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Knight v. Commissioner, 15 T.C. 530 (1950)

A beneficiary is not taxable on trust income under Section 22(a) or 162(b) of the
Internal Revenue Code if they do not have substantial control over the income or
corpus of the trust during the taxable year, and the income is neither received nor
available to them.

Summary

The  Tax  Court  addressed  whether  trust  income  should  be  included  in  the
beneficiaries’ income under sections 22(a) and 162(b) of the Internal Revenue Code.
The trusts, created by W.W. Knight, gave beneficiaries the option to receive income
between ages 22 and 25, and half the corpus at age 25. The Commissioner argued
the beneficiaries had continuous control over the income and corpus. The court
disagreed,  holding  that  the  elections  were  one-time  decisions,  and  since  the
beneficiaries did not exercise them, they did not have control and the income was
not taxable to them.

Facts

W.W. Knight created five identical trusts in 1918, each naming one of his children as
the principal beneficiary. The trustee was directed to manage the trust funds and
pay expenses from current income. Upon reaching 22, each beneficiary could elect
to receive income until age 25; at 25, they could elect to receive half the trust
estate. The trust instrument also allowed the trustee to distribute income to the
beneficiary at any time if deemed in the beneficiary’s best interest. Each petitioner
elected not to receive income between ages 22 and 25 and, except for Elizabeth,
elected not to receive one-half of the corpus at age 25. None of the petitioners ever
received any income or principal from the trusts until termination.

Procedural History

The Commissioner determined deficiencies in the petitioners’ income tax, arguing
that the trust income should be included in their income under sections 22(a) and
162(b) of the Revenue Act of 1938 and the Internal Revenue Code. The petitioners
contested this determination before the Tax Court.

Issue(s)

Whether the income of trusts, where the beneficiaries had a one-time election1.
at age 22 to receive income until age 25, and a one-time election at age 25 to
receive half the corpus, is taxable to the beneficiaries under Section 22(a) of
the Internal Revenue Code due to their alleged control over the trust income
and corpus.
Whether the income of the trusts is taxable to the beneficiaries under Section2.
162(b) of the Internal Revenue Code because the income was distributable to
the beneficiaries after their 22nd birthdays.
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Holding

No, because the beneficiaries’ rights to elect to receive income and corpus1.
were one-time elections that they did not exercise; therefore, they did not have
the requisite control over the trust assets during the taxable years for the
income to be taxed to them under Section 22(a).
No, because the income was neither paid nor credited to the beneficiaries2.
during the taxable years, and they were not entitled to receive it.

Court’s Reasoning

The court interpreted the trust instruments to mean that the beneficiaries had a
limited window to elect to receive income and corpus. The right to elect was not
continuous, but rather, a single opportunity at ages 22 and 25, respectively. The
court reasoned that the purpose of the father (grantor) was to provide protection to
his children, allowing them specific opportunities to access the trust property if they
so desired. The court stated, “The deed provides that when the beneficiary becomes
22 then, if he ‘shall so elect,’ the income from the trust shall be paid to him ‘until’ he
becomes 25…Once he expressed his choice, he had no further election.” Since the
beneficiaries did not exercise their elections, they lost their right to receive the
income and corpus, and the income was not taxable to them under Section 22(a).
Further, since the income was not paid, credited, or available to the beneficiaries, it
was not  taxable  to  them under Section 162(b).  The court  emphasized that  the
trustee’s discretionary power to distribute income would be rendered meaningless if
the beneficiaries had the power to demand income at any time.

Practical Implications

This  case  clarifies  the  importance  of  properly  interpreting  trust  documents  to
determine the extent of a beneficiary’s control over trust assets for tax purposes. It
establishes that a one-time election, if not exercised, does not equate to continuous
control. Attorneys drafting trust documents must use clear and precise language to
define the scope and duration of a beneficiary’s powers. This decision informs the
analysis of similar cases where the IRS attempts to tax trust income to beneficiaries
based on powers that are not continuously available or exercised. It highlights the
need to carefully examine the specific terms of the trust instrument to determine
whether the beneficiary has the requisite control for the income to be taxable to
them.


