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Basic

in the " "a tlon
of Alimony

General Themes of the Current
Taxation Structure

In connection with the dissolution of
amarriage, the partiesto the divorce must
focus on two major issues which will be
impacted by taxation. First, the parties
must determine the necessity of one
spouse providing payments for the sup-
port of the other spouse, as well as the
children of the marriage. In addition, an
equitable division of the coupl€e’s proper-
ty must be accomplished. Several
themes dominate the current taxation
scheme and provide a framework for the
statutory rules.

In the area of support payments, the
present taxation structure' is designed to
permit the parties to choose the tax con-
sequences of those payments. Quite sim-
ply, they may negotiate and choose which
party will be taxed on the income used to
provide that 'support. The fact that their
ultimate choice is based on the goal of
allocating taxable income and deductions

in-the manner that will yield the best
overall tax benefits for the partiesisirrel-
evant.

As to property settlements, the cur-
rent taxation structure is generally
designed to alow the division of property
without the burden of immediate tax con-
sequences.? This structure is not elective
and accords nonrecognition treatment for
divisions, exchanges, and sales for cash.
However, through the accompanying
basis provision, the rules simply operate
to postpone taxation until the transferee
spouse later disposes of the property.

Alimony

It is important to understand at the
outset that a tax definition of alimony is
made necessary by one of the basic goals
of our taxation system—a uniform appli-
cation of the tax laws among taxpayersin
all states. Our current system is designed
to achieve this goa through a statutory
definition of alimony for tax purposes.
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The aimony tax provisions of the
Internal Revenue Code essentially deter-
mine who will be taxed on income that is
used to provide support payments to the
payee spouse. This is accomplished
by creating complete correspondence
between Internal Revenue Code 8§71,
defining alimony, and 8215 of the Code,
allowing a deduction for payments quali-
fying asalimony under §71. Any payment
properly characterized as alimony under
these provisions will be taxable as income
to the payee spouse and will be deductible
to the payor spouse. Since the alimony
deduction is an above-the-line deduction,
the payor spouse can utilize the deduction,
regardless of whether he itemizes his
deductions or elects to take the standard
deduction. Accordingly, the alimony
deduction reduces the payor’s adjusted
gross income, which is an important
measure for the allowance of other types

Continued on next page
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Basic Principles in the Taxation of Alimony and Property Settlements

of deductions, such asmedical, charitable,
and miscellaneous itemized deductions.

The statutory definition of alimony is
designed around the type of payment that
ismost characteristic of support, asdistin-
guished from a payment for property.
However, thereisno need to establish that
the spouses intended the payments as sup-
port payments. Aslong as the payments
satisfy the statutory definition of alimony,
that tax treatment will be accorded the
payment. In this regard, seven statutory
requirements must be met to achieve
alimony status for tax purposes.

1. Payment in Cash.® The payment
must be made in cash or by check
or money order. Quite simply, noth-
ing else will qualify. The use of
property or the taxpayor's own
promissory note to satisfy the pay-
ment obligation will not qualify as
an alimony payment.*

2. Payment to or on Behalf of a

Spouse.® Payments must be made
either directly to the payee spouse
or to another party on behalf of the
spouse. Most typically, indirect
payments take the form of rent,
mortgage payments, taxes, or life
insurance premiums.® These indi-
rect payments, however, raise some
important issues, particularly for
mortgage payments and life insur-
ance premiums, discussed later in
this article.

. Payment Pursuant to a Decree or

Separation Instrument.” The pay-
ment must be required under a
decree of divorce or separate main-
tenance or a written instrument
incident to a decree, awritten sepa-
ration agreement, or a decree of
support.

4. Payment not Designated Non-

alimony.t Quite importantly, a pay-
ment that would otherwise qualify
as aimony can be designated as
nonalimony. This provision, thus,
allows the parties to determine the
tax consequences for the payment.
The parties can select alimony
treatment or nonalimony treatment,
based on how the parties choose to
share the tax benefits and tax costs
associated with the payment. It is
perfectly permissible for this deci-
sion to be based on an evaluation of
the best overall tax results for both
parties, taking account of the par-
ticular tax situation of each party.
The parties can and should negoti-
ate and choose these consequences
after considering potential tax rates,
benefits of alimony deductions, and
other available tax benefits such as
deductions, losses, and credits of
the spouses. In summary, the
alimony taxation structure alows
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tax planning and taxation mini-
mization as agreed upon by the par-
ties.

5. Requirement of Separate House-
holds® If the parties are legally
separated pursuant to a decree of
divorce or separate maintenance,
alimony treatment is only available
if the parties are not members of the
same household. This requirement
is inapplicable to payments
between spouses who are neither
divorced nor legally separated.
Interestingly, regulations issued by
the Internal Revenue Service inter-
pret the separate household require-
ment in a fairly strict manner, tak-
ing the position that the require-
ment is not satisfied even if spous-
es live separately within the same
household.*

6. Termination of Payments at
Death of Payee Critically impor-
tant is the need to provide in the
governing instrument for the termi-
nation of the payment at the death
of the payee spouse. Although this
requirement can be satisfied by a
determination that such payments
will terminate under applicable
state law, termination should be
stated specifically in the governing
instrument to ensure certainty of tax
treatment. This requirement, how-
ever, does not prevent termination
of the payment at an earlier speci-
fied time. For example, the parties
may wish to provide support for a
limited period of time to alow the
payee spouse to obtain additional
education or training. Such an
agreement could provide for a pay-
ment for a specific term of years,
but the agreement must require ter-
mination at the death of the payee
spouse if that event occurs prior to
expiration of the specific term.

7.No Joint Return.? If the parties
file ajoint tax return, the aimony
income and deduction provisions
are not applicable to the payment.
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Special Types of Indirect Payments

As previously mentioned, certain
indirect payments which otherwise meet
the statutory definition of alimony raise
special issues. Although benefiting the
payee spouse, these payments also gener-
ate significant benefits for the payor
spouse. These specia payments include
mortgage payments on a residence, the
occupancy of which isgranted to the other
spouse, and payment of lifeinsurance pre-
miums on a policy insuring the life of the

payor Spouse.

While the current tax structure
affords the parties wide latitude
in choosing the tax conse-
quences of any support pay-
ments, the statute includes a
special recapture provision
which may negate the benefit of
larger alimony paymentsin the
first two years of payment.

Because mortgage payments on ares-
idence increase the equity of the owner of
the residence, alimony treatment for such
payments is dependent on the ownership.
If the homeis owned solely by the spouse
granted occupancy, the payment qualifies
fully asalimony. However, if the homeis
owned solely by the payor spouse and is
merely occupied by the nonowner spouse,
the payment will not qualify as alimony.*
If the spouses own the property jointly,
one-half of the payment should qualify
for alimony treatment.

To protect a payee spouse from the
loss of support due to the death of the
payor spouse, the payor spouse may be
required to pay premiums on either an
existing or newly-purchased life insur-
ance policy. Payment of these premiums
by the payor spouse will qualify for
aimony status only if the payee spouse is
the owner of the policy.** Alimony treat-
ment is not available if the payor spouse
continues to be the owner of the policy
and merely names the payee spouse as the

beneficiary under a policy. Of course, if
the policy itself istransferred to the payee
spouse, that transfer will not qualify as
alimony since it is not a transfer of cash.

Alimony Recapture

While the current tax structure affords
the parties wide latitude in choosing the
tax consequences of any support pay-
ments, the statute includes a special
recapture provision which may negate the
benefit of larger alimony paymentsin the
first two years of payment.”® Thisruleis
designed to discourage the practice of
frontloading alimony (providing for larg-
er payments in the early years). If these
rules are applicable, the payor spouse is
required to include an amount equal to the
“excess alimony payments’ in income
and the payee spouse is allowed a deduc-
tion of a similar amount.

Quite fortunately, the front-loading
provision has very limited application.
Recapture under the front-loading provi-
sion can only occur in the third post-sepa-
ration year'® and only if the payor spouse
has made excess payments in years one
and/or two.” To oversimplify somewhat,
recapture occurs if payments in the sec-
ond year exceed those in the third year by
more than $15,000 and/or if paymentsin
the first year exceed the average of the
second and third year payments by more
than $15,000.

There are several important statu-
tory exceptions to the recapture rules.
Recapture is inapplicable to fluctuating
payments over a period of not less than
three years, if the payments are based on
a portion of business income, property
income, or compensation income. No
recapture is required if either spouse dies
during the three-year period or the payee
spouse marries during this period. Finaly,
the recapture rules do not apply to pay-
ments made pursuant to a decree for sup-
port only.

Child Support

Alimony treatment is specifically
denied under §71 for any portion of a pay-
ment which is fixed under the decree or

Continued on next page
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separation instrument as child support.?
A payment for child support is not income
to the payee spouse and is not deductible
by the payor spouse. The difficulty under
this provision centers on whether such
payments have been sufficiently “fixed”
as child support by the governing instru-
ment.

Payments will be treated as sufficient-
ly fixed as child support in three
instances. Clearly, the payments consti-
tute child support if designated in terms of
amount or portion of a payment under a
specific provision of the governing instru-
ment.2 Further, if a payment reduction is
required under the governing instrument
at a specified time, which relatesto achild
reaching acertain age, marrying, dying, or
leaving school, the reduction amount con-
stitutes child support.? For example, if the
payor spouse must make monthly pay-
ments of $2,000 to a payee spouse, but the
monthly payment will be reduced by $500
upon the spouses’ only child reaching the
age of 21, the amount of $500 per month
will be treated as child support for tax pur-
poses. Child support status will aso be
accorded to reductions in payments which
are required at certain times in the future
that can be clearly associated with a con-
tingency related to a child.®

Although thislatter provision is some-
what vague, the regulations provide two
specific examples that will meet this
requirement.* If a payment will be
reduced not more than six months before
or after the date a child attains the age of
18, 21, or local age of mgjority, the
amount of the payment reduction will be
child support. If payment reductions will
occur on two or more occasions, not more
than one year before or after different
children of the payor attain any specified
age between 18 and 24, child support
treatment will also be applicable to these
amounts. These rules in the regulations
are not absolute and may be rebutted by
the taxpayer or the Internal Revenue
Service. Obviously, good planning dic-
tates inclusion of specific provisions in
the governing instrument designating pay-
ments intended to constitute child sup-
port.

The statutory rules also address the
proper characterization of payments made
by a payor spouse, required to make both

alimony and child support payments,
when the payor spouse is unable to make
full payment of all amounts due.® In these
circumstances, paymentsfirst will be allo-
cated to child support and characterized as
such for tax purposes.

Exemptions and Tax Credits

Related to the issue of child support is
the question of entitlement to the personal
exemptions and tax credits associated
with the children. The custodial parent is
generaly entitled to the personal exemp-
tion for a child.* However, this right may
be waived by the custodial parent either
for a particular year or for a number of
years.? The custodia parent is the parent
having custody of the child for the greater
portion of the year.® The child tax creditis
allowed for the parent who is entitled to
the persona exemption for the year.® A
determination of the best use of these tax
benefits by the spouses should take into
account statutory income limitations and
phaseout rules which may prevent or
reduce the tax benefit of thisitem.®

Property Settlements

Internal Revenue Code §1041 governs
the proper tax treatment of property trans-
fers between spouses and former spouses
incident to divorce. Prior to the enactment
of this section, property transfers made in
satisfaction of marital rights were treated
as taxable sales to the transferor, thereby
adding a tax burden to the dissolution of
marriage.®® To eliminate this burden,
81041 was adopted and made applicable
to property exchanges and transfersin the
context of divorce.

The provision eiminates immediate
taxation by providing that neither gain nor
loss will be recognized upon the transfer
of property between spouses or former
spouses incident to divorce. This result is
applicable to al such property transfers,
including those in which one spouse
receives cash in exchange for his property
interests. Although this rule removes the
immediate tax burden, it simply operates
as adeferral mechanism, postponing taxa-
tion until the transferee spouse disposes of
the property in a later taxable sale or
exchange. This postponement of recogni-
tion on any gains or losses is achieved
through the application of the basis provi-
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sions. The transferee of property subject
to 81041 receives a carryover basis in the
transferred property from the transferor.®
This basis is similar to that acquired in a
gift transaction.® However, itisdissimilar
in that the transferee acquires the transfer-
or'shasisinal eventsandisnot limited in
the case of loss property.®

Obvioudly, the property division takes
on added importance for future taxation
purposes as a consequence of the basis
rule. A spouse receiving property having
a low basis (as compared to value) will
recognize taxable gain when he converts
the property to cash. A spouse receiving
property with a basis higher than value
may recognize a loss upon later conver-
sion of the property to cash. It is, there-
fore, important to examine the bases of
the properties in order to fairly divide the
assets and prepare the spouses for poten-
tial income tax consequences if the assets
are to be liquidated. This requires some
valuation of future tax costs and benefits
associated with the division and transfers.

An issue may arise under 81041 in
identifying whether a particular transfer is
“incident to divorce” The statute defines
thisterm to include all transfers occurring
within one year after the date the marriage
ceases and transfers which are “related to
the cessation of the marriage.”* Thislatter
termis not defined precisely by the statute
or the regulations. However, the regula-
tions create a rebuttable presumption that
a transfer made pursuant to a divorce or
separation instrument and occurring with-
in six years after the marriage ceases is
within the coverage of the statute. If both
of these conditions are not satisfied, the
transfer is presumed to be unrelated to the
cessation of the marriage and, therefore,
subject to the normal gain and loss recog-
nition rules.*®

Special Property Issues
Compensation-related benefits create
special issues in the context of divorce and
require additional attention for proper
planning. Since 1984, retirement benefits
payable from qualified plans can be divid-
ed between the spouses, pursuant to aqual-

Continued on next page
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ified domestic relations order (QDRO).
Thisis simply ajudgment, decree or order
issued pursuant to the domestic relations
law of the applicable state and related to
the provision of support for a spouse, child
or dependent of the plan participant.s A
properly prepared QDRO will specify the
amount or percentage of benefits payable
to the spouse or other payee.® It cannot
require a different form of benefit from
those provided under the plan.®

Most importantly, the plan benefits
ultimately paid to a spouse or former
spouse will be taxable to that spouse
rather than the plan participant.” This tax
treatment isavery significant exception to
a most basic taxation principle known as
assignment of income. Stated simply,
earned income is taxed to the earner and
that taxation cannot be avoided through
assignments to other parties.”* The spouse
receiving the retirement benefits will also
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have the opportunity to avoid immediate
income taxation through a rollover of
those amounts to certain eligible retire-
ment plans.** Somewhat similarly, an
interest in an individual retirement
account can also be transferred to a
Spouse pursuant to a divorce or separation
instrument without immediate taxation to
either spouse.

More complex assets such as business
interests held through partnerships, limit-

ed liability companies, and corporations
may raise complex valuation issues as
well as significant taxation issues arising
out of proposed redemptions or liquida-
tions of a spouse’sinterest. Planning for a
division of these assets will likely require
the services of experts in valuation and
taxation.

Summary
Probably the most important conclu-
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sion to reach from this basic survey of the
tax structure for alimony and property set-
tlements is that advisors should take all
steps necessary to achieve certainty for
the spouses. Thus, the governing instru-
ments should include al provisions neces-
sary for a clear determination of the tax
treatment of each payment and complete
listing of all transfers to be made incident
to the divorce. If possible, nothing should
be left to an interpretation of applicable
state law or to a rebuttable position taken
by the Servicein itsregulations. m

*1.R.C. 8§71, 8§215.
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