Seymour v. Commissioner, T. C. Memo. 1998-309

Section 1041 does not require the characterization of interest on indebtedness
incurred incident to divorce as personal interest under section 163(h)(1).

Summary

In Seymour v. Commissioner, the Tax Court addressed whether interest paid to a
former spouse pursuant to a divorce decree was nondeductible personal interest
under section 163(h)(1). The court held that section 1041, which treats property
transfers incident to divorce as gifts, does not affect the characterization of interest
expense under section 163. The court also clarified that the interest expense must
be properly allocated among assets received in the divorce, with specific attention to
qualified residence interest. This case underscores the importance of correctly
allocating interest expenses in divorce-related property transfers and the need to
consider IRS guidelines and temporary regulations.

Facts

Petitioner Seymour and his former spouse entered into a divorce decree and
property settlement agreement in 1987. Under the agreement, Seymour received
various assets, including stock, real estate, and the marital home, in exchange for a
payment of $925,000 to his former spouse, payable over ten years with interest.
Seymour paid interest on this indebtedness in 1992 and 1993, claiming it as a
deduction on his tax returns. The IRS challenged these deductions, asserting the
interest was nondeductible personal interest under section 163(h)(1).

Procedural History

The IRS issued notices of deficiency to Seymour for the taxable years 1992 and
1993, determining deficiencies in his federal income taxes and additions to tax for
failure to pay estimated tax. Seymour filed a petition with the U. S. Tax Court to
contest these determinations. The court’s decision focused on the proper
characterization and allocation of the interest expense paid to his former spouse.

Issue(s)

1. Whether interest paid to a former spouse pursuant to a divorce decree is
nondeductible personal interest under section 163(h)(1).

2. Whether Seymour is liable for additions to tax under section 6654 (a) for the
taxable years 1992 and 1993.

Holding

1. No, because section 1041 does not require the characterization of interest on
indebtedness incurred incident to divorce as personal interest under section
163(h)(1). However, the interest must be properly allocated among the assets
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received in the divorce to determine its deductibility.
2. Yes, because Seymour failed to make any estimated tax payments during the
years in issue, making him liable for the additions to tax under section 6654(a).

Court’s Reasoning

The court analyzed the interplay between sections 163 and 1041, concluding that
section 1041’s treatment of property transfers as gifts does not affect the
characterization of interest expense. The court relied on IRS Notice 88-74, which
stated that debt incurred to acquire a residence incident to divorce is eligible for
treatment as acquisition indebtedness under section 163, disregarding section 1041.
The court also considered the temporary regulations under section 1. 163-8T, which
prescribe rules for allocating interest expense based on the use of debt proceeds.
The court rejected Seymour’s proposed allocation of interest expense among the
assets received, as it did not follow these regulations and included assets not
transferred by the former spouse. The court emphasized the need for a proper
allocation of the interest expense, particularly regarding qualified residence
interest, and expected the parties to stipulate a computation accordingly.

Practical Implications

This decision clarifies that interest paid on debt incurred incident to divorce is not
automatically characterized as personal interest under section 163(h)(1). Taxpayers
must correctly allocate interest expense among the assets received in a divorce,
following the tracing rules and IRS guidance. This case highlights the importance of
understanding the temporary regulations and IRS notices in determining the
deductibility of interest expense. Practitioners should advise clients on the need for
accurate record-keeping and allocation of debt proceeds in divorce-related property
transfers. Subsequent cases, such as Gibbs v. Commissioner, have further clarified
the tax treatment of interest in divorce settlements, reinforcing the principles
established in Seymour.
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