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By Mark E. Griffin

THE Irs CONsIDErs 
mODIfICATIONs TO 
sEPPs

S ection 72(t)(2)(A)(iv)1 sets forth an exception to the 
10 percent penalty tax on premature distributions 
from qualified retirement plans for certain distri-

butions which are part of a series of substantially equal 
periodic payments (“SEPPs”). However, the penalty tax 
that is avoided under this “SEPP Exception” generally is 
recaptured under section 72(t)(4) if the series of SEPPs is 
modified within five years or before the taxpayer attains 
age 59½ (the “Recapture Rule”). Similar rules apply to pre-
mature distributions from non-qualified annuity contracts 
under section 72(q).

Rev. Rul. 2002-622 provides guidance on what constitutes 
a series of SEPPs within the meaning of section 72(t)(2)
(A)(iv). This revenue ruling also briefly addresses certain 

circumstances in which the series 
of payments will and will not be 
treated as modified for purposes 
of the Recapture Rule. Aside from 
these circumstances, there is little 
guidance in the Code or the legisla-
tive history of the SEPP Exception 
on the extent to which a distribu-
tion that differs from others in a 
stream of SEPPs nevertheless will 
be treated as covered by the SEPP 
Exception, and thus will not be 
viewed as a modification to the 
stream that triggers the Recapture 
Rule.

Recently, the Internal Revenue Service (the “Service”) in 
PLR 201051025 (Sept. 30, 2010) concluded that, under the 
facts of the case, an initial lump sum payment from an IRA 
which differed in amount from subsequent distributions in a 
series of SEPPs was covered under the SEPP Exception and 
did not result in a modification to the series.3 In addition, 
the Service concluded that the failure to make a distribu-
tion as scheduled, and the subsequent make-up payment, 
would not constitute a modification to the series of SEPPs. 
This private letter ruling reflects the Service’s willingness 

to look beyond a strict reading of the Code, legislative his-
tory and Rev. Rul. 2002-62 in applying the SEPP Exception 
and the Recapture Rule. This article discusses the SEPP 
Exception, looks at whether certain deviations in a stream 
of SEPPs constitute modifications of the stream for pur-
poses of the Recapture Rule, and considers the Service’s 
conclusions in PLR 201051025.

THE 10 PERCENT PENALTy TAX, THE SEPP EXCEP-
TIoN AND THE RECAPTURE RULE
Section 72(t) provides generally that if an employee receives 
any amount from a “qualified retirement plan”4 prior to the 
date on which the employee attains age 59½, the taxpayer’s 
income tax is increased by an amount equal to 10 percent 
of the portion of such amount which is includible in gross 
income, subject to certain exceptions. The SEPP Exception 
in section 72(t)(2)(A)(iv) provides that this 10 percent pen-
alty tax does not apply to distributions which are part of a 
series of SEPPs (not less frequently than annually) made 
for the life (or life expectancy) of the employee or the joint 
lives (or joint life expectancies) of such employee and his 
designated beneficiary. Rev. Rul. 2002-62 provides that dis-
tributions will be treated as covered by the SEPP Exception 
if they are made in accordance with one of the three calcu-
lation methods described therein, namely (1) the “required 
minimum distribution method,” (2) the “fixed amortization 
method,” or (3) the “fixed annuitization method.” As men-
tioned earlier, however, the section 72(t)(4) Recapture Rule 
provides that if a series of payments that is covered by the 
SEPP Exception is modified (other than by reason of death 
or disability) within five years or before the employee 
attains age 59½, the previously avoided 10 percent penalty 
tax is recaptured in the year of the modification, and the 
employee’s tax for the year is increased by an amount equal 
to the tax which (absent the SEPP Exception) would have 
been imposed, plus interest for the deferral period.

The counterparts of these rules for non-qualified annuity 
contracts are set forth in section 72(q). Specifically, the 10 
percent penalty tax on premature distributions from a non-
qualified annuity contract is imposed under section 72(q)
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(1), the SEPP Exception to this penalty tax is set forth in 
section 72(q)(2)(D), and the Recapture Rule for a modifica-
tion to a series of SEPPs under a non-qualified annuity con-
tract is provided in section 72(q)(3). The Service in Notice 
2004-15 noted generally that the penalty tax provisions in 
section 72(q) were enacted by Congress for the same pur-
pose as the penalty tax provisions in section 72(t). Hence, 
it seems appropriate to apply the SEPP Exception and the 
Recapture Rule under section 72(q) to non-qualified annu-
ity contracts in the same manner that they are applied under 
section 72(t) to qualified retirement plans.5

WHAT CoNSTITUTES A MoDIFICATIoN oF SEPPS 
FoR PURPoSES oF THE RECAPTURE RULE?
The SEPP Exceptions under section 72(t)(2)(A)(iv) and (q)
(2)(D) do not contain waiver provisions under which the 
Service can forgive a modification to a series of SEPPs that 
otherwise would trigger the application of the Recapture 
Rule. Rather, the SEPP Exceptions are drafted such that the 
Recapture Rules must apply if the series of SEPPs is modi-
fied within five years or prior to the date that the taxpayer 
attains age 59½. The only exception to the Recapture Rule, 
as articulated in sections 72(t)(4) and (q)(3), is that a modi-
fication by reason of death or disability will not trigger the 
Recapture Rules under those sections.

Aside from these references to modifications by reason 
of death or disability, neither the Code nor the regula-
tions under section 72 define or discuss what constitutes 
a modification for purposes of the Recapture Rules. The 
legislative history of the SEPP Exception under section 
72(t)(2)(A)(iv) indicates that payments will not fail to 
be SEPPs, and thus will not be viewed as resulting in a 
modification to the series of payments, solely because 
the payments vary on account of (1) certain cost of living 
adjustments, (2) cash refunds of employee contributions 
upon an employee’s death, (3) a benefit increase pro-
vided to retired employees, (4) an adjustment due to the 
death of the employee’s beneficiary, or (5) the cessation 
of a social security supplement.6 Regarding the SEPP 
Exception under section 72(q)(2)(D), the Explanation 
of the Revenue Provisions of the Tax Equity and Fiscal 
Responsibility Act of 1982 prepared by the staff of the 
Joint Committee on Taxation (the “TEFRA Blue Book”) 
states that the requirement that an amount be paid out as 
one of a series of “substantially equal” periodic payments 
is met whether it is paid as part of a fixed annuity, or as 
part of a variable annuity under which the number of 
units withdrawn to make each distribution is substantial-
ly the same.7 Beyond this limited guidance, it has been up 

to the Service and the courts to interpret what constitutes 
a modification to a series of SEPPs.

The Service and the courts have demonstrated a willing-
ness in some cases to overlook deviations in a stream of 
SEPPs for purposes of applying the Recapture Rule. For 
instance, the Service in Rev. Rul. 2002-62 expressed the 
following views about whether certain changes in a stream 
of SEPPs will be treated as modifications for purposes of 
the Recapture Rule under section 72(t)(4):
 

1.  Complete depletion of assets. If, as a result of follow-
ing an acceptable method of determining SEPPs, an 
individual’s assets in an individual account plan or an 
IRA are exhausted, the resulting cessation of payments 
will not be treated as a modification of the series of 
payments.

2.  One-time change to required minimum distribution 
method. An individual who begins distributions in a 
year using either the fixed amortization method or the 
fixed annuitization method may in any subsequent 
year switch to the required minimum distribution 
method to determine the payment for the year of the 
switch and all subsequent years, and the change in 
method will not be treated as a modification within the 
meaning of section 72(t)(4).

       Observation. The Service’s position in Rev. Rul. 
2002-62 that a change of method will not be viewed 
as a modification only if the change is to the required 
minimum distribution method, and only if the change 
is made once, appears to be much narrower than the 
position expressed in the legislative history of the 
SEPP Exception. The legislative history of section 
72(q)(2)(D) indicates that a change of method to any 
method which satisfies the SEPP Exception should 
not be treated as a modification, and does not limit 
the number of times that such a change may occur. 
Specifically, the Conference Report to the Tax Reform 
Act of 1986 explains:

... if distributions to an individual are not subject 
to the [ten percent penalty] tax because of applica-
tion of the substantially equal payment exception, 
the tax will nevertheless be imposed if the indi-
vidual changes the distribution method prior to 
age 59½ to a method which does not qualify for 
the exception.



... Thus, for example, if an individual begins 
receiving payments in substantially equal install-
ments at age 56, and alters the distribution meth-
od to a form that does not qualify for the excep-
tion prior to attainment of age 61, the additional 
tax will be imposed on amounts distributed prior 
to age 59½ as if the exception had not applied.8 
(Emphasis added.)

3.  Certain changes to account balance. A modification 
to the series of payments will occur if, after the date 
SEPPs are first calculated, there is (a) any addition to 
the account balance other than gains or losses, (b) any 
nontaxable transfer of a portion of the account balance 
to another retirement plan, or (c) a nontaxable rollover 
by the taxpayer of the amount received.

Observation. The Service has taken the position in 
Rev. Rul. 2002-62 that any nontaxable rollover (even 
a rollover of the entire account balance) will result in 
a modification, and that a nontaxable transfer of a por-
tion of the account balance will result in a modifica-
tion. The revenue ruling is silent on whether a nontax-
able transfer of the entire account balance will result 
in a modification. This suggests that the Service might 
be of the view that a nontaxable trustee-to-trustee 
transfer of the entire account balance (e.g., from one 
IRA to another IRA) will not result in a modification 
to a series of payments if the SEPPs continue after the 
transfer,9 and yet a nontaxable rollover of the entire 
interest (e.g., from a section 403(b) contract to an IRA) 
will result in a modification even if SEPPs continue 
after the rollover.10

It should be noted, however, that the Service has 
concluded in at least two private letter rulings that an 
inadvertent rollover by a financial institution or IRA 
custodian of amounts into an IRA from which SEPPs 
were being made did not result in a modification for 
purposes of the Recapture Rule.11 In another private 
letter ruling, the Service concluded that a partial 
transfer between two IRAs from which SEPPs were 
being paid did not result in a modification under the 
Recapture Rule where the transfer was made by the 
IRA custodian, without informing the IRA owner, to 
correct erroneous distributions previously made by the 
custodian (which also were not treated as modifica-
tions to the SEPPs).12

Also, the Tax Court in Benz v. Commissioner13 held that 
a distribution that satisfies the exception to the 10 percent 
penalty tax for higher education expenses under section 
72(t)(2)(E) did not cause a modification to a series of SEPPs 
where the method of calculating the SEPPs did not change 
as a result of the additional distribution. In so holding, the 
Tax Court reasoned as follows:

•	 An employee may qualify for more than one statutory 
exception to the 10 percent additional tax. In particular, 
the last sentence of section 72(t)(2)(E) provides gener-
ally that the amount of distributions attributable to 
higher education expenses does not take into account 
distributions described in the SEPP Exception.14 The 
court explained that if a distribution qualifies for both 
the SEPP Exception and the section 72(t)(2)(E) excep-
tion for higher education expenses, the employee is 
exempt from the 10 percent penalty tax on the basis of 
the SEPP Exception, and need only rely on the higher 
education expense exception for the additional amount 
of the distribution.

•	 Citing the legislative history of the SEPP Exception, 
noted above, the Tax Court stated that a “modifica-
tion occurs for purposes of section 72(t)(4) when the 
method of determining the periodic payments changes 
to a method that no longer qualifies for the exception.” 
In the Benz case, the method of calculating the periodic 
payments did not change as a result of the additional 
distributions for higher education expenses. The court 
explained that Congress enacted the Recapture Rule to 
apply to prior distributions received under a series of 
periodic payments “where the employee fails to adhere 
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to the payment schedule elected for at least 5 years.”15 
The court added that “[t]here is no indication that 
Congress intended to disallow all additional distribu-
tions within the first 5 years of the election to receive 
periodic payments.”16

•	 The Tax Court observed generally that the legislative 
purpose of the 10 percent penalty tax under section 
72(t) is to discourage premature distributions that 
frustrate the goal of encouraging saving for retirement. 
The court found that this legislative purpose “is not 
frustrated where an employee receives distributions 
for more than one of the purposes that Congress has 
recognized as deserving special treatment.” 

In addition, the Service has issued a number of private letter 
rulings that take a taxpayer-friendly view of whether modi-
fications to a series of SEPPs has occurred. For example, 
the Service has ruled in at least two private letter rulings 
that where an individual was receiving distributions from 
an IRA that satisfied the SEPP Exception at the time of the 
individual’s divorce, the transfer to the individual’s spouse 
of an interest in the IRA pursuant to the divorce judgment 
constituted a nontaxable transfer, and the resulting reduc-
tion in the SEPPs did not constitute a modification to the 
series of SEPPs under the Recapture Rule.17 Also, as is 
relevant for purposes of PLR 201051025, discussed below, 
the Service has concluded in several instances that the inad-
vertent failures to make scheduled SEPP distributions that 
were not caused by the taxpayer (such as failures on the part 
of a financial institution, custodian or investment advisor), 
and the subsequent corrective distributions, did not result in 
modifications of the series of SEPPs that would trigger the 
application of the Recapture Rule.18

PLR 201051025
The taxpayer in PLR 201051025 was under age 59½ and 
owned an IRA. The taxpayer established an arrangement 
with the IRA custodian under which the taxpayer would 
receive distributions in the form of SEPPs intended to 
comply with the section 72(t)(2)(A)(iv) SEPP Exception. 
The amount of the annual distribution under the SEPP 
Exception, calculated using the fixed amortization method, 
was Amount 1. The taxpayer directed the custodian to 
distribute Amount 1 in a single lump sum in Year 1 and 
in equal monthly installments of Amount 2 thereafter. It is 
unclear whether the single lump sum distribution in Year 1 
was made in the same payment interval as the subsequent 
monthly payments commencing in Year 2 (i.e., whether the 
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lump sum payment in Year 1 might have been paid more or 
less than one month prior to the first monthly distribution 
in Year 2).

In Year 6, the IRA custodian failed to make the 12 sched-
uled monthly payments of Amount 2, and instead distrib-
uted only 11 monthly payments. The taxpayer first learned 
of this when he noticed that the Form 1099-R for Year 6 
that he received from the custodian in Month 3 of Year 7 
reported the total amount of distributions for Year 6 equal 
to only 11 monthly payments of Amount 2, rather than the 
annual distribution amount of Amount 1. The taxpayer pro-
posed to address this failure by receiving an extra, “make-
up” payment of Amount 2 in Year 7.

The taxpayer requested the Service to rule that the fact that 
the amount of the annual payment computed pursuant to 
the SEPP Exception (Amount 1) was paid in a single sum 
in Year 1 and in monthly installments beginning in Year 
2 would not be considered a modification to the series of 
SEPPs. In addition, the Service was asked to rule that the 
failure to distribute the entire required distribution amount 
for Year 6, and the proposed make-up distribution for Year 
7, would not be considered a modification to the series of 
SEPPs.

The Service concluded that the failure to distribute the 
entire required annual payment (Amount 1) for Year 6, and 
the subsequent make-up distribution in Year 7 would not 
be considered a modification to the series of SEPPs under 
the Recapture Rule. This conclusion is not surprising given 
that the Service has taken a similar position in a number of 
other instances. As noted above, the Service has concluded 
in several private letter rulings that the failure to distrib-
ute the entire required annual payment amount from an 
arrangement for a stated calendar year, and the subsequent 
corrective distribution, did not result in a modification 
for purposes of the Recapture Rule where the individual 
taxpayer did all he could in order to ensure that the SEPPs 
would be distributed, and the inadvertent failure to make the 
proper distributions was caused by a financial institution, 
custodian or investment advisor.19

The novel aspect of PLR 201051025 is the second ruling, 
in which the Service concluded that the fact that the amount 
of the annual payment (Amount 1) was paid in a single sum 
in Year 1 and in monthly distributions beginning in Year 
2 would not be considered a modification to the series of 
SEPPs under the Recapture Rule. This appears to be the 
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first instance in which the Service has addressed whether 
a change from an annual payment to monthly payments 
constitutes a modification of SEPPs. The private letter rul-
ing does not provide the Service’s rationale for reaching 
this conclusion. It does indicate, however, the Service’s 
willingness to apply the SEPP Exception by considering the 
distributions made on a calendar year basis.

This is not to suggest that the total annual amount of SEPP 
distributions for a calendar year can be made any time or in 
any installments during the year. The Service has long been 
of the view that SEPPs must be part of a scheduled stream 
of payments in order to qualify for the SEPP Exception.20 In 
PLR 201051025, the stream of payments included the sched-
uled single lump payment of Amount 1 in Year 1, followed by 
the scheduled monthly payments of Amount 2 beginning in  
Year 2.

Observation. It appears that the Service applied the 
SEPP Exception in PLR 201051025 by considering the 
payments made on a calendar year basis, rather than by 
looking at each distribution in the series of payments. 
Consistent with this observation, the Service did not 
make an issue of the fact that the IRA custodian in 
PLR 201051025 distributed the incorrect amount for 
Months 1 and 2 of Year 2, and subsequently made a 
corrective distribution (apparently in Year 2). Also, the 
taxpayer did not request a ruling addressing whether 
these incorrect payments, and the corrective distribu-
tion, resulted in a modification to the series of SEPPs.

CoNCLUSIoN
PLR 201051025 is noteworthy because it demonstrates that 
the Service will in some cases overlook certain deviations 
in a stream of SEPPs for purposes of applying the SEPP 
Exception and the Recapture Rule. The private letter ruling 
(1) is consistent with the position taken by the Service in 
other private letter rulings that certain inadvertent failures 
to make SEPP distributions will not result in modifications 
under the Recapture Rule, and (2) addressed a situation 
in which a lump sum payment that is different in amount 
(and possibly timing) from the following periodic distribu-
tions nevertheless was viewed as part of a series of SEPPs. 
These conclusions reflect the Service’s willingness to look 
beyond a strict reading of the Code, the legislative history, 
and Rev. Rul. 2002-62 in applying the SEPP Exception and 
the Recapture Rule. 3
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See also PLr 200818018 (Jan. 29, 2008) (finding that variable payments 
determined under a method that was actuarially equivalent to the method 
of withdrawing a constant number of annuity units described in the TEfrA 
Blue Book produced a series of sEPPs within the meaning of section 72(u)
(4)(C)).
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99-841 at II-403 (providing the same explanation with respect to the sEPP 
Exception under section 72(q)(2)(D)).
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tion 72(t)(2)(f) (relating to distributions for first home purchases) include 
similar provisions. Id. at 335.
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