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15 T.C. 62 (1950)

Payments made from a trust to a former spouse pursuant to a property settlement
agreement  incorporated  into  a  divorce  decree  are  includible  in  the  recipient’s
taxable income, even if the payments are made after the death of the former spouse
and the agreement is binding on their estate.

Summary

Helen Scott Fairbanks received monthly payments from a trust established by her
deceased former husband, Frederick Fairbanks, pursuant to a property settlement
agreement incorporated into their divorce decree. The agreement was binding on
Frederick’s heirs and assigns. The Tax Court held that these payments were taxable
income to Helen because they were made in discharge of a legal obligation imposed
by the divorce decree due to the marital relationship, and the payments fell under
the scope of Section 22(k) of the Internal Revenue Code, as interpreted in Laughlin’s
Estate v. Commissioner.  The court rejected Helen’s argument that a subsequent
agreement altered the nature of the payments.

Facts

Helen and Frederick Fairbanks divorced in 1938. Prior to the divorce, they entered
into a property settlement agreement where Frederick agreed to pay Helen $1,250
per  month until  her  death or  remarriage,  subject  to  adjustments  based on his
income. This agreement was incorporated into the divorce decree. Frederick created
a trust in 1940, funded partly with stock, to secure these payments. Frederick died
in 1940. After his death, Helen filed a claim against his estate to continue receiving
payments.  An agreement  was reached in  1941,  stipulating that  the  trustees  of
Frederick’s trust would make the payments to Helen, with amounts determined
based on the trust’s income. Helen received payments in 1942 and 1943, which she
did not report as income.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Helen’s income
tax for 1942 and 1943. Helen challenged this determination in the Tax Court.

Issue(s)

Whether payments received by Helen from the trust established by her deceased
former husband, pursuant to a property settlement agreement incorporated into
their divorce decree, constitute taxable income to her.

Holding

Yes, because the payments were made in discharge of a legal obligation imposed by
the divorce decree due to the marital relationship, falling under the scope of Section
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22(k) of the Internal Revenue Code, and the subsequent agreement did not alter the
fundamental nature of the payments as arising from the divorce settlement.

Court’s Reasoning

The  Tax  Court  relied  heavily  on  the  precedent  set  in  Laughlin’s  Estate  v.
Commissioner, which held that similar payments made to a divorced wife after her
former husband’s death were taxable income. The court reasoned that Section 22(k)
of the Internal Revenue Code encompasses all  payments made under a divorce
decree in discharge of a legal obligation arising from the marital relationship, not
just traditional alimony. The court emphasized that the 1938 agreement, which was
integrated into the divorce decree, was the source of the obligation. Although the
1941 agreement modified the method of calculating the payments, it did not change
the underlying obligation,  stating,  “Our  conclusion  is  that  the  1941 agreement
supplemented the 1938 agreement, and made provision for carrying out the chief
provision thereof, i.e., the making of payments to petitioner for the remainder of her
life.  It  did not alter the substance  of  the 1938 agreement.”  The court  rejected
Helen’s argument that the 1941 agreement was separate from the original divorce
settlement, finding it to be a continuation of the obligation established in 1938.

Practical Implications

This  case  clarifies  that  payments  stemming  from  divorce  settlements,  even  if
structured through trusts and continuing after the death of a former spouse, are
generally taxable income to the recipient if the payments are made to satisfy a legal
obligation arising out of the marital relationship and imposed by the divorce decree.
Attorneys  drafting  property  settlement  agreements  should  be  aware  of  the  tax
implications  of  these  agreements,  particularly  when  using  trusts  or  other
mechanisms  to  secure  payments.  This  ruling  reinforces  the  principle  that  the
substance  of  the  agreement,  rather  than  its  form,  will  determine  its  tax
consequences. Later cases applying this ruling often focus on whether a clear legal
obligation stemming from the marital relationship exists, and whether subsequent
agreements fundamentally alter that obligation.


