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STATEMENT OF THE CASE

This matter came before the Utah State Tax Comamdsir a Formal Hearing on
June 25, 2003. At the conclusion of the hearihg,garties requested time in which to file post
hearing briefs. Respondent was given fifteen {{lHy}s in which to file such a brief, and Petitioner
was given ten (10) days thereafter in which todilerief if he so desired. Respondent filed a post

hearing brief on July 11, 2003, but Petitionermatsfiled such a brief. Based upon the evidende an
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testimony presented at the hearing, the Tax Cononisereby makes its:

FINDINGS OF FACT

1. Ontheir 1998 and 1999 Income Tax ReturnstiBars took a retirement income
deduction for amounts received from their individgirement account (IRA).

2. The IRA of Petitioners was created when PETNER 1 was laid off from
COMPANY A in August of 1992, and he rolled his 4k)1plan into an individual retirement
account. He thereafter commenced drawing on theaduat in 1993.

3. PETITIONER 1 was born on January 17, 1941¢psthk years in question, 1998
and 1999, he turned 57 and 58 years of age.

4. The 1099R forms received on the IRA distributiere coded with a "2" for
"early distributions" instead of a "7" for "normdiktributions”.

5. The question in this matter is whether theegtent income deductions taken by
Petitioners for the amounts received from the IRRBTITIONER 1 during the years at issue were
legally permissible under the provisions of Utald€dnn. 859-10-114(2).

APPLICABLE LAW

Utah Code Ann. §859-10-114(2) provides in relevaat:p

(2) There shall be subtracted from federal taxaideme of a resident or
non-resident individual,

(d) amounts received by taxpayers under age 6giesment income which,
for purposes of this section, means pensions andities, paid from an
annuity contract purchased by an employer unddam@ which meets the
requirements of section 404(a)(2), Internal Revenme, or purchased by an
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employee under a plan which meets the requirenoésttion 408, Internal
Revenue Code, or paid by the United States, a stap®litical subdivision
thereof, or the District of Columbia, to the emmeyinvolved or the
surviving spouse;

Utah Administrative Code Rule R865-91-38, provideselevant part:

A. Amounts received by taxpayers from pension auéy plans described in

Section 59-10-114 are not retirement income foppsees of that section if:
1. The amounts received are subject to the pepalgdditional tax
imposed by I.R.C. 8872(q) and (t); or

3. The amounts received are due to termination of eynpént before
reaching a normal retirement age as establishest timelqualifying plan.

Section 72(t), Internal Revenue Code, provideglevant part:

(t) 10-percent additional tax on early distribusdrom qualified retirement
plans
(1) Imposition of additional tax
If any taxpayer receives any amount from a qualifetirement plan (as
defined in section 4974(c), the taxpayer’s tax unlbis chapter for the
taxable year in which such amount is received dhalincreased by an
amount equal to 10 percent of the portion of sustount which is
includible in gross income.
(2) Subsection not to apply to certain distribusion
Except as provided in paragraphs (3) and (4), papdg 1) shall not apply
to any of the following distributions:
(A) In general
Distributions which are —
(i) made on or after the date on which the emplaytens age 59

(iv) part of a series of substantially equal peiégoayments (not
less frequently than annually) made for the lifelife expectancy)

of the employee or the joint lives (or joint lifegectancies) of such
employee and his designated beneficiary,

(4) Change in substantially./ .e.q.ual payments
(A) In general
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(i) paragraph (1) does not apply to a distributmnreason of

paragraph (2)(A)(iv), and

(ii) the series of payments under such paragrapisansequently

modified (other than by reason of death or disgbit
() before the close of the 5-year period beginniitty the date
of the first payment and after the employee attages52, or
(I before the employee attains ag@59e taxpayer’s tax for
the ' taxable year in which such modification occurdlisa
increased by an amount, determined under reguiatamual to
the tax which (but for paragraph (2)(a)(iv) woulave been
imposed, plus interest for the deferral period.

Paragraph 2179 from the 2002 CCH US Master Tax &sliates:

2179 Early Distributions. Distributions from a traditional IRA to a
participant before the individual has reached &geae generally subject to
the same 10% penalty that applies to early digioha from qualified plans
(see&2157). However, the early retirement exceptidhégenalty doasot
apply in the case of an IRA (Code Sec. 72(t)(3)(A))

Federal Regulation 81.408 - 1(c)(6) defines premeatdistributions from an
individual retirement account or an individual rethent annuity as follows:

(6) Premature Distributions. If a distribution (@ther a deemed distribution
or an actual distribution) is made from an indiatitetirement account, or
individual retirement annuity to the individual f@hose benefit the account
was established, or who is the owner of the annbijore the individual
attains age 58 (unless the individual has become disabled withia
meaning of section 72(m)(7)), a tax under chaptef the code for the
taxable year in which such distribution is receiigehcreased under section
408(f)(1) or (f)(2). The increase equals ten petrad the amount of the
distribution which is includable in gross income fioe taxable years. . . .
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DISCUSSION
Utah Code Ann. 859-10-114 provides a retiremenonme deduction for: "(d)

amounts received by taxpayers under age 65 agmeit income which, for purposes of this

section, means pensions and annuitiespurchased by an employee under a plan whests the

requirements of Section 408, . . .." (Emphasded)l

Petitioner argues that the amounts withdrawn frammIRA account constitute
retirement income from a pension or annuity pureddsy him, which meets the requirements of
Section 408, and those amounts are therefore apgi@petirement income deductions.

Petitioner also argues that the amounts withdrasem fhis IRA account are
retirement income, because the 10% additional teeanly distributions imposed by Section 72 of
the Internal Revenue Code is not imposed upon ttissgbutions. However, the reason the 10%
additional tax is not imposed upon those earlyithigtions is because of the manner in which they
were distributet] and not based upon the age or retirement stafstitioner.

Respondent argues that these distributions areeduty tax because they were
received as an "early distribution” and are natirgenent income™ under Utah Admin. Code Rule
R865-91-38. However, the only portion of Rule Battwould apply to make these payments not

"retirement income" would be either paragraph lohlstates "items are not retirement income if

1 872(t)(2) of the Internal Revenue Code provides in relevant part, ".
paragraph 1 (the 10% penalty) shall not apply to . . . di stributions which are
. . (iv) part of a series of substantially equal periodic payments (not
| ess frequently then annually) made for the life (or life expectancy) of the
enpl oyee or the joint lives (or joint |life expectancies) of such enpl oyee and

hi s desi gnated beneficiary.
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they are subject to the penalty or additional tapased by Section 72(q) or (t) of the Internal
Revenue Code", and Section 3 which says the itengwed are not retirement income if they are
"due to termination of employment before reachingmamal retirement age as established under the
qualifying plan”.

These items are not subject to the penalty impbge8ection 72(q) or (t) of the
Internal Revenue Code, and they are not due tdetmination of employment of Petitioner.
Therefore, these payments are not included irt¢ines defined by Rule 38 as being specifically not
"retirement income”.

The amounts in the IRA account of Petitioner weasdal upon a rollover from his
401 (k) plan which he had with his employer whemdmminated his employment. Once it was rolled
into an IRA account, it was a plan governed by i8act08 of the Internal Revenue Code. Utah
Code Ann. 859-10-114 specifically provides the ttred, amounts received by taxpayers under age
65 as retirement income which, for purposes ofgégdion, means pensions and annuities, paid from
an annuity contract . . . purchased by an emplayeer a plan which meets the requirements of
section 408, Internal Revenue Code . . . ."

To attempt to determine if the payments to Pet@tidrom that IRA are eligible for
the retirement income deduction under U.C.A. 85%18(2), the Commission has looked to the
history of the statute and the related rule.

I. Authorities

A. Statute:
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The retirement income exemption goes back at teatste recodification in 1973.
Our library resources do not allow us to go backer than that.

Section 13(b) of the Utah Individual Income Tax A&Et1973 provided in part as
follows:

(b) There shall be subtracted from federal taxatgleme of a resident or
nonresident individual:
(3) amounts received as "retirement income" whichpurposes of
this section shall mean —
(a) pension and annuities, paid from annuity camtrisic]
purchased by an employer under a plan which meats t
requirements of section 404(a)(2) of the Interratéhue Code, or
the United States, a state thereof or the Distfi@olumbia,
(b) interest,
(c) rent,
(d) dividends,
(e) subsections (b), (c), and (d) shall apply @aalyexpayers who
have attained the age of 65 before the close dattable year, and
() bonds described in section 405(b)(1) [from aldied bond
purchase plan],
(g) for purposes of this section the amount ofifeetent income"
subtracted shall be the lesser of the amount iedud federal
taxable income or $4,800 . . . .

In 1978, subsection (b)(3)(a) was amended to irclpdnsions and annuities
"purchased by an employee under . . . section 4€@8dnternal Revenue Code [IRA's]."

In 1979, the income limitation for taxpayers ovérvgas raised to $6,000 and the
$4,800 limitation was retained for taxpayers urtifer

In 1987, the sections were rearranged. The aggtion that had been in subsection

(3)(e) was moved to its own subsection, but theaegement does not appear to have had a material
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substantive effect on the definition of "retiremimome." The relevant sections, as amended, read

as follows:

(2)(a) There shall be subtracted from federal thexmzome of a resident
or nonresident individual:

* % %

(iv) amounts received as "retirement income" whiohpurposes of
this section, means —
(A) pension and annuities, paid from an annuity tcaont
purchased by an employer under a plan which mdets t
requirements of section 404(a)(2) of the Interradéhue Code,
or purchased by an employee under a plan which srtbet
requirements of Section 408 of the Internal Reve@ade, or
paid by the United States, a state, or politicebsuision thereof,
or the District of Columbia, to the employee invadvor the
surviving spouse;
(B) interest, except U.S. government bond intetedticted under
Subsection (2)(a);
(C) net rental income;
(D) dividends; and
(E) bonds described in section 405(b)(1) [from aldjed bond
purchase plan].
* % *
(b)(ii)(A) Subsections (a)(iv)(B), (C), and (D)g@lp only to taxpayers
who have attained the age of 65 before the closieedfaxable year.

In 1988, the income limitation amounts were ameradetiSection 405(b)(1) bonds
were removed from the definition of "retirementanee."

In 1989, Second Special Session, the statute wasdad to approximate its current
language. Rather than receiving a reduction feciig types of income, taxpayers over 65 were
given a $7,500 "personal retirement exemption."usTHt was no longer necessary to define
"retirement income" for persons over 65. Becaotgrést, net rental income, and dividends were
never considered retirement income for personsn@tleéhe inclusion of those items in the statute
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was no longer necessary and they were all remavedthe list of "retirement income.” It was still
necessary to define "retirement income" for persomer 65, however, so the pension and annuity
provision was retained. Because the definition ardg relevant for taxpayers under 65, the clause
"by taxpayers under age 65" was added to the persmid annuities provision. The separate
subsection that had disallowed non-pension incami@kpayers under 65 was no longer necessary

and was repealed.
Immediately after the amendment, the relevant lagguead as follows:

(2) There shall be subtracted from federal taxaigeme of a resident or
nonresident individual:
* % *
(d)(i) amounts received by taxpayers under ages65edirement
income" which, for purposes of this section, mepassion and
annuities, paid from an annuity contract purchdsedn employer
under a plan which meets the requirements of sedfdd(a)(2) of
the Internal Revenue Code, or purchased by an geplonder a
plan which meets the requirements of Section 40@@finternal
Revenue Code, or paid by the United States, a ttateof or the
District of Columbia, to the employee involved betsurviving
spouse.
(i) For purposes of Subsection (2)(d), the amaftretirement
income" subtracted for taxpayers under 65 shathbdesser of the
amount included in federal taxable income, or $4,80. .
* % *
(e)(i) for each taxpayer age 65 or over beforetbge of the taxable
year, a $7,500 personal retirement exemption; . . .

B. Rule
Rule R865-9-38I was originally promulgated in 199%he Tax Commission Rule

Review Checklist indicates that the rule "clarifassting practice” and would have no fiscal impact
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The rule file indicates that Commissioner Joe Pecheas concerned about the rule
restructuring the exemption and inquired of a I@&eBA, as follows:

Some practitioners have stated to me that thersoane qualifying annuities

that would fall under Section 59-10-114. Sinceabd limited research

information could you please review this proposele and send me any

information you can regarding how this languagddde changed. As an
example, | believe that a person under 65 couldifgusome retirement

income as an annuity under the Internal RevenueCod

There was no response in the file. Nor were taeyeother written public comments
in the file.

The rule has remained substantially unchanged #imezs promulgated.

1. Analysis

A. Arguments in favor of allowing a subtraction for all distributions from
qualifying pensions and annuities.

1. Statutory history.

Prior to 1989, pension and annuity income was éceais retirement income for
taxpayers regardless of age. There is no statbssig to assume "premature” or early distributions
were treated differently. On the contrary, it aggethat "retirement income" was specifically
defined to include pension and annuity income lidaapayers, as was bond income from qualified
bond purchase plans. Other kinds of income tylyicaterved by retirees, such as interest income,
were treated as "retirement income" only if recdilog taxpayers over 65.

After 1989, the definition of "retirement incomeddno continuing relevance for

taxpayers over 65. Items that did not constituééirement income" for taxpayers under 65 were
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dropped from the statute. The statutory descmpioqualifying pensions and annuities, however,
remained unchanged.

Thus, based on statutory analysis, the languagieeo$tatute argues in favor of a
subtraction for all distributions from qualifyingpsions and annuities.

2. Rule

The rule change was not contemporaneous with attyeafaterial changes in the
statute and was unsupported by any analysis irutbdile. The only reference that sheds any light
at all is the statement in the Rule Checklist thatnew rule would "clarif[y] existing practice."
Even here, the use of the verb "clarify" is intéres A clarification is necessary if there is
confusion. The checklist does not say the ruleldvteodify” or "reflect” existing practice. Thus,
there may be a question whether the pre-rule peasias clearly understood and universally applied.

In short, there is nothing in the rule to overcahme statutory analysis.
3. Statutory construction.

It could be argued that the phrase in the curr@ttute "received as retirement
income" must have some meaning. Generally, eacH moa statute is presumed to have some
meaning and must be given some effect. If alfitistions from qualifying pensions and annuities
were to be subtracted from federal taxable incaime,statute could just say: "There shall be
deducted from federal taxable income . . . amawectsived by taxpayers under age 65 from pensions
and annuities, paid from [a qualified plan.]" Téewould be no need to mention "retirement

income" at all.
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This argument has some merit. The language, hawiswdearly a holdover from the
old statutory scheme. As originally drafted, thegse did have independent significance. It now
appears to be a derelict, rather than the resatooinscious legislative choice.

B. Argumentsin favor of disallowing a subtraction for " early" distributions
from qualifying pensions and annuities.

1. Statutory construction.

This is essentially the argument refuted abovee ditrase "received as retirement
income"” must have some effect. Even if the languiaga carryover, it is language that was
consciously retained by the drafters and must bengsome effect.

The federal provisions incorporated in the statinéedesigned primarily for retirees.
The funds are generally designed to remain invested later in life. There are penalties for
premature distributions. The legislature, by ushegphrase "retirement income" was recognizing
this purpose. They also recognized, presumalayntiiitary personnel, law enforcement personnel,
firefighters, and some others typically retire lwefage 65. They wanted to give some recognition to
that fact, but not allow full benefits. Thus, ifch a pensioner had reached normal retiremenbage f
his or her occupations, the pension or annuity daqulalify as retirement income, even though the
"personal retirement exemption” was not availakle ¥or an IRA, the normal retirement age could
justifiably be set at 3B-the age necessary to avoid a penalty under teenll Revenue Code.

Section 72 of the Internal Revenue Code implies dmaage of 58 is a normal

retirement age for such distributions, at leaspimposes of determining whether a 10% additional
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tax should apply, and it refers to such tax asdenposed on "early distributions from qualified
retirement plans”. Distributions made on or aterdate on which the employee attains the age 59
are therefore not deemed to be early distributioninternal Revenue Code purposes. Distributions
made prior to age 29are early distributions under the Internal Reve@Guode.

Federal Regulation 81.408-1(c)(6) defines a "preneadistribution” as one which is
made to the individual before the individual attaage 52 (unless the individual has become
disabled. .. )"

Also, instructions for coding 1099R forms requittes 1099R to be coded as an early
distribution if the distribution is prior to age 3%ut to be coded as a normal distribution from a
plan, including a traditional IRA, if the employ&e{payer is at least 39 Accordingly, the Internal
Revenue Code and the Federal Regulations relatinopdividual retirement accounts have
determined that IRA distributions on or after ag2 &re "normal distributions”, but distributions
prior to age 52 are "premature distributions.”

2. Longstanding administrative inter pretation.

The rule is consistent with legislative intent as @t above. It gives effect to the
phrase "as retirement income" in the statute.

Moreover, it has been the Commission's publicliest@osition for almost 10 years.
Arguably, it applies a previously existing admirasive position. There was no public dissent when
it was adopted. The legislature, which is presutodze aware of our published interpretations of

tax law, has not called the rule into question lamsl made no attempt to further clarify the statute.
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Under this theory, the Tax Commission should noterge a long-standing
administrative position without legislative apprbualess the position is completely unsupported by
the statute itself. The rule in this case is moégregious that it must be overturned.

[11. Conclusion

After a review of the above analysis, the Commisshas concluded that the
arguments in favor of allowing a subtraction far diktributions from qualifying pensions and
annuities are more persuasive than are the arganmefatvor of disallowing a subtraction for "early"
distributions from qualifying pensions and annuitid he Commission therefore determines that the
statute, U.C.A. 859-10-114(2), permits a credit'®onounts received by taxpayers under age 65 as
retirement income which . . . means pensions amadiides, paid from an annuity contract . . .
purchased by an employee under a plan which meetsegjuirements of section 408, Internal
Revenue Code. . .." The statute does not coataimimum age requirement, and it does not limit

the credit to payments received after a "normalengent age”.
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DECISION AND ORDER

Based upon the foregoing, it is hereby determireed the monies received by
Petitioner from his individual retirement account1998 and 1999 qualified for the retirement
income deduction provided by Utah Code Ann. 85918- The audit assessment is therefore
reversed, and the Petition for Redeterminatiorerglby granted. It is so ordered.

DATED this day of , 2003.

G. Blaine Davis
Administrative Law Judge

BY ORDER OF THE UTAH STATE TAX COMMISSION:

The Commission has reviewed this case and the sigded concur in this decision.

DATED this day of , 2003.
Pam Hendrickson R. Bruce Johnson
Commission Chair Commissioner
Palmer DePaulis Marc B. Johnson
Commissioner Commissioner

Notice of Appeal Rights. You have twenty (20) days after the date of thider to file a Request for
Reconsideration with the Tax Commission Appealg puisuant to Utah Code Anrb3-46b-13. A Request
for Reconsideration must allege newly discoverddence or a mistake of law or fact. If you do fileta
Request for Reconsideration with the Commissiae,dtder constitutes final agency action. You hiimiey
(30) days after the date of this order to pursdejal review of this order in accordance with U@bde Ann.
(159-1-601 and 63-46b-13 et. seq.

GBD/ssw/02-0902.fof
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