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Richards v. Commissioner, 57 T. C. 278 (1971)

Distributions from a profit-sharing plan must be total and on account of separation
from service to qualify for capital gains treatment under IRC § 402(a)(2).

Summary

In Richards v. Commissioner, the Tax Court ruled that partial distributions from a
profit-sharing plan did not qualify for long-term capital gains treatment under IRC §
402(a)(2). The petitioners received half of their account balances as part of a union
agreement, not due to a separation from service. The court held that to qualify for
capital  gains  treatment,  distributions  must  be  total  and made on account  of  a
separation from service, neither of which was satisfied in this case. This decision
underscores  the  strict  statutory  requirements  for  favorable  tax  treatment  of
retirement plan distributions.

Facts

Ward T. Richards and Homer N. Ackerman were employees of Van Huffel Tube
Corp. and participants in a profit-sharing plan. A union agreement led to the plan
being amended to  distribute half  of  the employees’  account  balances,  with the
remaining half retained in the plan. Approximately four weeks later, Van Huffel sold
its assets to Youngstown Sheet & Tube Co. ,  which continued the business and
retained the employees. The petitioners argued that this asset sale constituted a
separation  from  service,  entitling  them  to  capital  gains  treatment  on  the
distributions  they  received.

Procedural History

The Commissioner determined deficiencies in the petitioners’ federal income taxes,
treating the distributions as ordinary income. The petitioners contested this in the
Tax Court, arguing for long-term capital gains treatment under IRC § 402(a)(2). The
Tax Court consolidated the cases of Richards and Ackerman and ruled in favor of the
Commissioner.

Issue(s)

1. Whether the purchase of Van Huffel’s assets by Youngstown Sheet & Tube Co.
constituted a “separation from the service” under IRC § 402(a)(2).

2. Whether the distributions to the petitioners were “on account of” a separation
from service.

3. Whether the distributions constituted a “total distribution” as required by IRC §
402(a)(2).

Holding
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1. No, because even if the asset sale could be considered a separation from service,
the distributions were made pursuant to a union agreement, not due to the asset
sale.

2. No, because the distributions were made due to the union agreement, not on
account of any separation from service.

3. No, because the distributions were only partial,  not total as required by the
statute.

Court’s Reasoning

The court applied IRC § 402(a)(2), which requires a total distribution within one
taxable year and that the distribution be made on account of a separation from
service. The court found that the distributions were not on account of any separation
from service but were instead mandated by the union agreement. The court also
rejected the argument that the amended plan violated the petitioners’ vested rights,
as the plan allowed for partial distributions. The court emphasized that the plan’s
provisions for termination distributions were not applicable because no termination
occurred at the time of the distributions. The court cited cases like Ford E. Wilkins
and Whiteman Stewart to support its interpretation that the statutory requirements
were not met.

Practical Implications

This  decision clarifies  that  for  distributions from a qualified retirement plan to
qualify for capital gains treatment under IRC § 402(a)(2), they must be total and
directly tied to a separation from service. Legal practitioners must ensure that any
distribution plan complies strictly  with these requirements.  For businesses,  this
ruling  highlights  the  importance  of  aligning  retirement  plan  amendments  with
statutory  tax  provisions  to  avoid  unintended  tax  consequences  for  employees.
Subsequent cases have reinforced these principles, requiring careful planning and
documentation when structuring retirement plan distributions.


