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ALJ Determination Radically Changes New York Taxation
of Partners’ Retirement Income

By: Joseph Lipari and Carolyn Joy Lee

or the second time in less than a
year, a decision from the New
York State Division of Tax Ap-

peals substantially changed what was the
generally accepted view on an income
tax issue affecting hundreds of taxpay-
ers. Last month, in John E. McDermott,
Jr.1 Administrative Law Judge Thomas
Sacca held that U.S. Code Title 4, sec-
tion 114 (referred to herein as “Section
114”, prevented New York State from
taxing retirement payments made to Mr.
McDermott by a law firm from which he
had retired as a partner. Together with
the Tax Appeals Tribunal decision in the
stock option case, Stuckless,2 which we
wrote about last June, the Division of
Tax Appeals has significantly limited the
power of the New York State Depart-
ment of Taxation and Finance to tax non-
residents.

The facts in McDermott are rela-
tively easy to set forth. The taxpayer was
a resident of Florida and was previously,
from 1966 through 1998, a resident of
Connecticut. Beginning in 1965, he
practiced tax law at the law firm of
Coudert Brothers and was a partner at
that firm from 1970 until he retired on
December 31, 1997.3 Following his re-
tirement, he was entitled to receive re-
tirement payments under the Coudert
Brothers Partnership Agreement. Gen-
eral partners of the firm were compen-
sated each year by the annual payment of
shares in the firm’s profits. The number

of profit shares was determined annually
by the firm’s compensation committee.

Retirement payments were deter-
mined under Article 8D of the Partner-
ship Agreement. The provisions of this
Article provided that retired partners
would receive, for a period of years fol-
lowing retirement, payments based on
the number of years the partner was a
partner and his profit shares during such
time. In general, partners received retire-
ment payments based on 20 percent of
the highest number of profit shares held
by the partner during any of the ten years
prior to retirement. A retired partner
would receive such payments for 14
years if the partner was employed by
Coudert for 20 years and would increase
by one year for every five years the re-
tired partner was employed over 20
years.

As of December 31, 1997, Mr.
McDermott’s “period of firm associa-
tion” ceased.
Since he was employed by the firm for
33 years, including service as an associ-
ate, he was entitled to retirement pay-
ments over 16 years, from 1998 through
2013, equal to 20 percent of his highest
number of profit shares. The ALJ noted
that since the retirement provisions were
fixed in the Partnership Agreement, Mr.
McDermott’s rights to the payments ac-
crued year-by-year over his years of ser-
vice and were “fully earned” as of the
date of his retirement. The ALJ stated

“Petitioner’s rights to payment of retire-
ment compensation were fixed, as they
accrued each year, and the firm could
not, unilaterally, reduce or eliminate
them.”

Mr. McDermott performed no ser-
vices for the firm in 1998. Under the re-
tirement provisions he received
$118,601, as his retirement payment un-
der Article 8(D). The firm issued him a
New York State Form K-1 showing the
$118,601 as his share of partnership in-
come and providing that $47,713 was al-
locable to New York State under the
firm’s allocation percentage. The ALJ
also noted that “The law firm inserted
the following message on the Form K-1:
‘Retirement Income Payments are retire-
ment income paid to a retired partner
over a period of fourteen years or for life
pursuant to a non-qualified deferred
compensation plan sponsored by the
firm.’“ Mr. McDermott reported all of
the retirement payments to his state of
residence, Connecticut, and paid income
tax thereon.

When Mr. McDermott was issued
the profit shares under the retirement
provisions of the Partnership Agree-
ment, the amount of the profits to be re-
alized in future years could not be known
and would necessarily vary over the 16
year payout period. Between 1998 and
2003, the value of each profit share var-
ied between $9,874 and $11,364.

The New York State Division of
Taxation issued a Notice of Deficiency
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to Mr. McDermott, claiming that the
partnership distribution is considered
New York source income. The Tax Di-
vision stated “Your interest in the part-
nership Coudert Brothers was not com-
pletely liquidated prior to you [sic] retir-
ing. Since you maintained an interest in
this partnership the income you received
is not considered retirement income.”

In his opinion, the ALJ began by
noting that, under the Tax Law, the pay-
ments to Mr. McDermott were subject to
tax by New York. As a nonresident of
the state, he would be taxable on income
“derived from or connected with New
York sources….”4 New York source in-
come includes income “attributable to a
business, trade, profession or occupation
carried on in New York State.5 The ALJ
noted that Mr. McDermott conceded that
the income qualifies as New York source
income. He argued, however, that New
York is precluded from imposing an in-
come tax on such payments as they con-
stitute retirement income within the
meaning and intent of section 114 of Ti-
tle 4 of the United States Code.6

The ALJ noted that Section 114
contains two conditions to the prohibi-
tion of state taxation of nonresident re-
tirement income. The first condition is
that the retirement plan be one described
in Internal Revenue Code section
3121(v)(2)(C).7 The ALJ relied on the
regulations under this section stating that
the “plan, program or arrangement must
provide for the deferral of compensa-
tion…and that the material terms of the
plan must be in writing, i.e., the method
or formula for determining the amount
of deferred compensation and the time
when it will be distributed.”8 The ALJ
further noted that a plan provides for the
deferral of compensation “only if there is
a legally binding right to the compensa-
tion during a calendar year and that un-
der the terms of the plan, such compen-
sation is payable in a later year.” As
such, the amount of compensation may
not be “unilaterally reduced or elimi-
nated after the services creating the right
to compensation have been performed.”
However, “compensation is not consid-
ered subject to elimination or reduction
merely because it may be reduced or
eliminated by the objective terms of the

plan such as…investment losses or de-
creases in compensation.”9

The ALJ reviewed the relevant pro-
visions of Article 8(D) of the Partnership
Agreement and concluded both that the
payments were compensatory in nature
and that the material elements of the plan
were set forth in the Agreement which
provided a formula for determining the
amount of deferred compensation and
the period of time during which it will be
paid. Finally, it again noted that Coudert
Brothers could not, unilaterally, reduce
or eliminate the rights of the retired part-
ners.

The second condition of Section
114 is that the retirement income be part
of a series of substantially equal periodic
payments made for a period of not less
than 10 years.10 After noting that Section
114 does not define the phrase “substan-
tially equal periodic payments”, the ALJ
noted Internal Revenue Code section
402(c), relating to rollovers from quali-
fied defined contribution plans, contains
the same requirement.11 Relying on the
regulations under that section,12 the ALJ
noted that the requirement of “substan-
tially equal periodic payments” would be
satisfied by a “Declining Balance of
Years” methodology of amortization.
That methodology provides for pay-
ments to the retiree equal to an amount
computed by dividing (i) the total
amount to be paid under the plan by (ii)
the remaining number of years under
which payments are to be made. Thus, if
a plan had a 10 year payout, in year 1 the
plan would pay out 1/10 of the amount
in the plan, in year 2 the plan would pay
out 1/9 of the remaining assets in the
plan, and so forth until year ten when the
remaining balance of the plan would be
paid out. This methodology “allows the
amortization of the retirement obligation
over the specified payout period, in a
uniform manner, while accounting, auto-
matically, for differing annual profits
and losses that will affect the payment of
the obligation.” The Tax Division had
previously issued an advisory opinion,
TSB-A-96(7)I, accepting that the “De-
clining Balance of Years” methodology
of amortization satisfied the require-
ments of Section 114 in the context of a
deferred compensation arrangement.

Under the Coudert Brothers plan,
the value of the profit sharing obligation
rises and falls annually, based on the
firm’s performance. The ALJ concluded
that “Although the amount paid to peti-
tioner each year will be different, the
method employed to determine that
amount is consistent throughout the pe-
riod of the retirement payments…. The
ALJ concluded that the payments consti-
tute retirement income from a plan de-
scribed in Code section 3121(v)(2)(C)
and are part of a series of substantially
equal periodic payments made for a pe-
riod not less than 10 years.

The Tax Division’s main argument
was that the distribution of a share of
partnership income to a partner who still
maintains a capital account with the firm
cannot be characterized as retirement in-
come. In the same vein, the Division ar-
gued that Section 114 did not apply to
the taxpayer because he was a partner,
not an employee of the firm. Finally, the
Division argued that the Coudert Broth-
ers plan did not satisfy the “substantial
equal periodic payments” requirement
since the payments fluctuated with the
profits of the firm.

The ALJ noted that whether some-
one is a partner is a question of fact13 and
that sharing of profits, while a factor, is
not determinative “since such an ar-
rangement may be merely the method to
accomplish some other purpose, such as
the payment of retirement benefits.”14

The ALJ relied on the Coudert Brothers
partnership agreement which provided
that a retiring partner was to withdraw
from the partnership and concluded that
Mr. McDermott was no longer a partner
of the firm. The ALJ then dismissed the
Tax Division’s argument on the fluctuat-
ing payments relying on the Treasury
regulations and the Technical Services
Bureau Advisory Opinion described
above concerning the Declining Balance
of Years methodology.

If this case is upheld by the Tax Ap-
peals Tribunal, there could be a signifi-
cant impact on retirement plans of law
and accounting firms in New York. Alt-
hough it was not clear that retirement
payments to former partners were in-
tended to be covered by Section 114, the
Tax Division has so far been unable to
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demonstrate an adequate reason to ex-
clude them from coverage.15 It is not
clear that the payment structure of the
Coudert Brothers plan is commonly em-
ployed. Nevertheless, the case does set
forth criteria that could be copied by
other firms without too much difficulty
by providing for a 10 year pay-out and
requiring complete withdrawal from the

partnership. Moreover, plans can be
amended in many cases to conform more
explicitly to the “substantial equal peri-
odic payments” requirement if the provi-
sions of the Coudert Brothers plan are re-
jected on those grounds.

One bit of irony arising from this
case is that Coudert Brothers is in the
process of dissolving. We are unaware

what, if anything, will happen with re-
spect to the firm’s obligations to its re-
tired partners or whether Mr. McDer-
mott, himself, will receive the full re-
quired pay out.
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