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Newman v. Commissioner, 68 T. C. 433 (1977)

Interest  credited to a  state retirement system account does not  qualify  as  tax-
exempt  interest  on  state  obligations  and  is  not  constructively  received  until
distributed or made available without significant penalty.

Summary

In Newman v. Commissioner, the U. S. Tax Court ruled that interest credited to Paul
Newman’s account in the New York State Employees’ Retirement System was not
tax-exempt interest under IRC sec. 103(a)(1) nor was it constructively received by
Newman in the years it  was credited.  Newman,  a  state employee,  argued that
interest  credited  to  his  retirement  account  should  be  excluded  from his  gross
income as part of his investment in the contract under IRC sec. 72. The court held
that the interest was neither interest on state obligations nor taxable to Newman
until  he retired, as it  could only be accessed by resigning and withdrawing his
contributions, which constituted a significant penalty.

Facts

Paul Newman, a New York State employee from 1933 until his retirement in 1971,
was a mandatory member of the New York State Employees’ Retirement System. His
contributions to  the system were deducted from his  salary and credited to  his
individual annuity savings account, which also earned interest at a rate of 4% per
year,  compounded  annually.  Upon  retirement,  Newman  received  a  monthly
retirement  allowance  comprising  an  annuity  (funded  by  his  contributions  and
interest) and a pension (funded by the State). Newman argued that the interest
credited to his account should be excluded from his gross income either as tax-
exempt interest on state obligations or as part of his investment in the contract
under IRC sec. 72.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Newman’s federal
income tax for 1971 and 1972, including the interest credited to his retirement
account in his gross income. Newman and his wife filed a petition with the U. S. Tax
Court challenging this determination. The Tax Court reviewed the case and issued a
decision in favor of the Commissioner.

Issue(s)

1.  Whether  the  interest  credited  to  Newman’s  retirement  account  constitutes
interest on the obligations of a state within the meaning of IRC sec. 103(a)(1)?
2. Whether the interest credited to Newman’s retirement account was constructively
received by him in the years it was credited?

Holding
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1.  No,  because the interest  credited to Newman’s account was not  interest  on
obligations incurred by the State in the exercise of its borrowing power.
2. No, because the interest was not made available to Newman without significant
penalty prior to his retirement.

Court’s Reasoning

The court reasoned that the interest credited to Newman’s account did not qualify
as tax-exempt interest  under IRC sec.  103(a)(1)  because it  was not interest  on
obligations incurred by the State in the exercise of its borrowing power. The court
cited precedents establishing that the exclusion applies only to interest paid on
obligations incurred in the exercise of a state’s borrowing power, intended to aid
states in borrowing funds. The contributions to the retirement system were held for
the benefit of the employees and were not borrowed by the State. Additionally, the
court held that the interest was not constructively received by Newman in the years
it was credited because it was only available to him upon resignation from his job, a
significant  penalty  under  the  doctrine  established  in  Estate  of  Berry  v.
Commissioner.  The  court  emphasized  that  the  interest  was  taxable  only  when
actually distributed or made available to Newman without significant penalty, which
occurred upon his retirement.

Practical Implications

This decision clarifies that interest credited to state retirement system accounts is
not tax-exempt under IRC sec. 103(a)(1) unless it is interest on state obligations
incurred in the exercise of borrowing power. It also establishes that such interest is
not  taxable until  it  is  actually  distributed or made available without significant
penalty.  Attorneys  should  advise  clients  that  contributions  to  state  retirement
systems and the interest earned on those contributions are generally not tax-exempt,
and the interest is only taxable upon distribution. This ruling may influence how
similar cases involving state and local government retirement systems are analyzed,
potentially  affecting  tax  planning  for  public  employees.  Subsequent  cases  have
followed  this  reasoning,  reinforcing  the  distinction  between  interest  on  state
obligations and interest credited to retirement accounts.


