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MVEMORANDUM OPI NI ON

RUVE, Judge: Respondent determ ned a deficiency in

petitioner’s 1998 Federal incone tax of $10,000 and an

accuracy-rel ated penalty under section 6662(a)! of $2, 000.

al |

The

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue,
Rul e references are to the Tax Court Rules of Practice and
Pr ocedure.

and
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i ssues for decision are: (1) Wiether a distribution of
$39, 295.08 from an individual retirenent account is includable in
petitioner’s gross inconme for 1998; and (2) whether petitioner is
Iiable for the accuracy-related penalty pursuant to section
6662(a) due to a substantial understatenent of incone tax.
Backgr ound

The parties submtted this case fully stipulated pursuant to
Rule 122.2 The stipulation of facts, the suppl enental
stipulation of facts, and the attached exhibits are incorporated
herein by this reference. Petitioner resided in Kenosha,

W sconsin, at the tinme he filed his petition.

Petitioner has maintained individual retirement accounts
(IRAs) at TCF National Bank (the bank), fornerly known as
Republic Savings. On July 23, 1976, petitioner established an
| RA, account nunber 0400014416, with the bank. During the period
July 23, 1976, through August 28, 1998, periodic paynents were
made to this IRA. Petitioner received annual statenents
indicating the value of all his |IRAs.

On August 28, 1998, petitioner net with Maria Koble (M.

Kobl e), a representative fromthe bank, to discuss petitioner’s

2\ note that although this case was submitted fully
stipul ated, that does not alter the burden of proof, or the
requi renents otherwi se applicable with respect to adduci ng proof,
or the effect of failure of proof. Rule 122(b); Kitch v.
Comm ssioner, 104 T.C. 1, 5 (1995), affd. 103 F.3d 104 (10th G r
1996) .
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| RA, account nunber 0400014416, which was invested in a
certificate of deposit that was earning 1.75 percent. On that
sanme day, petitioner withdrew the entire anmount, $39,295.08, from
the IRA and cl osed the account. The anmount wi thdrawn fromthe
| RA was transferred into a nonqualified annuity through Anerican
Express Life |Insurance Conpany (AEL).3® The nonqualified annuity
consisted of the funds fromthe closed | RA and additional funds
added by petitioner.

In 1999, petitioner received a 1998 Form 1099- R,
Di stributions From Pensions, Annuities, Retirenment or Profit-
Sharing Plans, |IRAs, Insurance Contracts, Etc., fromthe bank
relating to his IRA, account nunber 0400014416. The Form 1099-R
reported a gross distribution of $39,295.08 and a taxabl e anmount
of $39, 295. 08.

Petitioner did not include the $39, 295.08 reported on the

Form 1099-R on his 1998 Form 1040, U.S. Individual |Incone Tax

3On the “Annuity Contract Data and Application”, conpleted
in connection with the transfer of funds frompetitioner’s
i ndi vidual retirenment account (IRA) to the nonqualified annuity,
there is a section entitled “Annuity Plan” and an instruction to
check one of three boxes indicating different annuity plans. The
box for “Nonqualified Annuity” is checked. The boxes for
“I'ndi vidual Retirement Annuity” and “Qther” are not checked.
Bel ow t he heading “Annuity Plan” appears the words “If IRA”, and
three choices are given. The choices are “Regular”, “Rollover
| RA”, and “Trustee to Trustee Transfer”. None of the boxes next
to these choices are checked.
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Return.4 | n August 2000, respondent contacted petitioner
regarding the withdrawal fromthe IRA and transfer of funds to
the nonqualified annuity. |In response to respondent’s inquiry,
petitioner began to investigate the tax inplications of the 1998
wi t hdrawal and cl osing of the |IRA

Petitioner contacted the bank to discuss the wthdrawal from
the IRA and transfer of funds to the nonqualified annuity. The
bank and Ms. Kobl e subsequently took steps to recharacterize the
August 28, 1998, transactions. On February 1, 2001, Ms. Koble
prepared and signed a “Traditional I RA Wthdrawal Statenent”.
The docunent directs “the Trustee or Custodian to nmake a
distribution fromthe IRA” as a transfer to the new trustee, “AEL
Annuity”. The docunment states that the |RA, account nunber
0400014416, was “cl osed out as reg CD / should have been done as
trustee transfer”. Just below this statenent are the words “Bank
Error”. The docunent is backdated to August 28, 1998, the date
the funds fromthe IRA were withdrawn and transferred to the
nonqual i fied annuity.

In 2001, the bank prepared a corrected 1998 Form 1099-R
The corrected Form 1099-R reported a gross distribution of $0 and
a taxabl e amount of $0. On a “Retirenent Account Correction

Wor ksheet”, the bank explained that it issued the corrected Form

“Petitioner’s 1998 Form 1040, U.S. Individual |nconme Tax
Return, listed his occupation as truck driver.
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1099- R because “This was to have been a trustee transfer to AEL
| RA Annuity, not a distribution for $39,295.08”. The bank al so
changed the distribution code to “Trustee Transfer”. The parties
agree that Ms. Koble would have testified that the corrected Form
1099-R was sent to petitioner in April 2001 and shoul d have been,
but apparently was not, sent to respondent in April 2001. The
parties also agree that Ms. Koble would have further testified
that the bank sent the corrected Form 1099-R to respondent on
February 7, 2002. Respondent has been unable to verify through
his record-keeping systemthat the corrected Form 1099-R was sent
by Ms. Koble on February 7, 2002.

As of March 12, 2002, the transferred funds from
petitioner’s IRA remained in the AEL nonqualified annuity. On
March 18, 2002, the Court granted the parties’ joint notion to
submt this case fully stipulated under Rule 122. The record
does not contain evidence denonstrating that the funds w t hdrawn
fromthe I RA on August 28, 1998, and transferred to the
nonqual i fied annuity that same day, have been transferred to an

| RA or other qualified plan.



Di scussi on®

Ceneral ly, any anount paid or distributed out of an
individual retirement plan is includable in the payee s or
distributee’ s gross incone as provided in section 72. Sec.

408(d)(1); Arnold v. Conm ssioner, 111 T.C 250, 253 (1998).

However, “rollover contributions” are not includable in gross

income. Sec. 408(d)(3); Lem show v. Conmm ssioner, 110 T.C 110,

112 (1998), supplenented 110 T.C. 346 (1998). To qualify as a
roll over contribution, a paynent or distribution from an

i ndi vidual retirement plan nust be rolled over into an | RA or
other qualified plan within 60 days of the paynment or

distribution. Sec. 408(d)(3); Schoof v. Conmm ssioner, 110 T.C,

1, 7 (1998); Metcalf v. Conm ssioner, T.C Meno. 2002-123; sec.

1.408-4(b) (1) and (2), Incone Tax Regs.

5'n certain circunstances, if the taxpayer introduces
credi bl e evidence with respect to any factual issue relevant to
ascertaining the proper tax liability, sec. 7491 pl aces the
burden of proof on the Secretary. Sec. 7491(a). Sec. 7491(c)
operates to place the burden of production on the Secretary in
any court proceeding with respect to the liability of the
t axpayer for penalties and additions to tax. Sec. 7491 is
effective with respect to court proceedings arising in connection
wi th exam nations comrencing after July 22, 1998. Interna
Revenue Service Restructuring and Reform Act of 1998, Pub. L.
105- 206, sec. 3001(c), 112 Stat. 727. The examnation in the
i nstant case commenced after July 22, 1998. However, for
pur poses of decidi ng whether the $39,295.08 attri butable to the
IRA is includable in petitioner’s gross inconme for 1998, we need
not base our decision on the burden of proof because the record
contains sufficient evidence with which to decide the issue.
Wth respect to respondent’s burden of production under sec.
7491(c) for the accuracy-related penalty, see infra page 11
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Rev. Rul. 78-406, 1978-2 C.B. 157, states that the direct
transfer of funds fromone IRA trustee to a new | RA trustee which
i nvol ves no paynment or distribution of funds to the I RA
participant is not a rollover contribution because the funds are
not within the direct control or use of the participant.® See

also Martin v. Conm ssioner, T.C. Mnob. 1992-331, affd. w thout

publ i shed opinion 987 F.2d 770 (5th GCr. 1993). The revenue
ruling further states that this conclusion would apply whet her
the bank trustee initiates, or the IRA participant directs, the
transfer of funds. Rev. Rul. 78-406, 1978-2 C. B. at 157-158.
Thus, Rev. Rul. 78-406, supra, indicates that a trustee-to-
trustee transfer which otherw se neets the requirenents of the
revenue ruling is not a taxable transacti on because no anmount is
treated as paid or distributed out of an | RA

In the instant case, petitioner appears to argue that the
funds withdrawn fromthe I RA on August 28, 1998, are not
i ncludabl e in gross incone because either (1) the bank m stakenly
rolled over the funds into a nonqualified annuity instead of
correctly rolling over the funds into an I RA or other qualified
plan or (2) the bank m stakenly rolled over the funds instead of
correctly making a trustee-to-trustee transfer to an | RA or other

qualified plan. The parties dispute whether the bank nmade a

W& note that, although entitled to consideration, revenue
rulings are not precedent. Dixon v. United States, 381 U S. 68,
73 (1965).
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m st ake and, assum ng a m stake was made, whether petitioner took
the necessary steps to correct the m stake and transfer the funds
to an I RA or other qualified plan.’

In Whod v. Conmm ssioner, 93 T.C. 114 (1989), we discussed

the effect of a bookkeeping error commtted by a financi al
institution during the process of rolling over funds into an | RA
In that case, the taxpayer received a distribution of cash and
stock froma profit-sharing plan and then established an | RA
The taxpayer was aware that his distribution was required to be
rolled over into an IRAwWthin 60 days of receipt. Acting with
this knowl edge, the taxpayer did everything he could reasonably
be expected to do in order to roll over his |unp-sumdistribution
as required by law. For exanple, the taxpayer net with an I RA
trustee, instructed the IRA trustee to open the IRA, and
transferred the entire distribution to the IRA trustee for
deposit in his IRA. The IRA trustee assured the taxpayer that
t he taxpayer’s request would be carried out.

However, because of a bookkeeping error by the | RA trustee,
certain of the trustee’s records indicated that part of the
di stribution had not been transferred to the IRAwWthin the

requi site 60-day period. Approximately 4 nonths after the

'Respondent states that he did not assert the 10-percent
addi tional tax on anmpbunts received froma qualified retirenent
pl an under sec. 72(t) because petitioner was over the age of 59
1/2 at the tine his I RA was cl osed.
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expiration of the 60-day period, the trustee corrected its
records to reflect that all of the distribution had been
transferred to the taxpayer’s IRA rollover account. The parties
stipulated that the taxpayer’s I RA rollover account was
established and satisfied the requirenents of the Internal
Revenue Code. The taxpayer did not beconme aware of the error
until after the Conm ssioner questioned his failure to report the
| unmp-sumdi stribution on his tax return. W held that the
financial institution s bookkeeping error did not preclude
roll over treatnent because, in substance, the taxpayer had
satisfied the statutory requirenents.

In Schoof v. Conm ssioner, supra at 11, we held that the

failure of a fundanental elenent of the statutory requirenents
for an IRA rollover contribution, nanely, the qualification of an
| RA trustee, required distributions froman IRA to be includable
in the taxpayers’ gross incone. W relied on the follow ng
passage to support our hol ding:

“Where the requirenents of a statute relate to the
substance or essence of the statute, they nust be
rigidly observed. On the other hand, if the
requi renents are procedural or directory in that they
do not go to the essence of the thing to be done, but
rather are given wwth a view to the orderly conduct of
busi ness, they may be fulfilled by substanti al
conpliance.” [Schoof v. Conmm ssioner, supra at 11
(quoting Rodoni v. Conmm ssioner, 105 T.C 29, 38-39
(1955)); citations onmitted.]
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We di stingui shed Wbod v. Conmi ssioner, supra, on the ground that

it invol ved procedural defects in the execution of a rollover.

Schoof v. Conm ssioner, 110 T.C. at 11

The evidence in the record indicates that Ms. Koble and the
bank felt that they had m stakenly characterized the transactions
and that they were attenpting to correct their m stake. This was
not the only m stake or defect in the rollover or transfer, nor
was this defect corrected in a tinely manner. The parties
stipulated that, as of March 12, 2002, the funds w thdrawn from
the I RA on August 28, 1998, remained in the AEL nonqualified
annuity. A fundanental requirenment for a rollover contribution
under section 408(d)(3) or a trustee-to-trustee transfer under
Rev. Rul. 78-406, supra, is that funds actually be rolled over or
transferred into an IRA or other qualified plan. W believe that
failure of this fundanmental requirenent extends beyond the

procedural error in Wod v. Conm ssioner, supra, which was cured

by substantial conpliance and the fulfilnment of the remaining
requi renents of the statue. Thus, |like the situation in Schoof

V. Conm ssioner, supra, we find that the failure to roll over or

transfer the funds to an IRA or other qualified planis fatal to
petitioner’'s case.® Accordingly, we hold that the $39,295.08 is

i ncludable in petitioner’s 1998 gross incone.

8Agai n, we note that the parties stipulated that at the tine
this case was submtted the funds remained in the nonqualified
annuity.



- 11 -

Section 6662(a) inposes a penalty equal to 20 percent of the
portion of an underpaynent of tax attributable to a taxpayer’s
negl i gence, disregard of rules or regul ations, or substanti al
under st atenent of incone tax. Sec. 6662(a), (b)(1) and (2). An
understatenent is “substantial” if it exceeds the greater of 10
percent of the tax required to be shown on the return for the
t axabl e year, or $5,000. Sec. 6662(d)(1) and (2).

Respondent concedes that he bears the burden of production
under section 7491(c) with respect to the accuracy-rel ated
penalty. Petitioner reported tax liability of $1,020.01 on his
1998 return. We have sustained respondent’s determ nation that
petitioner has a deficiency of $10,000 for 1998. Thus, there was
an understatenent of tax because the deficiency exceeds the
greater of 10 percent of the tax required to be shown on
petitioner’s 1998 return, or $5, 000.

The accuracy-rel ated penalty does not apply to any part of
an under paynent if the taxpayer shows that there was reasonable
cause for that part of the underpaynent and that he acted in good
faith in view of the facts and circunstances. Sec. 6664(c). The
determ nation of whether a taxpayer acted with reasonabl e cause
and good faith is nmade on a case-by-case basis, taking into
account all the pertinent facts and circunstances. Sec. 1.6664-

4(b) (1), Inconme Tax Regs. The taxpayer bears the burden of
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proving that he acted with reasonabl e cause and in good faith.

H gbee v. Conm ssioner, 116 T.C 438, 446-448 (2001).

The facts and circunstances of this case do not support
i nposition of the accuracy-related penalty. |In response to
petitioner’s inquiry, the bank issued a corrected Form 1099-R
reporting a gross distribution of $0 and a taxabl e distribution
of $0. The bank prepared a “Retirenment Account Correction
Wor ksheet”, explaining that it issued the corrected Form 1099-R
because the transaction should have been a trustee transfer to an
AEL IRA. M. Koble prepared and signed a new “Traditional |IRA
Wt hdrawal Statenent” which was intended to be retroactive to
August 1998, and it indicated that there should have been a
trustee-to-trustee transfer of funds frompetitioner’s IRA to an
AEL annuity. The docunents indicate that Ms. Koble and the bank
felt that they had m stakenly characterized the transactions and
that they were attenpting to correct their m stake.
Additionally, the parties agree that Ms. Koble would have
testified that the bank shoul d have sent a corrected Form 1099-R
to respondent after it prepared the corrected formand that the
bank did send a corrected Form 1099-R to respondent in February
2002. Although the evidence in the record indicates that the
funds are still in the nonqualified annuity, we believe that
petitioner had reasonable cause and acted in good faith in not

reporting the distribution on his 1998 return on the basis of his
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dealings with the bank and Ms. Koble and their subsequent
attenpts to correct the situation. Accordingly, we hold that
petitioner is not |liable for the accuracy-related penalty for

1998.

Deci sion will be entered for

respondent as to the deficiency.




