Schwab v. Commissioner, 52 T. C. 815 (1969)

Transfers of property in a divorce settlement are not taxable as periodic payments
unless they are part of a series of payments extending over more than ten years.

Summary

In Schwab v. Commissioner, the U. S. Tax Court ruled that certain transfers of real
and personal property from Robert E. Houston to Mary Schwab during their 1959
divorce were a property settlement, not periodic payments subject to taxation under
Section 71(c). The settlement agreement, incorporated into the divorce decree,
outlined a total sum of $505,699. 44 to be paid to Schwab, with immediate transfers
of property valued at $205,699. 44 and subsequent annual payments of $25,000 for
12 years. The court held that the immediate transfers were a property settlement
and not taxable as periodic payments because they were not part of a series of
payments extending over more than ten years. This decision underscores the
importance of distinguishing between property settlements and periodic payments
in divorce agreements for tax purposes.

Facts

On September 22, 1959, Mary Schwab and Robert E. Houston, who were married,
entered into a stipulation that was later incorporated into a divorce decree issued by
the Circuit Court of Milwaukee County, Wisconsin, on October 20, 1959. The
stipulation provided for a full and final division of their estate and property, in lieu of
alimony. It specified that Schwab would receive $505,699. 44, divided as follows:
within a month of the decree, she would receive their dwelling valued at $40,000,
$115,000 in cash, insurance policies with a net cash surrender value of $29,799. 44,
and other personal property valued at $20,900. Additionally, Houston was to pay
Schwab $300,000 in 12 equal annual installments of $25,000, starting one year after
the decree.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the income taxes
of Schwab and Houston for the year 1959. Schwab filed a petition contesting the
deficiency, while Houston argued that the 1959 transfers were part of a series of
periodic payments. The cases were consolidated for trial and opinion in the U. S. Tax
Court, which ruled in favor of Schwab, determining that the 1959 transfers
constituted a property settlement and were not taxable as periodic payments.

Issue(s)

1. Whether the transfers of real and personal property valued at $205,699. 44 from
Houston to Schwab during 1959 constituted a property settlement or an installment
payment qualifying as a periodic payment under Section 71(c) of the Internal
Revenue Code.
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Holding

1. No, because the transfers were part of a property settlement and not part of a
series of payments extending over more than ten years, as required for periodic
payment treatment under Section 71(c)(2).

Court’s Reasoning

The U. S. Tax Court’s decision hinged on the distinction between property
settlements and periodic payments under Section 71(c) of the Internal Revenue
Code. The court found that the immediate transfers of property in 1959 were a
property settlement, as they were not part of a series of payments extending over
more than ten years. The court emphasized the nature of the assets
transferred—cash, realty, personalty, and insurance policies—as indicative of a
property settlement rather than periodic payments. The court also noted the timing
of the transfers, with the 1959 obligation requiring payment within 60 days of the
decree, contrasting with the subsequent annual payments. The court relied on the
language of the settlement stipulation, which explicitly referred to a “final division
and distribution” of the estate, supporting the view that the 1959 transfers were a
property settlement. The court cited previous cases, such as Ralph Norton, to
support its conclusion that such immediate transfers are not taxable as periodic
payments. The court rejected Houston’s argument that the 1959 transfers were part
of a unitary obligation, finding that the settlement’s structure and language
indicated otherwise.

Practical Implications

This decision clarifies the tax treatment of divorce settlements, particularly the
distinction between property settlements and periodic payments. Attorneys should
carefully draft divorce agreements to clearly delineate between property settlements
and periodic payments, as this affects the tax obligations of both parties. The ruling
emphasizes the importance of the timing and nature of asset transfers in
determining their tax treatment. Practitioners should be aware that immediate
transfers of property, even if part of a larger settlement sum, are generally treated
as property settlements and not subject to taxation as periodic payments. This case
has been influential in subsequent tax court decisions and has helped shape the
interpretation of Section 71(c) in divorce-related tax matters.
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