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Disclaimer:  The information and opinions in this writing are generalizations and may not 
specifically apply to you or your clients.  The purpose of this document is to give tax 
professionals a broad outline of tax matters and major components you may wish to consider.  
In the litigation of separation and dissolution of marriage, each case has it own set of 
problems.  Therefore, it is very important that you obtain legal and accounting advice before 
using any information contained herein. No warranties as to merchantability or fitness for a 
particular purpose is expressed or implied.  Application of tax law and use of the information 
contained in this document is 100%, solely the responsibility of the reader. 
 
 
 
The “Instant Divorce” - Available in Many States 
 
1.  Mom files for a restraining order on Pop.  Total cost is usually under $200.  All Mom has 

to do is to say she was abused: one slap will do it.  Mom can say she is broke and asks the 
court to have Pop pay the bills. 

2.  Sheriff finds Pop and serves him.  Pop cannot go back home.  Usually the temporary order 
allows Pop to go home with police officer to get his clothes and toothbrush, nothing else. 

3.  A week or so later they appear in front of the Judge.  If the Judge agrees with Mom, then a 
one-year restraining order is put in place.  The Judge will then refer Mom and Pop to a 
Grand Master to work out support and visitation issues.  Grand Master reports his finding 
to the Judge.  Mom and Pop have 10 days to file a dispute with the court, otherwise that is 
it.  They are not divorced but Pop is out of the house while paying support.  Mom has one 
year to figure out what to do next, i.e. divorce or reconcile. 

 
Judges do not like people to use restraining orders as an “instant divorce,” but it happens all 
the time.  Generally, Judges do not like people who file  “do it yourself” divorce.  
 
 
Major Components of a Regular Dissolution of Marriage 
 
This is a civil matter and each party is entitled to full disclosure before having a trial or 
settlement (agreement).  A prudent attorney will not allow a settlement until complete 
information is obtained.   
 
Production of Records:  The accountant is often charged with assisting in record production.  
This is not simply a few financial reports.  Generally, in a situation where the client is well to 
do, this means every piece of paper for two or three years.  Yes, you make a copy of every 
canceled check in every account.  Often a copy service can help if there are a large number of 
items.  Checks can be copied 10/12 per page.  All documents should be organized 
chronologically and as to their nature.  A complete index is included.  Three-ring binders are 
the easiest way to do this.  Number each binder and each page.  Make four sets:  client’s 
lawyer, spouse’s lawyer, spouse accountant, and yours.  This way, you can find papers by 
saying binder 12, page 23, check number 4231, when discussing items.  Finding the right 
paper quickly can be a real problem. 
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The Attorney:  Some lawyers prefer to work only for men.  Some lawyers will not do 
divorce work for doctors or other lawyers.  The attorney is the quarterback.  Ask questions 
and keep the lawyer informed by memo every step of the way. 
 
It is important that you work for the attorney, as you never know what you may discover.  
Usually, this done as a letter and the attorney will know exactly what you are requesting.  
Payment, in most cases, is done directly by the client, not the attorney.  Occasionally, the 
court may order a payment for your fees be made to the attorney.  In that case you will bill the 
attorney and you are paid out his escrow account.  Make sure it is clear who will pay what.  
Most importantly, get a retainer up front.  Never, never let the work performed exceed your 
retainer.  Payment after a divorce is often “iffy.” 
 
The Forms: the local family court or state law often defines the forms you maybe asked to 
prepare for a court filing.  Most of these contain information accountants prepare such as a net 
worth statement, but in a standardized format the court and lawyers use.  You may find it 
helpful to prepare standard accounting formats with both party’s information in a columnar 
format, i.e. side-by-side lifestyle reports.  Most lawyers are not familiar with this approach, 
but once they understand that all information is on a few sheets of paper, they like it. 
 
If the parties are unable to agree on property settlement and other financial matters, the judge 
will so quickly.  State case law is fairly clear in these areas.  The judge does not like to decide 
about the children.   
 
Who may obtain dissolution of Marriage?:  These rules are set by each state.  Generally, 
both parties must live in the state.  Six months is a common limit.  The marriage must be 
irretrievably broken or one party is incapacitated.  The place of filing is the usually the last 
county where they lived as husband and wife. 
 
Shared Parental Responsibility:  Both parents have full parental rights and responsibilities 
for the children and parents jointly make major decisions affecting the welfare of the children.  
Often they elect to share the parental responsibility except for certain items such as education, 
medical care, religious training, etc. 
 
Sole Parental Responsibility:  The responsibility for the children is given to one parent by 
the court, with or without rights of visitation of the other parent.  Generally, the court will not 
order sole parental responsibility to one parent unless it finds that shared parental 
responsibility would be detrimental to the children. 
 
Primary Residence:  Where the children will live most of the time must be decided.  If the 
parents cannot agree, the court will make this decision by determining the best interest of the 
children, while considering and evaluating factors such as: 
 

a.  Which parent is more likely to allow the children frequent and continuing contact 
with the other parent. 

b.  The love, affection and emotional tie existing between each parent and the 
child(ren). 

c.  The capacity and disposition of the parents to provide the children with food, 
clothing, and medical care. 
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d.  The length of time the child(ren) has/have lived in a stable, satisfactory 
environment and the desirability of maintaining this environment. 

e.  The permanence as a family unit of the existing or proposed parent’s home. 
f.  The moral fitness of the parents. 
g.  The mental and physical health of the parents. 
h.  The home, school, and community record of the children. 
i.  The reasonable preference of a child, if the court feels the child has sufficient 

intelligence, understanding, and experience to express a preference. 
j.  The willingness and ability of each parent to encourage and make possible a close 

and continuing relationship between the children and the other parent. 
k.  Any other factors the court may consider relevant. 

 
Generally, state law requires the court to give equal consideration to both parents in 
determining the primary residence regardless of the age or sex of the children. 
 
Child Support:  Most states have gone to a formula for calculation of child support.  Some 
states, such as Wisconsin, call payments' family maintenance.  For tax purposes, child support 
and alimony must be clearly set out in the documents. 
 
Property Settlement:  The court will equitably divide all marital assets and obligations 
between the spouses.  The court usually begins with an equal (50/50) distribution, but may 
make an unequal division based, if it can be justified, on the facts of the case.  Items that 
might be considered are: 
 

a.  Contribution to the marriage by each spouse, including care and education of the 
children and services as a homemaker. 

b.  Economic circumstances of both spouses. 
c.  Duration of the marriage. 
d.  Interruption of personal career or educational opportunities, by either spouse. 
e.  Desirability of keeping any asset, intact and free from claim or interference from 

the other spouse, including an interest in a business, corporation, or professional 
business. 

f.  Contribution of each spouse to the acquisition, enhancement, and production of 
income or improvement of or the incurring of debts to both the marital and non-
marital assets. 

g.  Desirability of maintaining the marital home as a residence for a minor child, if it 
is financially feasible and in the best interest of the child. 

h.  Any intentional waste, depletion, or destruction of marital assets within 2 years 
before or immediately after filing the petition for dissolution. 

i.  Any other factor necessary to do justice to both parties. 
 
Alimony:  After making an equitable distribution of assets and debts, the court may grant 
alimony (support) to either spouse.  The alimony maybe rehabilitative (temporary payments 
to allow for education, retraining, etc.) or permanent in nature.  The court may order a lump 
sum payment, periodic payments, or both.  In some states, the court may consider adultery of 
either spouse.  Alimony maybe structured so that it is taxable to the payee and deductible to 
the payer.  The court and/or the parties may also designate it as nontaxable to the payee and 
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nondeductible to the payer.  In determining a proper award of alimony, the court considers 
many relevant factors, including, but not limited to: 
 

a.  Standard of living established during the marriage. 
b.  Duration of the marriage. 
c.  Age and physical and emotional condition of each party. 
d.  Financial resources of each party as well as the non-marital and marital assets and 

debts assessed to each.  (Both parties seldom consider who gets the debt.) 
e.  When applicable, the time necessary for either party to get sufficient education or 

training to find an appropriate job. 
f.  The contribution of either spouse to the marriage, including, but not limited to 

services rendered in homemaking, child care, education, or career building. 
g.  All sources of income available to either party. 
h.  Any other factors the court might consider in order to do justice to both parties. 

 
 
Important:  Exercise some common sense.  When working with a client, you must pay 
special attention to cash availability and the consequences of selling assets, i.e. loss of use of 
these assets.  You must look at the family as one economic unit and consider the tax and 
financial aftermath of any agreement.  Make sure all the tax results are clearly explained in 
the final documents.  Tax rules can change, but generally the IRS will follow the intent of the 
decree. 
 
 
Marital Asset:  Everything that a husband and wife acquired during the marriage, which 
includes, in most cases, the following: 
 

a.  Money that they now have which was earned during the time they were living 
together as husband and wife. 

b.  Anything they bought with money earned during that period. 
c.  Vested and non-vested benefits, rights, and funds earned during the marriage in a 

retirement pension, profit sharing, annuity, deferred compensation, and/or 
insurance plan. 

d.  Enhancement in value and appreciation of non-marital assets resulting either from 
the efforts of either spouse or from the contribution of marital funds or other forms 
of marital assets. 

e.  Gifts from one spouse to the other during the marriage. 
f.  All real property (house, land) held as tenancy by the entireties (held as husband 

and wife), whether obtained before or during the marriage. 
 
Non-marital assets can be construed as marital assets if they were commingled with 
marital assets and/or put into joint accounts. 
 
 
 
Non-marital Asset/Separate Property:  Everything that a husband or wife owns separately 
which includes: 
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a.  Anything that they owned before they got married. 
b.  Anything they earned or received after they filed their petition for dissolution of 

marriage.  Earnings prior to the petition, but received after the petition, remain a 
marital asset. 

c.  Anything received either as a gift or inheritance. 
 
Marital Debts:  The debts, that a husband and wife owe together or that either one incurred 
during the marriage, are marital obligations.  In most cases this includes anything still owed 
on any debts incurred while they were living together as husband and wife.  Clients tend to 
focus on the assets, not the debts. 
 
Temporary Order(s):  Once proper service is made to the other spouse, both can request a 
temporary hearing to ask for one or all of the following, as applicable: 
 

a.  Temporary child support; 
b.  Temporary alimony; 
c.  Temporary determination of primary residence of children; 
d.  Temporary injunctions; or 
e.  Other family matters as requested. 

 
Miscellaneous Issues to Consider: 
 
1.  If the wife is pregnant at the time of filing, it might be wise to wait to settle after the birth 

of the child as he may have health issues. 
2.  Child visitation can be supervised by a family member or, in severe cases, by the court. 
3.  Unusual or uninsured medical/dental expenses for the children. 
4.  Medical/dental insurance payments. 
5.  Life insurance amounts and coverage. 
6.  Who will pay attorneys’ fees, suit money, and other costs? 
7.  Injunctive relief that would cause irreparable damage or injury. 
8.  Wages maybe garnished for child support. 
9.  If a big promotion is on the horizon, it might be wise to wait for the additional income to 

be realized. 
 

Federal Tax Summary - Frequently Asked Questions - FAQs 
 
Disclaimer:  Every care has been undertaken to assure that the text is accurate, but the 
content may be wrong, out of date, inapplicable, or misleading.  The information contained 
herein is based upon the 2000 return cycle.  The purpose of this summary is to alert the 
professional reader to possible income or deduction opportunities, not to apply the law to a 
specific set of circumstances.  No warranties as to merchantability or fitness for a particular 
purpose is expressed or implied.  Application of tax law and use of the information contained 
in this document is 100%, solely the responsibility of the reader. 
 
T/P is a common abbreviation for “Taxpayer.”   Agreement or decree refers to the divorce 
decree, separation agreement, or other written agreement, not a simple letter between the 
parties, related to the separation or divorce.  Be careful means that the rules are complex and 
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the facts must fit the law, i.e. you need to do some research.  The topic of the question is in 
the left column and information about the topic is in the right column. 
 
Topic          Information 
--------------------------------------------------------       -------------------------------------------------  
Change of Address     Form 8822   
 
Change of Name     Form SS-5 - Social Security Admin. 
 
Filing Status - Be Careful Treat family as one economic unit.  Figure 

return under each filing status, if that option is 
available, and if both have income.  T/P is still 
married for the whole year if they are separated 
but have not obtained a final decree. 
 

Unmarried Status - Follow State Law Unmarried - Final decree of divorce or separate 
maintenance by 12/31.  Follow state law, 
divorced or just separated.  T/P is single, head of 
household, or qualifying widow(er) if unmarried. 
 

Sham Divorce Obtaining a divorce in one year for the sole 
purpose of filing tax returns as unmarried and the 
parties intend to remarry in the following tax 
year, both must file as married individuals. 
 

Decree of Annulment This decree holds that no valid marriage ever 
existed.  T/P must file amended returns, normally 
goes back 3 years. 
 

Signing Joint Return - Both Must Sign Both are responsible for tax and/or interest or 
penalty even if only one spouse had income.  
Forgery of spouse’s signature happens. 
 

Not Signing Joint Return - Doctrine of Tacit 
Consent 

The problem arises when a joint return is filed 
and the other spouse does not file a return or 
objects.  Case law does not make lack of 
signature conclusive.  Judge looks for spouse 
withholding signature to get a better deal.  
Consider filing a return, even with zero income, 
to avoid joint liability for the tax. 

Responsibility for Tax, Penalty, and Interest -
Decreed to One Spouse 

Both are still responsible for payment even 
though the decreed states which spouse must 
pay. 
 

Relief From Joint Liability You have three options.  1-Separation of liability   
2-Innocent spouse  3-Equitable relief 
 

Joint Return - Alien/Nonresident At least one spouse must be U.S. citizen or 
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resident on 12/31.  If either was a nonresident 
alien at any time, file joint only if they include 
worldwide income.  See Pub 519.  Election 
terminates on divorce or legal separation. 
 

Injured Spouse - Tax Liability Relief Form 8379, Injured Spouse Claim and 
Allocation.  See Pub 504 for details.  One of the 
factors is the absence of significant benefit to 
injured spouse.  Normal support is not a 
significant benefit.  Property settlement may 
cause a problem.  Community property states 
apply one test, only if innocent spouse is not 
required to pay the tax till.  Review K. King v 
Comm 115 TC Number 8, Rev Proc 2000-15, 
and 115 TC Number 15 Cheshire 
 

Innocent Spouse - Tax Liability and Equitable 
Relief 

Form 8857 is used to apply for liability and 
equitable relief. 

Tax Refunds - Fair Split Community property States must use local law.  
Refund maybe applied to spouse’s debts.  Use 
Form 8379 or 8857 to get spouse’s fair share. 
 

Deductions If T/P’s file separate returns, both must either 
itemize or use standard deduction.  Cannot mix, 
except head of household.  Determining itemized 
deductions is not always simple, community 
property states.  Ditto income. 
 

Separate Returns - Disadvantages 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Separate Returns - Disadvantages (cont.) 

No Child or dependent care credit in most cases. 
No earned income credit. 
No exclusion or credit for adoption expenses in 
most instances. 
No credit for higher education expenses or 
deduction of student loans. 
No exclusion of interest from qualified savings' 
bonds used for higher education. 
If T/P lived with spouse at any time, no credit for 
the elderly or disabled, and have to include social 
security or railroad retirement benefits up to 
85%. 
No rollover amounts from a traditional IRA into 
a Roth. 
Additional issues: 
   Child Tax credit - IRC 24 
   Contributions to Educational IRAs - IRC 530 
   Credits - IRC 25A 
   Kiddie Tax - IRC 1(g)(5) 
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Separate Returns - Change to Joint Use Form 1040X.  Normally three years from 
due date, not including extensions. 
 

Joint Return - Change to Separate After the due date of the return, you cannot do 
this.  Exception, personal representative for a 
decedent may do this within one year of the due 
date. 
 

Personal Exemption for Spouse If T/P files a separate return, he can take an 
exemption for his spouse only if the spouse had 
no gross income and was not the dependent of 
someone else.  If spouse was a dependent of 
someone else, you may not claim spouse even if 
other person does not actually claim the 
exemption.  Generally, applies to nonresident 
alien spouse also.   
If T/P paid alimony to spouse and deducted it on 
his return, T/P cannot take exemption. 
T/P cannot take an exemption for former spouse 
in the year, which they were divorced or legally 
separated under a final decree even if T/P paid all 
of former spouse’s support. 
 

Personal Exemption for Child - 
Divorced/Separated Parents - Special Rule 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Personal Exemption for Child - 
Divorced/Separated Parents - Special Rule 
(cont.) 

The best situation is to get a written agreement to 
settle disputes over who claims the children.   
Support given to a child by a relative or friend of 
one parent is not included as support given by 
that parent. 
If T/P remarries, the support new spouse gives 
is treated as given by T/P. 
Disputes usually are over amount of support 
paid, after 1984, the decree generally controls the 
exemption. 
Time child lived with T/P should be considered 
in disputes especially in year of divorce. 
Under this special rule, custodial parent is 
generally allowed exemption. 
If no decree, use the separation agreement. 
Pre-1985 agreement, if non-custodial parent is 
allowed exemption, he must pay at least $600 or 
$1,200 in some cases.  
Form 8332, Release of Claim for Exemption, 
can be used by custodial parent, if certain 
conditions are met, to give away exemption(s).  
Keep in mind head of household requirements 
when giving away exemption(s). 
Review IRC 7703(b) IRC 152(e) and Correale v 
Com TC Memo 1997-228 
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Child Support Payments Not income to custodial parent.  Not a deduction 

to non-custodial parent.  The use of the funds is 
not a factor. Payments may survive wife’s death 
(Miller v Comm TC Memo 1999-273) 
  

Back Child Support  Paying a large amount of back child support does 
not over ride decree, i.e. T/P paid a lot more than 
50%, the support issue.  
A lump sum payment does not make it a tax 
deduction.  Overdue child support is an amount 
owed to the custodial parent, but it is not child 
support. 
 

Unpaid Child Support Ex-spouse sues to recover unpaid support.  
Nothing is recovered.  No bad debt deduction, no 
basis in the debt. 
 

Child Support - Record Keeping The main problem is cash payments as part of 
the payment plan.  Cash receipt should be signed 
by both spouses.  Checks should show the month 
the payment is covering.  Keep records showing 
the address if the check was mailed.  Both parties 
should keep all details to prove or disprove 
required payments.  If paying through the court, 
do not assume they have kept good records. 
 

Medical Expenses - Child A parent may deduct medical expenses he or she 
paid for the child even if an exemption for the 
child is claimed by the other parent under the 
special rule.  Schedule A. 
 

Adopted and Foster Children Complex issue in divorce, review Pub 968.  
Office of Chief Counsel has recently (March, 
2000) reversed earlier position in Revenue 
Ruling 77-280 

Medical Expenses - Spouse T/P can claim expense paid after divorce if 
expense was incurred when married.  T/P can 
claim expense paid after married for medical 
expenses incurred by spouse before married.  
Medical expenses required by decree are usually 
alimony. 
 

Multiple Support Agreement Form 2120, Multiple Support Declaration.  
Signed by all who gave over 10% and, if not for 
the support test, a signer could claim the 
dependent’s exemption.  Special rule does not 
apply to children under a Form 2120. 
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Voluntary Payments for Child Generally are not deductible. 

 
Alimony  Payment under a written agreement.  Deductible 

by the payer and included in recipient's income.  
A decree is valid until a court changes it or 
invalidates it.  The changes generally do not 
apply to federal returns retroactively. However, 
some clerical corrections maybe retroactive and 
amended returns will need to be filed.  Be 
careful.  
Decrees declared invalid by a court usually 
require amended returns. 
  

Voluntary Payments to Former Spouse If not required under a decree, not deductible. 
 

Alimony - Nonresident Aliens U.S. citizen or resident must withhold income tax 
at a rate of 30% or lower treaty rate on each 
payment made to nonresident alien spouse.  
Maybe exempt because of an income tax treaty.   
See Pub 515 for additional details. 
 

Payments - Not all Payments are Alimony Child support. 
Non-cash property settlements. 
Payments that are T/P spouse’s part of 
community income. 
Use of property. 
Payments to keep up the payer’s property. 
 

Payments to a Third Party as Alimony If the payments are made under the terms of the 
agreement, they maybe alimony.  Common items 
to consider are tuition, housing costs, taxes, etc. 
Payments are treated as received by the spouse 
and then paid to the third party.  IRC 71(b)(1)(a) 
and Temp Regs Sec 1.71-1T 
 

Payments for Qualified Tuition - Claiming the 
Education Deduction 

Decree requires Pop to pay for Junior’s tuition 
and related expenses.  Junior is properly claimed 
as a dependent of Mom.  Mom gets the 
deduction.  This situation should be considered 
prior to the final decree to achieve fairness. 
 

Life Insurance Premiums as Alimony Premiums required under the agreement qualify, 
as alimony to the extent spouse owns the policy. 
See Temporary Regulation Section 1.71-1T  
Q&A 6 
Proceeds substituted for alimony are normally 
tax free unless dead spouse was behind on 
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payments. 
 

Alimony - Record Keeping Main problem is cash payments as part of a 
periodic payment plan.  Cash receipt should be 
signed by both spouses.  Checks should show the 
month the payment is covering.  Keep records 
showing the address if the check was mailed.  
Both parties should keep all details to prove or 
disprove required payments. 
 

Alimony - Mortgage, Real Estate Taxes, and 
Insurance 
 

See Chart 1 - Be careful, read the decree . . . 
 

Underpayment - Alimony & Child Support If both are called for in the agreement, payments 
apply first to child support and then to alimony.  
A big problem. 
 

To Qualify as Alimony - Payment is in cash. 
The agreement does not designate the payment as 
not alimony. 
The spouses are not members of the same 
household. 
There is no liability to make any payment after 
the death of the recipient spouse. 
The payment is not treated as child support. 
 

Recapture of Alimony  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Recapture of Alimony (cont.) 
 

If T/P alimony payments decrease or terminate 
during the first 3 calendar years, you maybe 
subject to recapture.  This can be nasty, tax-wise. 
Some reasons for reduction or termination can 
be: 
    Failure to make timely payments. 
    Change in the agreement. 
    A reduction is the spouse’s support needs. 
    A reduction in T/P ability to provide support. 
Recapture may apply if the payments in either 
the second or third year decrease by more than 
$15,000 from the prior year. 
Recapture may not apply if the payment is based 
upon a fixed part of income such as a business 
where the income fluctuation decreases the 
alimony payment.  Review IRC 71 
Recapture does not apply if the decrease is due 
to death or the re-marriage of recipient. 
Review tables for calculation of amount in Pub 
504.  Also, watch front-end loading.  Be careful. 
 

Alimony - Payments of Fixed Sum Limits apply, generally 10% of the total amount.  
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Catching up late payments can result in a portion 
being non-deductible.   Be careful.  Payments 
are not considered installments if they are subject 
to contingencies such as death of spouse, 
remarriage of your spouse, or changes in 
economic status of either party. 
 

Alimony - Excess Payments to Spouse Generally, excess payments are not alimony and 
not deductible.  Watch out for gift tax.  Payments 
made before decree or agreement are not 
alimony. 
 

Is it Alimony or Child Support? Poorly drafted agreements can make this issue 
un-clear.  If the amounts are not clearly broken 
down, the tax results can be nasty, i.e. all 
payments to former spouse are alimony. 
 

What is Alimony? Alimony is a payment to fulfill a legal support 
obligation.  This can cause some property 
settlement items in the decree to be declared as 
alimony for tax purposes. 
 

Alimony Trusts, Annuities, & Endowments Property transferred to these instruments that 
generates income is normally taxable to 
recipient spouse and not an income or alimony 
deduction to the other spouse.  See Pub 575 and 
Pub 525 for determine tax issues. 
 

Qualified Domestic Relations Order (QDRO - 
Pronounced “quadrow”) 

A QDRO is a judgment, decree, or court order 
issued under a domestic relations law.  They 
relate to the rights of someone other than the 
participant to get benefits from a qualified 
retirement plan or tax-sheltered annuity. 
Payments to a participant's child or dependent are 
treated as paid to the participant.  (Child support) 
Generally, benefits paid to a spouse or former 
spouse are taxable to them.  
Generally, recipients can rollover to IRA or other 
qualified plan.  Normal 60 day rule applies. 
For retirement tax status, review Pub 575.   
 

IRAs In the year of final decree, T/P cannot deduct 
contributions made to former spouse’s IRA. 
IRA transfers under agreement are not 
considered a taxable transfer.  Review Pub 590. 
 

IRA Contribution Limits Taxable alimony T/P receives is treated as 
compensation for IRA deduction purposes.  
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Normal rules apply. 
 

IRA - Avoiding the 10% Penalty Often cash will be needed during a divorce 
proceeding and most of the family assets are in 
retirement plans.  The divorce offers some 
options to avoid the 10% penalty, but not the 
tax.  Review the following for applicability to 
your client's situation. 
  Immediate Annuity - IRAs only 
  IRC 72(t) - SEPP spreads in equal payments 
  Age 55 - Leave employer after 55 but before  
      age 59 ½ 
  QDRO - Employer-sponsored plans only 
 

IRA - Conversions The four-year spread for conversion to a Roth 
rule requires that the remaining payments be 
made by the IRA owner.  Regs 1.408A-4 
 

Property Settlements Generally, no gain/ loss on the transfer of 
property between spouses is recognized because 
of a divorce.  Some transactions are subject to 
gift tax.  If property is sold that was jointly 
owned in order to split the proceeds as part of the 
property settlement, each party must report 
gain/loss on his share. 
Nonresident alien transfers maybe taxable. 
Transfers in trust maybe taxable.  Be careful. 
Transfers must take place within one year if 
incident to the divorce. 
The transfer must generally take place within six 
years if related to the ending of the marriage. 
Consider a FLIP 
 

Property Settlements - Qualified Stock Options Transfer of the option usually makes them 
immediately taxable and subject to FICA as well 
as income tax.  Be careful.  IRC 1041 is 
overridden by Regs 1.83-7(a) Check AMT 
 
 

Property Settlements - Stock in Closely Held 
Family Corporation 

A significant tax minefield.  The issue concerns 
the taxable redemption of the shares or a non-
taxable transfer.  Review IRS Letter Ruling 
9046004 and Craven v US 99-12803 11th Circuit 
6/19/0.  Be careful. 
 

Property Settlements - Basis of Assets The receiving spouse has the transferor’s basis 
like a gift. Review IRC 1040 (b) 
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Property Settlements - Transfer to Third Party This is treated as two transactions.  First to the 
recipient spouse, no gain or loss.  Then the 
transfer to the other party.  Recipient spouse has 
to recognize gain or loss.  Must be required by 
the agreement and requested or consented to in 
writing.  See IRC 1041 
 

Property Settlements - Transfers in Trust Installment obligations transferred require you to 
recognize gain or loss.  Do not forget to consider 
liabilities in this type of transfer. Review Pub 537
 

Property Settlements - Income Property Split income or operating loss based on the date 
of the transfer.  See Chart 2 Review Pub 550 
 

Property Settlements - U.S. Savings Bond T/P who transfers bond must include as income 
all interest earned to the date of transfer but 
not previously reported.  Recipient spouse pays 
tax on interest earned after transfer but normally 
can defer reporting until the bond matures or is 
cashed.  Basis is increased by the interest 
included in transferor’s income.  Review Pub 
550. 
 

Property Settlements - Unused Passive Loss The transfer of property for which T/P claimed 
an investment credit in an earlier year, no 
recapture of the credit.  Basis of the property 
transferred is increased by the amount of the 
unused loss.  Review Pub 925.  Be careful. 
 

Property Settlements - Basis/Records T/P must provide spouse with adequate records 
to determine basis.  Recipient spouse’s basis is 
the same as the transferor’s adjusted basis on the 
date transferred.  Basis of property received 
before July 19, 1984, is the fair market value. 
 

Gift Tax on Property Settlements 
 
 
Gift Tax on Property Settlements (cont.) 

Generally, transfers qualify for exceptions to the 
gift tax as follows: 
    It is made in settlement of marital support. 
    It qualifies for the marital deduction 
    It is made under a divorce decree. 
    It is made under a written agreement, and T/P  
        is divorced within a specific period. 
    It qualifies for the annual exclusion $10,000 or 
        $103,000 (spouse not U.S. citizen). 
Examine transactions that happen 2 years before 
or 1 year after divorce date.  Be careful. 
 

Medical Savings Accounts (MSA) Transfer of interest in a MSA under the decree is 
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not a taxable event.  IRC 220(f) 
 

Sale of Marital Home - Loss Generally, it does not matter what is done.  The 
loss should be addressed in the property 
settlement, fairness. 
 

Sale of Marital Home - Transferred Incident to 
the Divorce 

Normal ownership and use test apply.  Marital 
home transferred to T/P, time lived in home by 
former spouse is added to time of T/P ownership. 
 

Sale of Marital Home - Separate Residences If normal ownership and use test are met, then 
each spouse is entitled to $250,000 exclusion 
whether files on separate or joint returns. 
 

Marital Home - Transferred to Nonresident Alien 
Spouse    
    

Generally, you must recognize gain or loss. 
 

Marital Home - Transferred after 7/18/84 If you received the home after July 18, 1984, you 
had no gain or loss on the transfer. Your basis in 
this home is generally the same as your spouse's 
(or former spouse's) adjusted basis just before 
you received it. This rule applies even if you 
received the home in exchange for cash, the re-
lease of marital rights, the assumption of 
liabilities, or other consideration. If you owned a 
home jointly with your spouse and your spouse 
transferred his or her interest in the home to you, 
your basis in the half interest received from your 
spouse. 
 

Deduction of Costs of Getting a Divorce 
 
 
 
 
 
 
 

Legal fees and costs for getting a divorce are not 
deductible.  T/P may deduct, if they itemize, fees 
for tax advice and fees paid to get alimony 
(protect income doctrine).  Fees to appraisers, 
actuaries, and accountants to determine tax issues 
or to help get alimony are deductible subject to 
2% AGI.  
 

Deduction of Costs of Getting a Divorce (cont.) IMPORTANT - Most lawyers provide services 
that are partially deductible.  Get a breakdown! 
Some fees that are not deductible on Schedule A 
may increase the basis of the property.  For 
example the cost of transferring a deed would 
increase the recipient’s basis in the property.  
Specific allocation is important in basis 
adjustments.  This requires careful billing by the 
attorney and other professionals. 
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Payroll Tax A T/P should review withholding allowances at 
work.  A new W-4 Form is often required. 
 

1040 ES Payments Made By Both Spouses and 
Claimed on Separate Returns 

Applying estimated tax payments made in the 
year of the divorce is by agreement.  If the 
parties cannot agree, payments are pro-rated 
based on actual tax on the separate returns. 
Notation on the tax return is done by putting ex-
spouse’s SSN at top of 1040 unless remarried, 
then put current spouse SSN at the top.  If T/P 
has remarried, write ex-spouse’s SSN and DIV to 
the left of payment line (#59 - Payments on 1040 
or #37 on 1040A). 
 

Community Property States Special rules apply to income and property.  
These only apply if the T/P is domiciled in: 
     Arizona 
     California 
     Idaho 
     Louisiana 
     Nevada 
     New Mexico 
     Texas 
     Washington 
     Wisconsin 
Review Pub 504 and Pub 971 
 

Community Property Laws Disregarded If spouses file separate returns, they must 
generally report half of any income described by 
state law as community income.  However, this 
rule does not apply if 1-You treat the item as if 
only you are entitled to the income, and 2-You 
do not notify your spouse of the nature and 
amount of the income by the due date for filing 
the return including extensions. 
 

Relief from Separate Return Liability for 
Community Income 

You are not responsible to report an item of 
community income if you meet all of the 
following: 
1.  You do not file a joint return. 
2.  You do not include an item of community 

income in your gross income on your 
separate return. 

3.  You establish that you did not know of, and 
had no reason to know of, that income. 

4.  Under all facts and circumstances, it would 
not be fair to include the income. 

Review Pub 971 and state law 



Copyright 2001  Team NSA &  Gene H. Cole  “Tax Planning in a Divorce”            Page 18 

 
Spousal Agreements - Community Property 
States 

In some states, you may enter into an agreement 
that affects community income.  Check state law. 
 

Living Apart Entire Year - Community Property 
States 

If you meet all four tests, then you may treat 
most items of income as if owned by the 
appropriate spouse.  See Pub 504 for details. 
 

Ending the Community  The rules are complex and subject to state law.  
Any form of decree may end the community or 
leave some portion, such as assets, of community 
rights to survive.  Check state law. 
 

“S” Corporation-Maximum Number 
Shareholders 

After divorce, when each spouse holds stock, it 
may cause termination of “S” election.  Over the 
maximum number of shareholders. 
 

COBRA Divorced spouses of employees qualify. 
 

Child Care If T/P releases right to dependent, he can claim 
childcare expense if normal requirements are 
met.  Age under 13, common practitioner error. 
 

Theft/Blackmail Payments to ex-spouse are not deductible theft 
loss unless the actions of ex-spouse constitute a 
theft under local or state law. 
 

Household Employee - Ex-spouse Funky rules for this when ex-spouse takes care of 
children for pay.  FICA/FUTA issue.  Ages and 
facts control, be careful. 
 

Military Special rules, be careful. 
 

Social Security - Former Spouse May Qualify 
Under Your Work History 
Social Security - Former Spouse May Qualify 
Under Your Work History (cont.) 

If your marriage lasted for 10 years or more, your 
former spouse may qualify up to 50% of your 
benefit.  Should this be the case, this share will 
not reduce your benefit.   
 

Social Security - Former Spouse Remarries Any benefits stop.  Should the spouse divorce 
again, the benefits will re-start. 
 

Social Security - Former Spouse Worked Full 
Time 

The spouse is entitled to the higher of the benefit 
under your earning’s history or their own history.  
Generally, they would get more benefit under 
their earning if more than 50% of yours. 
 

Social Security - Postponing Collection of 
Benefits 

If the former spouse qualifies under your 
earnings history, they may start collecting their 
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share when you reach the earliest retirement age.  
The age at which the former spouse selects to 
receive Social Security benefits will determine 
their monthly check. 
 

Records Destroyed by Spouse Reconstruction of records maybe allowed should 
the T/P be denied access to the home where 
records are kept.  Subsequently, the spouse 
destroys the records.  See Canfield v Comm 
 

Net Operating Loss Generally, the NOL will follow the spouse who 
sustained the loss.  This would mean that the 
NOL couldn’t be used to offset income from a 
new spouse. 
 

 
 

Frequently Asked Questions - FAQs 
 
Please review the tax summary for questions related to federal tax matters.  You should 
always refer your client to their attorney in addition to the generalizations you may offer 
from the following FAQs. 
 
How can I avoid selling our joint assets during this depressed market?  You are not 
required to sell and take a big loss just to finalize your decree.  Have a partnership setup as 
part of your settlement.  The partnership will allow you to pay for insuring and maintaining 
the assets.  Selling price and other administrative issues can be included.  In this manner, 
should a dispute arise you will go in front of the judge who handled your divorce.  Family 
Limited Partnerships (FLIP) is a good way to accomplish this and FLIPs are often overlooked 
as a tool in divorce actions. 
 
How can I protect my credit during my divorce?  The initial step is to contact all of your 
credit card companies, mortgage company, and other debtors.  Let them know you are going 
through a divorce.  Ask the debtor what type of account you have.  Is it joint, individual, or 
authorized-user?  You should close all joint and authorized-user accounts and open any new 
accounts separately.  This will prevent your spouse from running up a large bill.  Be civil; tell 
your spouse if you are closing any credit account. 
 
Your final decree may require that your spouse pay the bill.  If that does not happen and you 
are responsible for the account, you may have to pay the bill to keep your credit.   
 
How to I select a divorce attorney?  Choosing an attorney is a very important step in the 
divorce process.  Some lawyers will not work for women and some will not work for men.  
Others may not take on a client where one of the parties is a lawyer or a doctor.   
 
Ask your friends who have gone through a divorce for referrals.  Plan on meeting with several 
attorneys before making selection.  Most lawyers charge a modest fee for the initial interview.  
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Make up a list of questions about your case and concerns you may have about the attorney 
you select. 
 
During your interview you must determine if you can communicate effectively with the 
prospective attorney.  An open and honest relationship will produce the best results for your 
situation. 
 
What do I need to know about working with my attorney?   Your attorney will make 
many important decisions based on the information you provide.  It is critical that you be 
truthful and forthcoming.   
 
You must have realistic outlook regarding your divorce.  Trying to get even or disrupt the 
process will only delay the final decree and cost a lot more than it should.  Do not expect that 
every step in the process will go your way.  Instead, be prepared to accept the ups and downs 
inherent in an unhappy situation.   
 
Moderate your costs by getting all your financial information well organized.  Remember a 
divorce is a civil matter and it is important that your attorney knows everything relevant to 
your case.  When you are asked for information, even when the time to respond is 
cumbersome, respond as quickly as possible.  Give the attorney exactly what was requested 
and if you are unable to so explain your reasons.  Try to type everything in a clear, precise 
manner, as this will prevent questions. 
 
What do I do if my spouse files for bankruptcy after our divorce?  First you need to tell 
your attorney of this concern.  You may wish to discuss those items that cannot be discharged 
in bankruptcy.  Alimony, child support, some items of property settlement, student loans, 
debts arising from fraud or theft, and restitution in a criminal matter must be kept by your 
spouse.  The simple problem is that support items will normally survive a bankruptcy while 
property settlement items may not.  To make sure you get your full property settlement you 
need to discuss with your attorney how to secure your interest with liens or other 
indemnification measures. 
 
My spouse handles all of our finances, how can I find out what we owe?  The simplest 
way is to get a copy of your credit report from the three major reporting firms.  This will cost 
you around $30.  You may wish these to be sent to your attorney or another address.  You can 
get these through the Internet or by contacting: 
 
 TransUnion - 760 Sproul Rd, Springfield, PA 19064  1-800-916-880 
 Equifax - Wildwood Plaza, Suite 500, Marietta, GA 30067  1-800-685-1111 
 Experian - Consumer Assistance, PO Box 749029, Dallas, TX 75374  1-800-392-1122 
 
I am considering a divorce.  What should I do now?  The most important step is to 
completely understand your financial situation.  Second, you need to make sure copies of 
important records are in your control.  You should obtain or consider: 
 

• Birth certificates - You and the children 
• Complete copies of tax returns for at least the last three years 
• Copies of all deeds, stocks, bonds, brokerage statements, etc. 
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• Inventory all items in your safe deposit box 
• Copies of all debt instruments - Loans, mortgages, leases, etc. 
• Copies of wills, marriage certificate, trust agreements, marriage contracts, etc. 
• Copies of insurance agreements - Life, auto, business, etc. 
• Inventory of home and personal assets - Photos or video tapes will assist in 

establishing contents 
• Copies of all monthly bank statements 
• Copies of all retirement plans and statements 
• Make sure all taxes are paid and up-to-date 
• Personal auto - Make sure it is in good condition 
• Family business - You need to be familiar will all aspects of the financial situation 
• Do not sign blank documents 
• Make sure you get a complete medical and dental check up.  Determine if you and 

the children have health insurance coverage should you separate. 
• Stash some cash.  Have enough on hand or in traveler checks to get by on until 

your attorney can get the court to award temporary support. 
 
 
 

Income Opportunities for Practitioners   
 
Much of the work in the divorce area is simple bookkeeping and tax issues that are normally 
straightforward.  Do not let the idea of doing this work scare you as it is very profitable.  In 
fact, the real problem is taking on the additional workload in the case of wealthy clients (Big 
job!).  Do not hesitate to hire an accounting temp to give you a hand.  Many temporary 
employment services can provide you with people who have experience in the divorce area. 
Your client’s attorney will be able to guide you throughout the process.    
 
Net Worth - Adjusted for After Tax Values - This is a report where you consider the tax 
consequences from the property settlement.  Even if your state does not require this report, it 
is very helpful to determine fairness.  For example, Mom gets the house worth $500,000 with 
no mortgage and a basis of $400,000.  Pop gets the business worth $200,000 and the family 
stock portfolio worth $300,000.  The asset split may seem fair.  However, when you consider 
that Pop’s basis in the business is zero and the basis in the stock portfolio is $100,000 clearly 
it is not fair.  Pop has a build in capital gain of $400,000 with a tax of approximately $80,000.   
 
It is important to consider not only the tax bill but any deferred tax benefit that will produce a 
savings.  You will summarize in one report all of the probable fair market values, tax due, and 
final economic value of each asset.  The economic value is the Fair Market Value less any tax 
bill plus any tax savings. 
 
Financial Affidavit - Assisting the client with filling out Family Law Forms is a common 
request.  This is a simple listing of income and deductions with average monthly expenses.  
For those without high income and net worth, the preparation of this form goes quickly.  Most 
information comes from pay stubs and a review of the recent three or four months of client’s 
checks and credit card statements.  Average the family expense items out for one month and 
fill out the local/state forms.   
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Life Style Analysis - Clients with higher income require a more detailed analysis.  This 
would be done by simply using the family expense categories under local law.  Assign 
account numbers and post all the entries just as you would for any bookkeeping spread.  The 
attorney will tell you how many years to review, usually the most recent two or three.  Collect 
all the bank statements for that period plus three months on each side.  Your work will also 
be more accurate if you get all the credit card statements for the same time frame.  Some 
accountants prefer to create a “credit card payment” account, but punching each purchase will 
be more revealing.  This is especially true when the client does not pay off the credit cards 
balance each month.  If you enter the purchases, set up accounts as “credit card payment” 
simply to balance your work.  Print a general ledger and divide each general ledger account 
total by the number of months and you have the average monthly expense. 
 
Deposition and Expert Witness - As the client’s accountant/tax professional you will have 
to give depositions and possibly appear in court to testify.  While this may seem scary, it is 
not a real problem.  You have found out certain information and the lawyers on both sides 
will question you about that.  Often, you can get the accountant working for your client’s 
spouse to agree to (stipulate or “stip”) many of the facts.  The interpretation of those facts is 
where your advocacy for your client is important. 
 
Child Support - Clients are often interested in how much child support they will pay or 
receive.  This is normally a straightforward calculation and not as complicated as a 1040 tax 
return. 
 
Record Production - For higher income clients, this can be quite time consuming.  Usually, 
you will have to prepare four sets of documents, including copies of all checks, bank 
statements, credit card statements, contracts, agreements, etc.   
 
Business and Property Valuation - Often you will be asked to value businesses and 
property.  Most accounting and tax professionals do not have the experience to do this.  You 
should work with the attorneys and select appraisers that are acceptable to both parties.  You 
will need to produce records and help co-ordinate these activities. 
 
Asset Search - Your client may think that his/her spouse is hiding assets.  You have many 
different sources available to look for information.  A number of companies will do much of 
this work for you, but as the client’s accounting/tax professional you will need to oversee 
these vendors if you do not do the work yourself.  For example, if the spouse has an income 
of $300,000 per year but only spends $80,000 on lifestyle, you need to find out what was 
done with the other $220,000. 
 
Tax Planning and Advice - For many clients, this is just figuring out what will happen when 
the home is sold.  The wealthy client will have many more issues, such as alimony and 
property settlement, that you will need to deal with.  Simply going through each asset that is 
sold or exchanged and analyzing each payment will make this job straightforward.  The client 
who is well to-do usually has a lot of different transactions that look daunting when you 
examine 20 or 30 pages of assets, but take them one by one.  The job will be easy. 
 
Publications, Forms, and Resources 
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Pub 501 - Exemptions, Standard Deduction, and Filing Information 
Pub 504 - Divorced or Separated Individuals 
Pub 515 - Withholding on Nonresident Aliens 
Pub 519 - US Tax Guide for Aliens 
Pub 525 - Taxable and Nontaxable Income 
Pub 537 - Installment Sales 
Pub 544 - Sales and Other Dispositions of Assets 
Pub 550 - Investment Income and Expense 
Pub 555 - Community Property 
Pub 575 - Pension and Annuity Income 
Pub 590 - Individual Retirement Arrangements (IRAs) 
Pub 925 - Passive Activity and At-risk Rules 
Pub 971 - Innocent Spouse Relief 
1099-S - Proceeds from Real Estate Transactions 
 
Form 1040X - Amended US Individual Income Tax 
Form 2120 - Multiple Support Declaration 
Form 8332 - Release of Claim to Exemption for Child of Divorced or Separated Parents 
Form 8822 - Change of Address 
Form 8857 - Request for Innocent Spouse Relief 
Form SS-5 - Change of Name 
W-4 - Employee Withholding Allowance 
 
www.abanet.org 
www.about.com  
www.acb.cyperserv.com 
www.divorce-and-money.com 
www.divorcecentral.com 
www.divorcehq.com 
www.divorceinfo.com   
www.divorce-online.com 
www.divorcesource.com  
www.divorcewizards.com 
www.financiallearning.com 
www.irs.gov - Internal Revenue Service Main Site 
www.moneycentral.msn.com  
www.moneyminded.com 
www.split-up.com   
www.taxhawk.com 
 
 
Chart 1 - Alimony and Expenses of a Jointly-Owned Home 
If you must pay all of 
the . . . 

AND your home  
is . . . 

THEN you can 
deduct and your 
spouse (or former 
spouse) must include 
as alimony . . . 

AND you can as an 
itemized  
deduction . . . 
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Mortgage Payments - 
Principal and Interest 

Jointly-owned One-half of the total 
payments 

One-half of the 
interest as interest 
expense if the home 
is a qualified home, 
spouse claims other 
half. 

Real estate taxes and 
home insurance 

Held as tenants in 
common 

One-half of the total 
payments 

One-half of the real 
estate taxes and none 
of the home 
insurance.  Spouse 
claims other half. 

 Held as tenants by 
the entirely or in joint 
tenancy 

None of the 
payments 

All of the real estate 
taxes and none of the 
home insurance 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Chart 2 - Income Property Transferred Pursuant to Divorce 
If you transfer: THEN you: AND your spouse or 

former spouse: 
For more 
information, see: 

Income-producing 
property (such as an 
interest in a business, 
rental property, 
stocks, or bonds) 

Include on your tax 
return any profit or 
loss, rental income or 
loss, or interest 
generated or derived 
from the property 
during the year until 
the property is 
transferred. 

Report any income or 
loss generated or 
derived after the 
property is 
transferred. 

 

Interest in a passive 
activity with unused 
passive activity 
losses 

Cannot deduct your 
accumulated unused 
passive activity 
losses allocable to the 
interest. 

Increases the 
adjusted basis of the 
transferred interest 
by the amount of 
unused losses. 

Publication 925, 
Passive Activity and 
At-Risk Rules 
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Investment credit 
property with 
recapture potential 

Do not have to 
recapture any part of 
the credit. 

May have to 
recapture part of the 
credit if he/she 
disposes of the 
property or changes 
its use before the end 
of the recapture 
period. 

Form 4225, 
Recapture of 
Investment Credit 

 
 
 
Client Handout - Reformat for a Client Letter or Tri-fold Brochure 
 

 
 
 
 
 
 
 
 

Maximize Your Deductions:  Divorce 
 

You may not file a joint return the year in which you are divorced or legally separated under a 
final decree of separate maintenance.  Alimony payments are a reduction of total income for 
the paying spouse and taxable to the receiving spouse.  Alimony must be paid in cash and 
must be the result of a decree of separation or divorce.  The decree must require that alimony 
stop at the death of the receiving spouse, and the individuals may not live together when the 
payments are made.  The decree may also require cash payments to third parties for tuition, 
rent, health insurance, etc. and these may qualify as alimony.  Excess, voluntary payments to 
the receiving spouse are not deductible.  Careful tax planning will avoid alimony recapture 
rules for the paying spouse. 
 
Legal fees related to a divorce are not an allowable deduction.  Professional fees for tax 
advice, which concerns obtaining or continuing alimony payments, or relating to income 
producing property are deductible.  To protect your deduction for legal fees, the attorney must 
clearly indicate on your bill how much, or what percentage of the bill is attributable to tax 
issues.  Deductible professional fees are listed on IRS Form 1040, Schedule A, as an itemized 
deduction subject to the 2% limitation. 
 
The exemption for dependent children and the basic child credit of $500 for those under age 
17 belong to the custodial spouse for divorces granted in 2000.  The exemption may be 
released to the non-custodial spouse through the use of IRS Form 8332.  An agreement, 
meeting IRS requirements may substitute for Form 8332.  Child support payments are not 
deductible to the paying spouse or taxable to the receiving spouse.   
 
You may claim the childcare tax credit even if the dependent is not claimed under the terms 
of your divorce or separation decree.  To use this deduction, you must file a separate return 
from your spouse and provide a home for the qualifying child for more than six months.  You 

(YOUR LETTER HEAD/FIRM INFORMATION IN THIS AREA-Delete this text box.) 
The National Society of Accountants (NSA) offers many benefits to help our members build their practices.  Don’t be
alone during tax season.  Join NSA and take advantage of NSA’s Tax Service.  NSA answers members’ federal tax 
questions --quickly, accurately and without charge.  You will find more NSA benefits on the web 
www.nsacct.org/industry/membership.htm or call 1-800-966-6679.  Join the professional organization of 
choice….today.  Tell them Team NSA sent you. 




