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)

REPLY BRIEF OF DEFENDANT
_________________________________________

Submitted: July 29, 2011
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Counsel for Defendant
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STATEMENT OF FACTS


The parties entered into a Marital Separation Agreement (MSA) dated July 25, 2007, which Agreement was incorporated but not merged into the parties’ Final Decree of Divorce, entered July 25, 2007.  Both of the salient paragraphs of the MSA  -  Paragraphs 8 a –f governing pension and retirement plans, and Paragraph 26, stating that Virginia law governs interpretation of the MSA - are attached hereto as Exhibit A.

In summary, Paragraph 8 provides that Wife shall be entitled to a portion of Husband’s retirement benefits payable to him from the Virginia Retirement System (“VRS”) and the Fairfax County Educational Employees Supplemental Retirement System (“ERFC”).  It was agreed that payment of Wife’s portion to her would commence when Husband retired and began to receive payments from the plans and that her portion would be based on Husband’s gross monthly pension, defined in paragraph 8.b as “1/12th of the total amount of the annual pension, prior to deductions for any purpose, including survivor benefits.”


Wife’s portion of the “marital share” was agreed to be expressed as one half times a fraction, the numerator of which is 393.4 months (the total number of months during Husband’s qualifying months of service while the parties were married) and the denominator which is the total number of months of service until Husband’s retirement.  The Agreement also provides that Wife’s share of the benefits would include any cost of living increases that Husband’s share receives.


Paragraph 8.d states that the “parties shall cooperate to obtain a court order, with standard provisions, for each of the two plans (VRS and ERFC), so that Wife shall receive her payments in each case directly from the plan administrator.  Payment will be an automatic direct payment to an account of Wife’s choosing.”(emphasis added.)


Paragraph 8.f provides Wife a choice with regard to survivor benefits. In pertinent part, the second paragraph of 8.f provides the following

Wife has the option to either receive survivor benefits or, if she chooses to waive survivor benefits, to purchase term life insurance on the life of Husband, at her own expense.  If Wife chooses to obtain a term life insurance policy on the life of Husband, Husband promises to fully cooperate in all necessary exams and disclosure of information, in order for the policy to be issued. Wife shall notify Husband within sixty (60) days of execution of this Agreement whether she will choose the survivor benefits option or the term life insurance option. (emphasis added.)

            Wife never informed Husband of what her election was under this Paragraph within the requisite 60 days after the Agreement was executed. Prior to his retirement on July 1, 2010, Husband made numerous attempts to determine whether Wife had decided to select the survivor annuity from the retirement plans or whether she would be purchasing the term life insurance. The only information that Wife would provide was that she did not want a reduced pension.  Consequently, when Husband retired he selected an unreduced single life annuity option without survivor benefits from both plans.

            Subsequently, Wife, with Husband’s cooperation, obtained the requisite term life insurance policy on Husband’s life. 

            As Wife’s attorney had not proceeded to draft or obtain approval of any domestic relations orders (DROs) from either retirement plan, Husband’s attorney proceeded to do so, without comment from Wife’s attorney, even though she was copied on all correspondence with the retirement plans. On August 30, 2010, VRS notified both attorneys the amended DRO was pre-approved by VRS and requested a certified copy of the entered Order. A copy of the approved VRS Order is attached hereto as Exhibit B. A copy of the approved ERFC Order is attached hereto as Exhibit C.

            Citing various issues with the DROs, Wife’s attorney subsequently submitted different orders to the retirement plans, which were also approved.  However, in her Motion, Wife seeks to have Husband pay her directly without regard to either set of orders. To this date, Wife has not authorized her attorney to sign either set of approved DROs.

            Since he has begun to receive retirement benefits on July 1, 2010, Husband has paid to Wife her share of the gross pension benefit from both plans because neither plan will distribute directly to Wife until an approved DRO is entered by the Court and submitted to each plan. Consequently, Husband seeks to have the Order acknowledging such payments (attached hereto as Exhibit D) entered by the Court in order to insulate him from any claims that he has not complied with the requirement of the parties’ Agreement that he pay spousal support until he begins to receive retirement benefits and payment of retirement benefits commence to Wife.

ISSUE PRESENTED

            Whether inclusion in the DROs of a paragraph describing taxability of Wife’s share of Husband’s retirement benefits results in a change of the terms of the parties’ Marital Settlement Agreement.
ARGUMENT

     1.
The DROs Contain Standard Provisions Regarding Tax Liability

Wife appears to have confused of the concepts of tax withholding and tax liability. Tax withholding is the means by which a taxpayer pre-pays taxes in an anticipation of what will be owed upon filing the return at the end of the year. If one is offered the option to have $0 withheld from the retirement plan distribution, it simply means that the taxpayer has not pre-paid any amount toward the taxes that will inevitably be owed at the end of the year. It does not mean that the amounts are not taxable at all.  The amount of taxes that are actually owed is determined once the taxpayer completes his or her tax returns at the end of the year.


Paragraph 8.d of the Agreement requires the parties to obtain DROs from both retirement plans, including the standard provisions, so that Wife will be receive payment of her share of the retirements directly from the plans. The tax language that is so offensive to Wife is merely a standard statement regarding liability for taxation on retirement benefits received pursuant to a DRO.

Paragraph 10 (J) “LIMITATIONS/INTERPRETATIONS OF ORDER” simply states that any tax liability that Wife may incur by receiving distributions of her share of retirement benefits from VRS shall be her responsibility. A similar statement is included in Paragraph 16 of the ERFC Order. Such a statement does not mean that she will or will not have tax liability – that will have to be determined each year when Wife completes her tax returns.

A requirement by either plan that Wife complete tax withholding forms merely represents the plan’s compliance with the Internal Revenue Code §3405 (26 U.S.C. §3405) mandatory withholding requirement for payment of retirement benefits. Payors of such benefits, such as VRS and ERFC, are required by §3405(a) to withhold minimum amounts from periodic payments of retirement annuities; recipients of retirement funds may elect to have either no withholding taken or an appropriate amount  taken out by completing the appropriate tax withholding forms.  Attached hereto as Exhibit E are the income tax withholding forms from both ERFC and VRS, which are virtually identical. Filling out such a form simply informs the retirement plan what percentage of her distribution that Wife wishes to have withheld. Wife’s argument that withholding of state and federal taxes under ERFC and VRS is vastly different is therefore incorrect.  Further, her position that Husband is somehow causing her retirement benefits to be taxable by having submitted DROs to the Court for division of his retirements is equally wrong.  Taxation of retirement benefits occurs by operation of law and cannot be caused or eliminated by contract.

2.
Retirement Benefits are Taxable to the Recipient under Federal and State Tax Laws


Wife's position is that since there is no mention of any tax liability for Wife in Paragraph 8, she did not anticipate owing any taxes on any retirement distributions that she receives pursuant to that paragraph. Therefore, she argues that she is not responsible for taxes on her share of the retirement distributions.  This is a mistaken conclusion. 

Virginia property settlement agreements are contracts and are subject to the same rules of construction that apply to the interpretation of contracts generally. Southerland v. Estate of Southerland,  249 Va. 584, 588, 457 S.E.2d 375, 378 (1995). See also Boedecker v. Larson, 44 Va. App. 508, 518, 605 S.E. 2d 764, 769 (2004).  


Further, in reviewing property settlement agreements, the Court “must gather the intent of the parties and the meaning of the language…from an examination of the entire instrument, giving full effect to the words the parties actually used.”  Hale v. Hale, 42 Va. App 27, ___, 590 S.E.2d 66, 67 (2003) and authorities cited therein.  


Faced with the silence of Paragraph 8 regarding the taxation of the retirement benefits, the Court must look to the four corners of the document in order to interpret the MSA as a whole. 
Paragraph 26 “GOVERNING LAW” of the MSA states that the “validity, enforceability and interpretation of this Agreement shall be determined and governed by the laws of the Commonwealth of Virginia.”

Applying this paragraph to the division of retirement benefits under the MSA, VA Code §58.1-322.A states in pertinent part that the “Virginia taxable income of a resident individual means his federal adjusted gross income for the taxable year.”  “Adjusted gross income” is defined in the Internal Revenue Code as, “in the case of an individual, gross income minus” allowable deductions. See 26 U.S.C.§62(a), et seq.  “Gross income” is defined to include “all income from whatever source derived, including (but not limited to) the following items: …Pensions….” See 26 U.S.C. §61(a)(11).  Clearly under these provisions of federal and state tax law, Wife’s pension distributions are taxable to her.


Wife’s argument raises the question of whether or not she is liable for any taxes on her retirement benefits since the MSA does not specifically require her to pay taxes.  This is a spurious argument on several levels. First of all, based on the discussion above, such payments are clearly taxable to Wife.  There is no exception for cases where the parties have divorced, dividing their retirement benefits between them with an agreement that does not incorporate the state and federal tax codes. Further, an MSA cannot possibly contain language applicable to all situations that may arise in its implementation.  Notably, for instance, Wife never objected to the taxability of her alimony payments for the three years that she received them pursuant to the MSA and nothing in Paragraph 2.a -f of the MSA states that these payments are includible in her income, even though such payments were taxable to Wife. (See 26.U.S.C. §71(a), et seq.)

Finally, the plain meaning of Paragraph 8.d requires the parties to obtain DROs in order to have Wife’s portion of the retirements paid directly to her.  Such a provision indicates that all indicia of the ownership of such payments should flow to Wife, including any tax liability.

In addition, if Husband were required to pay Wife’s tax liability it would make the agreement unworkable in that he would have no way of knowing what Wife’s liability was each year.  How could he possibly be held accountable for calculating what her taxes were on her distributions? Further, the payment of Wife’s taxes by Husband would in itself be a taxable event to Wife.  Old Colony Trust Co., et al. v. Commissioner of Internal Revenue, 279 U.S. 716, 49 S. Ct. 499 (1929). Such an interpretation was unanticipated by the parties and would indeed be an impermissible imposition by the Court of contract terms in violation of the holding of Caudle v. Caudle, 18 Va.App. 795, 797, 447 S.E.2d 247, 249 (1994).

Consequently, it is undeniable that once the retirement funds are separated and distributed to Wife they will be taxable to her both under the Internal Revenue Code and the Virginia Code.
 
3. Plain meaning of MSA indicates parties’ intent that Wife receives and is responsible for her own retirement distributions.


In her brief, Wife makes much of an alleged attempt by Husband to deny her the full amount of her retirement benefits because of the taxability language included in both of the approved DROs.  Further, Wife asserts that, since the MSA does not include such a provision, Husband is attempting to change their Agreement. Nothing could be further from the truth.


Wife's portion of Husband's retirement is being calculated based on the gross retirement received by Husband.  If the DROs are read carefully, it is apparent that Husband's total gross benefit is subject to the division and that a separate annuity for Wife is being created from her portion of Husband's benefit. 

A formula for dividing the benefits in both plans that is identical to that in Paragraph 8 of the MSA has been included in each of the DROs. The Approved Domestic Relations Order relating to Husband’s VRS benefit states in paragraph 6 “RETIREMENT” that Wife is entitled to 50% of the marital share.  “Marital Share” is defined identically to that in Paragraph 8 of the Agreement with the exception that the months accrued during the marriage have been rounded up by VRS to 394 months – which rounding inures to Wife’s benefit.  A similar result flows from Paragraph 8 of the ERFC DRO. ERFC requires the drafter of the Order to reduce the applicable formula to a percentage, which has been done in Paragraph 8, resulting in a payment of 47.3% of Husband’s retirement benefits to Wife.  Consequently, Wife is receiving all that she bargained for and there is no conflict between the DROs and the Agreement.

4.
VRS and ERFC are Governmental Plans Exempt from ERISA

It is equally apparent that Wife is confused about the application of the Employee Retirement Income Security Act of 1974 (“ERISA”) to governmental retirement plans in that she has cited authorities that refer to tax qualified retirement plans.  In particular, Wife cites the Boggs v Boggs, 520, U.S. 833, 117 S.Ct. 1754, 138 L.Ed.2d 45 (1997) case, which held that ERISA pre-empts state law regarding testamentary transfers of undistributed pension plan benefits. Wife’s citation of Boggs is inapposite for several reasons.  First, the DROs before the Court divide the Husband’s pensions pursuant to the domestic relations law contained in VA Code §20-107.3.  There is no testamentary transfer involved.  Further, ERISA does not apply to the retirement plans in question, as they are considered governmental retirement plans. (See 29 U.S.C. §1003(b)(1).  See also the holding in Rose v. Long Island Railroad Pension Plan, 828 F.2d 910 (C.A.2 (N.Y.), 1987).

A “governmental plan” is defined for ERISA purposes as a “plan established and maintained for its employees by the Government of the United States, by the government of any State or political subdivision thereof, or by any agency or instrumentality of any of the foregoing.”  29 U.S.C. 1003(b)(1). Clearly the Commonwealth of Virginia is a “State” and the County of Fairfax is a “political subdivision” within this definition. Both the VRS and ERFC are created by state statutes and maintained on behalf of employees of the State and the County.  Consequently, the application of ERISA is inapposite to them.  The division of retirement benefits under both plans is pursuant to Sec 51.1-802 of the Code of Virginia, not pursuant to the provisions of ERISA with regard to tax qualified plans, namely 26 U. S. C. §414(p) (which defines Qualified Domestic Relations Orders (QDROs)). 

In fact, the VRS Guide to Retirement Benefits and Divorce, which the plan distributes to those who are preparing the “Approved Domestic Relations Orders” or “ADROs” used to divide VRS benefits upon divorce clearly states that “VRS is not an ERISA plan. VRS cannot accept the same type of order used by ERISA plans as an ADRO.”  See page 3 of the Guide attached hereto as Exhibit F. Husband followed this proviso in preparing and obtaining approval of the ADROs he submits to the Court at this time for entry.


Consequently, any reference to the DROs approved by VRS and ERFC as “QDROs” is incorrect, and authorities interpreting QDROs dividing assets of tax qualified private retirement plans are inapplicable to the present case.

5.
The parties’ intent is for Wife to receive her pension directly from the retirement plans.


The plain meaning of Paragraph 8.d was that the parties were required to cooperate to obtain a court order, for each of the two plans so that Wife would receive her portion of each pension directly from the retirement plans.  To read any other meaning into this paragraph would be to impose on the parties terms that were not negotiated in 2007 when the parties signed the MSA.  The fact that Husband has been paying Wife direct payments in the amount of her share of his gross pension benefits does not negate Paragraph 8.d, but rather is Husband’s attempt to comply with the Agreement’s requirement that Wife begin to receive her share from the plans upon Husband’s retirement. (See MSA Paragraph 2.e).  In fact, the division of these assets would have easily occurred as many as eight months ago if Wife had not delayed such by first failing to seek her own DROs, then insisting on seeking her own DROs, and then abandoning those orders for her current preference to be paid every month by Husband instead of by the retirement plans.  


As a result of Wife’s heel dragging, Husband has incurred attorney’s fees of $__________ (See Exhibit G), most of which would have been unnecessary if Wife had been responsive with regard to Husband’s DROs in the first place.

CONCLUSION

The inclusion in the DROs of a paragraph describing taxability of Wife’s share of Husband’s retirement benefits results in no change of the terms of the parties’ Marital Settlement Agreement, but rather gives effect to those terms.  It is clear that the parties intended to have DROs approved by the plans and for Wife to be paid her share directly by the plans.  Further, the approved DROs divide Husband’s gross benefits, as required by the MSA. There is no requirement under the MSA that Husband continue to pay Wife her share of his pensions once such DROs are entered by the Court and she begins to receive distributions from VRS and ERFC.  Further, under state and federal tax law, Wife is required to pay her own taxes on her share of the retirement benefits, and to impose any obligation on Husband to pay Wife’s taxes, or continue to pay her monthly benefits, would represent an essential change in the parties’ agreement.


Consequently the Court should enter all three Orders presented by Husband in his Motion, grant him attorney’s fees, costs and expenses incurred with regard to this Motion, and any and all other relief as the Court deems just.






Respectfully submitted,






HUSBAND





BY:_____________________________






****





Counsel for Defendant




