T.C. Meno. 2001-71

UNI TED STATES TAX COURT

CLAYTON W PLOTKIN, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 13365-99. Filed March 23, 2001.

Wayne A. Smith, for petitioner.

Charles B. Burnett and J. Robert Cuatto, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
VASQUEZ, Judge: Respondent determ ned a $12, 188 defi ci ency
in petitioner’s 1994 Federal incone tax as well as a $2, 437.60
section 6662(a)! accuracy-related penalty. The first issue for

deci sion is whether the anount which petitioner received as a

1 Unless otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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| oan fromhis enployer’s pension plan constitutes a taxable
di stribution under section 72(p). |If so, we nust determ ne
whet her petitioner is liable for the 10-percent additional tax
under section 72(t) by reason of such distribution as well as
whet her petitioner is liable for the section 6662(a) accuracy-
rel ated penalty.

FI NDI NGS OF FACT

Certain facts have been stipulated and are so found. The
stipulation of facts and the exhibits are incorporated herein by
this reference. At the tine the petition was filed, petitioner
resided i n Phoenix, Arizona.

Petitioner is an attorney who practices primarily in the
fields of civil litigation and donestic relations. During the
year at issue, petitioner conducted his |law practice through a
prof essi onal corporation, Cayton W Plotkin, P.C. (the
corporation). Petitioner was the corporation’s sole director,
of ficer, and sharehol der.

In 1982, the corporation adopted the Cayton W Plotkin
P. C. Money Purchase Plan (the plan), a pension plan exenpt from
i ncone taxation pursuant to sections 401(a) and 501(a). After
hiring an attorney to establish the plan, petitioner hired E. A
Edberg and Associ ates (Edberg) to admi nister the plan. The plan
was restated in 1989, anmended in 1993, and ultimately term nated

in 1999.
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In 1990, Edberg prepared a |loan policy for the plan which
was adopted by petitioner as the sole nenber of the plan’s
Advi sory Commttee. Pursuant to the policy, a plan participant
could apply for a loan in an anount not to exceed one-half of the
participant’s nonforfeitable accrued benefit. The maxi num
aggregate doll ar anount of | oans outstanding to any one
participant, when aggregated with all participant |oans from
ot her enpl oyer qualified plans, could not exceed $50,000.2 All
| oans were subject to approval by the plan’s Advisory Commttee.
I n Novenber 1994, petitioner’s nonforfeitable accrued benefit in
the plan was $74,376. There is no evidence that he had
previously borrowed fromthe plan.

Wth respect to |loans the proceeds of which were to be used
by a plan participant to acquire a dwelling that the participant
woul d use as his principal residence, the loan policy permtted a
repaynment termof up to 15 years. Wth respect to all other
| oans, the repaynent termcould not exceed 5 years. The | oan
policy specifically provided as foll ows:

Partici pants should note the law treats the anount

of any loan (other than a “home |oan”) not repaid five

years after the date of the |loan as a taxable

distribution on the |ast day of the five year period
or, if sooner, at the tinme the loan is in default. |

2 The $50,000 figure was required to be reduced by the
excess of the participant’s highest outstanding | oan bal ance
during the 12-nonth period ending on the date of the | oan over
the participant’s current outstanding | oan bal ance on the | oan
dat e.
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a participant extends a non-hone | oan having a five
year or |ess repaynent term beyond five years, the
bal ance of the loan at the tine of the extension is a
taxable distribution to the participant.

Duri ng Novenber of 1994, petitioner sought to borrow agai nst
hi s accrued benefit under the plan. Pursuant to Edberg’'s
recomendation, petitioner authorized the |oan transaction on
behal f of the corporation’s board of directors as well as the
sharehol ders. The m nutes of the board and sharehol ders neeting,
hel d on Novenber 16, 1994, provide as foll ows:

The neeting was hel d because the Pension Plan
Adm ni strators (Edberg’s people) indicate that there
must be corporate approval in order for Clayton W
Plotkin to borrow fromthe Pension Plan. According to
Anni e at Edberg’s office, Plotkin is able to borrow up
to $50,000 but he only wants to borrow $25,000. The
| oan nmust be secured, nust be payabl e at |east
quarterly of principal and interest, it can be
anortized over any length but it nust be paid off at
five years with a balloon paynent bal ance, and interest
shoul d be prine plus one or two percent. |If there have
been no ot her | oans or changes Pl otkin can borrow again
at the end of the five years in the anount needed to
pay off the bal ance of the | oan.

* * * * * * *

RESCLVED that Clayton W Plotkin, be allowed to
borrow $25, 000 fromthe Pension and that there be
a note with a deed of trust secured to Plotkin’s
house * * *. The interest rate on the loan is to
be 9% wth nonthly paynents of principal and

i nterest of $253.57. Paynents are to be due the
1st day of the nonth and will be late if not
received by the 15th day of the nmonth. Paynents
start 01/01/95. The loan paynents will be based
on a 15 year paynent with a ball oon paynent due
when the |l oan is supposed to be paid off. [If he
is able Plotkin may borrow fromthe Pension Plan
to pay off the bal ance due but nust neet the
requirenents at that tinme. We will get a schedule
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fromthe CPA on the 15 years with each year on it
so that we will know the bal ance to be paid when
the loan i s supposed be paid off.

Al so on Novenber 16, 1994, petitioner executed a prom ssory
not e which he prepared evidencing the terns of the |oan. The
note provided that petitioner was borrowi ng $25, 000 fromthe pl an
at an annual interest rate of 9 percent. Wth respect to
repaynent ternms, the note provided that petitioner was to make
nonthly paynents at the rate of $253.57. Petitioner
i nadvertently omtted fromthe prom ssory note the termrequiring
a ball oon paynent at the end of 5 years. Nonetheless, at the
time of signing the prom ssory note, petitioner intended to repay
the loan at the end of 5 years through a ball oon paynent of the
t hen outstandi ng principal bal ance.?

In order that he would know t he proper anmount of the ball oon
paynment, petitioner requested the accounting firmof Hill,

D Anore & Co., Ltd., to prepare an anortization schedule for the
| oan. The anortization schedule, bearing the |etterhead of
petitioner’s accountant and dated Novenber 21, 1994, reflected
the followng itens: A |loan date of Novenber 16, 1994; a | oan

bal ance of $25,000; a nominal annual interest rate of 9 percent;

3 Respondent does not dispute petitioner’s assertion that
at the time the prom ssory note was executed, petitioner intended
to satisfy the | oan through a balloon paynent at the end of 5
years.
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nont hly paynents of $253.57;% a 15-year term and a princi pal
bal ance of $20,119.89 at the end of the initial 5 years of the
| oan. The sane accountant who prepared the anortization schedul e
prepared petitioner’s 1994 incone tax return.

The | oan was secured by petitioner’s principal residence, as
evi denced by a deed of trust which petitioner prepared and
executed in favor of the plan. Although the |oan was secured by
petitioner’s residence, petitioner did not use the proceeds of
the loan to acquire his residence.

The plan was term nated during February of 1999. At that
time, petitioner satisfied the | oan by recognizing as a
di stribution the outstandi ng bal ance on the prom ssory note.
Petitioner reported the distribution together with an early
di stribution penalty on his 1999 incone tax return.

OPI NI ON

A. Distributions fromthe Pl an

Section 402(a) provides generally that distributions froma
qualified plan are taxable to the distributee, in the taxable
year of the distributee in which distribution occurs, pursuant to
section 72. Section 72(p)(1)(A) provides the general rule that
proceeds of a loan froma qualified enployer plan to a plan

participant are treated as a taxable distribution to the

4 The first nonthly paynent reflected on the anortization
was actually $346. 40, due on Jan. 1, 1995.
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participant in the year in which the | oan proceeds are received.

See Patrick v. Conm ssioner, T.C. Menob. 1998-30, affd. 181 F. 3d

103 (6th Cr. 1999); Prince v. Conm ssioner, T.C Meno. 1997-324;

Estate of Gray v. Conmi ssioner, T.C. Mnp. 1995-421. Section

72(p)(2), however, provides an exception to this general rule.

Under this exception, a loan is not treated as a taxable

distribution if: (1) The principal amunt of the |oan (when

added to the outstandi ng bal ance of all other |oans fromthe sane

pl an) does not exceed a specified limt, see sec. 72(p)(2)(A);

(2) the loan, by its terms, nust be repaid within 5 years from

the date of its inception or is nmade to finance the acquisition

of a home which is the principal residence of the participant,

see sec. 72(p)(2)(B); and (3) the |loan nust have substantially

| evel anortization with quarterly or nore frequent paynents

requi red over the termof the | oan, see sec. 72(p)(2) (0O
Respondent argues that the loan at issue did not qualify for

t he exception provided by section 72(p)(2). Accordingly,

respondent determ ned that distribution of the |oan proceeds from

the plan constituted a taxable distribution pursuant to section

72(p)(1)(A). Petitioner, on the other hand, contends that the

| oan satisfies each requirenent of the section 72(p)(2)

excepti on.



1. Repaynent Term

We begin with the repaynent termof petitioner’s loan. In
order for a loan to be excepted frombeing treated as a taxable
di stribution under section 72(p)(1)(A), the | oan generally nust
require, by its ternms, repaynent within 5 years.®> See sec.
72(p)(2)(B)(1). Wth respect to repaynent provisions, the
prom ssory note executed by petitioner called for nonthly
paynents of $253.57. At the 9 percent rate of annual interest
stated in the note, satisfaction of the | oan would not have
occurred until the fifteenth year of the |oan. Respondent points
out that the loan, by its ternms, did not require repaynent within
5 years. Accordingly, respondent argues that the loan failed to
satisfy section 72(p)(2)(B)(i).

Petitioner concedes that the prom ssory note, as drafted,
omtted the 5-year repaynent provision. Petitioner testified
that he intended the prom ssory note to contain a provision
calling for a balloon paynent at the end of the fifth year of the
| oan to satisfy the then outstanding principal balance, and that
the om ssion of such provision was a product of a drafting

m stake on his part. 1In support of his testinony, petitioner

> While an exception exists for |oans the proceeds of which
are used to purchase a principal residence, see sec.
72(p)(2)(B)(1i), the proceeds of the | oan which petitioner took
fromthe plan were not used by petitioner for this purpose.
Accordingly, the exception to the 5-year repaynent term
requi renment does not apply in this case.
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notes that (1) the |loan policy adopted by the plan’s Advisory
Commttee did not permt a repaynent termin excess of 5 years
under the circunstances, (2) the board m nutes authorizing the
| oan required that the |loan be paid off at the end of 5 years
t hrough a ball oon paynent, and (3) petitioner instructed his
accountant to provide himw th an anortization of the | oan so
that he woul d know t he proper anount of the necessary ball oon
paynment. Petitioner therefore requests this Court to treat the
prom ssory note as if it had been refornmed to explicitly include
t he 5-year ball oon paynent provision.?®

We need not resolve the issue of whether petitioner’s |oan
constitutes a taxable distribution under section 72(p)(1)(A)
based on the failure of the loan to neet the 5-year repaynent
requi renent of section 72(p)(2)(B). Even if we were to find (as
petitioner requests) that the loan, by its ternms, was required to
be paid off inits fifth year through a balloon paynent of the
t hen out standi ng princi pal bal ance, the loan would fail to
satisfy the requirenents of section 72(p)(2)(C). W discuss this

poi nt bel ow.

6 Petitioner contends that a court of equity could have
refornmed the prom ssory note to conply with the intent of the
parties, citing Boone v. Gier, 688 P.2d 1070 (Ariz. App. 1984).
Petitioner argues that formal reformation of the note was not
necessary in this context, because petitioner treated the note as
so reformed in both his capacity as plan trustee and pl an
partici pant/obli gor.
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2. Substantially Level Anobrtization

In order for a loan to qualify for the section 72(p)(2)
exception to taxable distribution treatnent, the | oan nust
provide for substantially | evel anortization over its term See
sec. 72(p)(2)(C). The substantially level anortization
requi renment under section 72(p)(2)(C has been interpreted as
requi ring that paynment of principal and interest be nmade in
substantially | evel anpbunts over the termof the |oan. See

Estate of Gray v. Conmi ssioner, T.C. Mnop. 1995-421. If we treat

the prom ssory note as requiring a balloon paynment in the fifth
year, then the prom ssory note would call for 59 nonthly paynents
of $253.57 and a final balloon paynent of $20,119.89. The
bal | oon paynent is nore than 79 tinmes |arger than the regul ar
mont hly paynment, and nore than 80 percent of the initial
princi pal balance. Froma textual standpoint, these paynents
sinply cannot be characterized as substantially level. Froma
policy standpoint, one of the stated purposes behind the
enact nent of section 72(p)(2)(C) was to prevent taxpayers from
currently enjoying plan assets through the use of ball oon paynent
| oans:
The rul es governing the tax treatnent of | oans

fromcertain tax-favored plans are intended to limt

the extent to which an enpl oyee nay currently use

assets held by a plan for nonretirenent purposes and to

ensure that |oans are actually repaid within a

reasonabl e period. However, there is concern that the

present rules do not prevent an enpl oyee from
ef fectively maintaining a permanent outstandi ng $50, 000
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| oan bal ance through the use of balloon repaynent
obligations * * * fromthird parties. [H Rept. 99-
426, at 735 (1985), 1986-3 C.B. (Vol. 2) 1, 735; S.
Rept. 99-313, at 618 (1986) 1986-3 C.B. (Vol. 3) 1,
618; Enphasis added. ]

Accordingly, we hold that the balloon paynment provision which
petitioner requests we incorporate into the prom ssory note would
cause the loan to violate the requirenents of section
72(p) (2) (0.

3. Conclusion as to Section 72(p)

If we were to interpret the prom ssory note according to its
express provisions, then petitioner’s | oan would viol ate the 5-
year repaynment requirenment of section 72(b)(2)(B)(i). If we
incorporate into the prom ssory note a provision calling for a
bal | oon paynent at the end of the fifth year of the | oan, then
the loan fails to provide for substantially |level anortization as
requi red by section 72(b)(2)(C). Thus, under either possible
interpretation of the prom ssory note, petitioner’s loan fails to
qualify for the section 72(p)(2) exception. The |oan therefore
constitutes a taxable distribution pursuant to section
72(p) (1) (A).

B. Tax on Early Distributions

Section 72(t)(1) provides for a 10-percent additional tax on
early distributions froma qualified pension plan. See Chapnman

v. Comm ssioner, T.C Meno. 1997-147. Section 72(t)(2) sets

forth specific exenptions. Petitioner does not argue that any of

the statutory exceptions applies to him Accordingly, we sustain



respondent’s determination as to the section 72(t) additional
t ax.

C. Accur acy- Rel ated Penalty

Pursuant to section 6662(a), respondent determ ned an
accuracy-rel ated penalty of 20 percent of the anmpbunt of the
under paynent attributable to a substantial understatenent of tax.
In the alternative, respondent inposed the accuracy-rel ated
penalty on the anount of the underpaynent due to negligence or
disregard of the rules and regul ations. Respondent’s
determ nations are presunmed to be correct, and petitioner bears
the burden of proving that the accuracy-rel ated penalty does not
apply. See Rule 142(a).

A substantial understatenent of tax is defined as an
understatenent of tax that exceeds the greater of 10 percent of
the tax required to be shown on the return or $5,000. See sec.
6662(d) (1) (A). The understatenent is reduced to the extent the
t axpayer has (1) adequately disclosed his or her position and has
a reasonabl e basis for the tax treatnent of the item or (2) has
substantial authority for the tax treatnment of the item See
sec. 6662(d)(2)(B). Section 6662(c) defines “negligence” as any
failure to make a reasonable attenpt to conply with the
provi sions of the Internal Revenue Code, and “di sregard” as any

carel ess, reckless, or intentional disregard.
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Whet her applied based on a substantial understatenent of tax
or negligence or disregard of the rules or regulations, the
accuracy-related penalty is not inposed with respect to any
portion of the underpaynent as to which the taxpayer acted with
reasonabl e cause and in good faith. See sec. 6664(c)(1). The
decision as to whether the taxpayer acted with reasonabl e cause
and in good faith depends upon all the pertinent facts and
circunstances. See sec. 1.6664-4(b)(1), Inconme Tax Regs.; see

al so H ckman v. Conmi ssioner, T.C. Mnp. 1997-545. Rel evant

factors include the taxpayer’s efforts to assess his proper tax
[tability, including the taxpayer’s reasonable and good-faith
reliance on the advice of a professional such as an accountant.

See Jorgenson v. Commi ssioner, T.C. WMenp. 2000-38; sec. 1.6664-

4(b) (1), Inconme Tax Regs.

Petitioner cites his intent to conply with section 72(p) for
t he purpose of show ng that he acted with reasonabl e cause and
good faith in not reporting the loan as a taxable distribution on
his 1994 incone tax return. Petitioner hired a qualified plan
adm ni strator on whose advice he relied at the tinme of entering
into the loan. The mnutes of the board neeting that were
prepared contenporaneously with the | oan indicate that petitioner
relied upon information from*®“Annie in Edberg’s office” for the
proposition that he could anortize the | oan over 15 years as |ong

as it was repaid with a balloon paynent wwthin 5 years.
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Furthernore, petitioner provided his accountant with the
rel evant | oan docunents. As reflected in the anortization
schedul e prepared by petitioner’s accountant, the accountant was
aware that petitioner borrowed $25,000 fromthe plan the paynent
of which was to be anortized over 15 years. The sanme account ant
prepared petitioner’s 1994 incone tax return.

Based on the record before us, we find that petitioner acted
w th reasonabl e cause and in good faith in reporting his 1994
inconme tax liability. Accordingly, the accuracy-related penalty
does not apply.

I n reaching our holdings herein, we have consi dered al
argunents nade by the parties, and to the extent not nentioned
above, we find themto be irrelevant or without nerit.

To reflect the foregoing,

Deci sion will be entered under

Rul e 155.



