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When an estate distributes income to a renouncing spouse as part of a settlement,
the income retains its character and is taxable to the recipient, even if not explicitly
labeled as income in the settlement agreement.

Summary

In Lewis v. United States, the Tax Court addressed whether a renouncing spouse’s
receipt  of  cash  and  stock  from an  estate,  as  part  of  a  settlement  agreement,
constituted taxable income or an inheritance. The court held that the portion of the
distribution representing income earned by the estate during administration was
taxable to the spouse. The court reasoned that the substance of the transaction, not
its form, governed. Since the spouse was entitled to a share of the estate’s income
under state law, and the distribution included that income, it remained taxable as
such, regardless of how the settlement agreement characterized it.

Facts

Upon the death of his wife, the petitioner, Lewis, renounced her will and sought a
distribution of assets from the estate in accordance with Illinois law, which entitled
him  to  a  portion  of  both  the  principal  and  the  income  generated  during
administration. During the period of administration, the estate earned income. Lewis
entered into a settlement agreement with the estate, receiving cash and stock. The
estate’s accounting reflected that a portion of the distribution represented income
earned by the estate and paid to Lewis. The IRS determined that the petitioner
received $32,718.10 as income from the estate. Lewis claimed this was a lump-sum
settlement of claims, therefore received “by inheritance” and should be excluded
from his gross income under section 22(b)(3) of the Internal Revenue Code of 1939.

Procedural History

The IRS assessed a deficiency against Lewis, claiming the distributed income was
taxable. Lewis petitioned the Tax Court to contest the deficiency.

Issue(s)

1. Whether the cash and stock received by the petitioner from the estate were
received  as  a  lump-sum  settlement  of  various  claims  against  the  estate  and
excludable  from gross  income as  an  inheritance  under  section  22(b)(3)  of  the
Internal Revenue Code of 1939?

Holding

1.  No,  because  the  distribution  included  income  earned  by  the  estate,  which
remained taxable to the recipient.
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Court’s Reasoning

The court distinguished this case from Lyeth v. Hoey, where a settlement of a will
contest resulted in an inheritance. The court emphasized that Lewis was entitled to
a portion of the estate’s income under Illinois law. The estate’s attorney testified
that Lewis was entitled to half of the income earned during the administration of the
estate, and the estate’s accounting reflected Lewis’s share of this income as having
been  paid  to  him.  The  court  held  that  while  the  settlement  agreement  didn’t
explicitly label any of the assets as income, the substance of the transaction was that
the estate distributed its income to Lewis as his share. The court quoted 19 T. C.
913 and held that even if the settlement agreement skirted the income tax problem,
the estate’s accounting reflected petitioner’s share of the estate’s income as having
been paid to petitioner in 1951 pursuant to the agreement.

Practical Implications

This case highlights the importance of substance over form in tax law, particularly in
estate settlements. The ruling confirms that distributions of income from an estate
retain their character as income, even if the settlement agreement doesn’t explicitly
identify them as such. Attorneys advising clients in estate matters should carefully
analyze the source and nature of distributions. They must be mindful of the tax
implications for the beneficiaries, not just the estate itself. Failure to consider this
could result in unintended tax consequences and potential liability for the client.
Furthermore, the court’s reliance on the estate’s accounting practices underscores
the significance of maintaining accurate and detailed records. This case informs that
distributions from estates, even those agreed upon through settlements, can result
in taxable income to the beneficiary, depending on the source of the distribution.


