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Estate of Myles C. Watson, Garden City Bank and Trust Company, Executor,
Petitioner, v. Commissioner of Internal Revenue, Respondent, 20 T.C. 386
(1953)

Claims against an estate arising from a divorce decree that incorporates a prior
separation agreement are deductible from the gross estate under Section 812(b)(3)
of the Internal Revenue Code, as they are considered to be founded on the decree,
not merely the agreement.

Summary

The Estate of Myles C. Watson sought to deduct a claim made by Watson’s ex-wife,
Jean,  against  the  estate.  This  claim  was  based  on  a  separation  agreement
incorporated into their divorce decree, stipulating Jean would receive one-third of
Watson’s net estate if she remained unmarried. The Tax Court addressed whether
this claim was deductible under Section 812(b)(3) of the Internal Revenue Code. The
court  held  that  because  the  separation  agreement  was  incorporated  into  and
approved by the divorce decree, the claim was founded on the decree itself, not just
the agreement, and was therefore deductible. This decision aligns with precedent
set in *Estate of Pompeo M. Maresi* and affirmed by *Harris v. Commissioner*.

Facts

Myles C. Watson and Jean W. Watson entered into a separation agreement in 1942.
The agreement stated Jean would receive one-third of Myles’s net estate if she was
living and unmarried at his death. The agreement was to remain in effect even if
they divorced and could be incorporated into any divorce decree. They divorced in
Nevada in 1943. The divorce decree explicitly approved, adopted, and confirmed the
separation agreement, ordering both parties to abide by it and decreeing property
rights according to its terms. Myles remarried and left his entire estate to his second
wife, Olga, in his will, making no provision for Jean. Jean remained unmarried and
filed  a  claim  against  Myles’s  estate  for  $76,315.99,  based  on  the  separation
agreement  and  divorce  decree.  The  estate  deducted  this  amount,  but  the
Commissioner of Internal Revenue disallowed it.

Procedural History

The  Estate  of  Myles  C.  Watson  petitioned  the  Tax  Court  to  contest  the
Commissioner’s  deficiency  determination.  The  Commissioner  had  disallowed  a
deduction claimed by the estate for a debt owed to Watson’s former wife. The case
proceeded in the United States Tax Court.

Issue(s)

1. Whether the claim of Jean W. Watson against the Estate of Myles C. Watson,
based on a separation agreement that  was incorporated into a Nevada divorce
decree, is deductible from the gross estate under Section 812(b)(3) of the Internal
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Revenue Code.

Holding

1. Yes, because the claim was founded upon the divorce decree, which approved and
incorporated  the  separation  agreement,  and  not  solely  upon  the  separation
agreement itself. Therefore, it is deductible under Section 812(b)(3).

Court’s Reasoning

The Tax Court relied heavily on the precedent set by *Estate of Pompeo M. Maresi, 6
T.C. 582*, which was affirmed at 156 F.2d 929, and expressly approved by the
Supreme Court in *Harris v. Commissioner, 340 U.S. 106*. The court distinguished
the Commissioner’s cited cases, noting they were not directly on point. The court
emphasized  that  the  Nevada  divorce  decree  did  not  merely  acknowledge  the
separation  agreement  but  explicitly  “approved,  adopted  and  confirmed”  it  and
ordered  the  parties  to  abide  by  it.  This  judicial  ratification  transformed  the
obligations from being contractual to being imposed by court decree. As such, the
claim  was  deemed  to  be  “founded  on  the  decree,”  not  merely  a  “promise  or
agreement” in the sense that would require “adequate and full  consideration in
money or money’s worth” under Section 812(b)(3). The court stated, “The present
case is not distinguishable from *Estate of Pompeo M. Maresi*, affd. 156 F.2d 929,
expressly approved by the Supreme Court in the *Harris* case. The issue is decided
for the petitioner.”

Practical Implications

This case clarifies that claims against an estate stemming from divorce decrees,
particularly those incorporating separation agreements, can be deductible for estate
tax purposes. It underscores the importance of the legal basis of the claim. If a
separation agreement is merely a private contract, claims arising from it might face
stricter scrutiny regarding consideration. However, when a divorce court adopts and
incorporates the agreement into a decree, the obligations become court-ordered,
thus changing the nature of the debt for estate tax deductibility. This ruling provides
guidance  for  estate  planners  and  litigators  in  structuring  and  analyzing  the
deductibility of marital settlement obligations in estate administration, particularly
when divorce decrees are involved. Later cases would likely follow this precedent
when determining the deductibility of claims arising from similar divorce decree
situations.


