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15 T.C. 344 (1950)

Beneficiaries of a testamentary trust are not taxable on the trust’s distributive share
of partnership income that was not actually distributed to the trust if they lacked a
present, enforceable right to that income under the will.

Summary

This case concerns the taxability of trust beneficiaries on undistributed partnership
income and certain bequests made by a testamentary trust. The Tax Court held that
beneficiaries were not taxable on the portion of the trust’s distributive share of
partnership  income  not  actually  distributed  because  they  had  no  present,
enforceable right to it under the will. Additionally, bequests to old employees were
properly paid from the trust’s share of partnership income, and payments of the
decedent’s estate taxes by the trustee were deemed charges against the estate and
did  not  reduce  the  trust  income  distributable  to  the  beneficiaries.  The  court
emphasized that the testator’s intent and the trustee’s discretion, as approved by
the probate court, were key factors in determining taxability.

Facts

Harry F. Holmshaw died testate in 1940, leaving a will that established a trust for
his  wife  and  three  children  (including  petitioners  Ethel  Fickert  and  Katharine
Casey). The trust held a one-half interest in The Nevada Auto Supply Co., with the
other half owned by Holmshaw’s widow. The will expressed a desire to continue the
business.  The  trust  and  widow  operated  the  business  as  equal  partners.  The
partnership used the accrual method of accounting. The trust’s distributive share of
partnership income exceeded the amounts actually received from the partnership in
1943 and 1944. The will stipulated that each child should receive an equal share of
the net proceeds or revenues derived from the trust fund at disbursement periods
determined by the trustee.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
income and victory tax. The petitioners challenged these deficiencies in the Tax
Court,  contesting the inclusion of  undistributed partnership income and certain
bequests in their taxable income.

Issue(s)

Whether the excess of the trust’s distributive share of the partnership’s net1.
income over the amount actually received by the trust is includable in
computing the amount of currently distributable trust income taxable to the
beneficiaries under Section 162(b) of the Internal Revenue Code.
Whether bequests to old employees, paid by the trustee from partnership2.
income, should be included in the beneficiaries’ taxable income.
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Whether payments by the trustee for the decedent’s estate taxes should reduce3.
the trust income distributable to the income beneficiaries.

Holding

No, because the beneficiaries did not have a present enforceable right to1.
receive the entire distributive share of the partnership income, and the trustee
had discretion over the timing and amount of distributions.
No, because the will allowed the trustee to pay the bequests out of income, and2.
the beneficiaries, therefore, had no enforceable right to that portion of the
income.
No, because those taxes were charges against the decedent’s estate, not the3.
trust income distributable to the beneficiaries.

Court’s Reasoning

The court reasoned that Section 162(b) allows a trust to deduct income “which is to
be distributed currently by the fiduciary to the beneficiaries,” with that amount then
included  in  the  beneficiaries’  income.  The  crucial  question  is  whether  the
beneficiaries had a present,  enforceable right to receive the income. The court
examined the will, emphasizing the testator’s intent for the trustee to carry on the
business profitably and the trustee’s discretion in making distributions. The court
noted that the testator did not explicitly direct that the entire amount of the trust’s
distributive share of partnership income be distributed currently. The court stated,
“The provision of the will is that the petitioners shall receive a ‘share of the net
proceeds or revenues derived from the trust fund herein established.'” Regarding
the bequests, the court found the trustee had discretion to pay them from income,
thus the beneficiaries had no claim to that amount. As for the estate taxes, those
were  deemed  charges  against  the  estate,  not  reductions  of  distributable  trust
income.

The Court cited Freuler v. Commissioner, 291 U.S. 35 (1934) in so much as the
actions of the Trustee were approved by the Probate Court.

Practical Implications

This  case  clarifies  the  conditions  under  which  trust  beneficiaries  are  taxed on
undistributed trust income, underscoring the importance of the trust document’s
language and the trustee’s discretionary powers. It highlights that mere inclusion of
income for tax purposes at the trust level does not automatically trigger tax liability
for the beneficiaries. The key factor is whether the beneficiaries have a present,
enforceable right to the income under the trust terms. This decision informs the
drafting of trust instruments, emphasizing the need for clarity regarding distribution
requirements and trustee discretion. Legal practitioners should carefully analyze
trust documents and relevant state law to determine the extent of beneficiaries’
rights and potential tax liabilities in similar situations. The holding emphasizes the
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importance of consistent accounting methods and probate court approval in trust
administration. Later cases would likely distinguish this ruling based on differing
language in trust documents.


