16 T.C. 168 (1951)

Transfers of property in divorce settlements are taxable gifts to the extent the value
exceeds the value of spousal support rights, specifically when the transfer is
founded on a separation agreement independent of the divorce decree.

Summary

George McMurtry created trusts for his first and second wives pursuant to
separation agreements. The Tax Court addressed whether these transfers were
taxable gifts, particularly concerning the release of marital property rights versus
support rights. The court determined that transfers exceeding the value of support
rights were taxable gifts because the transfers were founded on the separation
agreements and not mandated by the subsequent divorce decrees. The court also
addressed valuation issues, upholding the use of the Combined Experience Table of
Mortality for calculating present values.

Facts

In 1933, McMurtry established a trust for his first wife, Mabel, as part of a
separation agreement where she released both support and property rights. In 1942,
he created two trusts for his second wife, Louise, under similar circumstances; their
daughter was the remainder beneficiary of these trusts. Both separation agreements
were negotiated by independent counsel and aimed for complete settlement of
marital obligations. Subsequent divorce decrees followed each agreement.

Procedural History

The Commissioner of Internal Revenue assessed a gift tax deficiency against
McMurtry for the 1942 transfers, arguing that the interests transferred to both
wives exceeded the value of their support rights and were thus taxable gifts.
McMurtry contested the deficiency, claiming the transfers were not gifts because
they were made for adequate consideration (release of marital rights). The Tax
Court heard the case to determine the gift tax liability.

Issue(s)

1. Did the interests transferred to McMurtry’s wives via the trusts constitute gifts to
the extent they were in consideration for the release of marital property rights?

2. Did the value of the interests transferred to the wives exceed the value of their
support rights; and if so, by what amount?

3. What was the value of the remainder interests acquired by McMurtry’s daughter
from the 1942 trusts at the time of transfer?

Holding
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1. Yes, because the transfers were founded on the separation agreements and were
thus subject to gift tax to the extent they represented consideration for the release
of marital property rights.

2. Yes, the value of the interests transferred to the wives exceeded the value of their
support rights. The court determined the specific amounts.

3. The court determined the value of the remainder interests transferred to the
daughter at the time of transfer.

Court’s Reasoning

The court relied on the principle that transfers pursuant to a separation agreement
are taxable gifts to the extent they compensate for the release of marital property
rights, not support rights, citing Merrill v. Fahs and Commissioner v. Wemyss.
Distinguishing Harris v. Commissioner, the court emphasized that the McMurtry’s
transfers were based on the separation agreements themselves, not mandated by
the divorce decrees. The separation agreements were effective independently of the
divorce decrees and the decrees merely approved the existing agreements. The
court quoted E.T. 19, stating that transfers in satisfaction of support rights are
considered adequate consideration, while relinquishment of marital property rights
is not. The court also upheld the use of the Actuaries’ or Combined Experience Table
of Mortality and a 4% interest rate for valuing the annuities, finding it was not
arbitrary or unreasonable, even though more modern tables existed. The court
stated, “In the present case it is apparent from the terms of the postnuptial
agreement between petitioner and Mabel Post McMurtry that its effectiveness was
in no way dependent on the entry of a divorce decree.”

Practical Implications

This case clarifies the gift tax implications of property transfers incident to divorce,
particularly when structured through separation agreements. Attorneys should
carefully distinguish between transfers intended for spousal support (which are
generally not taxable) and those compensating for marital property rights (which
are). The independence of the separation agreement from the divorce decree is
crucial; if the transfer is solely based on the agreement and not ordered by the
court, it’s more likely to be considered a gift. The decision also highlights the
importance of accurately valuing both support rights and property rights to
determine the taxable portion of the transfer. Later cases must analyze the specific
language of separation agreements and divorce decrees to ascertain the true basis
for the transfer.
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