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The determination of what constitutes income currently distributable to a trust
beneficiary depends on the trust instrument and relevant state law, not solely on
federal tax law definitions of income.

Summary

The United States Tax Court addressed whether certain items received by a trust,
including short-term capital gains, option payments, and bond premium
amortization, were currently distributable to the beneficiary, Mary Hadley Case. The
trust instrument directed the trustees to pay the beneficiary “the income, profits,
and proceeds.” The Commissioner argued these items were distributable income.
The court held that none of these items were currently distributable to the
beneficiary because under the trust instrument and relevant state law, these items
were properly allocated to trust principal rather than income. The case clarifies the
interplay between federal tax law and state trust law in determining distributable
income.

Facts

Mary Hadley Case was the beneficiary of a trust established by her husband’s will.
The will directed the trustees to pay Case “the income, profits and proceeds” of her
share of the trust. During 1941, the trust received: (1) $550 in short-term capital
gains from the sale of U.S. Treasury notes; (2) $5,136.98 (net) related to an
unexercised option to purchase stock held by the trust; and (3) $155.92 representing
amortization of bond premiums. The trustees credited all three items to trust
principal and did not distribute them to Case.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Case’s 1941
income tax, arguing the three items were distributable to her and thus taxable to
her. Case petitioned the Tax Court, contesting the Commissioner’s determination.

Issue(s)

1. Whether the short-term capital gains realized by the trust were currently
distributable to the beneficiary.

2. Whether the amounts credited to principal for amortization of bond premiums
were currently distributable to the beneficiary.

3. Whether the net amount received by the trustees in connection with the option
to purchase trust assets was currently distributable to the beneficiary.

Holding

1. No, because under the trust instrument and relevant state law, capital gains
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are generally allocated to principal, not income.

2. No, because the amortization of bond premiums is properly credited to
principal to maintain the value of the trust corpus.

3. No, because payments retained due to the failure to exercise the option are
akin to capital gains and are thus added to trust principal.

Court’s Reasoning

The court emphasized that while federal law determines what constitutes taxable
income, state law and the trust instrument govern what portion of trust income is
currently distributable. The court interpreted the phrase “income, profits, and
proceeds” in the trust instrument to be equivalent to “net income.” Referring to
trust law principles and New Jersey law, the court reasoned that capital gains are
generally allocated to principal. The court stated the question is not dependent on
provisions of state law but rather is dependent on a construction of the trust
instrument and state laws governing administration of the trust.

Regarding the bond premium amortization, the court relied on Emma B. Maloy, 45
B.T.A. 1104 and Ballantine v. Young, 74 N,J. Eq. 572, holding that such amounts are
properly credited to principal. As for the option payments, the court found little
direct precedent, citing Eager v. Pollard, 194 Ky. 276, which held similar payments
were part of the trust corpus. The court noted that forfeited option payments are
similar to capital gains and should be treated as accretions to the trust principal, not
distributable income.

The court acknowledged that the option payments were taxable to the trust as
ordinary income under federal revenue laws. However, it stated that this did not
dictate whether the payments should be distributed as income to the beneficiary, as
the law governing trust administration considers such payments to be in the nature
of capital gains and therefore allocated to the corpus.

Practical Implications

Case v. Commissioner underscores the importance of carefully examining the trust
instrument and relevant state law when determining whether income received by a
trust is currently distributable to the beneficiary. The case clarifies that federal tax
definitions of income do not automatically dictate the characterization of income for
trust distribution purposes. Attorneys should analyze trust language to determine
the grantor’s intent regarding the allocation of different types of receipts (e.g.,
capital gains, option payments) between income and principal. This case continues
to be relevant in disputes regarding the proper allocation of trust receipts and the
resulting tax consequences for beneficiaries. It also highlights the potential for a
divergence between the tax treatment of an item at the trust level and its
characterization for distribution purposes.
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