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GOLDBERG, Special Trial Judge: This case was heard pursuant

to the provisions of section 7463 of the Internal Revenue Code in
effect at the tinme the petition was filed. Pursuant to section
7463(b), the decision to be entered is not reviewabl e by any
other court, and this opinion shall not be treated as precedent
for any other case. Unless otherw se indicated, subsequent

section references are to the Internal Revenue Code in effect for



-2-
the year in issue, and all Rule references are to the Tax Court
Rul es of Practice and Procedure.

Respondent determ ned a deficiency in petitioners’ Federal
incone tax for the year 2003 in the anpbunt of $5,879, and an
accuracy-rel ated penalty of $1,176 under section 6662. The
i ssues for decision are whether the distributions of the cash
value of a whole life insurance policy and interest in 2003 are
taxable to petitioners, and whether petitioners are |iable for
the accuracy-rel ated penalty under section 6662 arising froma
substantial understatenent of tax for that year.

Backgr ound

The stipulation of facts and the attached exhibits are
i ncorporated herein by reference. At the time the petition was
filed, petitioners resided in Springfield, Mssouri.

When Kat herine Straus, petitioners’ daughter, was 3 years
old, petitioners purchased a whole life insurance policy (policy)
from Northwestern Miutual Life Insurance Conpany (Northwestern
Mut ual ) which insured Katherine. Petitioners were |listed as the
sole owners on the policy. Annual prem uns on the policy were
approximately $1,000. Petitioners purchased the policy for the
pur pose of covering educational costs for Katherine if and when
she decided to pursue a college degree. Katherine graduated from

hi gh school in 2000, and thereafter enrolled at Southwest
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M ssouri State University. At the tine of Katherine's
graduation, the cash surrender value of the policy was $27, 097.

Petitioners received two |l oans on the policy in 2001. The
first loan, for $5,000, was received on April 5, 2001. The
second | oan, also for $5,000, was received on Decenber 11, 2001.
Both | oans carried an interest rate of approximtely 8 percent.

Sonetinme in 2003, and precipitated by a dowturn in
petitioners’ business inconme caused by post-9/11 factors,
petitioners decided to cash out the policy so as to pay
Kat herine’s current school expenses and set aside funds for the
remai nder of her coll ege education.

Nort hwestern Mutual reported to respondent a gross
distribution to petitioners in 2003 in the amount of $23, 153,
with the taxable portion of that anmount being $19,204. In
addition to this distribution, Merrill Lynch and Conmerce Bank
reported interest distributions in 2003 to petitioners in the
anounts of $25 and $17, respectively. Petitioners reported
neither the Merrill Lynch nor the Commrerce Bank distribution on
their 2003 return. After the Conm ssioner adjusted petitioners’
income to reflect receipt of these distributions, petitioners’

i nconme was increased to a point where they no |longer qualified to
take a Tuition and Fees Deduction in the anmount of $3,000. The
conbi nation of these circunstances resulted in the deficiency at

i ssue.
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Di scussi on

The Comm ssioner’s determ nations are presuned correct, and
t axpayers generally bear the burden of proving otherwi se. Wlch

v. Helvering, 290 U S. 111, 115 (1933). Petitioners did not

argue that section 7491 is applicable in this case, nor did they
establish that the burden of proof should shift to the
respondent. Moreover, the issue involved in this case, inclusion
of items in gross incone, is a legal one to be decided on the
record without regard to the burden of proof. Petitioners,
therefore, bear the burden of proving that respondent’s
determnation in the notice of deficiency is erroneous. See Rule

142(a); Welch v. Helvering, supra at 115.

Section 61(a) provides that gross incone neans all incone
from what ever source derived, including “Interest” and “I nconme
fromlife insurance.” Sec. 61(a)(4), (10). The sol e exception
to the inclusion of income fromlife insurance lies in section
101, which specifically excludes fromgross incone anmounts
received “under a life insurance contract, if such anmounts are
paid by reason of the death of the insured.” Sec. 101(a)(1).
Section 72(a) provides that gross incone includes any anount
received as an annuity under a |life insurance contract. @G ven
these statutory predicates, there is no authority upon which we
may declare the distributions at issue in this case exenpt from

inclusion in gross inconme and accordingly, exenpt fromtaxation.
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We al so note that petitioners conceded at trial that the
distributions at issue were, in fact, received by them and should
be included in their gross incone for 2003. After this
concession, and with respect to only the life insurance
distribution, petitioners proffered three creative, yet
m sgui ded, argunents as to why the Court should enter a decision
in their favor. For the foregoing reasons, we decline to foll ow
petitioners’ reasoning.

First, petitioners argue that the Northwestern Mitual
di stribution should be excluded fromtheir gross incone as it is
not actually a life insurance policy but rather a custodi al
account. Custodial accounts are investnent accounts, opened
under the Uniform Transfer to Mnors Act, where the mnor is the
listed owmer of the account and its assets, and a custodian
manages the account until the mnor reaches the age of
distribution for their State of residence. Earnings, up to a
certain amobunt, are taxed at the mnor’s incone tax bracket.

In this case, the policy fails to satisfy the elenents of a
custodi al account. The policy at issue was owned solely by
petitioners, and they did not substantiate that Katherine had any
ownership interest in or control over the policy. Petitioners
m st akenly argue that because the policy was “in Katie s nane,”
and they were its owners, it should follow that the policy be

regarded as a custodial account. The policy, however, was
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purchased on Katherine's |life and not, as petitioners contend,
“in her nanme.” Accordingly, and even though it was petitioners’
intent to use the policy for Katherine' s education, it does not
follow that the policy was akin to a custodial account. Whole
life insurance and custodi al accounts are distinct and separate
i nvest ment devi ces, and one cannot be the other.

Second, petitioners argue that the Northwestern Mitual
distribution should be treated as a long-termcapital gain and
were this treatnent to apply, petitioners’ carryover |loss in 2003
($27,703) would nore than of fset the taxable portion of the
distribution ($19,204). As to this argunent, petitioners rely on
the reasoning that life insurance falls within the definition of
a capital asset.

When a life insurance policy, such as the one at issue, is
not a straight-termpolicy, it will generally have a cash
surrender value. If the policy ower surrenders the policy, the
hol der will then pay the cash surrender value in accordance with
policy terms, after wi thhol ding for any outstandi ng | oans agai nst
the policy at the tine of surrender. Under section 1.72-

11(d) (1), Inconme Tax Regs., if the anount received by the hol der
is greater than the holder’'s basis in the policy, the ower wll
recogni ze incone in the anmount of the difference. This incone
wll then be treated as ordinary income, irrespective of the

rather inclusive notion of what qualifies as a capital asset,
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since the surrender of the policy is not deened as a “sal e or
exchange” as required for capital assets under section 1211
Accordi ngly, we cannot accept petitioners’ reasoning that, as a
capital asset, the proceeds fromthe Northwestern Mitual

di stribution should be excluded fromtheir gross incone.

Third, and finally, petitioners argue that had they known
that the Northwestern Miutual distribution would be included in
their 2003 gross incone they would have certainly taken planning
steps to elimnate this result; nanely, by making tax-free gifts
to Katherine. Petitioners argue that the Court should treat the
distributions nowas if they did, in fact, do this and
accordingly, exclude the entire distribution fromtheir gross
income, treat the entire distribution as transferred to their
daughter, and then allow either petitioners or their daughter to
pay tax on the distribution at Katherine' s applicable incone tax
rate (approximately 10 percent). Sinply put, there is no
authority under which we nmay provide such relief. Taxpayers are
bound to the formin which they cast their transaction.

Conmi ssioner v. Natl. Alfalfa Dehydrating & MIling Co., 417 U.S.

134, 148-149 (1974). Accordingly, we sustain respondent’s
determ nation as to the anount in deficiency.

As to the second issue, whether petitioners are |liable for
the accuracy-related penalty arising froma substanti al

under st at ement of tax under section 6662, we start our di scussion
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under section 6662(a), which provides that taxpayers may be
liable for a 20-percent penalty on the portion of an underpaynent
of tax attributable to negligence or disregard of rules or

regul ations or to a substantial underpaynent of tax. Sec.
6662(a) and (b)(1) and (2). No penalty, however, is inposed
under section 6662 if there is reasonable cause for the

under paynent of tax and the taxpayer has acted in good faith.
Sec. 6664(c)(1).

Pursuant to section 7491(c), respondent bears the burden of
production with respect to the issue presented under section
6662. In order to neet respondent’s burden of production,
respondent nust cone forward with sufficient evidence indicating
that it is appropriate to inpose the accuracy-rel ated penalty.

H gbee v. Conm ssioner, 116 T.C 438, 446 (2001). The burden of

proof remains with petitioner with respect to the
accuracy-rel ated penalty that respondent determned in the

notice. See Rule 142(a); Welch v. Helvering, 290 U. S. at 115;

Hi gbee v. Commi ssioner, supra at 446-447.

It is respondent’s position that petitioners’ underpaynment
for 2003 was attributable to: (1) Negligence or disregard of the
Code, and (2) a substantial understatenent of tax. For purposes
of section 6662(b)(2), a substantial understatenent is equal to
t he excess of the anount of tax required to be shown in the tax

return over the anpbunt of tax shown in such return, sec.
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6662(d)(2)(A), and is substantial in the case of an individual if
t he anobunt of the understatenent for the taxable year exceeds the
greater of 10 percent of the tax required to be shown in the
return for that taxable year or $5,000, sec. 6662(d)(1)(A). The
anount of the understatenent is to be reduced by that portion of
t he understatenment which is attributable to (1) “the tax
treatment of any itemby the taxpayer if there is or was
substantial authority for such treatnent”, sec. 6662(d)(2)(B)(i),
or (2) any itemif (a) “the relevant facts affecting the itens
tax treatnent are adequately disclosed in the return or in a
statenent attached to the return”, sec. 6662(d)(2)(B)(ii)(l), and
(b) “there is a reasonable basis for the tax treatnent of such
item by the taxpayer”, sec. 6662(d)(2)(B)(ii)(I1l).

The accuracy-rel ated penalty under section 6662(a) does not
apply to any portion of an underpaynent if it is shown that there
was reasonabl e cause for, and that the taxpayer acted in good
faith with respect to, such portion. Sec. 6664(c)(1). The
determ nation of whether the taxpayer acted wi th reasonabl e cause
and in good faith depends on the pertinent facts and
circunst ances, including the taxpayer’'s efforts to assess such
taxpayer’s proper tax liability, the know edge and experience of
t he taxpayer, and the reliance on the advice of a professional,

such as an accountant. Sec. 1.6664-4(b)(1), Inconme Tax Regs.
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Petitioners, at trial, conceded that they should have
reported on their 2003 return the respective distributions that
Nort hwestern Mutual, Merrill Lynch, and Conmerce Bank nade to
them during 2003. Petitioners do not dispute that they received
Forms 1099 for each of the distributions at issue. Petitioners
al so concede that the understatenent of tax on their 2003 return
exceeds the greater of 10 percent of the tax required to be shown
in that return or $5,000. See sec. 6662(d)(1)(A. G ven
petitioners’ concessions in this case, we find that respondent
has satisfied his burden of production with respect to section
7491(c) and the accuracy-rel ated penalty.

In response, petitioners contend that they are not liable
for the accuracy-related penalty with respect to the Northwestern
Mut ual distribution because they reasoned on a good-faith belief
that the cash surrender value fromthe policy should be excl uded
fromtheir gross incone. |In determ ning whether a taxpayer has
acted in good faith, generally the nost inportant factor “is the
extent of the taxpayer’'s effort to assess the taxpayer’s proper
tax liability.” Sec. 1.6664-4(b)(1), Inconme Tax Regs.

We are not convinced, based on the record before us, that
petitioners took any steps prior to the filing of their 2003
return to assess the incone tax treatnment of the Northwestern
Mut ual distribution. Mreover, we note that it was only after

they received their notice of deficiency that petitioners thought
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i n earnest about how they could recharacterize that distribution
so as to avoid its inclusion in their gross incone. W note,

w th enphasis, that none of petitioners’ arguments to this end
are based in the Code or the regul ations promnul gated thereunder.
Accordingly, we find that petitioners did not act in good faith
with respect to any portion of the underpaynment for their 2003
taxabl e year. See sec. 6664(c)(1l); sec. 1.6664-4(b)(1), Incone

Tax Regs.

Deci sion will be entered

for respondent.




