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Note: This article needs some work. Years ago I felt pretty good about it. However, the law in this area has been developing fast, and an update is desperately needed. Nevertheless, if this is a subject that interests you, this article is a good place to start, because most of the relevant pre-1998 cases are cited here.

Although the Texas Supreme Court has not ruled definitively on the issue, it is my opinion that were it to do so, it would hold that income from a trust established by someone other than the beneficiary is separate property whether or not that income is distributed. (I have been wrong before.)
It is safe to say that the law is not fully developed in this area and that the cases and commentators are not in agreement as to what the law is or what it should be.
 Nonetheless, my opinion is in accordance with the most recent case law on the subject.
 Attached is a copy of virtually every significant case and law review article discussing the issue of whether or not trust income is separate or community property in Texas. I have reviewed them all in the preparation of this memorandum.
 

Under the Texas Constitution, separate property is property “owned or claimed before marriage, and that acquired afterwards by gift, devise, or descent,”
 and everything else is community property. (The Constitution does not define community property. Therefore, community property may best be described as anything that is not separate property.) 

A good number of the Texas cases dealing with this issue were decided prior to 1925. These cases, either directly or by implication, are virtually unanimous in holding that trust income is separate property.
 A possible problem with some of these older cases is whether or not, under the law as it existed at the time --i.e., prior to Arnold v. Leonard-- the rent and revenues from a wife’s separate property would have been considered separate if a trust were not involved. I confess that I have not thoroughly researched this aspect of the problem. In 1925 the Texas Supreme Court decided the seminal case of Arnold v. Leonard,
 which held that the legislature lacked the power, as a matter of state constitutional law, to declare that the rents, revenues and income from a wife’s separate property would be her separate property. 

It has been suggested that Arnold v. Leonard limits the precedential value of the earlier Texas cases holding that the undistributed income from a trust is separate property.
 This suggestion was rejected in Buckler v. Buckler.
 Buckler and other post-Arnold cases have uniformly held that undistributed income in a discretionary trust established by someone other than the beneficiary is not community property. If the beneficiary lacked the right to demand a distribution and if the trust is not self-settled, the accumulated income is not community property.
 

One of the most often cited of the pre-Arnold cases is McClelland v. McClelland.
 This was a divorce case in which the wife claimed entitlement to half the income payable to a trust for the husband. The trust was a support trust established under the will of the husband’s father, and the trustee had the discretion to accumulate or distribute corpus. As at least one ground for holding the accumulated income to be separate property, the court stated that the wife could not have rights greater than the husband, and since the husband could not demand a distribution of the income it could not possibly be community property. The court went further, however, and additionally held that income actually distributed to the husband (or used to improve his separate property) was his separate property. It is my opinion that McClelland is still good law. 

The only cases I was able to find holding that undistributed income was community property were Mercantile National Bank at Dallas v. Wilson
 and Re Marriage of Long.
 The one distinguishing fact of significance in both of these cases was that they involved self-settled trusts. In Mercantile the beneficiary was the person who established the trust, and in Long the beneficiary in effect established the trust by deciding to leave his interest in the trust after he became entitled to withdraw it.
 It was only the income on the property that the beneficiary in Long decided to leave in the trust that the court found to be community. Significantly, the court held that the other income of the trust did not belong to the community. 

Note that there is at least one post-Arnold case holding that accumulated income in a self-settled trust is separate property.
 Because the trust had not distributed the income, this case reasoned that the income had not been “acquired,” and thus could not be community property. This case is possibly inconsistent with my position as expressed in this letter, because if the trust had distributed the income, the beneficiary would have acquired it, and, in that event, if the court were to hold the distributed income to still be separate property, the court would have needed other grounds. One commentator
 has pointed out that the reasoning in this case is contrary to two Texas Supreme Court decisions
 holding that it should make no difference whether the property is reduced to possession or not. 

A more difficult case is presented where the income is distributed or where the beneficiary can compel a distribution. There are a handful of Fifth Circuit tax cases decided in the ‘30s and ‘40s that in my opinion are not supported by Texas law. These cases represent an attempt by the federal courts to interpret Texas law for federal tax purposes and are not precedent in a Texas case. In 1935, the Fifth Circuit decided Commissioner v. Wilson.
 The court found the law in Texas to be that the income distributed under a mandatory income distribution provision of a trust is generally community property. 

Importantly, Wilson and McFaddin
 (another Fifth Circuit case) employed a look-through or conduit approach, and clearly held that if the “income” represented oil and gas royalties that would have been separate property in the absence of a trust, that the royalties would be separate property when distributed. So long as the source of the distribution can be clearly traced, I know of no cases that would convert mineral royalties into community property simply because the mineral interests were held in trust. The conduit approach, however, is inconsistent with the notion that beneficiary does not have a property interest in the trust res.
 

Wilson concluded that trust income would be community property if distributed without, however, struggling with the issue or citing Texas authority. The court simply relied upon the general rule that income from separate property is community and didn’t feel the need to distinguish income from a trust from income from property actually owned by a spouse. Ten years later, in 1945, the Fifth Circuit was called upon to revisit the issue. This time, in the Porter case, the court took the issue a little more seriously and admitted that Wilson was overbroad in its summary of Texas law:

We are not prepared to go as far as the taxpayers do in their claim, that under the law of Texas, a trust could not be validly created upon terms giving income to a wife or a husband, for life, as their separate property. It is not necessary, however, for us to decide that question here, for if in the light of the constitutional definition of separate property and of Arnold v. Leonard, supra, such purpose could be effectively expressed, it is perfectly clear that no such intent is expressed in the trust in question here.
 

In my opinion Porter placed too much emphasis on intent and too little emphasis on the preexisting case law. The court cited, and then glibly dismissed, a number of Texas cases and authorities standing for the proposition that trust income is separate property. It cited no Texas cases holding that trust income is community property. And it misconstrued the holdings in the McClelland opinion. 

Contrary to the Porter characterization of the McClelland holding, the McClelland court not only held that the undistributed income was not community property, but held further, that the amounts received by the husband (or used to improve his separate property) were his separate property. 

[T]he wife is not entitled to any interest in the amounts received by appellant McClelland from the executors, because these amounts were his separate property, devised to him by the will, in which the wife had no community interest.

In the same year the court decided Porter, it decided several other cases in which it found that the income from a trust was community property.
 These cases add little to the development or explication of the law. McFaddin
 involved a number of issues, but the court disposed of all of them by simply citing Porter.
 Sims
 is a two paragraph decision to the effect that since there was no express intent that the income be separate, Porter controls. 

I want to emphasize that when a federal court interprets what it believes to be Texas law, the decision is of little or no precedential value in a subsequent Texas case. Only Texas courts have the power to bind Texas courts under the principle of stare decisis.
 For reasons that I hope I have made obvious, I don’t put much stock in these four Fifth Circuit cases, though I felt they merited discussion simply because they exist. 

There are two much more recent decisions that lend support to the notion that the Fifth Circuit made a mistake in 1935 and ‘45: Wilmington Trust Company v. United States, 4 Cl.Ct.6 (1983), 83-2 USTC ¶13,547; aff’d 753 F.2d 1055 (Federal Circuit 1985) and Taylor v. Taylor, 680 S.W.2d 645. Tex. App.-Beaumont, 1984 (writ ref’d n.r.e.). 

In Wilmington (which was the last time this issue has come up in a federal tax case), the Court of Claims in an opinion sustained by the Federal Circuit, unequivocally held that trust income actually distributed under a mandatory income distribution trust was separate property.
 The opinion expressly criticizes the earlier Fifth Circuit decisions as misreading Texas law. 

It appears that the Fifth Circuit, in the two decisions previously mentioned, failed to analyze properly the community property law of Texas, as it has been developed by the Texas courts.

Of all of the cases interpreting Texas law on the issue under consideration, the Wilmington case is far and away the most comprehensive in its analysis and forceful in its reasoning. If it were a state court decision I would say that it would have settled the issue. I especially commend this case to your reading. 

In Taylor, a Texas court squarely held that the income distributed by a discretionary distribution trust to a beneficiary was the beneficiary’s separate property.
 The conclusion was largely predicated on the intent of the settlor of the trust. This case is not particularly well reasoned, and the court ended up defending its conclusion by saying that the income was the corpus of the trust. Well reasoned or not, the Texas Supreme Court found no reversible error on appeal, and the case is the last word at the moment. 

*
*
*
*
In conclusion, it is settled law that the undistributed income of a trust that is not self-settled is not community property if the beneficiary cannot compel distribution.
 I know of no cases to the contrary. 

If the trust is self-settled, there are cases holding that trust income is community,
 and there are cases holding that it is separate.
 

I would distinguish self-settled from spendthrift trusts. In order for the generalization --that income from separate property is community-- to be applicable, the spouse must (a) have some form of interest in the underlying separate property that produces the income and (b), what is more important, the income that interest produces must not have been a gift. In the case of a self-settled trust the relationship between the beneficiary and the corpus of the trust is disconcertingly close, and, what is more important, there is certainly no gift involved. There is no gift in what a settlor retains. And if the beneficiary has such control over the corpus of the trust as to be the equivalent of outright ownership of the trust res, such that the doctrine of merger would apply, then it might make sense to say that the beneficiary owned the property that produced the income, and therefore the income was acquired from the property and not by gift.
 

If the beneficiary can compel distribution, or if the income is actually distributed, and if the trust is not self-settled, all of the cases that I have been able to find, other than tax cases decided by the Fifth Circuit, have held that the income is separate property, whether the income was subject to mandatory or discretionary distribution.
 I conclude, based upon existing relevant case law, that if the Texas Supreme Court were faced with this issue, the court would hold that income distributed from a trust established by someone other than the beneficiary is the separate property of the beneficiary. 

(The cases seem to consider the intent of the donor as being important. I do not see the constitutional significance of this, but I note that as between husband and wife, it is statutorily permissible to make a gift of the income from separate property given by one spouse to another, with the result that such income is the separate property of the donee spouse, and that, in fact, such an intent to do so will be presumed.
) 

I would reach the same conclusion as the primary line of cases, based on the application of the Constitutional definition of separate property as property acquired by gift. Art. XVI, section 15 defines separate property as follows:

All property, both real and personal, a spouse owned or claimed before marriage, and that acquired afterwards by gift, devise, or descent, shall be the separate property of that spouse.

Recall that community property is not defined, other than by negative implication. Community property is property that is not separate property. It is true that in Texas the income from separate property is, as a general rule, community property if acquired during marriage.
 This is because our courts made the judgment early on that rents, interest and other income from separate property owned by a spouse during marriage were not acquired by gift or by inheritance, and therefore, must be community property. The generalization that “income is community property” must be traced to its source. More properly, the generalization ought to be that “income from a spouse’s separate property is community property.” 

This “gift” analysis has had a long history in that it has been raised from time to time even in the older cases. However, the theory has never been given its due, in my opinion. This theory was apparently proffered in the Fifth Circuit decisions, albeit unsuccessfully. One basis for rejecting the theory is found in the early U.S. Supreme Court decision of Irwin v. Gavit.
 In that case, for federal gift tax purposes, Justice Holmes found that a distribution from a trust was not a gift and that “a gift of the income of a fund ordinarily is treated by equity as creating an interest in the fund.”
 Under this approach, one would look to the beneficial ownership in the trust as the “property” “acquired.”
 The income from this beneficial ownership would be community property. Irwin v. Gavit was cited in Porter; however, as mentioned above, this approach is inconsistent with the look through theory that Porter and McFaddin used to find that oil and gas royalties earned by the trust were separate property when distributed to the beneficiaries. 

In any event, I question the relevancy of applying federal estate and gift tax principles to state property characterization issues; moreover, even federal gift tax law will recognize that a gift has been made if a donor transfers the right to the income from a piece of property, retaining a reversion. 

If a donor transfers property to a trust, giving B the income for life, remainder to C, it would be absurd to say that for state property law purposes there is no gift to B. Granting, as we must, that B is the recipient of a gift, of what does the gift consist? Is it a gift of the income or a gift of the beneficial interest? Does it make any difference? 

I would concede that a spouse’s “beneficial interest” in a trust may be “property” subject to division on divorce, if the interest belongs to the community, such as might be the case in a pension plan established by an employer for an employee, contributions to which are made while the employee was married.
 But in that case the interest was not acquired by gift.

If the gift of the right to the income from a trust is a gift of a “beneficial interest” in the trust, of what does the beneficial interest consist if not the right to the income? If one is inclined toward abstraction and favors the beneficial interest approach, then my rejoinder is that the income is the reification of the beneficial interest; which is to say, more or less, that it is the same thing. One might conclude that B received an equitable interest in the trust, the proceeds of which on sale would be separate property; however this abstraction has little basis in reality, particularly in the case of a spendthrift trust where alienation of the interest is impossible. 

By way of contrast, consider the case of a life estate in property
: the life tenant has the right to use and possess the property, including the right to make the property productive and to enjoy the income from it. A life tenant actually has a legal and possessory interest in the property; whereas a beneficiary of a trust merely has an equitable nonpossessory interest in the trust. Therefore, even if the income from a life estate is community property, it does not follow that the income from a mandatory income distribution trust is community property, because, the only interest that a beneficiary of a trust has in the trust is the right to distributions. 

A trust beneficiary does not own the corpus of a trust and therefore any income produced by the corpus is not necessarily produced by the spouse’s separate property. More to the point, if it is conceded that a spouse’s beneficial interest in a trust was acquired by gift (and is therefore separate property), it does not follow that the income produced by the trust is income from the beneficial interest: the income is the beneficial interest! At least that is my position, and, as indicated above, the result at least is supported by recent case law. (Admittedly, reasonable minds can, and do, differ on this issue.
) 

The fact that the Constitution defines separate property, relegating to the community everything else, rather than the other way around, tends to support the notion that trust distributions are separate property. If the distributions are acquired by gift or inheritance, the distributions cannot be community property.
 In the case of a mandatory income only trust, the income is the gift. If it’s not, what is? Is the result different if corpus can be invaded for the beneficiary’s benefit? I don’t see why it should be. If the income were a gift where there was no right to the corpus, it ought still to be a gift notwithstanding that the gift has been augmented. 

ADDENDUM
1997

Since writing the above, several new cases have come to my attention. The very latest case —decided late last year and only published in 1997— is Cleaver v. Cleaver, 935 S.W.2d 491 (Tex. App.—Tyler 1996, writ den.).
 This case represents the latest in a developing line that strongly support the notion that the only portion of a trust that is community property is the income on the portion that could have been distributed at the [unfettered?] option of the beneficiary. Trust income that is required to be distributed and is, is separate property. The income from that income will ordinarily be community property, whether distributed or not. In Cleaver, the beneficiary spouse was not the trustee and had no interest in the corpus. 

Another recent case, Lemke v. Lemke, 929 S.W.2d 662 (Tex. App.-Fort Worth 1996, writ den.), held that no part of a trust created by the grantor for himself, prior to marriage, was community property. The grantor was not the trustee, and the trust was created out of the proceeds of a medical malpractice case that the beneficiary/grantor had brought and settled prior to marriage. “The trust instrument provides that the trustee has the sole discretion to distribute as much of the trust income and corpus as the trustee deems appropriate for Jacob's health, education, maintenance, and welfare needs.”
 The court thought it important that the trust contained a spendthrift clause, though I don’t know how it could have been effective, since the trust was obviously self-settled. The court cited favorably In re Marriage of Burns, 573 S.W.2d 555 (Tex. Civ. App.—Texarkana 1978, writ dism'd), which had similar facts, and which I cited above: 

In the instant case, the trust contained a spendthrift clause, which prevented Jacob from alienating, anticipating, assigning, encumbering, or hypothecating his interest in the principal or income of the trust. The trustee of Jacob's trust had the absolute discretion to distribute as much of the corpus and income of the trust as she deemed appropriate for Jacob's health, education, maintenance, and welfare needs. Following Burns, we hold that the undistributed trust income that accrued during Jacob's marriage to Joyce remained a part of the separate trust estate and was not subject to division by the court because it was not community property. Points of error one and two are overruled.
 [Emphasis added.] 

In Lemke, both corpus and income were distributable. Lemke appears to involve a self-settled trust established for the benefit of the beneficiary out of the proceeds of a malpractice case he had just won, which makes the case particularly interesting. In any event, in Lemke, the opinion stated:  

The trust instrument provides that the trustee has the sole discretion to distribute as much of the trust income and corpus as the trustee deems appropriate for Jacob's health, education, maintenance, and welfare needs. Following Burns, we hold that the undistributed trust income that accrued during Jacob's marriage to Joyce remained a part of the separate trust estate and was not subject to division by the court because it was not community property.  Points of error one and two are overruled. 

True, the Lemke court did not discuss the status of income that was distributed. But this was done in Cleaver, where it was clearly held that income that is distributed is separate property. One naturally assumes that in Lemke any income distributed would have been separate also, unless the fact that the trust were self-settled changed things. 

In conclusion, my reading of the cases is (1) the Cleaver cases hold that income required to be distributed is separate property; (2) Lemke holds that income that is not required to be distributed is separate property; and (3) under Long, income on property that used to be held in trust but which is no longer subject to a fiduciary distribution standard is community if earned after the trust’s termination date. 

*
*
*
*

I just discovered a new case holding that trust income is community property, at least under some circumstances. I have not had a chance to carefully analyze it yet, but a quick glance tells me that it is not favorable.  It also appears to be poorly written, and I believe it to be wrong. That case is Ridgell v. Ridgell, 960 S.W.2d 144 (Tex.App.-Corpus Christi 1997)
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