64 T.C. 959 (1975)

When dividing community property in a divorce, an ostensibly equal division
requiring one spouse to use separate property to equalize the distribution results in
a taxable sale to the extent separate property is exchanged for community property.

Summary

In a California divorce, the husband received the wife’s share of community property
stock in the family business. To equalize the division, he gave the wife his share of
other community property plus separate property cash. The Tax Court held that the
transfer of stock, to the extent it was compensated with the husband’s separate
property, constituted a taxable sale for the wife, requiring her to recognize capital
gains. However, the portion of the stock exchanged for the husband’s community
property interest was deemed a non-taxable division of community property.

Facts

Jean and George Carrieres divorced in California, a community property state. They
disagreed on dividing their community property, particularly stock in Sono-Ceil Co.,
the family business. Jean wanted to retain her community share of the stock. George
wanted full ownership. The court awarded George all 4,615 shares of Sono-Ceil
stock, valued at $241,000, which was more than half the total community property
value. To equalize the division, George was ordered to pay Jean $89,620.01, initially
through installments secured by the stock, later modified to a lump-sum payment.
George funded this payment using a loan from Sono-Ceil Co., his community share
of cash, and his separate property cash bonus and rents. Jean delivered the stock to
George and received the lump-sum payment.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Jean Carrieres’
1968 income tax, arguing she recognized gain on the transfer of her community
property stock. Carrieres petitioned the Tax Court, contesting the deficiency. The
Tax Court heard the case to determine the extent of taxable gain, if any, from the
stock transfer.

Issue(s)

1. Whether the division of community property in this divorce was entirely a non-
taxable partition.

2. If not entirely non-taxable, whether the transfer of Jean’s community stock
interest to George, in exchange for both George’s community property and
separate property, resulted in taxable gain for Jean, and to what extent.

Holding
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1. No, the division of community property was not entirely non-taxable because
separate property was used to equalize the distribution.

2. Yes, the transfer of Jean’s community stock interest resulted in taxable gain to
the extent it was exchanged for George’s separate property. No gain was
recognized to the extent it was exchanged for George’s community property
interest.

Court’s Reasoning

The Tax Court acknowledged the general rule that equal divisions of community
property are non-taxable partitions. However, it distinguished this case because
George used separate property to equalize the division, acquiring Jean’s stock
interest. The court reasoned that while a simple division of community assets is tax-
free, using separate property to buy out a spouse’s share transforms the transaction,
in part, into a sale.

The court stated, “To the extent, therefore, that one party receives separate cash or
other separate property, rather than community assets, in exchange for portions of
his community property, he has sold or exchanged such portions and gain, if any,
must be recognized thereon.”

The court allocated the consideration Jean received for her stock. The portion
attributable to George’s community property (including community cash) was
considered a non-taxable division. The portion attributable to George’s separate
property cash ($76,508.35 out of $89,620.01 lump sum) was deemed proceeds from
a taxable sale. Consequently, Jean was required to recognize gain on the portion of
the stock sale proportionate to the separate property received, which was calculated
to be 63.5% of the total gain realized on her stock interest. The court emphasized
that the intent of the parties and the nature of the assets exchanged are critical in
determining the tax consequences.

Practical Implications

Carrieres clarifies the tax implications of property divisions in community property
divorces, particularly when separate property is used for equalization. It establishes
that while equal divisions of community property are generally non-taxable, using
separate funds to buy out a spouse’s interest can create a taxable event for the
selling spouse. Legal practitioners in community property states must carefully
structure divorce settlements to minimize unintended tax consequences. This case
highlights the importance of tracing the source of funds used in property
equalization and understanding that “equalization payments” made with separate
property can trigger capital gains taxes. Subsequent cases rely on Carrieres to
distinguish between taxable sales and non-taxable divisions in divorce settlements,
emphasizing the substance of the transaction over its form. This ruling necessitates
careful tax planning in divorce, especially when one spouse desires to retain specific
community assets and uses separate property to compensate the other spouse.
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