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TAX ASPECTS OF DIVORCE

A. IN GENERAL.

    Those who are getting a divorce should understand the tax consequences of the divorce settlement. The major areas of concern are:

    1. Alimony. Qualifying alimony payments are deductible by the person making the payments (the payor) and are includable in the income of the person receiving the payments (the recipient).

    2. Child Support. Payments which are specifically fixed in the divorce or separation agreement as child support are not deductible by the pay or and are not considered income to the recipient.

    3. Division of Property. Most transfers of property between spouses after July 18, 1984 may be made tax free.

B. ALIMONY.

    Payments to a spouse which are made prior to being required by a separation agreement or court decree are not deductible as alimony. Payments made pursuant to a divorce or separation instrument will be deductible as alimony if each of the following requirements are met:

    1. The payor and the recipient do not file a joint income tax return.

    2. The payments are made according to the terms of an existing divorce or separation instrument which requires the payments as alimony or spousal support, and not as child support.

    3. The payments are made in cash, or by check or money order.

    4. The payments will terminate on the death of the recipient.

    5. If the parties involved are divorced or legally separated, they must live in separate households when the payments are made.

    6. Generally, the payments do not decrease by more than $15,000 from one calendar year to the next. If they do, certain recapture rules may apply. This requirement applies to divorce or support decrees and agreements executed after 1986. For agreements executed in 1985 and 1986, the rule generally is that

if the payments exceed $10,000.00 in any calendar year, payments must be made in at least each of six calendar years and the payments could not decrease by more than $10,000.00 from one year to the next.

    7. Both the pay or and the recipient do not make an election to avoid treating the payments as alimony.

C. CHILD SUPPORT.

    Payments made to a former spouse for child support are not alimony. Thus, they are not deductible by the payor or includable by the recipient. To be considered as child support, any one of the following circumstances must apply to payments made as required by a divorce decree or separation agreement signed or modified after 1984.

    1. If the divorce decree or separation agreement specifically designates an amount as child support.

    2. If the decree or agreement provides for a reduction in the amount of a spousal support payment or the happening of an event or contingency relating to a child, e.g., the reaching of a certain age by the child, or upon his or her marriage, in which case the amount of the reduction is treated as child support.

    3. If such decree or agreement provides for a reduction in spousal support payments either within six months before or after a child reaches 18, 21, or other age of adulthood under state law, or if there are two or more children, if a reduction occurs at intervals within one year before or after a certain age is reached by each child between 18 and 24.

    A taxpayer who is divorced may claim a dependency exemption for any of his or her children if:

    1. The taxpayer and his or her spouse (i.e., parents of the child) together furnished over half of the child's support during the year.

    2. The taxpayer, his or her former spouse, or the two of them together had custody for the child for more than half the year.

    3. The parents are divorced, legally separated under a written separation agreement, or lived apart at all times during the last six months of the year.

    4. The taxpayer is the "custodial parent " i.e., he or she had physical custody of the child for a greater portion of the year than did the other parent.

    The parent who does not have custody may not claim the dependency exemption for a child unless the parent who has custody waives his or her right to the exemption. Both parents will be permitted to deduct medical expenses they paid on behalf of the child regardless of whether the parent is entitled to a dependency exemption for the child.

D. DIVISION OF PROPERTY.

    If a taxpayer transfers property to his or her spouse incident to a divorce, the taxpayer does not recognize gain or loss on such transfer. This is true whether or not the taxpayer receives property in exchange for the transfer.

    In addition, it does not matter whether the transfer happens before or after the divorce, provided that any post-divorce transfers are "incident to the divorce." A transfer is incident to the divorce under the following circumstances:

    1. The transfer is made within one year after the marriage ends.

    2. The transfer is related to the ending of the marriage. This means that the transfer is made as required by a divorce decree or separation agreement and occurs within six years after the marriage has ended. (The six-year period may be extended under certain circumstances.)

    The basis of the property received by the transferee is the same as the adjusted basis of the transferor immediately before the transfer.

    Special rules apply to transfers of business property, retirement benefits, annuities, and life insurance.

