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Simple problems in the divorce (the documents or the players) that lead to big 
issues after the divorce 
 
People come to us with the following erroneous beliefs: 
• Court orders stand regardless of tax law 
• Agreements supersede tax rules 
 
Technical and personal problems we see: 
• Agreements are ambiguous or not written with precision 
• Couples not understanding their agreements and how they operate 
 



January 16, 2013 7 

What We Are Covering Today 
 

Common tax issues and the impact on divorce negotiations and settlement 
 

Allocating alimony and child support payments 
 

Property transfers between spouses 
 

Effectively utilizing exemptions, deductions and credits 
 

Innocent spouse relief 
 

Alimony recapture 
 

Drafting tips 
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Problems we see from couples going through or having completed a divorce: 
  
• How support works in the eyes of the tax rules – temporary, family, spousal, 

child – ages, penalties, etc… 
• Losses not being considered as property – the determination of and allocation 

of the economic value 
• Third party payments as support 
• Applying the exemption correctly  
• Spending time on issues that do not have financial consequence 
• Deducting the cost of divorce 
• How to file a return during and after a divorce 
• Filing Joint versus Separate – good and bad 
• Sharing the house value – if any 
• Bankruptcy impact in divorce 
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Problems we see from couples going through or having completed a divorce: 
  
• Refinance of a home in divorce 
• QDROs that are improperly handled 
• Allocating child benefits correctly 
• Problems with filing first to “grab” the child for tax purposes 
• Tax  issues of debt exposures of the ex-spouse 
• Handling estimated tax payments & refunds 
• Pre-tax versus after-tax considerations – not just a pension   
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How support works in the eyes of the tax rules – temporary, family, spousal, child – 
ages, penalties, etc… 
 
We all know what alimony is.  The problem comes when alimony is a disguised 
property settlement. 
 
• Large adjustments to alimony within the first three years can result in recapture 

and significant tax penalties (more on this later) 
 

• The 3-year period starts with the first calendar year in which payments 
qualify as alimony under a decree of divorce, separate maintenance or 
written separation agreement 

 
• The second and third years are the next two calendar years, whether or 

not payments are made during those years  
 

• Payments that were made under temporary support orders are not 
included 
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How support works in the eyes of the tax rules – temporary, family, spousal, child – 
ages, penalties, etc… 
 
Problem:  Disguised Property Settlement 
 
• If a payment, considered as alimony, is reduced at a time associated with a date 

relating to a child’s birthday, the alimony payment may be reclassified as child 
support 

 
• Payments reduced less than six months before or after the date the child 

will reach 18 or 21 or six months before reaching age 24  
 

• Payments reduced one year before or after a different child reaches 18, 21 
or 24 
 

More on this later in the seminar 
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How support works in the eyes of the tax rules – temporary, family, spousal, child – 
ages, penalties, etc… 
 
Problem:  Disguised Property Settlement 
 
Alimony change based on “contingency related to a child” will be reclassified as 
child support even if: 
• The change was coincidental and unintentional; and 
• The even if the contingency does not actually occur, but may have occurred  
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The “Economic Value” of a loss and loss carry over: 
 
Losses have tax implications 
• Capital losses can be taken against gains 
• Capital losses can be taken against ordinary income at $3,000 per year 

 
• Passive losses (K-1) are taken to the extent that there is basis in the entity 
• Passive losses from rental real estate are taken against rental income or 

suspended 
• Losses from rental activities can offset ordinary income, depending on the level 

of income 
 

• Business losses have carry-forward potential that can shelter future income 
 

• Don’t forget credits as well – the AMT credit, for example, has economic value 
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The “Economic Value” of a loss and loss carry over: 
Things to look for (separate property versus marital asset): 
 
• In years the taxpayers were not married to each other, the loss can only be 

applied against the separate income of the spouse who generated the loss  
 

• An NOL sustained by one spouse before marriage cannot be carried over to 
offset the other spouse’s income on a joint return.  It can be applied only 
against the income of the spouse who incurred the loss.  
 

• Losses incurred and carried back by a spouse after a divorce or the death of a 
spouse can only be applied against the separate income of the spouse who 
incurred the loss even if the taxpayers filed joint returns in the year to which the 
loss is carried. 

 
 
Calvin, Asa E., 354 F2d 202, 66-1 USTC 9108, 16 AFTR 2d 6025(10th Cir. 1965) 
Zeeman, Audrey L., 395 F2d 861, 68-1 USTC 9406, 21 AFTR 2d 1380 (2nd Cir. 1968). 
http://www.irs.gov/irm/part4/irm_04-011-011.html (IRS Audit guide) 

http://www.irs.gov/irm/part4/irm_04-011-011.html
http://www.irs.gov/irm/part4/irm_04-011-011.html
http://www.irs.gov/irm/part4/irm_04-011-011.html
http://www.irs.gov/irm/part4/irm_04-011-011.html
http://www.irs.gov/irm/part4/irm_04-011-011.html
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Applying the exemption correctly: 
 
The divorce decree, settlement agreement, MSA – whatever you want to call it – 
will not satisfy the IRS with allocating the exemption.  Beginning in 2009 form 8332 
is required. 



January 16, 2013 16 

Applying the exemption correctly: 
 
The rules allow the custodial parent to revoke a release of claim to exemption that 
was previously given to the noncustodial parent. Use Part III of Form 8332 and 
notify non-custodial parent. 

Much more on this later in the program today. 
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Spending time on issues that do not have financial consequence: 
 
Looking at the current tax climate, we had people racing to get agreements done 
before the end of 2012 – many with significant tax and financial issues involved.  
The deal Congress came to reduced some of those concerns.  But many required 
completion by a set time frame to reach an economic effect. 
 

I AM NOT THE ATTORNEY IN THE GROUP 
 
At least in the state were we work, a solution to a stuck situation is to bifurcate. 
• Put the sticky fight about child sharing off to another point in time 
• Set the house aside for the minute 
• Come to basic agreements were possible 
• Establish a time frame for future negotiations 
• Implement what you can 
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Deducting the cost of divorce: 
 
26 USC § 262 - Personal, living, and family expenses 
(a) General rule 

Except as otherwise expressly provided in this chapter, no deduction shall be 
allowed for personal, living, or family expenses 
 
Expenses related to property transfers and settlement arrangements are not 
deductible – they are considered personal or something that may add to 
basis, depending on what the item is 
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Deducting the cost of divorce: 
 
26 USC § 212 - Expenses for production of income 
 
In the case of an individual, there shall be allowed as a deduction all the ordinary 
and necessary expenses paid or incurred during the taxable year— 

(1) for the production or collection of income; 
(2) for the management, conservation, or maintenance of property held for 
the production of income; or 
(3) in connection with the determination, collection, or refund of any tax. 

 
These types of issues can be argued and won relatively easily with proper 
documentation 
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Deducting the cost of divorce: 
 
Do your client a favor and allocate your billings between the property matters of 
the divorce and items that are: 

(1) for the production or collection of income; 
(2) for the management, conservation, or maintenance of property held for 
the production of income; or 
(3) in connection with the determination, collection, or refund of any tax 

 
For example, remember that determining the economic value of a loss on a tax 
return is for the production and collection of income – it focuses on the tax refund 
and tax return 



January 16, 2013 22 

How to file a return during and after a divorce & the tax implications of property 
transfers 
 
First issue is property separation 
 
Sec. 1041. Transfers of property between spouses or incident to divorce. 
 
No gain or loss shall be recognized on a transfer of property from an individual to 
(or in trust for the benefit of) a spouse, or a former spouse, but only if the transfer 
is incident to the divorce. 
 
Incident to Divorce: For the purposes of subsection (a)(2), a transfer of property is 
incident to the divorce if such transfer 
• (1) occurs within 1 year after the date on which the marriage ceases, or 
• (2) is related to the cessation of the marriage. 

• (d) Special rule where spouse is nonresident alien. Subsection (a) shall not 
apply if the spouse of the individual making the transfer is a nonresident 
alien. 
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How to file a return during and after a divorce & the tax implications of property 
transfers 
 
Meaning of "Incident to Divorce" 
 
Treasury Regulation 1.1041-IT(b) states that a transfer is "related to" the cessation 
of the marriage when the transfer is required under the divorce or separation 
instrument, and the transfer takes place within six years from the date of the 
divorce.  
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How to file a return during and after a divorce & the tax implications of property 
transfers 
 
Defending the meaning of "Incident to Divorce" 
 
If the transfer is not made pursuant to a divorce or separation instrument, or 
occurs more than six years after cessation of the marriage, it is presumed to be 
unrelated to cessation of the marriage.  
 
(Treas. Regs. § 1.1041-1T, A-7; see Ltr.Rul. 9306015.)  

 
The presumption may be rebutted "only by showing that the transfer was made to 
effect the division of property owned by the former spouses" at the time their 
marriage ceased.  
 
(Regs. § 1.1041-1T, A-7.) 
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How to file a return during and after a divorce & the tax implications of property 
transfers 
 
Defending the meaning of "Incident to Divorce" 
 
The presumption may be rebutted by showing that 
 
(a) the transfer was not made within the one-and six-year periods described above 

because of factors which hampered an earlier transfer of the property, such 
as legal or business impediments to transfer or disputes concerning the value 
of the property owned at the time of the cessation of the marriage, and  

 
(b) the transfer is effected promptly after the impediment to transfer is removed. 
Private Letter Ruling 9235026  
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How to file a return during and after a divorce & the tax implications of property 
transfers 
 
Transfer to Non-Resident Alien Spouse 
 
When the spouse who receives property incident to divorce is a nonresident alien, 
taxable gain will be recognized on the transfer. (IRC §1041, subd. (d).)  
 
The spouse making the transferor will be taxed on the gain (the difference 
between the fair market value of the property transferred and his or her adjusted 
tax basis in the property).  
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How to file a return during and after a divorce & the tax implications of property 
transfers 
 
Transfer to Non-Resident Alien Spouse 
 
The rationale for treating nonresident aliens differently is that the IRS assumes that 
it will eventually receive taxes on any gain realized when a spouse who receives 
property incident to divorce sells the property, since the spouse takes the 
transferor's basis in the property. 
 
However, in the case of a nonresident alien, there may be little chance that the 
gain is ever reported or that tax will be paid. 
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How to file a return during and after a divorce & the tax implications of property 
transfers 
 
Assignment of Income Doctrine:  A person with the right to receive income cannot 
escape taxes by an assignment of the right to receive that income to another. IRS 
Regulations, § 1.454-1(a).  The transferring party is still obligated to pay taxes on 
the accrued income he or she has assigned. 
 
Interest on Equalizing Payments:  If there is a note between the spouses that 
requires one to pay interest regarding an equalizing payment, the interest will be 
treated as income to the spouse who received it. The spouse who pays the interest 
can take a deduction for those payments only if the debt was incurred to buy-out 
the other spouses interest in business or investment property. TC Memo 1998-150. 
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How to file a return during and after a divorce & the tax implications of property 
transfers 
 
State Law May be Different:  Federal and law and state law may result in different 
outcomes.  For example, in California old IRAs could have a different basis on the 
state return based on the fact that early on the deductible amount for the state 
was less than the Federal maximum.  So for state purposes you could have basis in 
an IRA. 
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How to file a return during and after a divorce: 
 
After the divorce, cooperation is essential – something that needs to be cultivated 
in the divorce 
 
No matter what people think, unless there is only property involved, there will still 
be a family unit that needs to function after the fact 
 
If this is done, complex issues become tasks rather than reasons for a new battle 
 
Filing complex returns requires coordination (like stock options) as does the 8332 
form 
 
Are the accountants friendly with each other and do they understand divorce 
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Filing Joint versus Separate (the downfall of filing separate):  
 
• One person itemizes and does not tell the other (if one does, both must) 
• One party takes a child as dependent without coordination (may be discussed in 

detail later in the program) 
• Not correctly assigning income (community property states – see Pub 555) 
• The tax rate for married filing separately is higher 
• You do not enjoy the following tax credits (if they might otherwise be available):  

• Earned income credit,  
• Child and dependent care credit,  
• Education credits,  
• Exclusion or credit for adoption expenses  
• If you lived with your spouse at any time during the tax year, you cannot 

take the credit for the elderly or disabled. 
• Married persons filing separate returns who lived apart at all times during the 

year are each allowed a $12,500 maximum special allowance for losses from 
passive real estate activities. 
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Filing Joint versus Separate (the downfall of filing separate):  
 
Many of your allowances and deductions are slashed in half  
• Capital loss deduction is reduced 
• First time home-buyer credit is reduced 
• Your exemption amount for figuring the alternative minimum tax is half what it 

would be on a joint return  
• The child credit and retirement savings contribution credits are also cut in half--

your spouse, of course, gets the other half, if he or she qualifies 
 
You don’t get the deduction for student loan interest 
 
If you lived with your spouse at any time during the year, you will have to include a 
higher percentage of Social Security benefits or railroad retirement benefits in your 
income  
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Filing Joint versus Separate (the downfall of filing separate):  
 
Because your adjusted gross income (AGI) is most likely going to be lower under 
married filing separate, you might enjoy a larger deduction for expenses that are 
tied to the AGI like medical expenses, employee business expenses, etc… 
 
If you wish, you can amend a return that was filed separately, going back three 
years 
 
Once you file a joint return, you cannot go back and amend it to file separately  
 
The one exception to this rule applies to a surviving spouse 
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Same-Sex Relationships and DOMA: 
 
Tax rules are difficult at best – states with gay marriage and community property 
pose complex issues 
 
More common in California that we must deal with asset tracing within a gay 
marriage 
• More commonly there is a greater amount of property that is brought into the 

relationship 
 
Custody issues surrounding children 
• Adoption by one parent and the other parent not having custody rights 
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Sharing the house value: 
 
Common issue in the past was how to divide the house while one person stays in 
the house 
 
Must remain on title and have an interest in the property 
 
Downsides: 
• Credit is impaired 
• If a payment is missed, both parties are obligated for the debt 
• Splitting the interest and property taxes can be complex 



January 16, 2013 37 

Sharing the house value: 
 
If a divorce or separation agreement requires you or your spouse or former spouse 
to pay home mortgage interest on a home owned by both of you, the payment of 
interest may be alimony 
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Refinance of a Residence While in Divorce: 
 
Refinancing during the divorce process can be very difficult given the lending 
climate today 
• Income is undetermined 
• Obligations are not established 
• Liabilities are not yet assigned 
• Assets are not yet assigned 
• Tax issues are not yet known 
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Refinance of a Residence Before Divorce: 
 
Better to refinance before the filing of a divorce, if the house is to be kept 
 
Rules before divorce are the same for everyone 
• Income 
• Assets 
• Liabilities 
 
Your clients become jointly obligated for the loan if taken in both names 
 
Consider if one person – the occupant – can qualify in his or her own name 
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Refinance of a Residence After Divorce: 
 
A “Qualified Assumption” or “release of liability” may be an option 
• The lender is asked to remove the former spouse’s name, leaving the loan note 

in the name of the person that was awarded the property 
 
Not all lenders offer the option 
• Most likely will run a separate credit check on person seeking the assumption 
• Meet minimum credit scores 
• Being current with the monthly mortgage payments 
• The investors in the loan may need to sign off on the change – they need to 

agree to the deal 
 
If the couple is “under water,” this process is not an option  
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Refinance of a Residence After Divorce: 
 
Cleanest and easiest outcome:  Sell the house and start over 
 
Most divorce settlements stipulate one of two outcomes for the house as marital 
property 
• The house must be sold 
• The person wanting to keep the property must buy out the other’s share 
 
From our real-world experience, lenders typically want to see a couple years of 
payments for alimony 
 
Lenders want to see a divorce settlement that has at least three years of payments 
set into the agreement that runs beyond the term they are reviewing 
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Qualified Domestic Relations Orders (QDROs) 
 
Three typical problems: 
• The QDRO is drafted but not reviewed by the administrator until the divorce is 

final 
• The QDRO is not executed properly or has claims that cannot be paid 
• The QDRO is not used in conformity with the desires of the client and may 

trigger unintended tax problems 
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Qualified Domestic Relations Orders (QDROs) 
 
The QDRO is drafted but not reviewed by the administrator until the divorce is final 
 
Administrators have language that is precise for their pension plan 
Administrators may have a pre-drafted QDRO for their plan 
 
If the divorce is final and the language of the agreement focuses on the execution 
of the QDRO – and the QDRO cannot be executed: 
• The agreement must be amended 
• The QDRO needs to be resubmitted to the court 
• The QDRO must conform with the revised agreement 
 
Get the QDRO reviewed, amended and approved by the plan administrator before 
anything is final 
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Qualified Domestic Relations Orders (QDROs) 
 
The QDRO is not executed 
 
Simply having the document drafted does not put it in force 
• Plan administration must approve 
• The court typically must approve 
 
Get all approvals in place before the final judgment / MSA is entered 
 
Do use experts in this field 
• Experts know most of the major employers and the language they require 
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Qualified Domestic Relations Orders (QDROs) 
 
The QDRO is not used in conformity with the desires of the client 
 
There is an ability to take a taxable distribution from the qualified pension plan 
under the QDRO without paying the 10% early withdrawal penalty 
• Used to cover expenses 
• Used to pay for education 
• Used to buy a car 
• Used to pay part of the settlement 
 
Some will erroneously put the funds into an IRA first and then take the distribution 
The 10% penalty is triggered from the IRA 
 
Individual Retirement Accounts are not Qualified Pension Plans, even if the assets 
were rolled from a Qualified Plan 
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Bankruptcy and Divorce 
 
Many relationships end because of financial strain 
 
Without proper planning, one person may file for bankruptcy, terminate their 
obligation and inadvertently leave the other person liable for the entire debt 
 
Tax obligations and student loans cannot be discharged, although they are put on 
hold during the bankruptcy process 
 
Tax obligations can be negotiated with the tax authorities based on the bankruptcy 
and may be fully discharged in the negotiations and settlement – but that is not a 
result of the bankruptcy itself 
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Bankruptcy and Divorce 
 
Filing a joint bankruptcy: 
• May cost less since it is one bankruptcy for the joint estate 
• Can terminate the debts for both parties 
• Wiping out debts jointly may simplify the property division process 
 
Before filing a joint bankruptcy: 
• Make sure the rules allow enough exemptions to protect all property owned 

between the two parties 
• Some states allow the doubling of the exemption amounts if filing jointly 
• If there is a lot of property, it may be a better idea to file a joint bankruptcy if 

the exemptions can be doubled 
 
Legal counsel for the bankruptcy should know if the client is anticipating a divorce 
• There may be a conflict of interest in representing both parties 
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Tax  Issues of Debt Exposures for the Ex-spouse: 
 
Note that community property & common laws states will have different issues 
here 
 
Simple example:  John and Mary – she died of cancer after 8 months of marriage 
• After her death, John finds that she had not filed tax returns for years 
• The IRS and state authorities were looking for her estate assets 
• They were married on 12-31 and she died the following year 
 
Upon filing the tax return for the year of marriage, the IRS and state took the 
refunds to satisfy her obligation regardless of the injured spouse filing 
 
The rule is that under a community property state, the refund is subject to seizure 
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Tax  Issues of Debt Exposures for the Ex-spouse: 
 
Debts of one spouse – and the forgiveness of debt outside of bankruptcy – can 
potentially impact the innocent spouse 
 
More on this from our other presenters 
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Handling Estimated Tax Payments and Refunds 
 
A simple tactic for divorcing parties is for one to file a return, get the refund and 
pocket the cash 
• Know what ES payments were made, if any 
• Know what the withholding was from each party 
• Do a tax calculation and determine what amount of refund belongs to which 

person (50% / 50% in the community states) 
• May want to avoid direct deposit under these circumstances so that a physical 

check is received (form 8888 is used for direct deposits) 
 
Knowledge and awareness is key in these instances 
 
http://www.irs.ustreas.gov/uac/Refund-Returns 

http://www.irs.ustreas.gov/uac/Refund-Returns
http://www.irs.ustreas.gov/uac/Refund-Returns
http://www.irs.ustreas.gov/uac/Refund-Returns
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Handling Estimated Tax Payments and Refunds 
 
For those that want to use direct deposit within the divorce, this is from the IRS 
web site (emphasis added): 
 
“The taxpayer may designate refunds for Direct Deposit to qualified accounts in the 
taxpayer’s name.  Qualified accounts include savings, checking, share draft or 
consumer asset accounts (for example, IRA or money market accounts).  Taxpayers 
should not request a deposit of their refund to an account that is not in their own 
name (such as their tax preparer’s own account).  The taxpayer may not designate 
refunds for Direct Deposit to credit card accounts.  Qualified accounts are accounts 
held by financial institutions within the United States and established primarily for 
personal, family or household purposes.  Qualifying institutions may be national 
banks, state banks (including the District of Columbia and political sub-divisions of 
the 50 states), savings and loan associations, mutual savings banks and credit 
unions.” 
 
http://www.irs.ustreas.gov/uac/Refund-Returns 

http://www.irs.ustreas.gov/uac/Refund-Returns
http://www.irs.ustreas.gov/uac/Refund-Returns
http://www.irs.ustreas.gov/uac/Refund-Returns
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Pre-Tax Versus After-Tax Considerations 
 
Hard concept for many clients to grasp 
 
Value of a pension versus a personal account 
 
Tax considerations 
• Ordinary income versus capital gains 
• After-tax capital versus pre-tax capital 



January 16, 2013 53 

Pre-Tax Versus After-Tax Considerations 
 
This is an issue with more than retirement accounts: 
• Business values – basis in the business (stock, capital assets, etc…) 
• Basic in stocks and bonds 
• Basis in a residence 
 
To get to an even exchange of value, the after-tax issues need to be understood 
and weighed against each item 
• What assets go to which spouse (the tax bracket makes a difference in the 

value) 
• What is the basis of each asset 
• What is the after-tax value of each asset 
 
We noted earlier that even an IRA can have basis 
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Neutral Financial People – takes the couples professional team off the hook 
 
Certified Divorce Financial Analyst – as a mediator – can never work with a couple 
outside of the divorce 
 
Safe place for the professionals to turn 
• They keep the client 
• They stay out of the line of fire 
• The expert work of a professional that works with divorce is there for the client 
 
The attorneys have a place to turn to for financial backup, research and support 
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Some Useful Checklist Items 
 
 Will anticipated date of dissolution have tax effects 
 Filing status of final returns 
 Requirement to exchange specified documents, K-1s, 1099s, W-2s 
 Responsibility for preparing final joint return 
 Liability for past taxes – community property state issues with this 
 Allocation of assets, debt and tax attributes 
 Character of property: community vs. separate and is it traceable 
 Prenuptial or property division agreements 
 Allocation of tax carry forward and carry back items (NOLs, charitable, capital 

losses) 
 Allocation of tax credits: AMT, general business credits, child, new homebuyer 
 Alimony is properly defined to be deductible:  does not survive the death of 

either party, is not conditioned on anything related to children, cannot decrease 
by more than $15,000 in the first 3 years. 
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Some Useful Checklist Items 
 
 Indemnity and alimony conditioned on mutual satisfaction of tax obligations 

and assumptions (innocent spouse, injured spouse, separation of liability) 
 Indemnification from one spouse to the other if the IRS subsequently changes 

agreed-upon allocations or disallows deductibility of alimony 
 Deductibility professional fees:   

 Professional invoices should specify the amounts related to tax advice, the 
collection or production of income, or the defense of title to property.  

 If the invoice provides no breakdown, the taxpayer should promptly 
request a more detailed statement.  

 Advise divorcing clients to get written agreement with divorce lawyer to 
segregate, allocate and document portions of fees to deduct and capitalize. 
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Some Useful Checklist Items 
 
 Describe each spouse’s responsibility for unpaid taxes attributable to the years 

covered by joint returns.  
 Such cross indemnification provisions are ineffective against IRS assertions 

of unpaid taxes (Alioto).  
 However, they may be recognized by state courts as a means of enforcing 

obligations between the parties themselves. 
 Require continuing disclosure of ex’s beneficiary designations and changes in 

cases where insurance policies, benefit programs or other assets will continue 
to benefit the other party 

 Qualified Domestic Relations Orders (QDROs) are properly executed 
 Form 8332 for dependency deduction now required to be attached to return 

instead of attaching pages of decree. 
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Some Useful Checklist Items 
 
 Specify who files any back tax returns for the years preceding the divorce 

 Preparation 
 Handling of any tax refund 
 How to assign the tax attributes to which the couple is entitled 
 Who will assume the liability for the tax obligation – not binding on the IRS 

 Parties agree to furnish information requested to prepare federal income tax 
returns for each party for the year in which this divorce decree is entered 

 Keep, from date of the divorce, all financial records relating to the community 
estate 

 Both need to agree that, in the event of an audit, they will allow the other 
person access to these records to defend the audit 



Thank you for your 
participation today. 

Common tax issues and the impact on 
divorce negotiations and settlement 

Armand E. D’Alo, EA, CFP®, CDFA™ 

Oak Tree Advisory Services, Inc. 

701 Palomar Airport Rd. Suite 300 

Carlsbad, CA 92011 

P: 760.439.5616 F: 866.690.9969  
P: 800.404.4545 

 

armand.dalo@oaktreeadvisory.com 

www.oaktreeadvisory.com 

www.oaktreemediation.com 
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Transfers of Property pursuant 

to a Divorce. 

 

 Most states have developed rules to govern 

the treatment of property rights in marital 

dissolutions.  In the Davis case, the Supreme 

Court held that the exchange of property for 

marital rights was a taxable event.  
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 The new Code Section 1041 repealed Davis 

which makes transfer between spouses, or 

incident to a divorce a "nonrecognition event."  

 

1. Transfers to a spouse at any time and for any 

reason during a marriage is subject to 

nonrecognition.  (Section 1041(a)(1)).  

2. The nonrecognition section also applies to 

transfers to a former spouse if the transfer is 

incident to a divorce (Section 1041(a)(2)). 

 a.  A transfer within one year of when the 

marriage ends or  

   b.  A transfer that is related to the end  

      of the marriage.  
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The rule does not apply in two 

specific situations.  

1. Where the property is transferred to a 

person who is a nonresident alien, or 

 

2. Where property is transferred to a trust 

and the liabilities exceed the basis of 

the property.  

63 



 The transferee of the property receives a carryover 
basis to the property.  
 

 The Internal Revenue Service has established 
reporting requirements on the transferor and the 
transferee.  

  a.  The transferor must provide adjusted basis, 
holding period and investment tax credit information.  

  b.  The transferee must preserve the records and 
keep them accessible to the Service.  
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Gift Tax Effects of Transfers 

Pursuant to a Divorce.  Code 

Section 2516. 

 Transfers to a spouse in a divorce in 

exchange for the release of marital or 

property rights are considered made for 

adequate and full consideration.  
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Three specific tests must be 

met to come within this 

exception. 

 1. The transfer must be made under a written 
agreement that deals with marital and property 
rights. 

2. A final decree of divorce must occur within the 
three year period that begins one year before 
such agreement is entered into, and 

3. The transfer must be in exchange of marital or 
property rights of a spouse or to provide 
support for children while they are minors.  
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 The Marital Deduction for transfers 

during the marriage, the annual 

exclusion, and the Unified Credit may 

also apply. 
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 Special gift tax rules apply for transfers to 

a non-citizen spouse.  These transfers do 

not qualify for the marital deduction.  

Instead, there is a $100,000 annual 

exclusion, adjusted for inflation. (For 

2013 - $133,000)  
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The Tax Treatment of Special 

Marital Assets  

The marital home. 

 New Section 121 allows qualifying taxpayers to 

exclude from gross income gain of up to 

$250,000 or up to $500,000 for certain qualifying 

joint filers realized on a qualified sale of their 

principal residence once every two years. 

1. Owned and used as principal resident for  

two years of five years preceding the sale. 

2. No prior exclusion within two years prior  

to sale. 
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Insurance as part of a Marital 

Dissolution. 

1. Used as security for payments which would 
have been made by the insured during life.  

2. An additional form of alimony to provide a 
valuable death benefit for the survivor.  

3. The transfer of a life insurance policy in a 
property settlement covered by the Section 
1041 rules and the Section 2516 rules.  
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 Annuities - Transfer of annuity pursuant 

to a divorce - the spouse is taxed in the 

same manner as any annuity recipient  
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Stock Options 

 Nonqualified and deferred compensation rules 
under Section 83. 
 

1. Fair market value over price paid of 
property transferred to employee is income 
when the property is not subject to a 
substantial risk of forfeiture (the property is 
vested). 

2. Section 83(b) – elect to realize income in 
year of transfer but prior to vesting. 
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Non-statutory options 

 Generally, the income from the transfer 

of non-statutory stock options is taxed at 

ordinary income rates when the option is 

executed.  
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Statutory stock options 

1. There are no ordinary income tax 
consequences at the time that the option is 
exercised (although there may be Alternative 
Minimum Tax Issues). 

2. Where the acquired stock is held for more 
than 1 year, capital gain treatment is available 
on the sale. 

3. Where a statutory stock option is transferred, 
it becomes disqualified and is then treated as 
a non-statutory stock option.  
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Corporate Redemption incident 

to a divorce. 

 

 The courts have now imposed confusion 

in the law through interpretations of 

Section 1041 in Arnes v. Comm. 102 

T.C. 522 (1994), Blatt v. Comm. 102 T.C. 

77 (1994), Hayes v. Comm. 101 T.C. 593 

(1993), and Arnes v. U.S. 981 Fed. 456 

(CA-9 1992). 
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The question here is; what is the 

taxability of spouse (wife), and what is 

the taxability of the nonredeeming 

spouse (Husband). 

 Example #1 

 

H & W agree to have 

corp redeem W 

 

 

W Taxed; no tax to H 

 Example #2 

 

H agrees to buy W’s 

shares and assigns 

agreement to corp 

 

Constructive dividend to 

H and sale by W- 

both taxed  
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New Final Regulations related to 

corporate redemption incident to 

divorce (Treas. Reg. 1.1041-2) 

1. The regulations clarify that the “primary and 
unconditional obligation” standard is the standard to 
be applied when determining whether a constructive 
distribution has been made.  

2. A spouse must have a “primary and unconditional 
obligation” to purchase the stock of the second 
spouse for the transaction to qualify as a 
“constructive distribution”. 

3. The “constructive distribution” treatment is only 
applicable if the recipient spouse owns stock of the 
redeeming corporation immediately prior to, or after 
the corporation redeems the stock. 
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Dependency exemption for divorced, 

separated, or parents who live apart.  

Code Section 152(e).  

1. The exemption is allocated to the custodial spouse 
unless the custodial parent releases claim to the 
exemption.  Form 8332 

2. To qualify for the exemption, four tests must be met:  

a)  The dependent must be the parent's child.  

b)  The child must receive over 1/2 support from the   
   parents together or from one of them. 

c)  The parents must not live together at all times  
   during the last 6 months of the year.  

d)  The child must be in the custody of the parents  
   for more than 1/2 the year.  
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Other tax provisions effecting 

dependents.  

a. Medical expense deduction is allowed to either parent 
regardless of which parent is entitled to the dependency 
exemption as long as Section 152 (e) applies.  Section 
213(e).  

 

b. Child care expenses are available to the parent where:  

 1) The parent maintains a household.  

 2) The individual is a member of the household.  

 3) The expenses are employment related.   
 

$3,000 one child / $6,000 two or more children  

35% phased down to 20% at $43,000 
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Child Tax Credit  

1. Qualifying child – Same as dependency 
exemption but under 17 years of age. 
 

2. $1,000 per child. 
 

3. Phase out as AGI exceeds $110,000 for 
joint filers; $55,000 for married filing 
separate; and $75,000 for single filers 
 

4. Credit is refundable. 
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Higher Education Credits 

1. Hope Scholarship Credit: 
100% of the first $1,000 tuition and 50% of 
next $1,000 tuition. 

2. Lifetime Learning Credit: 

 20% of qualified tuition expenses on first 
$10,000 tuition, subject to phase out. 

3. American Opportunity Credit (refundable) 
100% of first $2,000 of tuition plus 25% of 
second $2,000 of tuition, subject to phase out. 
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 Joint and several liability 

◦ IRS may seek full payment from both 
spouses that signed the return even 
though the income reported on the 
tax return and the corresponding 
liability solely was related to one of 
the two. 
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 Joint Tax return – Joint and Several 
Liability 

◦ IRS Provides three types of Relief: 

 1 Innocent Spouse Relief 

 2 Separation of Liability Relief 

 3 Equitable Relief 
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Must meet ALL of the following: 
1. Filed a joint return 

2. There is an understated tax on the 
return that is due to erroneous items of 
the other spouse 

3. It can be shown that when the innocent 
spouse signed the joint return they did 
not actual know or had no reason to 
know that the understated tax existed 
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Must meet ALL of the following: 

 

4. Taking into account all the facts 
and circumstances, it would be 
unfair to hold the innocent spouse 
liable for the understated tax. 
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 Actual Knowledge exist if: 
◦ It was known that an item of unreported 

income was received 

◦ The facts that made a deduction or 
incorrect credit was known 

◦ The false or inflated deduction was known 
to not have occurred or not to the extent 
shown on the return 
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Under this type of relief, the 
understated tax on the joint return is 
ALLOCATED between the spouses. 

 

Only available for unpaid liabilities – 
refunds are not allowed 
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Must meet ALL of the following: 

  No longer married to, or legally 
separated from the spouse on the 
joint return 

Not a member of the same 
household as the spouse on the 
joint return for 12 month period 
ending on the date the relief is 
requested. 
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Facts: 
 Bill and Karen filed a joint return 

 Karen reported wages of $50,000 

 Bill reported self-employed income of 
$10,000 

 Karen and Bill legally separated 

 IRS audited and found Bill had an additional 
$20,000 of self-employment income 

 An understated tax of $6,000 was assessed 
by IRS 
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 Did Karen have Actual Knowledge? 

 

 Was there a deliberately effort to 
avoid learning about the item to be 
shielded from the liability? 

 

 Was the property that resulted in 
the erroneous item jointly owned? 
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Used when both innocent spouse  
and separation of liability relief are 
not available from liability arising 
from community property law 
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1. Not eligible for innocent spouse 
relief, separation of liability relief, 
or relief from liability arising from 
community property law 

2. There is an understated tax or 
unpaid tax, which remains unpaid 

3. Facts support it would be unfair to 
hold requestor liable for unpaid 
tax 
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4. No fraudulent transfers to avoid 
tax 

5. No intent to commit fraud when 
return was filed 

6. Liability arose from an item 
attributable to the former spouse 
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◦How to Request Relief 

 Form 8857 – Innocent Spouse Relief 

 Form 8379 – Injured Spouse Allocation 

 

 
Resouce/Instructions: IRS Publication 971 
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 First three calendar years  

 Causes: 

◦Change in divorce agreement or 
judgment 

◦ Failure to make timely payments 

◦ Reduction in ability to provide 
support 

◦ Reduction in need of spouse 
receiving support 
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 1. Alimony paid in 2nd year ....................................   1. $39,000  

 2. Alimony paid in3rd year ...............  2. 28,000 

 3. Floor ....................................  3. $15,000  

 4. Add lines 2 and 3.............................   4. 43,000  

 5.Subtract line 4 from line 1............  .   5. -0-    * 

 6. Alimony paid in1st year .....................................  6. 50,000  

 7. Adjusted alimony paid in 2nd year  

 (line 1 minus line 5) ......................... 7. 39,000  

 8. Alimony paid in3rd year ..................8. 28,000  

 9. Add lines 7 and 8........................... 9. 67,000  

 10. Divide line 9 by 2 ........................ 10. 33,500  

 11. Floor .................................... 11. $15,000  

 12. Add lines 10 and 11 ........................................  12. 48,500  

 13. Subtract line 12 from line 6.................................................  13. 1,500  

 14. Recaptured alimony. Add lines 5 and 13...................................... 14. 1,500  

 

◦ *Note: Do not enter Less than $0 on any line 
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