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I n Decenber 1989, followng P s retirenent, P began
receiving annual distributions from his individual
retirement account (IRA). At that tinme, P was 55 years
ol d. The distributions were intended to constitute a
series of substantially equal periodic paynents within

the purview of sec. 72(t)(2)(A(iv), I.RC, so as to
avoid P's having to pay the 10-percent tax pursuant to
sec. 72(t)(1), I.RC In Novenber 1993, after five

di stributions of $44,000 each had been nade, and when P
attained age 59-1/2, P received $6,776 fromhis IRA In
the notice of deficiency, Rdeterm ned that the Novenber
1993 distribution inpermssibly nodified the series of
substantially equal periodic paynents within the 5-year
period beginning on the date of the first distribution,
and therefore the 10-percent recapture tax under sec.
72(t)(4), I.R C, should be inposed on all distributions
P received prior to attaining age 59-1/2. P cont ends
that the series of substantially equal periodic paynents



was conpleted with the fifth distribution in January
1993, or in the alternative, that the Novenber 1993
distribution represented a cost-of-living adjustnent.
Hel d: P nodified the series of substantially equal
periodi ¢ paynents by receiving the $6,776 fromhis IRAin
Novenber 1993 prior to the close of the 5-year period
beginning on the date of the first distribution in
Decenber 1989, and is therefore subject to the 10- percent
recapture tax on all distributions received prior to
attaining age 59-1/2, as provided in sec. 72(t)(4),
. R C Hel d, further: P failed to prove that the
Novenber 1993 distribution constituted a permssible
cost-of-1living adjustnent.

Robert C. and Nancy L. Arnold, pro sese.

M chael F. O Donnell and George W Bezold, for respondent.

JACOBS, Judge: Respondent determ ned a $21, 221 deficiency in
petitioners' Federal income tax for 1993. The deficiency arises
due to the inposition of the 10-percent recapture tax under section
72(t)(4), which was triggered by a Novenber 1993 distribution to
Robert C. Arnold (hereinafter petitioner) from his individual
retirement account. The sole issue for decision is whether the
Novenmber 1993 distribution inpermssibly nodified a series of
substantially equal periodic paynents.

Al'l section references are to the Internal Revenue Code in
effect for the year in issue, and all Rule references are to the

Tax Court Rules of Practice and Procedure.
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Sone of the facts have been stipul ated and are so found. The
stipulated facts are incorporated in our findings by this
ref erence.

FI NDI NGS OF FACT

At the time petitioners filed their petition, they resided in
Del afi el d, W sconsi n.

Backgr ound

From approximately 1956 until 1987, petitioner was a 50-
percent sharehol der and vice president of ARCO Industries (ARCO,
a Wsconsin corporation that manufactured chemcals for the
SwWi nm ng pool industry. Carl Urich, who served as president of
ARCO, owned the remai ni ng 50-percent interest in ARCO

In 1987, petitioner and M. Urich sold their interests in
ARCO to Sowhite Chemical Corp. (Sowhite Chemcal), another
W sconsin corporation in the same business as ARCO and petitioner
then retired. Sowhite Chem cal agreed to pay the purchase price
for petitioner's and M. Urich's interests in ARCOthrough nonthly
install ments over an 1ll-year period. The anount of petitioner's
nonthly installnment was approxi mately $7, 488. In October 1993,
Sowhite Chem cal filed for bankruptcy protection and st opped nmaki ng
paynments to petitioner.

| RA Distributions

When petitioner sold ARCO, he rolled his qualified pension

plan into an individual retirenent account (IRA). In 1989,



petitioner retai ned EMJAY Corp. (EMIAY), an actuary, to calcul ate
t he needed series of substantially equal periodic paynents fromhis
| RA (pursuant to section 72(t)(2)(A)(iv)) to avoid the inposition
of the 10-percent tax on premature distributions under section
72(t)(1). In a Decenber 5, 1989, letter, an executive vice
presi dent of EMIAY advi sed petitioner of the different cal cul ation
met hods petitioner could enploy.! Petitioner elected the
cal cul ation nmethod that all owed himto recei ve annual distributions
of approxi mately $44, 000.

| n Decenber 1989 when petitioner was 55 years old,? he began
receiving annual distributions from his |IRA The distributions

frompetitioner's |RA were as foll ows:

Decenber 1989 $44, 000
January 1990 44, 000
January 1991 44, 000
January 1992 44, 000
January 1993 44, 000
Novenber 1993 6, 776

Petitioner received the $6,776 distribution in Novenber 1993 to
conpensate for the |ack of paynent by Sowhite Chem cal after it
filed for bankruptcy. In Novenber 1993, petitioner was over the

age of 59-1/2.

! The three perm ssible nmethods for cal cul ating the
series of substantially equal periodic paynents under sec.
72(t)(2)(A) (1v) are provided in Notice 89-25, QA-12, 1989-1 C. B
662, 666. The parties agree that the nethod sel ected by
petitioner satisfies the requirenments of Notice 89-25.

2 Petitioner was born on Mar. 3, 1934.



Noti ce of Deficiency

In the notice of deficiency, respondent determ ned that the
Novenber 1993 distribution to petitioner was an inpermssible
nmodi fication of a series of substantially equal periodic paynents.
As a result, respondent determ ned that the 10-percent recapture
tax under section 72(t)(4) should be inposed on all distributions
made prior to the date petitioner attained age 59-1/2.

OPI NI ON

The sole issue for decision is whether the Novenber 1993
distribution frompetitioner's IRAinpermssibly nodified a series
of substantially equal periodic paynents so as to trigger the
i nposition of the 10-percent recapture tax under section 72(t)(4).

Cenerally, anmounts distributed froman IRA are includable in
gross incone as provided in section 72. Sec. 408(d)(1).
Additionally, a 10-percent tax is i nposed under section 72(t)(1) on
any distribution that fails to satisfy one of the exceptions for
premature distributions as provided in section 72(t)(2). Section
72(t)(2) states in pertinent part:

(2) Subsection not to apply to certain distributions.

--Except as provided in paragraphs (3) and (4),

paragraph (1) shall not apply to any of the follow ng

di stri butions:

(A) In general.--Distributions which are--

* * * * * * *

(1v) part of a series of
substantially equal periodic
paynments (not less frequently than
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annual ly) nmade for the life (or
life expectancy) of the enployee or
the joint lives (or joint life
expect anci es) of such enpl oyee and
hi s designated beneficiary * * *

72(t)(4)°® dictates, however, that if the series of

substantially equal periodic paynents (which otherw se is excepted

fromthe 10-percent tax) is subsequently nodified (other than by

reason of death or disability) within a 5-year period begi nning on

the date of the first distribution, then the 10-percent tax under

3 Sec.

72(t)(4) states in part:

(4) Change in substantially equal paynents.--

(A)

In general .--1f--

(i) paragraph (1) does not apply
to a distribution by reason of
par agraph (2) (A (iv), and

(1i) the series of paynents under
such paragraph are subsequently
nodi fied (other than by reason of
death or disability)--

(I') before the close of
the 5-year period

begi nning with the date
of the first paynent and
after the enpl oyee
attains age 59-1/2, or

(I'l) before the enpl oyee
attains age 59-1/ 2,

the taxpayer's tax for the 1st taxable year in which
such nodi fication occurs shall be increased by an

anount ,

determ ned under regul ations, equal to the tax

whi ch (but for paragraph (2)(A)(iv)) would have been

i nposed,

plus interest for the deferral period.



section 72(t)(1) wll be inposed retroactively on prior
di stributions made before the taxpayer attains age 59-1/2, plus
interest. This retroactive application of the 10-percent tax under
section 72(t)(4) is known generally as a recapture tax. See infra.

Petitioners contend that the Novenmber 1993 distribution of
$6, 776 did not inperm ssibly nodify a series of substantially equal
periodi c paynents. Petitioners make two principal argunents in
support of this claim

First, petitioners contend that the Novenber 1993 di stri bution
occurred after the series of substantially equal periodic paynents
was conpleted in January 1993, and thus no nodification occurred.
Respondent asserts that petitioners' contention contradicts the
pl ai n | anguage of section 72(t)(4) which requires no nodifications
wi thin a 5-year period. Respondent notes that in this case the 5-
year period beginning with the date of the first distribution ran
from1989 t hrough 1994. Thus, respondent argues, the Novenber 1993
distribution was premature and hence inperm ssibly nodified the
series of substantially equal periodic paynents.

Respondent's position is supported by the | egislative history
of section 72(t). The conference report acconpanying the Tax
Ref orm Act of 1986, Pub. L. 99-514, 100 Stat. 2085, supports the
proposition that the period described in section 72(t)(4)(A) (ii)

must be conpl eted before further distributions can be received to
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avoid inposition of the 10-percent recapture tax under section
72(t) (4):
In addition, the recapture tax will apply if an

i ndi vi dual does not receive paynents under a nethod that

qualifies for the exception for at |east 5 years, even if

the method of distribution is nodified after the

i ndi vi dual attains age 59-1/2. Thus, for exanple, if an

i ndi vi dual begins receiving paynents in substantially

equal installnments at age 56, and alters the distribution

method to a formthat does not qualify for the exception
prior to attai nnment of age 61, the additional tax will be

i nposed on anounts distributed prior to age 59-1/2 as if

t he exception had not applied. The additional tax wll

not be i nposed on anounts distributed after attai nnent of

age 59-1/2. This 5-year mninum payout rule is waived

upon the death or disability of the enpl oyee.

H Conf. Rept. 99-841, at I|1-457 (1986), 1986-3 C.B. (Vol. 4) 1,
457. It is evident that the 5-year period in section 72(t)(4)
closes at the end of 5 years from the date of the first
distribution; it does not end on the date of the fifth annual
distribution pursuant to a series of substantially equal periodic
annual paynents.

In the case herein, petitioner received the fifth distribution
fromhis IRA in January 1993, slightly nore than 3 years fromthe
date of the first distribution. Under section 72(t)(4), petitioner
was required to wait until sometine in Decenber 1994 before he
could receive additional distributions that would avoid nodifying
the prior series of substantially equal periodic paynents. He did
not neet the required waiting period. Instead, petitioner received
his distribution in Novenber 1993, prior to the cl ose of the 5-year

period as provided in section 72(t)(4).



Next, petitioners argue that the Novenber 1993 distribution
was part of a cost-of-living adjustnent which respondent concedes
woul d be a permi ssible nodification to the series of substantially
equal periodic paynents during the applicable 5-year period. See
Staff of Joint Comm on Taxation, General Explanation of the Tax
Ref orm Act of 1986, at 717 (J. Comm Print 1987). 1In this regard,
petitioners note that the $6,776 distribution, spread over the
|atter 4 years of distributions, was only a 3. 65-percent increase
over the prior $44,000 distributions and "was well wthin the

limts of a reasonable cost of living adjustment (CLA), and thus

not a nodification."

Respondent cl ains, and we agree, that petitioners have failed
to prove that the purpose of the Novenber 1993 distribution was to
serve as a cost-of-living adjustnent. Rul e 142(a); Welch v.
Hel vering, 290 U.S. 111 (1933). Petitioners did not put forth any
evidence of the appropriate cost-of-living adjustnent for the
rel evant time period, nor did they explain howthey arrived at the
figure calculated or why the adjustnent was nade in the formof a
| unp- sum paynent in Novenber 1993 (rather than allocated over each
of the years).

Petitioner testified that the Novenber 1993 distribution was
received after Sowhite Chem cal filed for bankruptcy protection in
Cct ober 1993 and ceased making its nonthly install nent paynments to

him Thus, it is evident that petitioner received the distribution
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as aresult of a financial hardship when his nonthly cash fl ow was
suddenly reduced. However, no exception exists under section 72(t)

for financial hardship. See Duffy v. Conm ssioner, T.C Meno.

1996-556; Pulliamv. Conm ssioner, T.C. Menp. 1996-354.

The | egislative purpose underlying the section 72(t) tax is
that "premature distributions fromIRA s frustrate the intention of
saving for retirenent, and section 72(t) discourages this from

happening." Dwer v. Conm ssioner, 106 T.C 337, 340 (1996); see

also S. Rept. 93-383, at 134 (1973), 1974-3 C.B. (Supp.) 80, 213.
In order to avoid the section 72(t) tax, petitioners nust show t hat
t he Novenber 1993 distribution falls within one of the exceptions
provi ded under section 72(t)(2)(A). They have not done so.
Consequently, we hold that the Novenber 1993 distribution
inpermssibly nodified a series of substantially equal periodic
paynents. Thus, the 10-percent recapture tax under section
72(t)(4) is applicable to all distributions petitioner received
prior to the date he attained 59-1/2.

To reflect the foregoing,

Deci sion will be entered

for respondent.




