11 T.C. 1064 (1948)

Trust income is considered “payable” to a beneficiary, and thus taxable to them,
when the beneficiary has a present right to that income, regardless of when it’s
actually distributed, especially when the trust mandates a prompt decision on
income distribution.

Summary

Babette Israel was the beneficiary of five trusts established by her husband. The
trust agreements stipulated that the trustees decide annually what portion of the
income should be paid to her, with a notification deadline of January 5th of the
following year. While the trustees notified Israel of her share by January 3rd each
year, the payments were not made until March 15th. The Tax Court addressed
whether this income was “payable” to Israel within the first 65 days of the year
following the income year, making it taxable to her under Section 162(d)(3)(A) of the
Internal Revenue Code. The court held that the income was indeed “payable” within
that timeframe, thus includible in Israel’s income for the prior year.

Facts

Adolph Israel created five trusts with his wife, Babette, as the income beneficiary.
The trusts directed the trustees to pay all or part of the net income to Babette
annually and accumulate any remaining income for minor beneficiaries. Four of the
trusts mandated that the trustees inform Babette of their distribution decision
between January 2nd and 5th of the following year. The trustees consistently
provided this notice by the January 5th deadline, but payments were made later. In
1943 and 1944, the trustees notified Babette of her share of the trust income for
1942 and 1943 respectively by January 3rd, but the actual payments occurred on
March 15th of the subsequent year.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Babette Israel’s
income and victory tax for 1943, including in her income the trust income paid to
her on March 15, 1944. Israel petitioned the Tax Court, contesting the
Commissioner’s assessment. The Tax Court ruled in favor of the Commissioner,
holding that the income was “payable” to Israel within the first 65 days of the
following year and thus taxable to her.

Issue(s)

Whether the trust income for 1943 became “payable” to Babette Israel within the
first 65 days of 1944, according to Section 162(d)(3)(A) of the Internal Revenue
Code, thereby making it includible in her 1943 taxable income.

Holding
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Yes, because the trust indentures, when properly construed, indicate that any trust
income distributable to Babette Israel, as determined by the trustees within five
days after the close of the trust’s year, was intended to be distributed to her early in
the following year. This renders the income “payable” to her within the first 65 days,
as defined by Section 162(d)(3)(A).

Court’s Reasoning

The court reasoned that the grantor’s intent, as evidenced by the trust documents
and the trustees’ historical practices, was for prompt distribution of income. The
court emphasized the grantor’s direction for the trustees to decide on the
distribution amount shortly after the year’s end, indicating an expectation of equally
prompt payment. The court referenced the Commissioner’s regulation defining
“income which becomes payable” as “income to which the legatee, heir, or
beneficiary has a present right, whether or not such income is actually paid.” The
court concluded that Babette Israel had a present right to the income once the
trustees made their decision, regardless of the later payment date. The court cited
the purpose of Section 162(d)(3), which was designed to prevent tax avoidance by
taxing the beneficiary who enjoys the income, not the trust. The court also rejected
the Commissioner’s inclusion of trust income taxes in Israel’s income, stating that
the trust provisions specify application of the net income after expenses, including
taxes.

Practical Implications

This case clarifies the meaning of “payable” in the context of trust income taxation,
emphasizing the beneficiary’s right to the income rather than the actual date of
distribution. It informs how similar cases should be analyzed by prioritizing the
grantor’s intent and the trustees’ established practices in interpreting trust
documents. The decision reinforces the principle that tax law aims to tax income to
the party with the present right to it. Later cases cite this ruling to interpret similar
trust provisions and determine when income is considered “payable” for tax
purposes, especially when dealing with 65-day rules. It also highlights the
importance of clearly defining distribution terms in trust documents to avoid
ambiguity and potential tax disputes. As Judge Hand stated in Cabell v. Markham,
“not to make a fortress out of the dictionary,” but to construe the meaning of
“payable” in light of the grantor’s intentions and the statutory scheme.
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