely than not that these [retal-
iatory adverse] actions [clained by Ms. Crane and
gquot ed above] were taken, even in part, to retaliate
agai nst Crane’s participation in Ame Slaven's sexual
harassnment conpl ai nt.

It may be true that the PCS witten notice of the
conplaint triggered Doug Wl day’ s deci sion to change
Crane’s position and the other two PCS enpl oyees. |If,
however, the notivation for Wl day’' s decision was to
renmove Crane and the ot her PCS enpl oyees fromPlue’'s
supervi si on pending an investigation, this would not
anount to retaliation. Rather, it was a reasonable
response to creating an acceptable working situation
pendi ng conpl etion of the investigation.

The tim ng of OGakwood’'s decision not to renew the
PCS contract was, likely, accelerated by the Slaven's
sexual harassnent conpl aint because it caused Wl day to
anal yze this business relationship sooner than he m ght
have otherwi se. The ultimte decision to term nate,
however, was based upon busi ness considerations, not a
desire to retaliate against Crane or other PCS enpl oy-
ees.

The evidence relating to Cakwood’ s deci sion not to
of fer Crane the physician liaison position is somewhat
nmore confusing. The evidence was unclear as to the
particul ar physician |iaison position posted. It is
undi sput ed, however, that the physician |iaison posi-
tion for which Crane applied was pursuant to a posting
that stated the position was to replace PCS enpl oyees.
The totality of the evidence presented, however, does
not convince me that her failure to receive that posi-
tion was in retaliation for her actions in the Slaven’s
sexual harassnent conplaint. Even if it were, however,
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she does not appear to have suffered econom c damages
flowng fromher failure to receive that job offer.
find that her reason for not accepting the | ab sales
position was because of the | ower base salary, as she
so testified. | also find that this position was a
conpar abl e position to the position she had been per-
formng at Cakwood and it nay have been a conparabl e
position to the physician |iaison position she was not
of fered. Based on the evidence presented, | find that
Crane had a duty to accept the | ab sales position in
order to mtigate her damages. The evi dence estab-
lished that, if she had accepted that position, she
woul d have, likely, suffered no econom c damages.

Consequently, | find that Crane did not suffer any
econom ¢ danmages in this case.

Crane’ s reason for not accepting the | ab sal es
position is also relevant to her claimfor future non-
econom ¢ damages. | conclude fromthe evidence, that
if the base salary of the |l ab sales position had been
hi gher, Crane woul d have accepted that position. A
wi |l lingness to accept that position belies her claim
that the retaliation she experienced at OCakwood as the
result of her involvenent in the Sl aven sexual harass-
ment claimcreated an intol erable work environnent.

Notwi t hstanding ny prior findings, | do find that
Crane suffered non-econom ¢ damages as the result of
Plue's direct actions and OGakwood’s failure to do nore
to control Plue’ s actions during the tine the investi-
gation into Slaven's sexual harassnent conplaint was
pending. | find that Plue purposely acted in a way to
intimdate Crane’s testinony in that investigation.
also find that given little or no conmunication by
Cakwood during the tine the investigation was pendi ng
to Crane as to how she was, if at all, being protected
fromPlue s intimdation, OGakwood acqui esced in Plue’s
actions. This is especially true since sone of Plue’s
acts of intimdation were directly contrary to instruc-
tions he was given by his superior.

I n conpensation for these non-econom c danages, |
award Crane the sum of $75, 000 which includes any and
all types of damages she nay be entitled to claim
including any attorney’'s fee award.
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On Cctober 11, 2007, the arbitrator anmended his Septenber
21, 2007 arbitrator’s decision (Cctober 11, 2007 anendnent of the
Septenber 21, 2007 arbitrator’s decision) and nade a final award
to Ms. Crane of $79, 329.34, instead of the $75,000 that he had
awarded her in the Septenber 21, 2007 arbitrator’s decision.?
That anendnent stated in pertinent part:

My original decision [Septenber 21, 2007 arbitrator’s
decision] reflected an effort to conply with the re-
guest of Plaintiff’'s [Ms. Crane’s] counsel to limt ny
time as nuch as practicable in deciding this matter.
Attenpting to conply with that request, | decided that
t he appropriate anount of proximtely caused non-eco-
nom ¢ damages for the violations | found was $50, 000
and that an educated estimate of Plaintiff’s costs and
attorneys fees connected to the arbitration were ap-
proxi mately $25,000. Instead of forcing the parties to
i ncur the expense of briefing that issue and spending
time resolving any di sagreenents related to costs and
fees, | included all forns of damage in ny original
decision [to award Ms. Crane $75, 000].

Now, however, | have the benefit of Plaintiff’s
counsel’s item zation of her attorneys fees and costs.
Consequently, I will anmend nmy award to reflect the nore

accurate information. M award to Plaintiff for her
non-econom c injuries is $50,000. M award to Pl ain-
tiff for her attorneys fees is $23,975, and costs of
$5,354.34. | have not included in the award of costs
any anounts for the arbitrator’s fees. There is a
specific provision in the “Alternate D spute Resol ution
Agreenent” that states, “the parties will share the
cost of the arbitrator equally.” * * *

* * * * * * *

W shall sonetines refer collectively to the Septenber 21,
2007 arbitrator’s decision and the Cctober 11, 2007 anendnent of
the Septenber 21, 2007 arbitrator’s decision as the final arbi-
tration deci sion.
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Consequently, ny anmended final award to Plaintiff
is $79,329.34. * * *

(We shall refer to the arbitrator’s anended final award to M.
Crane of $79,329.34 that the arbitrator made in the Cctober 11,
2007 anmendnent of the Septenber 21, 2007 arbitrator’s decision
(quot ed above) as Ms. Crane’s $79,329.34 final arbitration
awar d.)

Petitioners tinely filed Form 1040, U.S. Individual I|ncone
Tax Return, for their taxable year 2007 (2007 return). Petition-
ers did not discuss in any detail that return with their accoun-
tant. In the 2007 return, petitioners did not include in gross
income Ms. Crane’s $79,329.34 final arbitration award. Petition-
ers also did not include in gross incone in their 2007 return
retirement inconme of $13,382% (petitioners’ retirenent incone)
that they received in 2007. Petitioners also underreported in
that return $2,766 of tax w thheld.

On August 24, 2009, respondent issued to petitioners a
notice of deficiency (notice) for their taxable year 2007, in

whi ch respondent nade various determ nations, including the

“The parties stipulated that the retirenment incone that
petitioners received during 2007 was $13,382. However, as
di scussed bel ow, the notice of deficiency that respondent issued
to petitioners for their taxable year 2007 determ ned that they
failed to include in gross incone for that year $13, 832 of
retirement income. The record does not establish whether the
parties’ stipulation or the notice of deficiency is correct.
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foll owi ng. Respondent determined that $44,783 of Ms. Crane’s
$79,329.34 final arbitration award is includible in petitioners’
gross incone. Respondent also determ ned that petitioners’
retirenment income of $13,832°% is includible in their gross in-
come. In addition, respondent determ ned that petitioners
underreported $2,766 of tax withheld. Respondent al so determ ned
to inmpose on petitioners an accuracy-related penalty under
section 6662(a).

OPI NI ON

Petitioners have the burden of establishing that the deter-

mnations that remain at issue in the notice are wong. See Rule

142(a); Welch v. Helvering, 290 U. S. 111, 115 (1933). Respondent

bears the burden of proof wth respect to the new matter that
respondent raises on brief; nanely, whether petitioners are
required to include in gross incone for their taxable year 2007
Ms. Crane’s $79,329.34 final arbitration award, instead of only
$44,783 of that award that respondent deternmined in the notice to
include in their gross incone. See Rule 142(a); see also Rule
41(b).

Section 104(a)(2)

Before turning to the parties’ respective positions with

respect to the issue presented under section 104(a)(2), we shall

5See supra note 4.
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set forth certain principles that govern our consideration of
t hat i ssue.

Section 61(a) provides the follow ng sweeping definition of

the term“gross incone”: “Except as otherw se provided in this
subtitle, gross income neans all inconme from whatever source
derived”. Not only is section 61(a) broad in its scope, Comm s-

sioner v. Schleier, 515 U. S. 323, 328 (1995), exclusions from

gross incone nust be narrowly construed, id.
Section 104(a)(2) provides that gross incone does not
i ncl ude:

(2) the anobunt of any damages (other than punitive
damages) received (whether by suit or agreenent and
whet her as | unp suns or as periodic paynents) on ac-
count of personal physical injuries or physical sick-
ness;

The regul ati ons under section 104(a)(2) provide in pertinent
part:

The term “damages received (whether by suit or agree-
ment)” nmeans an anount received (other than worknmen’s
conpensation) through prosecution of a legal suit or
action based upon tort or tort type rights, or through
a settlenent agreenent entered into in lieu of such
prosecuti on.

Sec. 1.104-1(c), Incone Tax Regs.
The Suprene Court of the United States (Suprene Court)
summari zed the requirenments of section 104(a)(2) as foll ows:
In sum the plain | anguage of 8§ 104(a)(2), the
text of the applicable regulation, and our decision in
Bur ke establish two i ndependent requirenments that a

t axpayer nust neet before a recovery may be excl uded
under 8§ 104(a)(2). First, the taxpayer nust denon-
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strate that the underlying cause of action giving rise
to the recovery is “based upon tort or tort type
rights”; and second, the taxpayer nust show that the
damages were received “on account of personal injuries
or sickness.” * * *

Conmi ssioner v. Schleier, supra at 336-337.

When the Suprene Court issued its opinion in Conm Ssioner V.

Schl eier, supra, section 104(a)(2), as in effect for the year at

issue in Schleier, required, inter alia, that, in order to be
excluded from gross inconme, an anount of damages had to be

recei ved “on account of personal injuries or sickness”. After
the Supreme Court issued its opinion in Schleier, Congress
anended (1996 anendnent) section 104(a)(2), effective for anounts
recei ved after August 20, 1996, by adding the requirenent that,
in order to be excluded fromgross incone, any anmount received
must be on account of personal injuries that are physical or
sickness that is physical.® Small Business Job Protection Act of
1996, Pub. L. 104-188, sec. 1605, 110 Stat. 1838. The 1996
amendnent does not ot herw se change the requirenents of section

104(a)(2) or the analysis set forth in Conm ssioner v. Schleier,

supra; it inposes an additional requirenent in order for an

6Sec. 104(a) provides that enotional distress is not to be
treated as a physical injury or physical sickness for purposes of
sec. 104(a)(2), except for damages not in excess of the anmount
paid for nmedical care attributable to enptional distress. 1In
this connection, the legislative history of the 1996 anmendnent
states: “It is intended that the termenotional distress
i ncl udes synptons (e.g., insomia, headaches, stomach disorders)
which may result from such enotional distress.” H Conf. Rept.
104-737, at 301 n.56 (1996), 1996-3 C.B. 741, 1041.
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anount to qualify for exclusion fromgross inconme under that
section.

Wher e damages are awarded, the nature of the claimthat was
the actual basis for the award controls whet her such damages are

excl udabl e under section 104(a)(2). United States v. Burke, 504

U S 229, 237 (1992). The determ nation of the nature of the

claimis factual. Robi nson v. Conmm ssioner, 102 T.C. 116, 126

(1994), affd. in part, revd. in part, and remanded on anot her

issue 70 F.3d 34 (5th Cr. 1995); Seay v. Conm ssioner, 58 T.C

32, 37 (1972). That determnation is usually nmade by reference
to the docunent that establishes the |egal obligation of a party

in the dispute to pay the awarded damages. See Knuckles v.

Comm ssi oner, 349 F.2d 610, 613 (10th Cr. 1965), affg. T.C

Meno. 1964-33; Robinson v. Conm ssioner, supra at 126. | f that

docunent | acks express | anguage stating the nature of the dispute
t he awar ded danages were intended to resolve, the intent of the

payor is critical to that determ nation. See Knuckles v. Conmm s-

sioner, supra at 613; see also Agar v. Conm ssioner, 290 F.2d

283, 284 (2d Cr. 1961), affg. per curiamT.C Meno. 1960-21.
Al though the belief of the payee is relevant to that inquiry, the
character of the award hinges ultimately on the dom nant reason

the payor is making the paynent. Agar v. Conmm Ssioner, supra at

284; Fono v. Comm ssioner, 79 T.C. 680, 696 (1982), affd. w thout

publ i shed opinion 749 F.2d 37 (9th Cr. 1984). Wether the award
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i s excludable fromgross income under section 104(a)(2) depends
on the nature and the character of the claimasserted, and not

upon the validity of that claim See Bent v. Conm ssioner, 87

T.C. 236, 244 (1986), affd. 835 F.2d 67 (3d Cir. 1987): dynn v.

Commi ssioner, 76 T.C 116, 119 (1981), affd. w thout published

opinion 676 F.2d 682 (1st G r. 1982); Seay v. Conm ssioner, supra

at 37.

It is respondent’s position that Ms. Crane’s $79, 329. 34
final arbitration award is not excludable frompetitioners’ gross
i ncone under section 104(a)(2) because that award was not re-
ceived on account of personal physical injuries or physical
si ckness of Ms. Crane.

It is petitioners’ position that petitioners are entitled
under section 104(a)(2) to exclude fromgross inconme the award
that the arbitrator made to Ms. Crane in the final arbitration
decision. In support of that position, petitioners argue in
pertinent part:’

The arbitrator, when he was witing his opinion,

appears not to be worried about how the Internal Reve-
nue Code woul d characterize the award he was nmaki ng.

‘Petitioners also argue that if we were to find that the
award to Ms. Crane in the final arbitration decision was not nmade
on account of personal physical injuries or physical sickness of
Ms. Crane, the amount includible in their gross inconme should not
exceed $44,783. That is because, according to petitioners,
OCakwood paid Ms. Crane only $44,783 of Ms. Crane’s $79, 329. 34
final arbitration award, and $44,783 is the anopunt that respon-
dent determned in the notice to include in petitioners’ gross
i ncone.
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* * * he did not specifically nention whether the award
was for physical injuries or was for enotional dis-
tress.

Wen the Arbitration Decision [Septenber 21, 2007
arbitrator’s decision] is read carefully, however, it
becones clear that the basis upon which the award to
Deborah Crane was based was the negligent failure of
Cakwood Heal thcare, Inc., to restrict the conduct of
M. Plue toward Deborah Crane, or, in the words of the
arbitrator, “OCakwood’s failure to put a tighter reign
towards M. Plue’s conduct towards persons involved in
the investigation” and thereby allowed himto “neddl e
in the on-going investigation.”

As a result, the arbitration award could not have
i ncl uded damages for enotional distress because under
the facts found by the arbitrator, the award had to be
for physical injuries. Danages for physical injuries
were the only types of damages Deborah Crane was enti -
tled to claimand the arbitrator did not have to spel
it out any further.

Under M chigan law, a plaintiff can only recover
for enotional distress proximately caused by a defen-
dant’s negligent conduct if there is a definite and
objective injury. The enotional distress nust manifest
itself in the formof definite and objective physical
injury. Stites v. Sundstrand Heat Transfer, Inc., 660
F. Supp. 1516, 1526 (WD. Mch. 1987). The danages are
awar ded for the physical injury, not the enotional
distress. Daley v. LaCroix, 384 Mch. 4, 12-13 (M ch.
1970) .

* * * * * * *

As a result, when the facts and circunstances are
taken into consideration, because of the way M chigan
| aw prohi bits the recovery for purely enotional dis-
tress danages in a negligence claim and because
Deborah Crane suffered from a physical sickness or
i1l ness because of her treatnent in the workplace, this
Court should find that the arbitration award was nmade
to conpensate Deborah Crane for physical harmor ill-
ness suffered as the natural result of the negligent
conduct of Oakland [sic] Healthcare, Inc.
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We find petitioners’ argunment to be factually and legally
flawed.® By way of illustration of the factual flaws in peti-
tioners’ argunment, the record is devoid of evidence establishing
petitioners’ contention that Ms. Crane “suffered from a physi cal
sickness or illness because of her treatnment in the workplace”.
Nor does the record contain evidence establishing petitioners’
contentions that as a result of the negligent conduct of Oakwood
Ms. Crane suffered “enotional distress” that manifested “itself
in the formof [Ms. Crane’s] definite and objective physical
injury.” The record is also devoid of evidence establishing that

Ms. Crane’s clai magainst Cakwood was for,° or that the arbitra-

8 find the cases decided under M chigan | aw on which
petitioners are relying on brief to be materially distinguishable
fromthe instant case and petitioners’ reliance on those cases to
be m splaced. W also note that the record does not establish
that the arbitrator was relying on the Mchigan | aw on which
petitioners rely when he nade the award that he did in the final
arbitration deci sion.

°l'n the Septenber 21, 2007 arbitrator’s decision, the arbi-
trator described Ms. Crane’s clai magainst Cakwood as foll ows:

by aiding Ame Sl aven in pursuing her claim][of sexual
harassnent] and acting as a witness for Am e Sl aven,
Cakwood retaliated agai nst her [Ms. Crane] causing her
bot h econom ¢ and non-econom ¢ danages.

The retaliatory adverse actions clainmed by Crane

i ncl ude:
1. Cakwood denoting her from physician |iaison
to |l aboratory sal es representative;
2. Cakwood declining to renewits contract with

PCS; and
(continued. . .)
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tor’s award in his final arbitration decision was made on account
of , 1% personal physical injuries or physical sickness of M.
Cr ane.

On the record before us, we find that petitioners have
failed to carry their burden of establishing that the arbitrator
made an award to Ms. Crane in his final arbitration decision on
account of personal physical injuries or physical sickness of M.
Crane, as required by section 104(a)(2).

We turn now to petitioners’ argunent that if we were to
find, as we have, that the arbitrator did not make an award to
Ms. Crane in his final arbitration decision on account of per-
sonal physical injuries or physical sickness of Ms. Crane, only
$44,783 of Ms. Crane’s $79,329.84 final arbitration award is
includible in petitioners’ gross income. That is because,

according to petitioners, Cakwood paid Ms. Crane only $44, 783 of

°C...continued)
3. Cakwood failing to offer her a physician
[iaison job at Annapolis Hospital.

According to petitioners, under the Mchigan | aw that they
assert applies here, and that we have concluded is inapplicable
here, “The enotional distress nust manifest itself in the form of
definite and objective physical injury.” The record establishes
that Ms. Crane did not claimin Ms. Crane’s clai magai nst Gakwood
any “enotional distress” as a result of Oakwood's negligent
conduct that “manifest[ed] itself in the formof [her] definite
and objective physical injury.”

1The record establishes that the arbitrator’s award in his
final arbitration decision was not nmade on account of “enoti onal
distress” that “manifest[ed] itself in the formof definite and
obj ective physical injury” of M. Crane.
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Ms. Crane’s $79,329.84 final arbitration award, and $44,783 is
t he anbunt respondent determned in the notice to include in
petitioners’ gross incone.

In the Cctober 11, 2007 anmendnent of the Septenber 21, 2007
arbitrator’s decision, the arbitrator stated in pertinent part:

Now * * * | have the benefit of Plaintiff’'s [Ms.

Crane’s] counsel’s item zation of her attorneys fees

and costs. Consequently, | wll anmend ny award to

reflect the nore accurate information. M award to

Plaintiff for her non-economc injuries is $50,000. M

award to Plaintiff for her attorneys fees is $23, 975,

and costs of $5,354.34. | have not included in the

award of costs any anounts for the arbitrator’s fees.

There is a specific provision in the “Alternate Di spute

Resol ution Agreenent” that states, “the parties wll
share the cost of the arbitrator equally.” * * *

* * * * * * *

Consequently, ny anmended final award to Plaintiff
is $79,329.34. * * *

On the record before us, we find that, in addition to the
$44,783 that the arbitrator awarded to Ms. Crane in his final
arbitration decision and that respondent determned in the notice
to include in petitioners’ gross incone, the award that the
arbitrator made in that decision to Ms. Crane of $23,975 for her
attorney’s fees, $5,354.34 for her costs, and $5,217 for her

share of the cost of the arbitrator! is includible in petition-

1The parties stipulated that “Deborah Crane received * * *
$50, 000 froman award from her enployer during the 2007 taxable
year.” W presune that the difference (i.e., $5,217) between the
anount (i.e., $50,000) that the parties stipulated Ms. Crane
received and the anount (i.e., $44,783) that respondent

(continued. . .)
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ers’ gross inconme. See, e.g., Sinyard v. Conm ssioner, 268 F. 3d

756, 759 (9th Cir. 2001), affg. T.C. Meno. 1998-364. That
Cakwood may have paid (1) Ms. Crane’s attorney’s fees and costs
directly to Ms. Crane’s attorney and (2) Ms. Crane’s share of the
cost of the arbitrator directly to the arbitrator does not change
that result. See id.

Based upon our exam nation of the entire record before us,
we find that Ms. Crane’s $79,329.34 final arbitration award is
includible in petitioners’ gross inconme for their taxable year
2007. 12

Accur acy- Rel ated Penalty Under Section 6662(a)

Before turning to the parties’ respective positions with
respect to the issue presented under section 6662(a), we shall
set forth certain principles that govern our consideration of

t hat i ssue.

(... continued)
determned in the notice to include in petitioners’ gross inconme
is Ms. Crane’s share of the cost of the arbitrator that she was
obligated to pay under the “Alternate D spute Resol ution
Agreenment” to which the arbitrator referred in his Cctober 11,
2007 anmendnent of his Septenber 21, 2007 arbitrator’s deci sion.

2Al t hough we have found that Ms. Crane’s $79, 329. 34 fi nal
arbitration award is includible in petitioners’ gross incone for
their taxable year 2007, we leave it to the parties to address
and resolve as part of the conputations under Rule 155 whet her
petitioners are entitled to deduct Ms. Crane’'s attorney’'s fees
and costs and her share of the cost of the arbitrator. See secs.
55, 67, 68, 212(1); see also Conm ssioner v. Banks, 543 U S. 426,
432 (2005).
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Section 6662(a) inposes an accuracy-related penalty equal to
20 percent of the underpaynent to which section 6662 applies.
Section 6662 applies to the portion of any underpaynent which is
attributable to, inter alia, (1) negligence or disregard of rules
or reqgulations, sec. 6662(b)(1), or (2) a substantial understate-
ment of tax, sec. 6662(b)(2).

The term “negligence” in section 6662(b)(1) includes any
failure to make a reasonable attenpt to conply with the Code.
Sec. 6662(c). Negligence has al so been defined as a failure to
do what a reasonabl e person would do under the circunstances.

Leuhsler v. Conmm ssioner, 963 F.2d 907, 910 (6th Gr. 1992),

affg. T.C. Meno. 1991-179; Antonides v. Comm ssioner, 91 T.C.

686, 699 (1988), affd. 893 F.2d 656 (4th Cir. 1990). The term
“negligence” also includes any failure by the taxpayer to keep
adequat e books and records or to substantiate itens properly.
Sec. 1.6662-3(b)(1), Incone Tax Regs. The term “di sregard”

i ncl udes any carel ess, reckless, or intentional disregard. Sec.
6662(c).

For purposes of section 6662(b)(2), an understatenent is
equal to the excess of the ampbunt of tax required to be shown in
the tax return over the amount of tax shown in the return. Sec.
6662(d)(2)(A). An understatenent is substantial in the case of
an individual if the ambunt of the understatenment for the taxable

year exceeds the greater of ten percent of the tax required to be
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shown in the tax return for that year or $5,000. Sec.
6662(d) (1) (A .

The accuracy-rel ated penalty under section 6662(a) does not
apply to any portion of an underpaynent if it is shown that there
was reasonabl e cause for, and that the taxpayer acted in good
faith with respect to, such portion. Sec. 6664(c)(1). The
determ nati on of whether the taxpayer acted wi th reasonabl e cause
and in good faith depends on the pertinent facts and circum
stances, including the taxpayer’s efforts to assess the tax-
payer’s proper tax liability, the know edge and experience of the
t axpayer, and the reliance on the advice of a professional, such
as an accountant. Sec. 1.6664-4(b)(1), Inconme Tax Regs. Reli-
ance on the advice of a professional does not necessarily denon-
strate reasonabl e cause and good faith unless, under all the
ci rcunst ances, such reliance was reasonabl e and the taxpayer
acted in good faith. 1d. 1In this connection, a taxpayer nust
denonstrate that the taxpayer’s reliance on the advice of a
pr of essi onal concerning substantive tax | aw was objectively

reasonable. &ldman v. Conm ssioner, 39 F.3d 402, 408 (2d G

1994), affg. T.C. Meno. 1993-480. A taxpayer’s reliance on the
advice of a professional will be objectively reasonable only if

t he taxpayer has provi ded necessary and accurate information to

the professional. Neonatology Associates, P.A v. Conm Ssioner,
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115 T.C. 43, 99 (2000), affd. 299 F.3d 221 (3d Cir. 2002); see

al so Ma-Tran Corp. v. Conm ssioner, 70 T.C. 158, 173 (1978).

Respondent has the burden of production with respect to the
accuracy-rel ated penalty under section 6662(a) that respondent

determned in the notice. See sec. 7491(c); Hi gbee v. Comm s-

sioner, 116 T.C 438, 446-447 (2001). To satisfy respondent’s
burden of production, respondent nmust cone forward with “suffi-
cient evidence indicating that it is appropriate to inpose”,

Hi gbee v. Conm ssioner, supra at 446, the accuracy-rel ated

penalty. Although respondent bears the burden of production with
respect to the accuracy-related penalty under section 6662(a)

t hat respondent determ ned, respondent “need not introduce

evi dence regardi ng reasonable cause * * * or sim/lar provisions.
* * * the taxpayer bears the burden of proof with regard to those
i ssues.” 1d.

Respondent argues that petitioners are |iable for the
accuracy-rel ated penalty under section 6662(a) because of (1) a
substantial understatenent of tax under section 6662(b)(2) and
(2) petitioners’ negligence or disregard of rules or regul ations
under section 6662(b)(1).

Respondent determned in the notice to inpose the accuracy-

related penalty for petitioners’ taxable year 2007 on an under -
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paynent of tax for that year!® that is attributable to a substan-
tial understatenent of tax * resulting frompetitioners’ failure
to include in gross incone (1) $44,783 of Ms. Crane’'s $79, 329. 34
final arbitration award that petitioners argue is not, but that
we have held is, includible in their gross incone and (2) peti-
tioners’ retirenent inconme and other incone that petitioners
concede are includible in their gross incone. On the record
before us, we find that respondent has satisfied respondent’s
burden of production under section 7491(c) with respect to the
accuracy-rel ated penalty under section 6662(a).

It is petitioners’ position that under section 6664(c) (1)
t hey had reasonabl e cause for, and acted in good faith with
respect to, the portion of the underpaynent for their taxable

year 2007 that is attributable to their failure to include in

13\W¢ have hel d, as respondent argues on brief, that M.
Crane’s $79,329.34 final arbitration award, and not just $44, 783
of that award that respondent determned to include in petition-
ers’ gross inconme in the notice, is includible in petitioners’
gross incone. Respondent does not argue on brief that the
accuracy-rel ated penalty under sec. 6662(a) should be inposed on
an under paynent of tax for petitioners’ taxable year 2007 that is
attributable to petitioners’ failure to include in gross incone,
inter alia, the excess of Ms. Crane’s $79,329.34 final arbitra-
tion award over that $44, 783.

¥I'n the notice, respondent determ ned that the anount of
tax required to be shown in petitioners’ 2007 return was $21, 740.
The ampbunt shown as tax in that return was $7,554. The excess of
t he amount of tax that respondent determned in the notice was
required to be shown in petitioners’ 2007 return over the anount
of tax shown in that return is $14,186, the deficiency that
respondent determined in the notice for petitioners’ taxable year
2007.
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gross incone in their 2007 return (1) $44,783 of Ms. Crane’s
$79,329.34 final arbitration award and (2) petitioners’ retire-
ment i ncone.

We turn first to petitioners’ argunment under section
6664(c) (1) regarding the $44,783 of Ms. Crane’s $79, 329. 34 final
arbitration award that they did not include in gross incone in
their 2007 return. At trial, M. Crane testified that petition-
ers did not include that $44,783 in that return because Ms. Crane
told himthat the attorney who represented her during the arbi-
tration proceedi ng, Deborah Gordon (Ms. Gordon), had informed her
that the award that the arbitrator nmade “wasn’t from | oss of
wages; it was fromthis physical and nental thing that you [ M.
Crane] were going through.”?®

Assum ng arguendo that Ms. Gordon, Ms. Crane’s attorney with
respect to Ms. Crane’s clai magai nst OGakwood, infornmed Ms. Crane
that the award that the arbitrator made to her was not taxable
M. Crane admtted at trial that he questioned the validity of
what Ms. Gordon had purportedly told Ms. Crane. M. Crane

testified:

1SRespondent objected at trial on the ground of hearsay to
the recitation by M. Crane of what Ms. Gordon purportedly told
Ms. Crane as to the nature of the award that the arbitrator had
made to Ms. Crane. W overrul ed respondent’s objection because
petitioners indicated that they were not offering that recitation
for the truth of its content. On brief, respondent asks us to
reconsi der and change that evidentiary ruling. W decline to
overrul e our evidentiary ruling.
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| was going to challenge her [ Ms. Crane] but she was

pretty fragile already at that tinme and she was getting

upset: It’s not taxable. Deborah Gordon told nme it

wasn’'t taxable. So I [M. Crane] didn't pursue it. So

when | did the inconme tax | just assunmed it wasn't.

I n determ ni ng whether a taxpayer acted wth reasonabl e
cause and in good faith under section 6664(c)(1), “Generally, the
nost inportant factor is the extent of the taxpayer’'s effort to
assess the taxpayer’s proper tax liability.” Sec. 1.6664-

4(b) (1), Income Tax Regs. M. Crane’ s testinony establishes that
he had serious concerns about whether petitioners should exclude
fromgross incone the award that the arbitrator made to Ms.

Crane. Nonethel ess, the record does not establish that M. Crane
asked the accountant who prepared petitioners’ 2007 return'® or
made any other effort to determ ne whether his concerns were
justified.

On the record before us, we find that petitioners have
failed to carry their burden of establishing that there was
reasonabl e cause for, and that they acted in good faith with

respect to, the portion of the underpaynent for their taxable

year 2007 that is attributable to petitioners’ failure to include

M. Crane testified that he failed to discuss in any
detail petitioners’ 2007 tax return with their accountant.

7't is also significant that the record is devoid of evi-
dence establishing what Ms. Crane told Ms. Gordon when they
di scussed whether the award that the arbitrator nade to Ms. Crane
is taxable. See Neonatol ogy Associates, P.A v. Comm SSioner,
115 T.C. 43, 99 (2000), affd. 299 F.3d 221 (3d G r. 2002); see
al so Ma-Tran Corp. v. Conm ssioner, 70 T.C. 158, 173 (1978).




- 25 -
in gross inconme $44,783 of Ms. Crane’s $79,329.34 final arbitra-
tion award.

We turn next to petitioners’ argunent under section
6664(c) (1) regarding petitioners’ retirenent incone that they did
not include in gross incone in their 2007 return. According to
petitioners, because $2,766 of tax had been wi thheld on that
retirenment incone,!® it was reasonable for themto believe that
they did not have to include petitioners’ retirenent incone in
gross incone in their 2007 return.

We note first that the record does not establish petition-
ers’ contention that $2,766 of tax was withheld from petitioners’
retirement income. Assum ng arguendo that the record established
that contention, the record is devoid of evidence establishing
whet her petitioners made any effort to ascertain whether they had
an obligation to include petitioners’ retirenment income in gross
inconme in their 2007 return.!® See sec. 1.6664-4(b)(1), |ncone
Tax Regs.

On the record before us, we find that petitioners have
failed to carry their burden of establishing that there was
reasonabl e cause for, and that they acted in good faith with

respect to, the portion of the underpaynent for their taxable

8petitioners underreported $2,766 of the tax withheld in
their 2007 return.

19See supra note 16.
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year 2007 that is attributable to their failure to include in
gross incone petitioners’ retirenent incone.

Based upon our exam nation of the entire record before us,
we find that petitioners have failed to carry their burden of
establishing that they are not liable for their taxable year 2007
for the accuracy-rel ated penalty under section 6662(a).

We have considered all of the contentions and argunments of
the parties that are not discussed herein, and we find themto be
W thout nmerit, irrelevant, and/or noot.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




