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MEMORANDUM FI NDI NGS OF FACT AND OPI NI O\t

GERBER, Judge: Respondent deternined a $19, 748 incone tax

deficiency and a $3, 950 accuracy-rel ated penalty under section

Petitioner filed his petition as a small tax case under the
provi sions of sec. 7463(a). Petitioner noved for renoval of that
designation and the Court granted his notion. Unless otherw se
indicated, all section references are to the Internal Revenue
Code applicable to the period under consideration.
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6662(a) for petitioner’s 2006 tax year. The issues presented for
our consideration are whether petitioner is required to report
certain interest inconme for 2006 and whet her petitioner is liable
for a section 6662(a) penalty.
FI NDI NGS OF FACT?

Petitioner maintained dual citizenship in the United States
and Israel and at all tinmes pertinent to this case resided in
California, including the time his petition was filed. During
2006 petitioner was retired, and his sources of incone were
interest on certificates of deposit (CDs) and Social Security
benefits. For 2006 petitioner reported $53,051 of interest and
$4, 748 of Social Security benefits as incone.

During 2006 and in prior years, petitioner earned interest
income by investing in CDs. It was his practice to seek out the
best possible interest rates. He would nove his noney from
institution to institution seeking nore favorable rates at the
end of the holding period of his current CDs.

The CDs were generally of 9- or 12-nonth duration. The
terms of the CDs provided for a penalty if funds were w t hdrawn
before the maturity date of the certificate. At the end of each
cal endar year accunul ated interest was credited to the CD

bal ance, and petitioner was sent notification in a Form 1099-1 NT,

2The parties’ stipulation of facts and the exhibits are
i ncorporated by this reference.
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I nterest Incone, reflecting the interest that had accrued on his
certificate. The accumulated interest that was credited to his
CD account would then accrue interest in addition to the original
principal. On occasions where petitioner withdrew his funds
before maturity, he was penalized. On one such occasion (not
during 2006), sone of the institutions holding his CDs becane
unst abl e and appeared unable to neet their obligations.
Petitioner was then forced to withdraw before maturity, and the
early withdrawal penalty elimnated sone portion of the
accunul ated interest that had been earned on the certificates.

For each year, including 2006, petitioner would report the
anount reflected on the Forns 1099-INT only if the underlying CD
had matured during that year. On the basis of that approach
petitioner reported $53,051 of interest incone for 2006.
Conversely, respondent received notification of the issuance of
Forms 1099-INT for petitioner reflecting interest in the total
amount of $126,676 or a difference of $73,625 resulting in a
$19, 748 inconme tax deficiency for 2006.

A notice of deficiency was issued to petitioner, and he
petitioned this Court.

OPI NI ON

We consider whether petitioner was required to report the

interest credited to his CD accounts even though, as he contends,

they remai ned subject to a penalty for early withdrawal. G oss
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i ncome conprises all incone including interest incone. Sec.
61(a)(4). |In sone cases involving unreported inconme, the
Comm ssi oner must introduce evidence that reflects that a

t axpayer received incone that was not reported. Hardy v.

Conmm ssi oner, 181 F. 3d 1002, 1004 (9th GCr. 1999), affg. T.C

Meno. 1997-97. Respondent introduced certified docunents
reflecting that the Internal Revenue Service had been inforned
that Forns 1099-1 NT had been issued to petitioner for the
interest incone that was not included on petitioner’s 2006 tax
return. Accordingly, petitioner has the burden of show ng that
respondent’s determnation is in error.

There is no question that accrued interest was credited to
petitioner’s CD accounts as of the end of the 2006 cal endar year.
The only question petitioner raises is whether the potential for
a penalty if the interest or principal had been wi thdrawn early
is arestriction that would render the interest not subject to
tax. Petitioner’s argunent is addressed in section 1.451-2,
| ncome Tax Regs.® That regul ation provides that a taxpayer is
not in constructive receipt of inconme if the taxpayer’s control
of its receipt is subject to “substantial [imtations or
restrictions.” Sec. 1.451-2(a), Inconme Tax Regs. In the case of

i nterest, dividends, or other earnings on deposits in a bank or

3Nei ther party cited this regulation; we consider it because
it bears on petitioner’s argunent and position in this case.
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simlar institution, section 1.451-2(a)(2), Incone Tax Regs.,
provides that the following is not a substantial limtation or
restriction on the taxpayer’s control over the receipt of such
ear ni ngs:
The fact that the taxpayer woul d, by w thdraw ng

t he earnings during the taxabl e year, receive earnings

that are not substantially less in conparison with the

earnings for the corresponding period to which the

taxpayer would be entitled had he I eft the account on

deposit until a later date (for exanple, if an anmount

equal to three nonths’ interest nust be forfeited upon

w t hdrawal or redenption before maturity of a one year

or less certificate of deposit, tine deposit, bonus

pl an, or other deposit arrangenent then the earnings

payabl e on the premature wi thdrawal or redenption would

be substantially | ess when conpared with the earnings

avai l able at maturity);
In other words, if the owner of a certificate of deposit with a
duration of a year or less would forfeit 3 nonths of interest
for an early withdrawal, the regulation mght furnish protection
fromconstructive recei pt of accrued but unw thdrawn interest.

Petitioner testified, in vague terns, about situations where
he was penalized for early withdrawal. He did not, however,
provide the ternms reflecting the anounts of penalty for premature
w t hdrawal of the CDs under consideration. Accordingly, there is
no way for the Court to judge whether early withdrawal in this
case was subject to “substantial limtations or restrictions.”

Petitioner did not withdraw principal or interest during
2006, and accordingly his CD accounts were credited with

accunul ated i nterest unreduced by any penalty. There were no
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penalties to petitioner for his 2006 tax year. |In the
ci rcunstances of this case petitioner is required to report al
of the interest credited to his accounts for which Forns 1099-1 NT
were issued.

Petitioner also alleges that he did not receive Forns 1099-
I NT for the $73,625 of interest that he failed to include on his
2006 tax return. We find petitioner’s allegations to be
di si ngenuous and in conflict with the evidence before the Court.
The record reflects that the unreported portion of the interest
($73,625) is represented by 15 Fornms 1099-1NT. Those Fornms 1099-
| NT were issued by sone of the sane financial institutions as
those for which petitioner did report interest. Moreover,
petitioner reported only approximately 42 percent of the total
interest credited to his account during 2006 ($53,051 + $126, 676)
and failed to report 58 percent of the interest earned ($73,625 +
$126,676). For the 2006 taxable year, the interest from
petitioner’s CDs represented nost of his income. He carefully
monitored the interest rates, maturity dates, and related natters
t hroughout the year. Applying his theory that interest was
reportable only if there was no possibility of an early
wi t hdrawal penalty, he had to review each CD to nake the decision
to report only a portion of the interest credited to his account.

Petitioner’'s allegations that he did not receive or was not aware
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of the interest are wwthout any credibility and belie the reality
of the circunstances.

Accordingly, we hold that petitioner was required and failed
to report $73,625 of interest incone for 2006. Having deci ded
that the interest was taxable, we proceed to deci de whet her the
section 6662(a) accuracy-related penalty applies to the resulting
under paynent .

Section 6662(a) and (b)(1) and (2) i1Inposes an accuracy-
related penalty of 20 percent on the portion of an under paynment
attributable to negligence, disregard of rules or regulations, or
a substantial understatenent of incone tax. Negligence includes
any failure to make a reasonable attenpt to conply with the
provi sions of the Code or to exercise ordinary and reasonabl e
care in the preparation of a tax return. Sec. 1.6662-3(b)(1),

I ncome Tax Regs. Negligence is strongly indicated where a
taxpayer fails to report incone reflected on Forns 1099-INT. Id.
There is a substantial understatenent of incone tax under section
6662(b)(2) if the anobunt of the understatenent exceeds the
greater of either 10 percent of the tax required to be shown on
the return, or $5,000. Sec. 6662(a), (b)(1) and (2), (d)(1)(A);
sec. 1.6662-4(a), |Incone Tax Regs.

The Comm ssioner bears the burden of production with respect

to penalties. Sec. 7491(c); Hi gbee v. Conm ssioner, 116 T.C.

438, 446-447 (2001). Once the burden of production is nmet, the
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t axpayer must cone forward with evidence sufficient to show that
the penalty does not apply. 1d. at 447. Petitioner’s

under statenment of incone tax is $19,748. The under st at ement
exceeds the greater of 10 percent of the tax required to be shown
or $5,000. Thus, the understatenent is substantial for purposes
of section 6662(d)(1)(A), and respondent has net his burden of

pr oducti on.

Section 6664(c) (1) provides a defense to the section 6662
penalty for any portion of an underpaynent where reasonabl e cause
exi sted and the taxpayer acted in good faith. Generally, the
nost inportant factor is the extent of the taxpayer’'s effort to
assess the proper tax liability. Sec. 1.6664-4(b)(1), Inconme Tax
Regs. Petitioner’s explanation of his failure to report accrued
interest |acked credibility. Mre inportant, petitioner did not
seek advice and provided no evidence of the terns of the early
w t hdrawal penalties to support his argunent that the interest is
not reportable.

We have al so considered the volunme of unreported incone
(nore than 58 percent of the interest earned), and the
possibility of an “honest m stake” or oversight is renote. Under
the circunstances, we hold that petitioner is liable for the
section 6662(a) accuracy-related penalty on the entire

under paynent .



To reflect the foregoing,

Deci sion will be entered

for respondent.




