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Petitioner (H and his fornmer wife (W were
divorced in 1992. H and Wwere residents of
California, a comunity property State. The judgnent
di ssolving the marriage ordered that Hs IRA's, which
were funded with contributions that were community
property, be divided equally between Hand W [In 1993,
H wi t hdrew $125,000 fromhis IRA's and transferred
$111,600 to W Held: sec. 408(g), |.R C, precludes
characterization of Was a 50-percent “distributee” of
H s IRA s under sec. 408(d)(1), I.R C; accordingly, H,
not W is taxable on the distributions. Held, further,
no portion of the $111,600 paid to Wis excludable from
H s inconme under sec. 408(d)(6), |I.R C. Held, further,
His liable for the sec. 72(t), I.R C., additional tax
on the IRA distributions. Held, further, petitioner
had a reasonable basis for his position, and thus the
accuracy-rel ated penalty for negligence under sec.
6662(a), |I.R C., applies only with respect to the
adj ust nents conceded by H.




Lawr ence J. Kaplan, for petitioner.

Christine V. Asen, for respondent.

OPI NI ON

LARO, Judge: This case is before the Court fully
stipulated. See Rule 122. Petitioner petitioned the Court to
redet erm ne respondent’s determ nation of an $84, 080 deficiency
in Federal inconme tax for 1993 and a $16,816 accuracy-rel ated
penalty for negligence under section 6662(a).

After concessions,! we nust decide the followi ng issues with
respect to 1993:

1. Wether petitioner’s gross incone includes the entire
$125,000 in distributions he received fromhis individual

retirement accounts (IRA's). W hold it does.

Petitioner concedes the following: (1) H's gross incone
i ncludes a $64, 054 gain on the sale of his home; (2) he may
deduct only $1,476 of the $11,735 clainmed for |egal and
prof essional fees paid; (3) he nmay not deduct the $11, 000 cl ai ned
Wi th respect to the purchase of a horse, but may take a Schedul e
F, Profit or Loss From Farm ng, depreciation deduction in the
anmount of $393; and (4) he nmay not deduct the $5,178 clainmed for
repair expenses paid. Petitioner also concedes that he shoul d be
t axed on one-half of the $125,000 in IRA distributions he
received in 1993, but he chall enges whether he is liable for tax
on the other half.
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2. \Whether petitioner is subject to the 10-percent
additional tax for early distributions under section 72(t). W
hol d he is.

3. Wiether petitioner is liable for the negligence
accuracy-rel ated penalty. W hold he is, but only as to the
conceded itens.

Unl ess otherw se indicated, section references are to the
I nternal Revenue Code in effect for the year in issue. Rule
references are to the Tax Court Rules of Practice and Procedure.
Dol I ar amounts are rounded to the nearest dollar.

Backgr ound

The stipulation of facts and the exhibits submtted
therewith are incorporated herein by this reference. Petitioner
was born on August 23, 1944. He resided in California when the
petition in this case was filed.

Petitioner was fornerly married. He and his forner spouse
were granted a Judgnment of Dissolution of Marriage (dissolution
j udgment) on August 17, 1992. The dissol ution judgnent stated:
“I'T1S FOUND that all of M CHAEL BUNNEY' S retirenent val ued at
approxi mately $120, 000 was accumrul ated by the parties prior to
their separation and ordered to be divided equally between the
parties.”

Petitioner’s retirement savings consisted of several |RA

accounts. The noney used to fund petitioner’s IRA' s had been
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comunity property. During 1993, petitioner wthdrew $125, 000
fromhis |RA s and deposited the proceeds in his noney narket
savi ngs account. During the same year, petitioner transferred
$111,600 to his former spouse in a transaction in which he
acquired her interest in the famly residence. Petitioner
reported only the renaining $13,400 of the distributions on his
1993 Federal inconme tax returns.

Di scussi on

|ssue 1. Taxability of IRA Distributions

A. Al location of Tax Liability

We pass for the first tine on the question of whether one-
hal f of community funds contributed to an | RA account established
by an I RA participant are, upon distribution, taxable to the
participant’s former spouse by virtue of the fact that the forner
spouse has a 50-percent ownership interest in the |IRA under
applicable community property law. Section 408(g), as discussed
bel ow, provides explicitly that section 408 (the statutory
provi sion governing I RA requirenents and the taxability of |IRA
di stributions) “shall be applied without regard to any community
property laws”. Thus, at first blush, it appears that the answer
to our question is that the husband is taxable on 100-percent of
the distribution notwthstanding the fact that his forner wife
owned and was entitled to receive 50 percent of the distributed

proceeds. As petitioner observes, however, the Comm ssioner
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adm ni stratively has recogni zed that section 408(g) does not
precl ude taking community property rights into account in
allocating the tax consequences of | RA distributions. See Priv.
Ltr. Rul. 80-401-01 (Jul. 15, 1980) (distribution of decedent’s
community property interest in surviving spouse’s |RA is taxable
to decedent’s legatees). But see Priv. Ltr. Rul. 93-440-27 (Aug.
9, 1993) (distribution of wife’'s comunity property interest in
husband’ s | RA under a separation agreenent is taxable to
husband).? Additionally, the courts of at |east two conmunity
property States have concl uded that section 408(g) does not
preenpt recognition of community property rights in an I RA for

State | aw purposes.® See In re Miundell, 857 P.2d 631, 633 (Ildaho

1993) (conmunity property interest in wife’s IRAis includable in

2\ recogni ze that private letter rulings have no
precedential value but nerely represent the Conm ssioner’s
position as to a specific set of facts. See sec. 6110(j)(3)
(redesignated sec. 6110(k)(3) under the IRS Restructuring and
Ref orm Act of 1998, Pub. L. 105-206, sec. 3509(b), 112 Stat. 743,
772); Lucky Stores, Inc. v. Conm ssioner, 153 F.3d 964, 966 n.5
(9th Gr. 1998), affg. 107 T.C. 1 (1996); Fow er v. Conm Ssi oner,
98 T.C. 503, 506 n.5 (1992); Estate of Jalkut v. Conm ssioner, 96
T.C. 675, 684 (1991); FEirst Chicago Corp. v. Conm ssioner, 96
T.C. 421, 443 (1991), affd. 135 F.3d 457 (7th Cr. 1998). W
mention these rulings nerely to set forth the Conm ssioner’s
adm nistrative practice as to sec. 408(g). See Rowan Cos. V.
United States, 452 U. S. 247, 261 n.17 (1981); FEirst Chicago Corp
v. Conmm ssioner, 96 T.C 421, 443 (1991).

\\e address a sonewhat narrower issue, i.e., whether for
Federal incone tax purposes petitioner is the sole “distributee”
and thus taxable on the distributions he received fromhis |IRA s.
We do not address, as did these State cases, whether sec. 408(g)
preenpts comrunity property interests in | RA s altogether.
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husband’ s estate); Succession of McVay v. MVay, 476 So. 2d 1070,

1073-1074 (La. Ct. App. 1985) (IRA to be accounted for in
division of comunity property at divorce).

Qur analysis of this issue begins with section 408(d)(1).
Pursuant to that section, “any anmount paid or distributed out of
an individual retirement plan shall be included in gross incone
by the payee or distributee, as the case may be, in the manner
provi ded under section 72.” Neither the Code nor applicable
regul ations define the terns “distributee” or “payee” as used in
section 408(d)(1). In construing a parallel provision governing
the taxation of distributions from pension plans under section
402,* we have held that a distributee is generally “the
participant or beneficiary who, under the plan, is entitled to

receive the distribution”. Darby v. Commi ssioner, 97 T.C. 51, 58

(1991); see also Estate of Machat v. Conm ssioner, T.C Meno.

1998-154. Under this definition, petitioner would be the

di stributee and the payee because he was the | RA participant and
received the distributions according to the terns of his IRA' s.
Simlarly, petitioner’s former spouse would not be a distributee
because she was not the IRA participant and did not receive the

funds as a designated beneficiary. Thus, unless the comunity

4Sec. 402(b)(2) provides that “The anpunt actually
distributed or made avail able to any distributee by * * * [an
enpl oyee’ s trust] shall be taxable to the distributee, in the
taxabl e year in which so distributed or made avail abl e, under
section 72”.
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property interest of petitioner’s former spouse is recognizable
for Federal income tax purposes, the distributions are taxable to
petitioner.

Petitioner acknow edges that section 408(g) requires that
section 408 be applied without regard to community property | aws,
but he contends that his former spouse’s community property
interest in his IRAs arose ab initio and thus may be taken into
account to determne the taxability of the distributions.
Respondent takes no position in this case on the effect of
section 408(g). Instead, respondent contends that petitioner is
the sol e taxable distributee because he was the sol e recipient of
the distributions.

We disagree with respondent’s assertion that the recipient
of an IRA distribution is automatically the taxable distributee.
We have held that in the context of a distribution froma pension
plan the term“distributee” is not necessarily synonynous with

“recipient”. Estate of Machat v. Conm ssioner, T.C Meno. 1998-

154 (citing Darby v. Comm ssioner, 97 T.C 51, 64-66 (1991)). W

nevertheless find that petitioner was the sole distributee in
this case. The IRA's were established by petitioner in his nane,
and, by reason of section 408(g), his wife is not treated as a

di stributee of any portion of the IRA for Federal incone tax

pur poses despite her community property interest therein.
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Recognition of community property interests in an |IRA for
Federal inconme tax purposes would conflict with the application
of section 408 in several ways. As an initial matter, an account
i mbued with a conmmunity property characterization would have
difficulty nmeeting the IRA qualifications. Section 408(a)
defines an IRA as a trust created or organized “for the exclusive

benefit of an individual or his beneficiaries”. (Enphasis

added.) An account maintained jointly for a husband and w fe
woul d be created for the benefit of two individuals and woul d not

meet this definition. See Rodoni v. Conmi ssioner, 105 T.C 29,

33 (1995) (“as its name suggests, the essence of an IRA is that
it is aretirenent account created to provide retirenent benefits
to ‘“an individual’").

Secondl y, recognition of community property interests would
j eopardi ze the participant’s ability to roll over the I RA funds
into a new |RA.  Section 408(d)(3)(A) (i) provides that

distributions out of an IRA “to the individual for whose benefit

the account * * * is maintained” are not taxable under section
408(d) (1) if the entire anmount received is paid into an I RA “for
the benefit of such individual” within 60 days. (Enphasis
added.) The rollover of a comunity-owned | RA woul d doubly fai
because both the distribution and contribution would involve two

persons.
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Thirdly, recognition of conmunity property interests woul d
affect the mninmumdistribution requirenents for IRAs. Section
408(a)(6) requires that distributions froman |IRA account neet
the requirenents of section 401(a)(9). Anobng those requirenents
is that the individual for whoman IRA is maintained withdraw the
bal ance in the IRA or start receiving distributions fromthe |IRA
by April 1 of the year following the year in which such
i ndi vidual reaches 70-1/2. See sec. 401(a)(9)(c). Recognition
of a nonparticipant spouse’s community property interest in the
| RA m ght require the age of the nonparticipant spouse to be
taken into account in determ ning the commencenent date for the
requi red distributions.

In addition, treating a nonparticipant spouse as a 50-
percent distributee would create an asymmetry. Section 219(f)(2)
provi des that the deductibility of a contribution to an IRAis to
be determ ned without regard to any comrunity property |aws. See

Medl ock v. Comm ssioner, T.C Meno. 1978-464. Section 408(9)

appropriately bal ances that provision by disregarding comunity
property |aws when the IRA funds are later distributed. These
sections work in tandemto insure that an I RA participant who
lives in a comunity property State is treated as both the sole
contributor and the sole distributee of I RA funds.

In Powel | v. Comm ssioner, 101 T.C 489, 496 (1993), we

indicated that the distribution of a community property interest
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in aretirement plan is taxed one-half to each spouse except
where Congress has specified otherwi se; e.g., in sections

219(f)(2), 402(e)(4)(Q, and 408(g). In Karemyv. Conm ssioner

100 T.C 521, 529 (1993), we held that a pension distribution
subject to section 402(e)(4)(G was taxable entirely to the
partici pant even though his fornmer spouse was consi dered a one-
hal f owner under State community property law. Unlike the
taxpayer in Powell, the taxpayer in Karem had el ected the multi-
year averagi ng nethod then avail abl e under former section 402(e)
for conmputing the tax due on |unp-sumdistributions. As a
result, the distributions were subject to forner section
402(e)(4) (G, which provided that “the provisions of this
subsection * * * shall be applied without regard to community
property laws.” Consistent with these opinions, we hold that
section 402(g) precludes taxation of petitioner’s fornmer spouse
as a distributee in recognition of her State conmunity property
interest in petitioner’s IRAs. Accordingly, the distributions
frompetitioner’s IRA's are wholly taxable to petitioner.

B. Nonr ecogni ti on Under Section 408(d)(6)

Petitioner alternatively contends that the distribution and

transfer of his I RA proceeds pursuant to the dissolution judgnment
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was a nonrecognition event for himunder section 408(d)(6).° W
di sagr ee.

There are two requirenents that nust be net for the
exception of section 408(d)(6) to apply: (1) There nmust be a
transfer of the IRA participant’s “interest” in the IRAto his
spouse or fornmer spouse, and (2) such transfer nust have been
made under a section 71(b)(2) divorce or separation instrunent.

The transaction at issue does not neet the first
requirenent. Petitioner did not transfer any of his interest in
his IRAs to his forner spouse. Rather, he cashed out his IRA s

and paid her sone of the proceeds.® The distribution itself was

5Sec. 408(d)(6) provides:

Transfer of account incident to divorce.--The
transfer of an individual’s interest in an

i ndividual retirement account or an i ndividual
retirenment annuity to his spouse or fornmer spouse
under a divorce or separation instrunent described
i n subparagraph (A) of section 71(b)(2) is not to
be considered a taxable transfer made by such

i ndi vi dual notw t hstandi ng any ot her provision of
this subtitle, and such interest at the tinme of
the transfer is to be treated as an individual
retirement account of such spouse, and not of such
i ndi vidual. Thereafter such account or annuity for
pur poses of this subtitle is to be treated as

mai nt ai ned for the benefit of such spouse.

81 RS Publication 590 describes two comopnly used net hods of
transferring an interest in an IRA: (1) Changing the nane on the
| RA to that of the nonparticipant spouse or (2) directing the
trustee of the IRAto transfer the | RA assets to the trustee of
an | RA owned by the nonparticipant spouse.
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a taxable event for petitioner that was not covered by section

408(d)(6)." See Czepiel v. Comm ssioner, T.C Menop. 1999-289.

| ssue 2. Section 72(t) (1) Additional Tax

Respondent determ ned that the distributions nmade to
petitioner out of his IRA s were subject to the 10-percent
additional tax on early withdrawals froman | RA i nposed by
section 72(t).8 Section 72(t)(1) inposes a 10-percent additional
tax on early distributions fromqualified retirenent plans. A
qualified retirenent plan includes an I RA. Secs. 408(a),

4974(c) (4).

Section 72(t)(2)(A) lists the types of distributions to
whi ch the additional tax does not apply. Petitioner has the
burden of proving his entitlenent to any of these exceptions.

See Matthews v. Conm ssioner, 92 T.C 351, 361-362 (1989), affd.

907 F.2d 1173 (D.C. Cr. 1990). Petitioner has not produced any

'Sec. 408(d)(6) governs the transfer of an “individual’s
interest” in an IRA. It does not address distributions. In
contrast, distributions froma qualified pension plan pursuant to
a qualified donestic relations order nmay be reallocated to a
spouse (designated as the “alternate payee” and considered a pl an
“beneficiary”). See sec. 402(e)(1)(A); 29 U S. C sec.

1056(d) (3)(J) (1993).

8Sec. 72(t)(1) provides:

| nposition of additional tax.--1f any taxpayer receives
any anount froma qualified retirenent plan (as defined
in section 4974(c)), the taxpayer’s tax under this
chapter for the taxable year in which such amount is
recei ved shall be increased by an anmount equal to 10
percent of the portion of such amount which is

i ncludible in gross incone.
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evi dence that any exception applies in this case. Accordingly,
we sustain respondent’s determ nation as to the section 72(t)
addi tional tax.

| ssue 3. Addition to Tax for Neaqligence.

Respondent determ ned that petitioner is liable for the
negl i gence accuracy-rel ated penalty under section 6662(a). That
section inposes an accuracy-rel ated penalty equal to 20 percent
of the portion of an underpaynment that is attributable to
negligence. Petitioner will avoid this penalty if the record
shows that he nade a reasonable attenpt to conply with the
provi sions of the Internal Revenue Code, and that he was not
carel ess, reckless, or in intentional disregard of rules or

regul ations. See sec. 6662(c); Accardo v. Conm ssioner, 942 F.2d

444, 452 (7th Cr. 1991), affg. 94 T.C. 96 (1990); Drum v.

Commi ssioner, T.C Menp. 1994-433, affd. w thout published

opinion 61 F.3d 910 (9th Cr. 1995).
Negl i gence connotes a | ack of due care or a failure to do
what a reasonabl e and prudent person would do under the

circunstances. See Allen v. Conm ssioner, 92 T.C. 1 (1989),

affd. 925 F.2d 348 (9th Gr. 1991); Neely v. Conm ssioner, 85

T.C. 934, 947 (1985). The negligence accuracy-related penalty is
i napplicable to any portion of an underpaynent to the extent that
an individual has reasonabl e cause for that portion and acts in

good faith wwth respect thereto. See sec. 6664(c)(1). Such



- 14 -
penalty is also inapplicable where a taxpayer has a “reasonabl e
basis” for the return position taken. See sec. 1.6662-3(b),
| nconme Tax Regs. A return position that is “arguable, but fairly
unlikely to prevail in court” satisfies the reasonable basis
standard. Sec. 1.6662-4(d)(2), Inconme Tax Regs. The negligence
accuracy-rel ated penalty is inappropriate where an issue to be
resolved by the Court is one of first inpression involving

uncl ear statutory |anguage. See Everson v. United States, 108

F.3d 234 (9th G r. 1997); Lem show v. Comm ssioner, 110 T.C 110

(1998).

Wth respect to petitioner’s conceded itens, petitioner
cl ai mred deductions to which he was not entitled, duplicated
deductions, and omtted taxable gain fromthe sale of property.
Petitioner also failed to report income fromnore than half of
his IRA distributions and failed to pay the 10-percent prenature
distribution penalty. Petitioner contends that he is not |iable
for an accuracy-related penalty with respect to these itens
because Form 1040 is a “conplicated return”, and he utilized a
tax software programto prepare his return

On this stipulated record, we conclude petitioner is |liable
for the negligence accuracy-related penalty with respect to the
conceded itens. There is no evidence that reasonabl e cause
exi sted for these errors or that petitioner was not negligent.

Tax preparation software is only as good as the infornation one
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inputs into it. Petitioner has not shown that any of the
conceded i ssues were anything but the result of his own
negli gence or disregard of regul ations.?®

As to the contested adjustnent, this Court has not
previ ously addressed the issue of whether section 408(9)
precl udes recognition of a spouse’s conmmunity property interest
in allocating the taxability of an IRA distribution. While we
find the text of section 408(g) to be clear and unanbi guous on
its face, we bear in mnd that the Conm ssioner has interpreted
section 408(g) admnistratively in a manner that is inconsistent
wi th our holding herein. Under these circunstances, we concl ude
that petitioner had a reasonable basis for his return position
that one-half of his IRA distributions were allocable to his

former spouse.!® Accordingly, we hold the negligence accuracy-

°Petitioner has clainmed entitlenent to an NOL carryback that
may elimnate sone or all of the deficiency determned in this
case. The parties have agreed to address this issue in the
context of their Rule 155 conputations. Petitioner is liable for
t he negligence accuracy-rel ated penalty regardl ess of whether the
claimed NOL carryback elimnates the deficiency for the year. A
loss in a later year does not reduce the underpaynent for
pur poses of inposing the penalty. See C V.L. Corp. v.
Comm ssioner, 17 T.C. 812, 816 (1951); MCauley v. Conm Ssioner,
T.C. Meno. 1988-431; sec. 1.6664-2(f), Inconme Tax Regs.; see al so
Estate of Tronpeter v. Comm ssioner, 111 T.C 57, 59-60 (1998),
and the cases cited therein.

W note that for returns filed on or after Dec. 2, 1998,
respondent’s viewis that a return position “reasonably based on
one or nore of the authorities set forth in 81.6662-4(d)(3)(iii)
(taking into account the rel evance and persuasi veness of the
authorities, and subsequent devel opnents)” will generally satisfy

(continued. . .)
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related penalty is inapplicable to the taxes and penalties
i nposed on one-half of petitioner’s 1993 I RA distributions.
I n reaching our holdings herein, we have consi dered al
argunments nmade by the parties, and, to the extent not discussed
above, we find those argunents to be irrelevant or without nerit.

To reflect the foregoing and concessi ons,

Deci sion will be entered

under Rul e 155.

10, .. conti nued)
t he reasonabl e basis standard. Sec. 1.6662-3(b)(3), Incone Tax
Regs., as anended by T.D. 8790, 1998-50 |.R B. 4. Anong the
authorities set forth in sec. 1.6662-4(d)(3)(iii), Income Tax
Regs., are private letter rulings issued after Cct. 31, 1976.



