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MEMORANDUM OPI NI ON
SW FT, Judge: The sole issue for decision is whether
petitioner for 2000 is liable for an accuracy-rel ated penalty
under section 6662(a) in the anount of $10, 828.
Unl ess otherw 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 ocedur e.



Backgr ound

The facts of this case were submtted fully stipul ated under
Rul e 122 and are so found.

Since 1991, petitioner has resided on Johnston Island, an
uni ncorporated U.S. Territory | ocated approximately 700 nauti cal
m | es sout hwest of Hawaii where petitioner has been enpl oyed as
an el ectrical engineer by Raytheon Demlitarization Co. or its
successor (Raytheon).

On April 30, 1991, petitioner signed an enpl oynent agreenent
w th Rayt heon, which stated, anong other things, that “Johnston
Island is not tax exenpt; therefore, standard tax obligations
apply.”

For each of the years 1991 through 1996, on his Federa
income tax returns, the record herein does not indicate whether
petitioner treated the wages he received from Rayt heon as taxable
or as nontaxabl e i ncone.

On his tinmely filed 1997 joint Federal incone tax return,
petitioner treated the $143,013 in Rayt heon wages that he
received in 1997 as taxable inconme, and petitioner paid the
$44,629 in taxes relating thereto.

On his timely filed 1998 individual Federal incone tax
return, petitioner treated the $156, 741 i n Rayt heon wages that he
received in 1998 as nontaxabl e inconme, and petitioner did not pay

t he Federal inconme taxes relating thereto.
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On July 6, 1999, a petition was filed in this Court by a

Rayt heon enpl oyee who wor ked on Johnston Island (first Raytheon
enpl oyee) in which petition the taxability of wages earned by

U.S. citizens on Johnston Island was chal |l enged. Specking v.

Comm ssi oner, docket No. 12010-99. A regul ation, which stated

t hat Johnston Island constituted a U S. possession for purposes
of excluding fromtaxable inconme wages earned by U S. citizens on
Johnston Island, fornmed the basis for the claimof nontaxability.
See sec. 1.931-1, Incone Tax Regs.!? I n subsequent simlar cases
filed by Johnston Island enpl oyees, infra, other enployees also
rely on this sanme regul ation.

On July 12, 1999, another petition was filed in this Court
by anot her Rayt heon enpl oyee who worked on Johnston Isl and

(second Rayt heon enpl oyee) in which petition the taxability of

1 Sec. 1.931-1, Inconme Tax Regs., provides in part as
fol |l ows:

§ 1.931-1. Citizens of the United States and donestic
corporations deriving inconme fromsources within a
possession of the United States.--(a) Definitions.--(1) As
used in section 931 and this section, the term “possession
of the United States” includes * * * Johnston Island * * *,

(2) As used in section 931 and this section, the
term“United States” includes only the States, the

Territories of Al aska and Hawaii, and the District of

Col unbi a.

(b) General rule--(1) Qualifications. In the case of a
citizen of the United States or a donestic corporation
satisfying * * * [certain] conditions, gross incone neans
only gross inconme fromsources within the United States

* * %
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wages earned on Johnston Island al so was chal | enged. Unbach v.

Conmi ssi oner, docket No. 12348-99.

On July 30, 1999, petitioner filed an anmended 1997 joint
Federal inconme tax return on which petitioner treated the
$143,013 in Rayt heon wages that he received in 1997 as nont axabl e
i ncome and on which petitioner clainmed a refund of the $44,629 in
taxes that he paid relating thereto.

On August 31, 1999, yet another petition was filed in this
Court by anot her Raytheon enpl oyee who worked on Johnston Island

(third Raytheon enpl oyee) in which petition the taxability of

wages earned on Johnston |sland again was chal l enged. Haessly v.

Conmi ssi oner, docket No. 14496-99.

On Septenber 28, 1999, respondent nmiled to petitioner a
notice informng petitioner that respondent was formally
disallowing petitioner’s claimfor refund of the $44,629 in taxes
petitioner paid on his Raytheon wages earned in 1997.
Respondent’s letter stated that “The Tax Reform Act of 1986 [ Pub.
L. 99-514, sec. 1272, 100 Stat. 2085 (TRA 1986)] anended | RC 931.
Therefore, income fromsources within the Johnston |slands does
not qualify for the possession exclusion.”?

On Decenber 21, 1999, after an audit of petitioner’s 1998

Federal inconme tax return, respondent mailed to petitioner a

2 The record herein does not indicate whether petitioner
ever filed a refund suit in Federal district court with regard to
hi s disall owed 1997 claimfor refund.
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letter notifying petitioner that the $156, 741 in Raytheon wages
that petitioner received in 1998 constituted taxable income with
respect to which $41,898 in taxes was due. Attached to the
letter was Form 886-A, Explanation of Itens, which stated:

Since your honme is not in a foreign country, but a territory

of the United States, your earned incone is not excludable

under Internal Revenue Code 911. See 1.911-2([g]) & (h) for
the United States and foreign country defined. Also, since
you are not a bona fide resident of a specified possession

“as defined in Internal Revenue Code 931(c)”, you do not

qualify for the possession excl usion.

In early 2000, petitioner paid to respondent $49, 285,
reflecting the full $41,898 tax deficiency for 1998 determ ned by
respondent, including interest, and no formal notice of
deficiency for 1998 was ever mailed to petitioner. Wth respect
to 1998, respondent did not inpose a penalty against petitioner
relating to the treatnent on petitioner’s 1998 Federal incone tax
return of his Raytheon wages as nont axabl e i ncone.

On February 28, 2000, a conplaint was filed in Federal
district court by a fourth Raytheon enpl oyee who worked on

Johnston Island in which conplaint the taxability of wages earned

on Johnston Island was challenged. Farrell v. United States, No.

CV 00- 00164SOM KSC.
The record herein does not include a copy of petitioner’s
1999 Federal income tax return, apparently filed in April of

2000, and the record herein does not indicate whether petitioner
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treated thereon his Raytheon wages received in 1999 as taxable or
as nont axabl e i ncone.

On February 12, 2001, the District Court for the District of

Hawaii decided Farrell v. United States, 87 AFTR 2d 1159, 2001-1

USTC par. 50,279 (D. Haw. 2001), and held that Johnston Island
does not constitute a foreign country for purposes of section 911
and does not constitute a specified possession for purposes of
section 931.% Therefore, the District Court, in spite of the
conflicting regulation, which |listed Johnston Island as a
possessi on, concl uded that wages earned on Johnston Island
constituted taxable income. Thereafter, the taxpayer in Farrel
filed a tinely appeal to the Court of Appeals for the Ninth
Crcuit of the District Court’s decision.

On his electronically filed 2000 individual Federal incone
tax return, filed on approximately March 4, 2001, petitioner
treated the $185, 048 in Raytheon wages that he received in 2000
as nont axabl e incone, and petitioner did not pay any Federal
i ncone taxes relating thereto.

Petitioner’s retained copy of his electronically filed 2000

Federal incone tax return, which is in evidence herein, reflected

3 Al references herein to sec. 931 are to sec. 931 as
anended by the Tax Reform Act of 1986, Pub. L. 99-514, sec. 1272,
100 Stat. 2593 (TRA 1986), and all references to former sec. 931
are to such section prior to anmendnent by TRA 1986



- 7 -
the follow ng information regarding the wages petitioner received

in 2000 relating to his work on Johnston |sland:

(1) The amount -- $185, 048;
(2) Their character -- petitioner’s wages from Rayt heon;

(3) Raytheon’s treatnent of the wages -- as petitioner’s
wages and as taxable inconme to petitioner;

(4) The fact that $50,109 in taxes were w thheld by
Rayt heon with regard thereto;

(5) The fact that petitioner on his Federal incone tax
return was claimng an offsetting reduction to the ful
$185, 048 in disclosed wages and a refund of the $50, 109
in withheld taxes relating thereto;

(6) The fact that petitioner worked on Johnston Island and
that petitioner’s Federal incone tax return treated
Johnston Island as a “possession”; and
(7) The basis on which petitioner was relying for his
treatnent of his Johnston |Island wages as nont axabl e
i ncome, nanely sec. 1.931-1(a) and (b)(i) and (ii),
| ncone Tax Regs.*
On March 5, 2001, a fourth petition was filed in this Court
by a fifth Raytheon enpl oyee who worked on Johnston Island in
whi ch petition the taxability of wages earned on Johnston |sland

was chal |l enged. Jones v. Conm ssioner, docket No. 2970-01.

4 A partial copy of petitioner’s electronically filed 2000
Federal incone tax return as printed out by respondent discl oses
only the information in the first five nunbered itens in the
above list regarding petitioner’s wages earned on Johnston Island
and does not reflect the information in the |last tw above-
nunbered itens.
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On August 28, 2001, we deci ded Specking v. Conm Ssioner,

117 T.C. 95 (2001), affd. sub nom Haessly v. Conm ssioner, 68

Fed. Appx. 44 (9th Gr. 2003), affd. sub nom Unbach v.

Comm ssi oner, 357 F.3d 1108 (10th G r. 2003), representing a

consol i dated group of cases involving three of the above

petitions filed in the Tax Court. |In our decision in Specking v.

Conmi ssi oner, supra, we held that Johnston |Island does not

constitute a foreign country for purposes of section 911 and does
not constitute a specified possession for purposes of section
931. W concluded that section 931 applies to inconme earned on
Johnston Island for years beginning after Decenber 31, 1986, and,
therefore, that wages earned on Johnston Island constituted

t axabl e i ncone.

Three nonths after Specking was decided by this Court, on
Novenber 13, 2001, in response to a letter request froma
Rayt heon enpl oyee on Johnston Island, respondent mailed to the
enpl oyee a letter and a copy of section 1.931-1, Incone Tax
Regs., in which letter such regul ati on was described as “current
as of Cctober 24, 2001”, and in which regul ation Johnston Isl and
was |isted as a possession.

On Novenber 30, 2001, after an audit of petitioner’s 2000
Federal inconme tax return, respondent mailed to petitioner a
letter notifying petitioner that the $185,048 in Raytheon wages
that petitioner received in 2000 constituted taxable inconme with

respect to which $54,139 in taxes was due. This letter stated
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t hat Johnston Island was not a specified possession for purposes
of the incone exclusion allowed under section 931. Respondent
did not assert any penalty relating thereto.

A nmonth thereafter, on Decenber 28, 2001, petitioner nmailed
to respondent a personal check in the amount of $57, 709,
refl ecting paynent of the full $54, 139 tax deficiency for 2000
determ ned by respondent, including interest. In an e-nail sent
to respondent on the sane day, petitioner reserved his right to
file aclaimfor refund if the pending litigation regarding the
taxability of Johnston Island wages was eventually resolved in
t he taxpayers’ favor.

On February 26, 2002, respondent mailed to petitioner
another letter relating to petitioner’s 2000 Federal incone tax
return in which letter respondent proposed against petitioner for
2000 a $10, 828 accuracy-rel ated penalty under section 6662(a)
relating to petitioner’s claimthat his $185,048 in 2000 wages
constituted nontaxabl e i ncone.

On May 9, 2002, each of the three taxpayers in Specking v.

Commi ssi oner, supra, filed appeals of our decision therein, two

to the Court of Appeals for the Tenth Crcuit and one to the
Court of Appeals for the Ninth Crcuit.

On June 4, 2002, a fifth petition was filed in this Court by
a si xth Raytheon enpl oyee who worked on Johnston Island in which
petition the taxability of wages earned on Johnston |sland was

chal | enged. Hautzinger v. Conm ssioner, docket No. 9501-02.




- 10 -

On August 23, 2002, respondent nailed a notice of deficiency
to petitioner with respect to the $10, 828 accuracy-rel at ed
penalty for 2000 which petitioner had not yet paid.

On Novenber 7, 2002, petitioner becane the sixth Raytheon
enpl oyee to file a petition in this Court in which petition
petitioner challenges not the taxability of his Johnston Island
wages but only the inposition by respondent of the $10, 828
accuracy-rel ated penal ty.

On Decenber 24, 2002, the Court of Appeals for the Ninth

Crcuit in Farrell v. United States, 313 F.3d 1214 (9th G

2002), affirnmed the District Court’s decision in Farrell v.

United States, 87 AFTR 2d 1159, 2001-1 USTC par. 50,279 (D. Haw.

2001). The Court of Appeals held that Johnston |Island does not
constitute a foreign country for purposes of section 911 and does
not constitute a specified possession for purposes of section
931. In addition, the Court of Appeals held that section 931
controls over the conflicting regulation at section 1.931-1,

I ncome Tax Regs. Therefore, the Court of Appeals concluded that
wages earned on Johnston Island by U S. citizens constituted

t axabl e i ncone.

On January 14, 2003, we decided Jones v. Conm ssioner, T.C

Meno. 2003-14, involving the fourth petition filed in the Tax
Court involving Johnston Island wages. |In our decision in Jones,
we held that Johnston Island does not constitute a foreign

country for purposes of section 911 and that Johnston |sland does
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not constitute a specified possession for purposes of section
931. We also held that section 931 controls over the conflicting
regul ation at section 1.931-1, Inconme Tax Regs., and that, for
years begi nning after Decenber 31, 1986, section 931 applies to
income earned by U.S. citizens on Johnston |Island, making the
wages taxabl e incone.

On June 16, 2003, the Court of Appeals for the Ninth Grcuit

deci ded Haessly v. Conmm ssioner, 68 Fed. Appx. 44 (9th G

2003), affg. Specking v. Conm ssioner, 117 T.C 95 (2001), and

hel d that Johnston |Island does not constitute a foreign country
for purposes of section 911 and, followng its opinion in Farrel

v. United States, supra, that Johnston |Island does not constitute

a specified possession for purposes of section 931. The Court of

Appeal s affirmed our opinion in Specking v. Conm Ssioner, supra,

and concl uded that wages earned on Johnston Island constituted
t axabl e i ncone.

On June 24, 2003, the taxpayer in Jones v. Conm Ssioner,

T.C. Meno. 2003-14, filed an appeal of our decision therein to
the Court of Appeals for the Eleventh Crcuit, which appeal is
still pending.

In the above deficiency determ nations by respondent, and in
t he above court opinions regarding the taxability of Johnston
| sl and wages by the District Court, the Tax Court, and the Courts
of Appeals, no penalties were asserted against the taxpayers, and

none was i nposed by the courts.
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On August 8, 2003, we deci ded Haut zi nger v. Conm SSi oner,

T.C. Meno. 2003-236, involving the fifth petition filed in the
Tax Court involving Johnston |Island wages. |In our decision in
Haut zi nger, consistent wth the above court opinions, we held
t hat Johnston Island does not constitute a specified possession
for purposes of section 931 and that section 931 controls over
the conflicting regulation at section 1.931-1, Incone Tax Regs.
Therefore, we concluded that wages earned on Johnston Isl and
constituted taxable incone.

I n addition, however, in Hautzinger, we decided that the
t axpayer was negligent in falsely reporting on his Federal incone
tax return that his Raytheon wages were earned by himon Anmerican
Sanpa, a specified possession for purposes of section 931, and
not on Johnston Island, where the wages in fact were earned.
Because of such false reporting of the source of the wages, we
sust ai ned respondent’ s determ nation of a section 6662(a)

accuracy-rel ated penalty. The taxpayer in Hautzinger did not

file an appeal of our deci sion.
On Decenber 11, 2003, the Court of Appeals for the Tenth

Crcuit in Urbach v. Comm ssioner, 357 F.3d 1108 (10th G r

2003), affg. Specking v. Conm ssioner, 117 T.C 95 (2001),

representing the consolidated cases of Unbach v. Conm ssioner,

supra, and Specking v. Conm ssioner, supra, affirmed our decision

in Specking. The Court of Appeals held that Johnston |sland does

not constitute a foreign country for purposes of section 911 and
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does not constitute a specified possession for purposes of
section 931. The Court of Appeals held that section 931 applies
to income earned on Johnston Island, noting its agreenment with
the decision of the Court of Appeals for the Ninth GCrcuit in

Farrell v. United States, 313 F. 3d at 1219, and that the wages

earned by U S. citizens on Johnston Island constituted taxable

incone. In Unbach v. Conmi ssioner, supra, with regard to the

t axpayer’s treatnment of his Johnston |sland wages as nont axabl e
i ncome, no penalty was asserted by respondent and none was

i nposed by the Court of Appeals for the Tenth Crcuit.

Di scussi on

Under section 6662, an accuracy-related penalty is to be
added to the portion of an underpaynent of tax attributable to
negligence, to a disregard of rules or regulations, or to a
substantial understatenent of incone tax.

Ceneral ly, for purposes of the accuracy-rel ated penalty,
negligence includes a failure to nake a reasonable attenpt to
conply with the tax laws. Sec. 6662(c). Negligence is indicated
where a taxpayer fails to nmake a reasonable attenpt to ascertain
the correctness of the claimed tax treatnment of an item does not
have a reasonabl e basis for such tax treatnent, and does not act
W th reasonabl e cause and in good faith with respect to such tax
treatment. Secs. 1.6662-3(b)(1)(ii), 1.6662-3(b)(3), 1.6664-

4(a), Inconme Tax Regs.
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A substantial understatenent of incone tax is defined as an
understatenment constituting the greater of 10 percent of the tax
required to be shown on a Federal incone tax return or $5, 000.
Sec. 6662(d)(1)(A). An understatenent is reduced by that portion
of the understatenent which is attributable to either substanti al
authority for the clainmed tax treatnment of the item or adequate
di scl osure of and reasonable basis for the clained tax treatnent
of the item Sec. 6662(d)(2)(B)

Under section 7491(c), respondent has the burden of
production with respect to any penalty. Once respondent neets
the burden of production, the taxpayer, however, continues to
have the burden of proof with respect to whether respondent’s
determ nation of the penalty is correct. Rule 142(a); H gbee v.

Comm ssioner, 116 T.C 438 (2001).

Petitioner argues that, with respect to his 2000 Feder al
incone tax return and his treatnent of Johnston Island wages
reported thereon as nontaxabl e inconme, his reliance on section
1.931-1, Incone Tax Regs., was reasonabl e and the pending
l[itigation was in good faith. Petitioner argues that the
regul ation and the pending litigation, conbined with the
di scl osure petitioner nmade on his 2000 individual Federal incone
tax return, establish a reasonable basis for his tax treatnent of
hi s Rayt heon wages as nont axabl e i ncone.

Respondent seens to argue that the existence of section 931

(in which Johnston Island is not listed as a specified possession
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for purposes of excluding fromtaxable incone wages earned
therein) precludes any reasonable reliance by petitioner on
section 1.931-1, Incone Tax Regs. (in which regulation Johnston
I sland was and is still |listed as a possession of the United
States). Respondent contends that petitioner should have known
that his interpretation was “too good to be true”. Respondent
al so contends that regardl ess of whether petitioner made an
adequat e di scl osure on his 2000 Federal incone tax return of
facts relating to his Johnston |sland wages, petitioner did not
have a reasonabl e basis for the nontaxable treatnent thereof.

We believe that for 2000 inposition on petitioner of the
accuracy-related penalty with regard to the nontaxabl e treatnent
of his Johnston Island wages is inappropriate.

Al t hough the District Court case and all five Tax Court
cases regarding the taxability of Johnston Island wages have
si nce been decided in favor of respondent, the question of
whet her petitioner had a reasonabl e basis for the nontaxability
of his Johnston Island wages is to be evaluated as of March 4,
2001, the day petitioner filed his 2000 individual Federal incone
tax return. W note particularly respondent’s letter of
Novenber 13, 2001, in which respondent continued to refer
Johnston | sl and enpl oyees to section 1.931-1, Incone Tax Regs.,
and to describe the regulation as “current”. W also note
respondent’s failure, as of March 2001, to assert any accuracy-

rel ated penalty against any of the taxpayers who were litigating
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the issue as to the taxability of Johnston Island wages. W do
not regard petitioner’s treatnent on his 2000 i ndividual Federal
income tax return of his Johnston I|sland wages as negligent.

We turn to the question of whether petitioner’s tax return
treatnent of his Johnston Island wages constituted a substanti al
understatenent giving rise to the accuracy-related penalty. The
grounds on which a substantial understatenent may be reduced
include tax treatnents that are based on adequate discl osure and
a reasonabl e basis. Sec. 6662(d)(2)(B)(ii).

The di scl osure made on petitioner’s 2000 Federal incone tax
return, as reflected on petitioner’s retained copy of such
return, constitutes adequate disclosure for purposes of
section 6662(d)(2)(B)(ii). Respondent provides no explanation
for the inconplete nature of respondent’s printout of
petitioner’s 2000 individual Federal inconme tax return. In
deciding this disclosure issue, particularly in |ight of
respondent’ s burden of production on this penalty, we believe it
appropriate to rely on the information reflected on petitioner’s
retai ned copy of his 2000 individual Federal incone tax return.
On the facts of this case, the disclosure issue is resolved in
favor of petitioner.

Wth regard to reasonabl e basis, we incorporate our
di scussi on above and conclude that petitioner, on his 2000

i ndi vidual Federal incone tax return, had a reasonabl e basis for
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his tax treatnent of his Johnston Island wages as nont axabl e i ncone.

| n Haut zi nger v. Conmi ssioner, T.C Meno. 2003-236, deci ded

by this Court on August 8, 2003, respondent did assert and we did
sustain inposition of an accuracy-rel ated penalty, but, as
stated, such penalty related to the false reporting by the
taxpayer that his wages were earned in Anerican Sanpa rather than
in Johnston Island, where the wages in fact were earned.

Petitioner herein is not liable for the section 6662(a)
accuracy-related penalty with respect to his tax understat enent
relating to his Johnston Island wages.

To reflect the foregoing,

Deci sion will be entered

for petitioner.




