Woodson v. Commissioner, 73 T. C. 779 (1980)

Distributions from trusts that were previously qualified but later lost their exempt
status should be taxed based on the status of the trust at the time contributions
were made.

Summary

In Woodson v. Commissioner, the U. S. Tax Court addressed the tax treatment of a
lump-sum distribution from a profit-sharing trust that had lost its exempt status
retroactively. Curtis B. Woodson received a distribution of $25,485. 98, part of
which was attributable to contributions made when the trust was qualified. The
court held that the portion of the distribution related to contributions made during
the qualified period should be taxed as capital gain, while the rest should be taxed
as ordinary income. This decision aimed to prevent inequitable outcomes and
protect the interests of innocent employees by ensuring that the tax treatment
aligns with the trust’s status at the time of contributions.

Facts

Curtis B. Woodson received a net lump-sum distribution of $25,485. 98 from a profit-
sharing trust of Gibson Products Co. in 1974. The trust was qualified under section
401(a) from 1966 until April 1, 1973, when its exempt status was retroactively
revoked due to the forfeiture of benefits and diversion of funds. Of the distribution,
$2,643. 39 was attributable to contributions made after the loss of exempt status,
while the remaining $22,842. 59 was from contributions made during the qualified
period.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Woodson’s
income taxes for 1970 and 1971, leading to the case being brought before the U. S.
Tax Court. The court, after hearing the case under Rule 122, issued its decision on
February 5, 1980, holding that the distribution should be taxed partly as capital gain
and partly as ordinary income based on the trust’s status at the time contributions
were made.

Issue(s)

1. Whether the portion of the lump-sum distribution attributable to contributions
made during the period when the trust was qualified under section 401(a) should be
taxed as capital gain under section 402(a)(2)?

2. Whether the portion of the lump-sum distribution attributable to contributions
made after the trust lost its exempt status should be taxed as ordinary income under
section 402(b)?
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Holding

1. Yes, because the portion of the distribution attributable to contributions made
during the qualified period should be treated as a distribution from a qualified trust
and taxed as capital gain under section 402(a)(2).

2. Yes, because the portion of the distribution attributable to contributions made
after the loss of exempt status should be taxed as ordinary income under section
402(b).

Court’s Reasoning

The court reasoned that the tax treatment of a distribution should be determined by
the status of the trust at the time contributions were made, not at the time of
distribution. This approach was supported by the Second Circuit’s decision in
Greenwald v. Commissioner, which allowed for a bifurcation of distributions based
on the trust’s historical status. The court rejected the Commissioner’s all-or-nothing
approach, which would have taxed the entire distribution as ordinary income, as it
would penalize innocent employees. The court emphasized the importance of
protecting employees’ expectations regarding the tax treatment of their retirement
benefits. Judge Chabot dissented, arguing that the majority’s bifurcation of the trust
into qualified and nonqualified portions was not supported by the statute or
legislative history and could undermine protections for rank-and-file employees.

Practical Implications

This decision has significant implications for the tax treatment of distributions from
trusts that have lost their exempt status retroactively. It establishes that
contributions made during a trust’s qualified period should retain their favorable tax
treatment, even if the trust later becomes disqualified. This ruling provides guidance
for practitioners in allocating distributions and may encourage more careful
monitoring of trust compliance to avoid loss of exempt status. It also highlights the
importance of maintaining separate accounts for qualified and nonqualified
contributions. Subsequent cases, such as Pitt v. Commissioner, have followed this
reasoning, reinforcing the principle that the tax treatment should align with the
trust’s status at the time of contributions. This decision underscores the need for
employers and plan administrators to ensure compliance with qualification
requirements to protect the tax benefits of their employees’ retirement plans.
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