Benz v. Commissioner, 132 T. C. 330 (2009)

In Benz v. Commissioner, the U. S. Tax Court ruled that additional IRA distributions
for qualified higher education expenses do not constitute a modification of a series
of substantially equal periodic payments, thus avoiding the recapture of early
withdrawal penalties under IRC Section 72(t). This decision clarifies the interaction
between multiple statutory exceptions to the 10% penalty, allowing taxpayers to
utilize their IRA funds for various legislatively approved purposes without penalty.

Parties

Gregory T. and Kim D. Benz, Petitioners, filed a case against the Commissioner of
Internal Revenue, Respondent, in the U. S. Tax Court.

Facts

In January 2002, Kim D. Benz, after separating from her employment with Proctor &
Gamble, elected to receive distributions from her IRA in a series of substantially
equal periodic payments, amounting to $102,311. 50 annually. In 2004, in addition
to her scheduled periodic payment, Mrs. Benz received two additional distributions
from her IRA: $20,000 in January and $2,500 in December, to cover her son’s
qualified higher education expenses. These additional distributions occurred within
five years of her initial periodic payment election and before she reached age 59-1/2.

Procedural History

The Commissioner of Internal Revenue issued a notice of deficiency to the Benzes on
June 22, 2007, asserting a federal income tax deficiency of $8,959 for 2004. The
deficiency stemmed from the Commissioner’s position that the additional
distributions for education expenses were an impermissible modification to the
series of substantially equal periodic payments, thus triggering the recapture tax
under IRC Section 72(t)(4). The case was submitted fully stipulated to the U. S. Tax
Court under Rule 122 of the Tax Court Rules of Practice and Procedure.

Issue(s)

Whether a distribution from an IRA for qualified higher education expenses
constitutes a modification of a series of substantially equal periodic payments under
IRC Section 72(t)(2)(A)(iv), thereby triggering the recapture tax under IRC Section
72(t)(4)?

Rule(s) of Law

IRC Section 72(t)(1) imposes a 10% additional tax on early distributions from an IRA
unless the distribution qualifies for an exception under IRC Section 72(t)(2). One
such exception is for distributions made as part of a series of substantially equal
periodic payments, as provided under IRC Section 72(t)(2)(A)(iv). Another exception
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applies to distributions for qualified higher education expenses under IRC Section
72(t)(2)(E). IRC Section 72(t)(4) specifies that if the series of substantially equal
periodic payments is modified within five years of the first distribution (other than
by reason of death or disability), the 10% additional tax will be recaptured on prior
distributions.

Holding

The U. S. Tax Court held that a distribution for qualified higher education expenses
is not a modification of a series of substantially equal periodic payments under IRC
Section 72(t)(2)(A)(iv). Consequently, such a distribution does not trigger the
recapture tax under IRC Section 72(t)(4).

Reasoning

The court’s reasoning focused on the legislative intent and structure of IRC Section
72(t). The court noted that Congress provided multiple statutory exceptions to the
10% additional tax, each addressing different needs such as higher education
expenses, medical expenses, and first home purchases. The language of IRC Section
72(t)(2)(E) specifically allows for distributions for higher education expenses to be
considered separately from other statutory exceptions, indicating that such
distributions do not affect the validity of other ongoing exceptions like the periodic
payment exception. The court emphasized that the purpose of the recapture tax is to
prevent premature distributions that frustrate retirement savings, which is not the
case when distributions are used for purposes Congress has identified as deserving
special treatment. The court distinguished this case from Arnold v. Commissioner,
where an additional distribution not qualifying for a statutory exception was found
to be a modification. Here, the additional distributions for education expenses were
explicitly covered by a statutory exception, and thus, did not constitute a
modification of the periodic payment plan.

Disposition

The U. S. Tax Court entered a decision in favor of the petitioners, Gregory T. and
Kim D. Benz, allowing them to avoid the recapture tax on the additional IRA
distributions used for higher education expenses.

Significance/Impact

This decision clarifies the application of multiple statutory exceptions under IRC
Section 72(t), providing taxpayers with greater flexibility in utilizing their IRA funds
for various legislatively approved purposes without incurring the 10% early
withdrawal penalty. It also underscores the importance of considering the specific
language and legislative intent behind each statutory exception, ensuring that
taxpayers can plan their financial strategies effectively within the bounds of the law.
Subsequent cases and IRS guidance have generally followed this ruling, reinforcing
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its doctrinal significance in the area of retirement account distributions.
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