16 T.C. 100 (1951)

A cash basis taxpayer can deduct interest expenses when those expenses are
debited from their account by a trust and the taxpayer has sufficient credits
(income) in the same year from that trust to cover the debit.

Summary

Gertrude Rosenblatt, a beneficiary of the Goldsmith Trust, deducted $3,327.41 in
interest payments on her 1945 tax return. The IRS disallowed the deduction. The
interest related to Rosenblatt’s debt to a corporation, F. & H. G., whose assets were
transferred to the Goldsmith Trust. The trust agreement stipulated interest
adjustments based on the debt owed by each beneficiary. The Tax Court held that
Rosenblatt could deduct the interest because she was a cash basis taxpayer, the
interest was debited from her account, and she had sufficient income credited to her
account from the trust to cover the interest expense. The court reasoned that this
constituted a constructive payment of interest.

Facts

Rosenblatt was a shareholder and bondholder of F. & H. G. Corporation and had
borrowed money from the corporation. Other stockholders also had debts to the
corporation, but Rosenblatt’s was the largest. In 1935, the stockholders agreed to
adjust interest among themselves based on their relative borrowings. In 1938, the
stockholders created the Goldsmith Trust, a revocable trust, and transferred all
assets of F. & H. G. to the trust, including the debts owed by Rosenblatt and the
other stockholders. The trust agreement continued the practice of adjusting interest
among the beneficiaries based on their debt. In 1945, Rosenblatt was debited
$3,327.41 for interest, and the other beneficiaries were credited accordingly.
Rosenblatt also reported income from the trust of $7,848.39 on her 1945 tax return.

Procedural History

The Commissioner of Internal Revenue disallowed Rosenblatt’s deduction of
$3,327.41 for interest expense on her 1945 tax return, leading to a deficiency
assessment. Rosenblatt petitioned the Tax Court for a redetermination of the
deficiency. The Commissioner amended the answer to increase the deficiency
amount.

Issue(s)

Whether the Tax Court erred in allowing Rosenblatt to deduct $3,327.41 in interest
expense on her 1945 tax return, given that the amount was debited to her account
by a trust, and she had sufficient income credited to her account from the trust to
cover the expense?

Holding
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Yes, because Rosenblatt was a cash basis taxpayer, the interest was debited from
her account, and she had sufficient income credited to her account from the trust to
cover the interest expense. This constituted a constructive payment of interest,
entitling her to the deduction.

Court’s Reasoning

The court reasoned that Rosenblatt’s situation was analogous to receiving a check
from the trust for her income and then writing a check back to the trust for the
interest payment. The court cited Regulation 111, section 29.166-1(c), which states
that the grantor of a revocable trust is allowed the same deductions as if the trust
had not been created. The court emphasized the importance of the fact that
Rosenblatt reported the trust income on her return. It also referenced precedent
stating that when there are concurrent debits and credits, the debits relating to
interest are considered payments by a cash basis taxpayer when the charges do not
exceed the credits included in income. The court stated, “It is just as an effective
payment of interest as if petitioner had received a check from the trust for
$7,848.39 income and then, in turn, had given the trust a check for $3,327.41
interest. Such mechanics were altogether unnecessary.”
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