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)
)
retitioners, )
)
Ve ) DOCKET ¥O. 2076
)
DISTRICT OF COLUMBIA, )
)
Respondent. )

This case involves one aspect of our D, C. incoms tax on
annuity and pension receipts. In general, such receipts are
taxed under the "3X% rule®: taxpayer includes in his gross
income 3% of the aggregate caost to him of the annuity or
pension -- "total amount you paid in" according to the D. C.
income tax form -- and the remainder is tax-free, year by
year, untii the cost 1; recovered. Thereafter, the annuity
or pension is taxable in full. The “3% rule” was copied int-
our local tax statute from the identical text of the 1939
internal Revenue Code, Sec. 22(b) (2) (A), as added by Sec.

120(4) of the Revenus Act of 1942. The "3X rule” was replaced

by new and different exclusionary provisions in the 1934
Internal Revenue Code, and is now obsolete 20 far as the

Yederal income tax is concerned.

For an understanding of the case, two more general obser-

vations should be made. Pirst, the principle at work under
the "3% rule” is, that taxpayer should get back, income-tax

free, the capital that he has invested in the pension or annuity
fund. The 3% taxed during the years of such pay-back is roughly

the income presumed to have been esarned omn such capital under

conservative 1939 standards of “"return®. Second, any eontribu-

tions to the fund made by the employsr have presumably been
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cedrcied f£rem his tawable inceme <= in tha esrly days, ae his
ordinary and rearonsble expenzes, latsr, underxr the 1939 Internal
Revenue Code as gm=rdad. A matter of symmotry is involved: the
eployar geta 8 d=7vction, tha employwea should bear the tax,

at least whan e atorts to collect tiv untexsd incoms econ-
tributed by the employer; othcrwise tho income escapes all tax,
This iz in general tHn respondant’s thoory of the case at bar,
which is not tenable on the special {facta which follow.

Iho factg. Mr. Hepler was an employea of the International
Labor Office, an affiliate of the United Nations, from 1949
until his retiroment January 10, 1963. He worked and resided
in Geneva, Switzsrlend until he retired, at which time the
Heplers first came to live in the District. e was covered
by the U. M. Joint Staff Fension Funé, a fully vested pansion
plan, to which he hed contributed a total of $11,642.09 and
to which the ILO h=zd4 contriruted a total of $£22,741.07.

In 1963 and 1964, Mr. Hepler received as pension from the
Fund a total of $8,029.48, apparently reported to and accepted
by the District as nontaxable iacowe. In 1963, 1966 and 1967,
respectively, Mr. Hepler's pension amounted to $4,725.99,
$5,029.44 and 33,269.44. On audit, deficiencies were found
for those ysars by respondent, on two conflioting theories
which need not be set out, since a recomputation will be made
under this decision. Respondent’s basic and continuing conten-
tion is, that only Mr. Hepiei''s contribution to the Fund
constituted his “"cost® to bo 1ecovered tax-free. Mr. Hepler

claims that this amount plus the IIO contridution of $22,741.07,

or a total of $34,383.15, is his “"cost”. Respondent has vaived
any contentions regarding the $8,029.48 received tax-free in
1963 end 1964, except for $693.53 ("$349.26 for each of the
years 1963 and 1964" -~ this is 3% of Mr. Replex's §11,642.08

-

———

e iy

e

S —



contribution), and starts with a “"rerainder ¢ ccct® %o dbe
razalived tex-frea, beginning in 1945, of $10,943.50 (711,642.C%
minus $6°3.52}. Letter of D. C. Finonce Office of Novemdhar 15,
13637 reo also respondent's bricf, procdicated solaly on the
dsficiencias there found. Against this "romaindsr of cost"
}ir. Haplert's 19483, 1966 and 1967 pcnsion receipts, less tho
taxable 3%, wore applied, resulting in a "remainder of cost",
in 1%67, of only $1,886.65, or a taxable excess (ovor the
$5,269.44 receivad in that year) of $3,382.79. (3dem,)

0f course, following the respondent's thsory, all pansion
receipts for 1960 and subsequant years would be taxable in full,
Under Mr. Hepler’s theory, the “ramainder of cost" as accepted
by respondent, or $10,943.36, is to be added to the ILO contri-
bution of $22,741.07, for a total of $33,694.63 to be recovered
97 tax-free in his pension receipts beginning with 1965. note
that Nr. nglor did not report any taxable receipts from his
pension in 1965, 1986 or 1967y on recomputation, ¢eficiencies
based on X of hic pension receipts in those years will result.

ha D, C, €0« provigions. The complicated provisions of
sections 47-1557a (b) (2) (A) and (B), which govern the case at
bar, need not be set forth. Both are, as respondent says (Br. 4¢)
"virtually identical with section 22(d) (2) of the Internal
Revenue Act.[fl.o., Codq;7 of 1939." Both were enacted as part
of the D. C. income tax by Act of July 16, 1947, 61 Stat. 33$5,
Art. I, title IIX, section 2, It follows that for purpores of
specific reference to the "Federal Internal Revenues Code" and in

) The D. C. tax laws have never besn logally codificd; refer-
snces to the D. C. Code, where the tax laws are to bs found,
are for convenisnce.

4/ D. C. CoCe 47-1557> (a) (11), incorporated by reference
into 47-1857a (b) (3) (B).

T KT e g e g e Yy T e o . o o e g, e 5 g e e

T ——

- . ;,.’, ;1». g W



tha gonaral Antarpretation of tho govarning provicicns, we leok
to tha 1932 I.R.C. na it exintcd in 1947, ernd to canos and
suthoricies thorevniar, &8s wall £a to zny imrplicationa concsrne
irg the prior law t5 be derdived {zrom subroquent ch=mot in tha
I.R.C. Irrortant chunges in such provisicas rzde Ly tha Revaaua
Act of 1942 aro a pevt of cur D, C. incoms tax lawmy irnortant
chenges mada by the 1934 I.R.C. and the Revenue Act of 1962

sre not part of our law.

S8ecticn 47-1557a (b) (2) (A) says in effaect that there
shall be excluded from gross income 97X of receipts up %5 "the
aggregate premiunma oxr consideraticu paid fcor such sannuity®,
and respondent relies on the Jonma case, infra, holding that
this phrase does not cover premitmas or consideration paid by
the employer. Petitioner focusses on Section 47-1357a (b) (2)
(B), which, much oversimplified end in general, says two things:
“‘rst, 4f the employsr®s contributions are deductible from his
Fcleral income tax, then the basis of the exclusion is only
the employee’s contributions; second, if ths erployer's con-
tridbutions are not so deductible, then ths exployee xust (a)
include the contributions in his fncome as they are mude, and
(b) add them to the exclusicn when he starts to receive his
annuity. The general idea is that in the case of 1939 1I.R.C.
section 23(p) pension plans, income tax on the employer's
contridutions is deferred until the annuity falls in, but {s
not waived. But as to such "qualified” plens, and also as to
"unqualified" plans, Mr. Kepler's situation forms an unusual
excsption, as we shall see.

Cazeg and points. The applicabdble principles sre laid
down in I.R.Mem. 71, 1952 « 2 CB 170, 172, stating that an
snnuity distribution 4is excluldible -
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e only to tha exti=nt tha pei= nt reprasents
{(a) a raturn ol thn e~nlornatla cwvm contributions or
{b} =mmovnia actu&lly contributad by the ersloyer
T e % on secownt 0f rarsonsl gervicas of £ citimen
emmloysn renfarc-gd ~hrend u\r‘.u‘, & prict cmalifyring
rmAge '~~‘icn 116{n) A€ ¢tz Cola, ® * & 7y eocm-ruite
tha na-iien of 220h 0f much pryrents whirh 13 thns
dnelvdiblo a8 Iipsc~a ¥ ® ® e3a teangidaretlicon paid?
Ior tiw s~auiily Zor purpenas of srction 22(b) (2) of
the Co’n rmy bﬂ taken as inciviing not only zruunta
contributed undésx thoe plan Dy the ewnlorea, but in
#dd4iticn, amounts which reprecont contributiens Ly
tha emplicyer on Account of ¢ ¢ * {oraign carvice of
the emplcyee during a pariod qualifying undar gection
116(a) of ths Colde, if the employee is a citisen,

There is no question but that Nr, Heplex's foreign service
qualifies under ths 1939 I.R.C. section 116(a). If deemed to
have a foreign situs, the Fund nonetheless has the came tax
treatment as domestic pension funds. Seoe CCH 1970 Fed. Income
Tax Reporter, sesc. 2637.02.

I.R.MHem. 71 is followed in Rev. R4ul. 56‘123' 1956-1 CB
60, 61, under the 1934 I.R.C. (the “consideration paid* for
*n annuity includes amounts which would have been axcludible
{rom the employee's taxable income because of the earned income
exemption of the 1939 Code sec. 116(a))s and in Rev. Rul.
59278, 1959-2 CB 174, 176 (the excludible pension or annuity
reccipts comprise (a) the part attributable to earned income
of the employee while abroad, and (b) the employor contribue
tions while the employee was nontaxable in the United States
as a bona f£ide resident abroad).

Merton's Law of Yederal Income Taxation, Vol. 8, Bec,
45.71¢, p. 233, sumerizes the applicable rule:

* ¢ % prior to the 1952 Act, an employeo
was not tazable on receiving a peasion or annuity
on ratirement, even though he wias then a residant
of tha Unitad 8tatesn, to the extont that the
pasmeent vas attributable to an employsrts cone
tribution with respect to sarvices rcndered
ahroad whilae a dbona fide resident thnre or
vhile pressnt there 17 out of 18 months.

(Citing 8.Rep. ¥o. 1881, 87th Cong. 24 Sess.
PP 74 - 75, ?
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7oo algo llirten's Qo. ci%., £ac. €A, G5, pp. 21 « 22, (1)
there is no requivemsnt that tha premjiuvms for en annuity be
raid for by th~ m-nuitant to ba concidared part of his inaste-
ment thozseiny (2) insofar as the employee excludas from incore
tax income carn=d abroad, ths employver's contributions to the
exployre's pension are part of tha investnent in the contract.

The tax exclusion for purposes of the Federal lavw was
changsd by section ll(c) (2) of the Revenuwe Act of 1962, P.L.
87-834, 87th Cong. 2d 8ass., apyroved Octouver 16, 1962, for
taxable years sfter Decombsr 31, 1962. However (if~m, p. 23) =

ZThis chongs in law doos nct epply to ermployer
contributions to provids penoion or annuity
credits, to ¢l extent such credits are
ettributable to sexvicoea porforrcd dbaforo
January 1, 1963, and are providsd pursuant
to persion or comuity plen provisions in
existcnce on March 12, 1952, and on that

date appliceble to such services.

Where employees are erempt from Federal income tax because
their income is earned ocutsids the Unitsd States or "for other
reasons”, the employer's annuity contributions up to December
31, 1962 are part of tha consideration paid by the employce

for his annuity for purposes of the Fedsral incorms tax. CCH

QR+ Si%. sec. £64.03;5 rule applied in Crispin v. thited 3tates,
200 7.24 99, 100 (CA 9), [azkatt v. Com'r., 159 r.24 121

(CA 1), and Wimbish v. Ynited Ctates, 267 P.Supp. 597 (W.D. KXy.).

Respondent relies on Charles L. Jonas, 2 T.C. 924 (194)),
acq. 1944 CB 13, vhere an executive of an oil company was given

an insurance company life annuity costing £433,131.74, all paid
for by the o1l company and never reported by the axecutive as

A/ ror instance, pre-1939 contributions of Stats and local
governments to teachor and other employee pension funds.
Rev. Rul. 56-82, 1956-.1 CB 59,
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=xable irccra, Beginning Jenuary 1, 1937, be recsivead §23,000
P ennum proceeds of ths annuity, and was aasnased tharecn for
163% and 1540. Rald: toxabdble to him in full under Sec, 22(a)
of the 1939 Code and not taxable as a Sec. 22(b) (2) annuity
under tha "% sule”; the term "aggregate premiums or considera-
tion paid for such annuity” in the latter subaesction mosans
"the amount paid by them / the insured or annuitant and his
beneficiaries_/ for the policies”. 2 T.C. at 933. And, as
respondent says, Sec. 22(b) (2) of the 1939 Code is icdentical
with D. C., Cols Sec. 47-1557a (b) (2) (A).

Aside from the obvious factual differences, the case is
distinguishable as a matter of law. It arose under the 1939
Code prior to the amendment made by Sec. 162(c) of the Revenue
Act of 1942, adding Bec. 22(b) (2) (B) to that Code. The addi-
tiopal ssction, "Employees! Annuities* is Sec. 47-1557a (b) (2)

(B) in the identical language of the D. C. income tax, as enacted

by the Act of July 16, 1947.

The Jonag case is still good law in particular situations,
for instance vwhere the paymsnts are not really &a annuity
(Holfe, 8 T.C. 689), are additional compensation (Hackatt, supra
and 5 T.C. 1325), seo also Card, 20 T.C. 620, affd. 216 F.248 93,
and Higgs, 16 T.C. 16, affd. 184 7.24 427. 1t is true, as the
respondent says (Br. 7), that "in the case of qualified plans
the employee's investment in that plan will normally consist
only of his own contribution®. But the case at bar is abnormal
and special. The rule adding the employer's contribution to
the employee's "cost® (recoverable tax-fres) makes sense in
the present case, in terms of symmetry, because the ILO
contributions to Mr. Hepler's annuity have never been subject
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to, ard thsreforn hovae nevar besn postpor~d from, Pe’ernal incoma
tal or D. C. income tax. There is thorefore no rmason why

they ahould incur eithrr Feaderal or D. C. tax, when paid out

Ly tha 10 to Mr. Hepleé.
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RobBrt M. Woston
Judge

Served as follows:

Jules G. Korner, IIX, Eaq.

Attorney for Petitioners

700 Brawner Building

Washington, D. C. 20006 (Mailed 2/17/70)

S B v e D s e oo

Finance Officer, D. C. (Mailed 2/17/70)

Corporation Counsel, D. C. (Mailed 2/17/70)

Phyllis R. Liberti, Clerk
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