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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

PANUTHOS, Chief Special Trial Judge: Respondent determ ned

a deficiency in petitioner’s Federal incone tax in the anmount of

$810 and an accuracy-rel ated penalty pursuant to section 6662(a)

of $162 for the taxable year 1997.1

1 Unl ess otherwi se i ndicated, section references are to

the Internal Revenue Code in effect for the year in issue, and

(continued. . .)
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The issues for decision are: (1) Wether the proceeds of
| oans received froma qualified enployer plan are distributions
and, therefore, taxable inconme to petitioner; (2) whether
petitioner nmust include in incone a State incone tax refund; and
(3) whether petitioner is liable for the accuracy-rel ated penalty
under section 6662(a).?2

FI NDI NGS OF FACT

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

The stipulated facts and the related exhibits are incorporated
herein by this reference. At the tinme of filing the petition,
petitioner resided in the Bronx, New YorKk.

Petitioner has been enployed by the City of New York for
nore than 38 years as an assistant engineer. Petitioner
participated in the New York City Enpl oyees’ Retirenent System
(NYCERS) plan (the plan), a qualified enployer plan. Enployees
were permtted to borrow fromthe plan. The | oan application
stated that “the bal ance outstanding on any existing loan is
conbined with the new cash | oan and establishes a new |loan.” The

| oans were repaid in biweekly payroll w thholdings. Enployees

Y(...continued)
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

2 The notice of deficiency contains adjustnents to
petitioner’s item zed deductions. These are conputati onal
adj ustnments which will be affected by the outcone of the other
i ssues to be decided, and we do not separately address them
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had the follow ng options for the repaynent schedul e: M nimm
repaynment, repay in 5 years or |ess, a specific repaynment anount
per pay period, or a specified nunber of repaynents. The
foll ow ng warni ng appears on the application above the repaynment
schedul e secti on:

PLEASE READ THI S | NFORVATI ON BEFORE
MAKI NG YOUR SELECTI ONS

Federal tax |law provides that where the tota
outstanding loan is either greater than $50,000 or the
term of repaynent exceeds 5 years, or if the loan is
subsequently not repaid, the loan is subject to a
determ nation as to whether any part of it constitutes
a taxabl e distribution.

Bet ween 1962 and 1978, petitioner borrowed funds fromthe
plan totaling $8,931, including interest. Petitioner borrowed
funds fromthe plan on 32 separate occasi ons between March 29,
1979, and March 2, 2000. Wen each new | oan was made, any
existing loans were rolled into the new loan. At issue are the
28th and 29th |loans. The 28th | oan was nade on February 6, 1997,
in the amount of $3,960. By the terns of the February 6, 1997,
| oan, petitioner agreed to pay $110.73 biweekly over 999 pay
periods. The 29th |oan was made on April 17, 1997, in the anount
of $690. Once again, all existing loans were rolled into the new
loan. By the terns of the April 17, 1997, |oan, petitioner
agreed to pay $112.33 biweekly over 999 pay periods. Petitioner

sel ected the m ni num repaynent option in the aforenentioned

| oans.
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NYCERS sent petitioner two Fornms 1099-R (Distributions from
Pensi ons, Annuities, Retirenent Profit-Sharing Plans, |RAs,
| nsurance Contracts, etc.) reflecting taxable amounts of $3, 960
and $690.

On his 1996 Federal inconme tax return, petitioner item zed
hi s deductions on Schedule A and cl ai med a deduction of $4, 653.55
for State and | ocal taxes. Petitioner was entitled to a refund
of $368.55 fromthe State of New York for his 1996 tax year. In
1997, taxing authorities in New York did not issue a refund check
to petitioner; rather, the State applied the refund due to
petitioner to an outstanding New York State tax liability.

Respondent determ ned that petitioner failed to include as
i nconme for 1997 the | oan proceeds distributed fromthe plan.
Further, respondent determ ned that petitioner failed to include
as incone the refund applied by the State of New York. Finally,
respondent determ ned that petitioner was |iable for the
negl i gence penalty under section 6662(a).

Petitioner contends that the | oans are not taxable incone.
Petitioner argues that NYCERS and the publications fromthe
I nternal Revenue Service (IRS) are at fault. Petitioner also
argues that the refund fromthe State of New York is not incone

because he did not receive a refund check.



OPI NI ON

A. Loans Fromthe Pl an

Cenerally, when a participant receives a |loan froma
qualified plan, the anbunt is considered a taxable distribution.
See sec. 72(p)(1)(A). Section 72(p)(2)(A) provides that if the
aggregat e bal ance of all outstanding |loans fromthe plan is |ess
than a prescribed ceiling, which may never exceed $50, 000, the
loan will not be treated as a distribution. However, a loan wl|
be a taxable distribution if the loan is not a hone | oan and, by
its terns, does not require repaynent within 5 years. See sec.
72(p) (2)(B).

The | oans at issue, by their terns, require 999 paynents
deduct ed biweekly from petitioner’s paycheck. According to the
paynment schedule, it would take petitioner 38.42 years to fully
repay the |l oans. Petitioner has not argued or shown that the
| oans served to finance the acquisition of a honme used as his
princi pal residence. Therefore, the | oan proceeds received by
petitioner in 1997 are distributions.

Petitioner contends, in the alternative, that the
di stributions represent, in part, a return of his contributions
and to that extent are not includable as incone. Section
72(0) (1) provides that any deducti bl e enpl oyee contribution made
to a qualified enployer plan shall be treated as an anount

contributed by the enpl oyer which is not includable in the gross
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i ncone of the enployee. However, unless the plan specifies
otherw se, any distribution froma qualified enployer plan wll
not be treated as made fromthe accunul ated deducti bl e enpl oyee
contributions until all other amobunts to the credit of the
enpl oyee have been distributed. See sec. 72(0)(6).

The record does not reflect the terns of the plan, nor that
the distributions were nade from deducti bl e enpl oyee
contributions. Further, petitioner did not establish all other
anounts (not considering the deductible enpl oyee contri butions)
were distributed. Therefore, the | oan proceeds received in 1997
constitute taxable distributions to petitioner, and we sustain
respondent’ s determ nation.

B. State | ncone Tax Refund

Pursuant to section 111, if State incone tax was deducted on
a Federal incone tax return for a prior taxable year and if such
deduction resulted in a tax benefit to the taxpayer, such as a
reduction of Federal incone tax for the prior taxable year, a
subsequent recovery by the taxpayer of the State inconme tax nust
be included in the taxpayer’s gross incone for Federal incone tax
purposes in the year in which the recovery is received. See

Kadunc v. Commi ssioner, T.C Meno. 1997-92, and cases cited

t herei n.
Petitioner presented no evidence to show that he did not

realize a tax benefit fromthe deduction of State i ncome tax on
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his Federal incone tax return for 1997. Although petitioner did
not receive the refund check, the refund amount was applied to an
outstanding New York State tax liability in 1997. The anount
credited against petitioner’s New York State tax liability is

i ncluded as gross incone as “constructively received” insofar as
it was credited to petitioner’s account, or set apart for him or
ot herwi se nade available to him See sec. 1.451-2(a), |ncone Tax
Regs. Accordi ngly, we sustain respondent’s determ nation that
the refund of $368.55 of State income tax is includable in
petitioner’s gross inconme for his 1997 tax year.

C. Accur acy- Rel ated Penalty

Respondent determ ned that petitioner is liable for the
accuracy-rel ated penalty under section 6662(a) for 1997. The
accuracy-related penalty is equal to 20 percent of any portion of
an under paynent of tax required to be shown on the return that is
attributable to the taxpayer’s negligence or disregard of rules
or regulations. See sec. 6662(a) and (b)(1). “Negligence”
consists of any failure to nake a reasonable attenpt to conply
with the provisions of the Internal Revenue Code. Sec. 6662(c).
“Di sregard” consists of any carel ess, reckless, or intentional
disregard. 1d.

An exception applies to the accuracy-rel ated penalty when
t he taxpayer denonstrates (1) there was reasonabl e cause for the

under paynent, and (2) the taxpayer acted in good faith with
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respect to such underpaynent. See sec. 6664(c). Wiether the

t axpayer acted with reasonable cause and in good faith is

determ ned by the relevant facts and circunstances. The nost
inportant factor is the extent of the taxpayer’s effort to assess

the proper tax liability. See Stubblefield v. Conm ssioner, T.C

Meno. 1996-537; sec. 1.6664-4(b)(1), Inconme Tax Regs. Section
1.6664-4(b) (1), Inconme Tax Regs., specifically provides:
“Circunstances that may indicate reasonable cause and good faith
i ncl ude an honest m sunderstandi ng of fact or law that is
reasonable in light of all of the facts and circunstances,

i ncludi ng the experience, know edge, and education of the

taxpayer.” See Neely v. Conm ssioner, 85 T.C. 934 (1985).

A taxpayer is generally charged with know edge of the | aw

See Ni edringhaus v. Conmm ssioner, 99 T.C 202, 222 (1992).

| gnorance of the law is not always a defense to the inposition of
section 6662(a). A taxpayer nust take reasonable steps to
determne the law and apply it. See id.

It is the taxpayer’s responsibility to establish that he or
she is not liable for the accuracy-related penalty inposed by

section 6662(a). See Rule 142(a); Tweeddale v. Conm ssioner, 92

T.C. 501, 505 (1989).
Petitioner argues that he relied on the 1997 version of IRS
Publication 17 (Tax Guide for Individuals). The section

regarding loans is as foll ows:
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Loans. |If you borrow noney from an enpl oyer’s

qualified pension or annuity plan * * * you nmay have to

treat the loan as a distribution. This nmeans that you

may have to include in incone all or part of the anount

borrowed. * * *

The record denonstrates that petitioner was aware that sonme
or all of each |loan was a taxable distribution, yet he declined
to include any part of the |loans as incone. On the basis of the
entire record, we conclude petitioner has not established that
t he under paynment was due to reasonabl e cause or that petitioner
acted in good faith. Accordingly, we hold petitioner is |liable
for the accuracy-rel ated penalty.

To reflect the foregoing,

Deci sion will be

entered under Rule 155.°3

3 The Rul e 155 conputation will take into account a Form
W 2C, Corrected Wage and Tax Statement, fromthe Cty of New
Yor K.



