7 T.C. 573 (1946)

When a trust instrument directs that a percentage of net income be paid to a
charitable organization, that entire amount, including portions derived from capital
gains, is deductible from the trust’s gross income under Section 162(a) of the
Internal Revenue Code.

Summary

The Andrus Trust sought to deduct the full amount paid to a charitable foundation
from its gross income, even though a significant portion of the trust’s income came
from long-term capital gains. The Commissioner of Internal Revenue argued that the
deduction should be limited based on the taxable income after applying capital gains
percentages. The Tax Court held that the trust could deduct the full amount paid to
the charity, emphasizing the importance of adhering to the trust’s terms and the
legislative intent to encourage charitable donations. This case clarifies that
charitable deductions under Section 162(a) are calculated based on gross income,
not a reduced taxable income figure.

Facts

The John E. Andrus trust agreement stipulated that 45% of the trust’s net income be
paid to the Surdna Foundation, a charitable organization. In 1941, the trust realized
significant long-term capital gains in addition to ordinary income. The trustees
claimed a deduction for the full 45% of the net income paid to the Foundation. The
Commissioner disallowed a portion of this deduction, arguing it should be limited
based on the reduced percentage of capital gains considered for taxable income
under Section 117 of the Internal Revenue Code.

Procedural History

The Commissioner determined a deficiency in the trust’s income tax for 1941. The
trust petitioned the Tax Court for a redetermination of the deficiency, claiming an
overpayment and seeking a refund. The case was submitted to the Tax Court based
on stipulated facts and documentary evidence.

Issue(s)

Whether the entire amount paid or permanently set aside for charitable purposes, as
mandated by the trust agreement, is fully deductible under Section 162(a) of the
Internal Revenue Code, even when a substantial portion of the trust’s income
consists of long-term capital gains.

Holding

Yes, because Section 162(a) allows a deduction for any part of the gross income,
without limitation, that is paid or permanently set aside for charitable purposes
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according to the terms of the trust, and this provision takes precedence over the
capital gains limitations found elsewhere in the tax code.

Court’s Reasoning

The Tax Court focused on the language of Section 162(a), which allows a deduction
for “any part of the gross income, without limitation” that is paid or set aside for
charitable purposes. The court distinguished the case from Charles F. Grey, where
an allocation of tax-exempt income was required among beneficiaries, because
capital gains are included in gross income, while tax-exempt income is not. The
court emphasized that the trust agreement directed the trustees to distribute 45% of
the “net income,” not the “taxable net income.” The court cited Old Colony Trust Co.
v. Commissioner, noting that the Supreme Court construed Section 162(a) to
encourage charitable donations by trust estates. The court stated, “The design was
to forego some possible revenue in order to promote aid to charity.” The court
concluded that if this interpretation led to an undesirable result, the problem was
legislative, not judicial.

Practical Implications

This case provides a clear precedent for trustees seeking to deduct charitable
contributions from trust income. It confirms that deductions under Section 162(a)
are calculated based on the gross income of the trust, without being limited by
capital gains percentages. This ruling encourages charitable giving through trusts
by allowing for a full deduction of amounts designated for charitable purposes. Later
cases would likely distinguish this ruling if the trust instrument specified
distributions based on ‘taxable income’ rather than ‘net income’. Attorneys advising
trustees should carefully review trust documents to ensure compliance with Section
162(a) and to maximize available charitable deductions.
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