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MVEMORANDUM OPI NI ON

PARI S, Judge: Respondent determi ned a deficiency of $13, 668

in petitioner’s Federal inconme tax for 2007 and an accuracy-

rel ated penalty under section 6662(a) and (b)(2)! of $2,734 for a

1Unl ess otherwi se indicated, all section references are to

the Internal Revenue Code in effect for the tax period at issue,
and all Rule references are to the Tax Court Rules of Practice

(continued. . .)
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substanti al understatenent of incone tax. The issues for
decision are: (1) Wiether petitioner’s unreported retirenent
distribution related to an inherited individual retirenent
account (IRA) is taxable, (2) whether petitioner had taxable
Social Security benefits, and (3) whether petitioner is liable
for an accuracy-rel ated penalty under section 6662(a).

Backgr ound

This case has been submtted fully stipulated under Rule
122. The facts and exhibits have been stipul ated and are
i ncorporated herein by reference. At the time the petition was
filed, petitioner’s mailing address was in Ckl ahona.

Petitioner was a beneficiary of the IRA (inherited |IRA) of
his cousin, Larry G Harper, which was mai ntai ned by Landmark
Bank, N. A. (Landmark Bank). On August 12, 2007, M. Harper died.
On Novenber 29, 2007, petitioner opened an I RA account with
Landmark Bank to receive the funds fromthe inherited |IRA
Landmar k Bank deposited the funds fromthe inherited IRAinto
petitioner’s |IRA account.

When petitioner received the distribution fromthe inherited
| RA, he al so received a docunent entitled Beneficiary’s
Distribution Notice and Certification Form and Paynent

I nstruction (beneficiary notice). The beneficiary notice stated

Y(...continued)
and Procedur e.



- 3 -

that by signing, petitioner certified that he was aware that

di stribution was subject to Federal income tax. It also stated
t hat Federal incone tax would be wi thheld by the distributor

unl ess an el ection was nade ot herw se.

The bottom portion of the beneficiary notice included a
substitute Form W4P, Wthholding Certificate for Pension or
Annuity Paynents. The substitute Form WA4P indicated that the
beneficiary had to: Elect not to have incone tax wi thheld from
the RA distribution, elect to have incone tax w thheld of 10
percent of the anount distributed, or elect to have a specified
amount wi thheld.? Petitioner signed and returned the substitute
Form W4P to Landmark Bank but did not elect any of the choices
listed on the substitute Form W4P.

On Novenber 29, 2007, petitioner opened a certificate of
deposit (CD) account at Landmark Bank. Petitioner then requested
that Landmark Bank distribute the funds in his I RA payable on
t he same day, Novenber 29, 2007. Petitioner received the funds
in five separate checks, four® of which were for $9,000 each and

the fifth of which was for $9, 496. 50.

2The substitute Form W4P differs greatly fromthe IRS
original form The original Form WA4P is a four-page docunent
consisting of two pages of instructions and a two-page wor ksheet
to cal cul ate the appropriate w thhol di ng anount .

%Al t hough the checks fromthe bank appear to have been
i ssued on Nov. 29, 2007, the checks were not negotiated until
Dec. 6, 2007, and Jan. 28, Feb. 5 and 25, 2008.
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Petitioner also received Social Security benefits of $42,198
during 2007.

Petitioner tinely filed his individual income tax return for
the 2007 taxable year. On August 31, 2009, respondent issued a
notice of deficiency determning a deficiency in incone tax and
an accuracy-rel ated penalty under section 6662(a) and (b)(2) for
a substantial understatenent of incone tax. Petitioner tinely
filed a petition with the Court.

Di scussi on

Unreported I RA Distribution

G oss incone includes all income from whatever source
derived. Sec. 61(a). Anmounts distributed fromor paid out of an
| RA are generally includable in gross incone by the payee or
di stributee. Sec. 408(d)(1).

However, a distribution is not includable in gross incone if
the entire anmount of the distribution received by an individual
is paid into a qualified IRA for the benefit of that individual
wi thin 60 days of the distribution. This type of recontribution,
known as a “rollover contribution”, may occur outside of the 60-
day requirenent when failure to waive the requirenent would be
agai nst equity and good conscience. Sec. 408(d)(3) ().

Rol | over contributions frominherited |RAs are specifically
excluded fromtax-free rollover treatnment. Sec. 408(d)(3)(C

An IRA is considered inherited if the individual for whose
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benefit the account is maintained acquired that account by reason
of the death of another individual who was not the individual’s
spouse. Sec. 408(d)(3)(CO(ii). However, an individual may stil
avoid being taxed on the inherited IRAif the funds in the IRA
are transferred fromone account trustee to another account
trustee without the I RA owner or beneficiary ever gaining control

of the funds. See Jankelovitz v. Conmi ssioner, T.C. Menp. 2008-

285: Crow v. Commi ssioner, T.C Meno. 2002-178.

Petitioner inherited funds froma nonspousal |RA,
transferred the funds into an IRA, and then w thdrew the funds
fromthe I RA on the sanme day. The Court does not have to
determ ne whether petitioner nmade a valid trustee-to-trustee
transfer of the IRA funds. By withdrawing the funds fromhis
| RA, petitioner is subject to the standard incone tax rules for
distributions froman IRA. Petitioner nust include in incone the
anmount transferred fromhis Landmark Bank I RA to his checking
account at Landmark Bank.

Soci al Security Benefits

Section 86 requires the inclusion in gross incone of up to
85 percent of Social Security benefits received. Social Security
benefits are defined to include any anount received by reason of
entitlement to a nonthly benefit under title Il of the Soci al

Security Act. Sec. 86(d)(1)(A). Petitioner’s Social Security
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benefits are therefore includable in incone to the extent
provided in section 86.

Accur acy- Rel ated Penalty

Under section 6662(a) and (b)(2), a taxpayer nay be liable
for a penalty of 20 percent of the portion of an under paynment
which is attributable to a substantial understatenent of incone
tax. A substantial understatenent of inconme tax exists for any
taxabl e year if the anount of the understatenent exceeds the
greater of 10 percent of the tax required to be shown on the
return or $5,000. Sec. 6662(d)(1). The Comm ssioner bears the
burden of production with respect to penalties. Sec. 7491(c);

H gbee v. Conm ssioner, 116 T.C 438, 446-447 (2001). Respondent

has nmet his burden as petitioner’s understatenent exceeds both 10
percent of the tax required to be shown and $5, 000.

Section 6664(c) (1) provides that no penalty shall be inposed
if there was reasonabl e cause for the underpaynent and the
t axpayer acted in good faith. The determ nation of whether a
t axpayer acted with reasonabl e cause and in good faith depends
upon the facts and circunstances. Sec. 1.6664-4(b)(1), Incone
Tax Regs. CGircunstances indicating that a taxpayer acted with
reasonabl e cause and good faith include “an honest
m sunder st andi ng of fact or law that is reasonable in |ight of
all the facts and circunstances, including the experience,

know edge, and education of the taxpayer.” 1d.
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Petitioner, who | acked know edge and experience in tax |aw,
reasonably believed that the correct Federal incone tax would be
wi t hhel d by Landmark Bank. The beneficiary notice stated that
Landmar k Bank woul d wi thhol d Federal inconme tax unless petitioner
el ected otherwise. Petitioner did not elect out of this
wi t hhol ding. He reasonably relied on Landmark Bank’s |ack of
wi t hhol di ng of Federal inconme tax as basis for his position that
the distribution was not taxable. Wile petitioner is liable for
the tax, as the payor’s w thhol ding obligation does not excuse
taxpayers fromthe duty to report and pay the resulting tax, the
Court finds that he had a reasonable basis to believe that the
correct w thhol ding would occur and that absent that w thhol di ng,

t he ambunt was not taxable. See Church v. Conm ssioner, 810 F.2d

19, 20 (2d G r. 1987); Chenault v. Comm ssioner, T.C Meno. 2011-

56. Accordingly, petitioner is not liable for the section
6662(a) accuracy-related penalty to the extent it is related to
the inherited IRA, as he acted in good faith although with a
m sunder st andi ng of the | aw

In reaching the foregoing hol dings, the Court has considered
the parties’ argunents, and, to the extent not addressed herein,
concludes that they are noot, irrelevant, or without nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




