g .

BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
)
VIRG L m. AND JEANNE P. MONEY )

For Appellants: Frank D. Smth, Jr.

For Respondent: Mark McEvilly
Counsel

OPI NI ON

Thi s appeal is nade pursuant to section 18593

of the Revenue and Taxation Code fromthe action of the

Franchi se Tax Board on the protest of Virgil M and

Jeanne P. Money agai nst a proposed assessnment of addi-

tional personal income tax in the anount of $3,382.51
‘ for the year 1977.
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The question presented by this appeal is whether
respondent properly included in appellants” California
I ncome pension annuity paynents received by them while
they were residents of California, "Appellant" herein
shall refer to Virgil M Mney, Jeanne P. Mney being
i ncluded as an appellant only because she filed a joint
tax return with her husband.

In 1974, appellant retired fromthe United
States Air Force, and in July of that year he began to
receive monthly military pension benefits. At that tine
he was a resident of Florida. Sometime before 1977,
appel |l ant became a California resident and has remained
a resident to the present.

Appel  ant nmade no contributions to his retire-
ment plan. He had no right to a lunp sumon retirenent,
and his pension benefits were received in the form of
an annuity. Hs retirenent plan did not provide for
survivor benefits in the event of his death, but he has
apparently made nonthly contributions since his retirement
to a survivor benefit plan so that his wife will receive
continuing, smaller annuity payments should he predecease
her.

In 1977, while a California resident, appellant
recei ved -pension income of $15,032, but did not report
any of that anount on his 1977 California personal incone
tax return. Respondent determned that the pension pay-
ments received should have been included in appellants
taxabl e incone and issued a proposed assessnment reflecting
that inclusion. Appellants protested, but the assessnent
was affirmed, and this appeal followed.

Appel l ant contends that his mlitary pension
benefits are not taxable by California because his bene-
fits accrued while he was in the mlitary, before he
became a resident of California.

Section 17041 of the Revenue and Taxation Code,
as it read before January 1, 1983, stated that the per-
sonal inconme tax is to be inposed on the entire taxable
income of every resident of this state, regardless of the
source of the incone, and upon the incone of nonresidents
which is derivqd fromsources within California. The
policy behind California s personal income taxation of
residents is to ensure that individuals who are physically
present in the state, enjoying the benefits and protec-
tions of its laws and governnent, contribute to Its
support, regardless of the source of their incone. (See
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former Cal. Adm n. Code, tit. 18, reg. 17014-17016(a)
(renunbering to reg. 17014 filed Aug. 24, 1983 (Register
83, No. 35).) Pensions and annuities are specifically

i ncluded in incone. (Rev. & Tax. Code, §§ 17071, 17101.)
Mlitary pensions and retirement pay are entitled to a
limted exclusion which is not applicable here because
appel l ants' income exceeded the maxi mum allowed for the
excl usi on. (Rev. & Tax. Code, § 17146.7.)

Appellant's argunment that his mlitary retire-
ment'incone was not subject to tax because it accrued
before he became a resident is apparently based on
Revenue and Taxation Code section 17596, which states:

Wien the status of a taxpayer changes from
resident to nonresident, or from nonresident to
resident, there shall be included in determning
inconme fromsources within or wthout this State
as the case may be, incone and deductions accrued
prior to the change of status even though not
ot herwi se includible in respect of the period
prior to such change, but the taxation or deduc-
tion of itens accrued Prior to the change of
status shall not be affected by the change.

For a nunber of years this board has been con-
cerned with the increasing attenpts to give section 17596
a broad application. |t has | ong been our conviction that
this section was never intended to override fundanmental
tax principles regarding the taxation of residents, who
enjoy the benefits and protections afforded by this state,
and considerations of fairness, i.e., treating simlarly
situated taxpayers the sanme. Wth these considerations
in mnd, we have felt that section 17596 should be as
limted as possible in its application to prevent the
contravention of these fundanmental tax principles.

Wiile the need for limtation has been clear to
us, the delineation of limts has been troubl esone, in
great part because of the obscure | anguage of section
17596. W have struggled with interpreting this statute,
t he purpose of which i1's not self-evident.

In the Appeal of Bertram D. and G orian B.
Thomas, deci ded™ NGVEmber 1b19%] we attempted to inter-
pret the provisions of section 17596 so that they were
not in conflict with the principles of fairness and taxa-
tion of residents. W noted previous appeal s where we
had held that section 17596 was irrel evant when taxation
was i nposed on a source basis, because section 17596 deal s
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onIK with taxation affected by a change of residency, and

both residents and nonresidents are taxable on California-

source incone. (See Appeal of Minson E. and Dorot hy

Mbser, Order Denying Petition for Rehearing and Mcdifying

Opinion, Cal. St. Bd. of Equal., June 23, 1981, Appeal of
e ne
Cal

Ray R__and Nellie A Reeves, Cal. St. Bd. of Equa
28, 1979; Appeal of John J. and Virginia Baustian,
St. Bd. of Equal., March 7, 1979.)

By exam ning the |anguage of section 17596 and
other provisions of the Revenue and Taxation Code,. such
as those providing credits for taxes paid to other states
(Rev. & Tax. Code, §§ 18001-18002), we concluded that the
section musthave been intended to prevent double taxation
of incone on a non-source jurisdictional basis when tax-
payers change their residency status. Desiring to provide
a distinct, admnistratively feasible guideline, we set
forth the broad rule that section 17596 was inapPIicabIe
unl ess, after a taxpayer changes residency, Calitornia and
another state are taxing the same incone on a non--source
basi s.

As we explained in the Thonas appeal, we felt
that our analysis and rule were reasonable and satisfied
the policies with which we were concerned. Qur decision
in Thomas, however, apparentlz engendered confusi on and
concern on the part of both the Franchise Tax Board and
a nunber of taxpayers. For this reason, and because we
feel it is inportant to have the limts of section 17596
as clearly and fairly defined as possible, we have
re-exam ned our analysis and rule in Thomas. .As nore
fully explained bel ow, our re-examination has led us to
believe that we ascribed too significant a purpose to -
section 17596 when we concluded that it was intended to
prevent doubl e taxation

As we stated previously, the purpose of section
17596 is not self-evident. W have discovered only one
comrentary on that section, but it has been a very
instructive one. That commentary states that section
17596 was designed nmerely to prevent California from
treating accrual and cash basis taxpayers differently
when they changed residency and were subject to taxation
by California on the basis of their residency. (A tmn.
& Keesling, Allocation of Incone in State Taxaticn, (24
ed. 1950% pp. 54-55.) Consistent treatnent was sccom-
plished by putting all taxpayers on the sane accounting
met hod, nanely, accrual. This explanation is persuasive
because it nmakes the otherw se obscure |anguage of the
statute nore intelligible.
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~If this is the purpose of section 17596, it is
a very limted one. So construed, this section' would not
consistently infrin?e on the application of the nost
fundanental principles of taxation of residents. Because
of this limted purpose, it would seem that section 17596
was designed to apply only when two conditions are satis-
fied: (1) when California's sole basis for taxation is
the taxpayer's residency, and (2) when that taxation woul d
di ffer depending on whether the taxpayer used the accrual
or the cash nethod of accounting.

Applying this tmo-pron%ed standard to appel -
lants' annuity income, we find that the first condition
is satisfied: California's only basis for taxing the
inconme is the taxpayers' residency in this state. How
ever, we find that the second condition is not satisfied,
because California's taxation of the annuity incone woul d
not differ between cash and accrual basis taxpayers. The
annuity provisions of Revenue and Taxation Code sections
17101 through 17112.7 nake no distinction between cash
and accrual basis taxpayers but treat all taxpayers as

if they were on the same method of accounting.. These
specific provisions that put all annuitants on the sane
met hod of accounting - make it unnecessary to use the
general provisions of section 17596 to achieve the sane
result. Appellants' annuity payments are, therefore,
taxable by California, and respondent's action nust be
sust ai ned.
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ORDER

Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,

| T 1S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Virgil M and Jeanne P. Money against a pro-
posed assessment of additional personal income tax In
the anount of $3,382.51 for the year 1977, be and the
sanme i s hereby sustai ned.

Done at Sacramento, California, this 13th day
2f pDecenper + 1983, by the State Board of Equalization

with Board Menbers Mr. Bennett, M. Collis, M. Dronenburg
and M. Nevins present.

_Wlliam M Bennett , Chai rman
Conway H Collis . Menber
~Ernest J. Dronenburg, Jr. , Menber
Richard Nevins 3 . Menber
, Member
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