
The tax implications of divorce are
varied and significant. The first article
in this series defined “alimony” from
a tax perspective. This article, part two
in this two-part series, reviews the tax
implications of property transfers, the
sale of a marital home, reporting re-
quirements, and administrative re-
quirements associated with separation
and divorce. These articles are in-
tended to assist those advising divorc-
ing clients. 

PROPERTY TRANSFERS
Prior to 1984, Davis1 was the control-
ling law with regard to property set-
tlements between spouses. In Davis,
the Court held that because the hus-
band had the obligation to provide
the wife with a “reasonable” share of
his property as a result of the divorce,
his property transfer should be treated

as a “taxable transfer of property in
satisfaction of a legal obligation.”2 The
Court relied heavily on the lower
courts’ interpretations of applicable
federal statutes, as having clearly con-
templated and resolved this issue with
no ambiguity and in favor of taxing
these property settlements.3 Therefore,
until 1984, a transfer of property in a
divorce settlement was treated as a
taxable transfer.4
However, in 1984, Congress revised

the applicable statute.5 As a result,
transfers of property between spouses
during marriage, or between ex-
spouses as a result of divorce, are not
taxable.6 This applies only to transfers
of property, not transfers of services
and is true whether the transfer is in-
tended to be a gift or a sale/exchange
between spouses acting at arm’s-
length.7 In all cases, the transfers are
treated as gifts where the transferor
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does not recognize a gain or loss and
the transferee does not recognize any
income.8 However, a transfer to a
spouse or former spouse who is a
nonresident alien will not qualify for
this tax-free treatment.9 In this case,
the gain or loss is recognized by the
transferor spouse and the nonresident
alien spouse’s basis is equal to his or
her cost.10
A transfer to a former spouse, must

be “incident to divorce” in order to
qualify for tax-free treatment.11 A
transfer is considered incident to di-
vorce if it occurs within one year after
the divorce or is related to the cessa-
tion of the marriage.12 This is true even
if the property was obtained by the
transferor after the divorce.13 For in-
stance, Husband and Wife were mar-
ried in year 1 and divorced in year 7.
Pursuant to the property settlement
provided for in the divorce decree,
Wife is to transfer property worth
$140,000 to Husband. In year 8, Wife
purchases real estate, part of which is
transferred to Husband in Year 9 un-
der the terms of the divorce decree.
The fact that the real estate was ac-
quired by Wife after cessation of the
marriage does not make the transfer
taxable.14
A transfer that is wholly unre-

lated to divorce but occurs within
one year of the divorce, will also not
be taxable.15 However, a transfer that
is not related to a separation or di-
vorce agreement and occurs more
than six years after the cessation of
the marriage will be presumed to be
a taxable transfer.16 A transfer of
property is considered complete on
the earlier of the transfer of title or
the shift of the benefits and burden
of ownership.17
Property received by a transfer

that qualifies for tax free treatment
is not included in gross income and
the transferee takes the transferor’s
adjusted basis in the property re-

gardless of appreciation or depreci-
ation in value.18 Further, the trans-
feree’s holding period includes the
period during which the transferor
held the property.19 For instance, if
Wife transfers shares of stock (FMV
$100 and AB $80) to Husband, Wife
does not recognize the $20 gain and
Husband does not recognize any in-
come on the receipt of the stock.
Further, Husband’s basis in the stock
is $80 and his holding period dates
back to the date Wife purchased the
stock. 
This treatment applies to losses, as

well as gains.20 Under general tax
principals, a donor cannot transfer a
deductible loss for unrealized depre-
ciation in the value of an asset to a
donee.21 Instead, the donee takes a
“loss basis” in the property received
equal to the lesser of the adjusted ba-
sis in the hands of the donor or the
property’s fair market value (FMV) on
the date of the transfer.22 However, in
a tax-free Section 1041 transfer, the
transferee spouse recognizes no loss
on the transfer of the depreciated
property and the transferee spouse re-
ceives the transferor spouse’s adjusted
basis for the asset transferred, even if
the FMV at the time of the transfer is
less than the adjusted basis.23 If the
transferred asset is an interest in a
passive activity, and there are sus-
pended passive losses allocable to
such interest, the suspended losses
would be added to the transferee
spouse’s basis in the interest and
would not be currently deductible by

either the transferor spouse prior to
the transfer or the transferee spouse
upon receipt of the interest.24
There are very strict notice and

record keeping requirements associ-
ated with these tax free transfers.25
Most importantly, the transferor, at
the time of the transfer, must supply
the transferee with records sufficient
to determine the adjusted basis and
the property’s holding period.26
Finally, unlike alimony discussed

in Part I of this series, which can be
treated as non-alimony if certain re-
quirements are met, a transfer that
qualifies for tax-free treatment can-
not be treated as anything else—even
if the transaction is an arm’s-length
sale.27

SALE OF THE MARITAL HOME
Generally, “if you sell property that
you and your spouse own jointly, you
must report your share of the recog-
nized gain or loss on your income tax
return for the year of the sale.”28Often,
the most valuable jointly-owned
marital asset subject to disposition at
divorce is the marital home.29 Of
course, if the sale happens between
the spouses, then as previously dis-
cussed, the tax consequences of the
transaction are governed by Section
1041.30 For example, pursuant to a di-
vorce decree, Wife purchases a one-
half interest in the jointly owned prin-
cipal residence from Husband. The
adjusted basis prior to the transfer
was $125,000. Wife paid Husband
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$400,000 for the one-half interest. This
transaction is not a sale, and Wife will
not receive a “step-up” in basis for the
money she pays to Husband.31 Hus-
band’s transfer, of the one-half interest
to Wife is treated as a gift.32 Therefore,
Wife’s basis for the house remains at
$125,000.33 The money she paid to
Husband is likewise treated as a gift
to him.34
However, the sale does not always

occur between spouses. In some
cases, the agreement includes a pro-
vision requiring the marital home to
be sold to a third party.  The tax con-
sequences of that sale depend on
many factors. A taxpayer may be
able to exclude up to $250,000 of the
gain realized on the sale of a princi-
pal residence from income.35 The ex-
clusion is increased up to $500,000
for certain qualifying joint filers.36 To
qualify for the $500,000 exclusion,
joint filers must satisfy certain re-
quirements.37 First, either the taxpayer
or the taxpayer’s spouse must have
owned the property for two out of
the five years immediately prior to
the sale.38 In addition, both the tax-
payer and the taxpayer’s spouse
must have used the home as his or
her principal residence for two out
of the five years immediately prior to
the sale.39 If the selling taxpayer pre-
viously obtained the home from his
or her spouse or former spouse in a
transaction under Section 1041, the
taxpayer’s holding period with re-
spect to the property includes the pe-
riod that his or her spouse or former

spouse owned the property.40 If one
spouse or former spouse is granted
use of the home under a “divorce in-
strument,”41 that occupant spouse’s
use of the property as a principal res-
idence (during the period granted by
the divorce instrument) is imputed to
the other spouse.42 However, a
spouse’s use of the marital home
prior to the entry or execution of the
divorce instrument is not imputed to
the non-occupant spouse.43 As such,
the timing of a spouse’s departure
from the marital home could be an
important factor in determining
whether he or she qualifies for the
enhanced exclusion.44 Assuming the
taxpayer has owned and used the
home as his or her principal resi-
dence for two out of the last five
years, the taxpayer will qualify for
the exclusion, as long as he or she
has not excluded any gain under this
section within the two years imme-
diately preceding the sale.45
For example, Husband and Wife,

newly married, jointly purchase and
move into their new home on
1/15/16. In December 2016, they de-
cide to separate and Husband moves
out on 1/15/17. On 11/1/17, they en-
ter into a divorce agreement, termi-
nating the marriage, and agreeing to
sell the home after the holidays. Dur-
ing the interim period, Wife will con-
tinue to have exclusive use and pos-
session of the home. They sell the
house on 2/20/18 and realize a
$30,000 gain on the sale. At the time
of the sale, Wife has owned and used

the home as her principal residence
for 2 years and 36 days and, pro-
vided that she has not used the ex-
clusion in the past two years, she can
exclude her entire $15,000 share of
the gain.46 Husband, as of the time of
the sale, has also owned the house
for 2 years and 36 days, but he used
it as his principal residence for only
1 year and 112 days (the one year be-
fore he moved out, and the 112 days
of Wife’s occupancy that is imputed
to him, which began on 11/1/17
when they signed the separation
agreement). Since Husband failed to
meet the two-year use requirement,
he must recognize his $15,000 share
of the gain in the year of sale.47 If, in-
stead of divorcing in November 2017,
the couple had divorced after the end
of the year, they could have filed a
joint return for 2017 and utilized the
exclusion on the entire gain, as the
gain on the sale is less than the Wife’s
exclusion limit.48

DEPENDENCY EXEMPTION
The dependency exemption is often a
point of contention between divorced
couples or separated couples filing
separately. In 2017, the dependency
exemption is worth $4,050 per de-
pendent, although it is subject to a
phase-out that should be contem-
plated when fighting a spouse or ex-
spouse for this exemption.49 Generally,
the “custodial parent” is entitled to the
dependency exemption.50 The custo-
dial parent is the parent who “shared
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the same principal place of abode
with the child for the greater portion
of the tax year.”51 The other parent is
then considered the “non-custodial”
parent.52 If neither parent shared the
same principal place of abode with
the child for a greater period of the
tax year than the other, so that there
is not one custodial parent, then the
parent with the highest adjusted gross
income is entitled to the dependency
exemption.53
A custodial parent may elect to

give the non-custodial parent the
right to claim the child as a depend-
ent.54 The election must be in
writing.55 The safest way to do this is
by using Form 8332, Release/Revo-
cation of Release of Claim to Exemp-
tion for Child by Custodial Parent.56
However, the writing is not required
to be on Form 8332.57 A written dec-
laration not on the form designated
by the IRS must conform to the sub-
stance of that form and must be a
document executed for the sole pur-
pose of serving as a written declara-
tion of the custodial parent that he
or she will not take the dependency
exemption to which he or she is en-
titled.58 The writing must specifically
state that the custodial parent will
not claim the child or children as de-
pendents and must be an uncondi-
tional release of the custodial parent’s
claim for the year or years for which
the declaration is effective.59 A dec-
laration is not unconditional if the
custodial parent’s release of the right
to claim the child as a dependent re-
quires the satisfaction of any condi-
tion, including the noncustodial par-
ent’s meeting of an obligation such
as the payment of support.60 The
written declaration must name the
noncustodial parent to whom the
exemption is released.61 It also must
specify the year or years for which it
is effective.62 Further, the Social Se-
curity numbers of both parents and
the child or children who are being
claimed as dependents must be in-
cluded in the writing.63 A court order
or decree or a separation agreement
may not serve as the written decla-
ration.64 Likewise, a revocation of this
election must be in writing, either on

Form 8332 or on a document that
conforms to the substance of that
form.65
In addition to the writing, in or-

der for the non-custodial parent to
be eligible to take the dependency
exemption, the child must be a
“qualifying child.”66 A child is a qual-
ifying child of the non-custodial
parent if the parent provides more
than one-half of the child’s support
for the year; the parents are di-
vorced, separated under a decree of
separate maintenance or a written
separation agreement, or live apart
throughout the last six months of
the year; and the child is in the “cus-
tody” of one or both of the parents
for more than one-half of the year.67

For example, Mom and Dad are di-
vorced on 9/1/16. Mom is named as
the custodial parent. Child resided
with Mom for the entire 2016 year
and both parents provided more
than one-half of the child’s support
for the year. Mom is entitled to the
dependency exemption, but can ex-
ecute a writing releasing her depend-
ency exemption and allowing Dad
to take the dependency exemption. 
Assuming the writing meets all

the requirements discussed above,
Dad will be able to take the depend-
ency exemption as the non-custodial
parent.68 However, the result is dif-
ferent if the example is changed.
Mom and Dad are divorced on
9/1/16 and Mom is named as the
custodial parent, but Child resided
with Grandma from 1/1/16 until the
divorce was completed. Now even if
Mom executes a writing stating that
Dad may take the exemption for the
2016 tax year, he is not entitled to
the dependency exemption because
the child is not a “qualifying child.”69
The child did not live with one or
both parents for more than one-half
of 2016. 

While a custodial parent may ex-
ecute a writing releasing his or her
right to the dependency exemption,
the writing will not apply to any
earned income credit or dependent
care credit to which the custodial par-
ent is entitled.70 In addition, even if the
custodial parent releases his or her
right to the dependency exemption,
that will not affect his or her ability
to file using the “head of household”
status if he or she otherwise qualifies.71

FILING STATUS
Divorce changes a taxpayers’ filing
status.72 After a final order of divorce,
the “Married” filing status is no
longer available. However, if at the

end of a tax year, there has been no
final decree of divorce, annulment,
or separate maintenance, then the
taxpayers are still considered mar-
ried, even if they are separated, exe-
cuted a separation agreement, or
there is a non-final court decree.73 In
this case, the taxpayers must use ei-
ther the “Married filing jointly” or the
“Married filing separately” status.74
The Abandoned Spouse Rule per-

mits a taxpayer to be treated as un-
married for filing status purposes
without a final decree of divorce or
separate maintenance.75 The taxpayer
cannot file a joint tax return for the
year; must maintain a home that is
the principal residence of a child for
more than one-half the year; must
furnish more than one-half the cost
of maintaining the household for the
year; and the spouse of the taxpayer
must not have been a member of the
household during the last six months
of the year.76 If these requirements are
met, then even without a final decree
of divorce or separate maintenance, a
taxpayer may use the “Head of
Household” filing status on his or her
tax return.77
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Transfers of property between spouses
during marriage, or between ex-spouses
as a result of divorce, are not taxableb



ADMINISTRATIVE ISSUES

Legal Fees
As a general rule, taxpayers are not
allowed a deduction for personal ex-
penses such as legal fees paid to at-
torneys to obtain a divorce.78 How-
ever, the legal fees for tax advice are
deductible.79 The bill for the tax advice
must be specific.80 If the bill is not
itemized and the attorney’s testimony
does not specifically show the hours
worked on tax advice to the taxpayer
as compared to other legal services
rendered, it will be difficult to deter-
mine the amount of the fee that is de-
ductible.81
A taxpayer is also entitled to

deduct ordinary and necessary ex-
penses paid to attorneys for the col-
lection of alimony arrearages and
to increase alimony payments.82 The
attorneys involved must allocate
their time between divorce related

services and services related to col-
lection of income and tax advice.83
Taxpayers have the burden of prov-
ing whether the legal fees are ordi-
nary and necessary and what por-
tion of the legal fees are entitled to
the deduction.84 The IRS may disal-
low any deduction i f adequate
records are not maintained.85 The
spouse who is obligated to pay the
alimony and incurs legal expenses
in an attempt to avoid or reduce the
payments is not entitled to deduct
those legal fees.86

Withholding Tax 
Withholding tax on alimony pay-
ments is generally not required.87
However, a payor spouse must with-
hold taxes on alimony payments
made to a nonresident alien unless the
payee’s home country is a party to a
tax treaty exempting such income
from withholding.88 If withholding is
required, the amount to be withheld
is 30% of each payment.89 The payor
spouse is personally liable for any
taxes that were required to be with-
held and remitted.90 Even if the payee
subsequently reports and pays the
U.S. tax on the alimony received, the
payor can still be personally liable for
interest and penalties.91

Adjustment to Income 
Tax Withholding
The changes caused by divorce may
require the taxpayer to adjust the
amount of income tax that his or her
employer withholds.92 On the final
divorce decree, the taxpayer should
submit a new Form W-4, Employee’s
Withholding Allowance Certificate, to
his or her employer with revised in-

formation, including any change in
filing status and any change in the
number of exemptions.93 The fact
that deductible alimony payments
will be made, or taxable alimony
payments received should be con-
sidered when revising the informa-
tion on the Form W-4.94

Address Change
Often separation and divorce mean
an address change for one or both
spouses. The IRS should be immedi-
ately notified of any address
changes.95 Form 8822, Change of Ad-
dress, is used to notify the IRS of the
changes.96 If a taxpayer is divorced
and moves after filing a return and
the IRS mails a refund check to an old
address because the taxpayer failed to
notify the IRS of the address change,
the IRS will not owe any interest
based on the delay in getting the re-
fund check to the taxpayer. 

CONCLUSION
The tax implications of property
transactions with respect to separa-
tion and divorce are complex, but
important to understand when ad-
vising clients involved in divorce
proceedings. It is imperative, as a tax
professional, to get the best tax con-
sequences for the client, whether
they are the party making the trans-
fer or the party receiving the trans-
fer. Again, the worst possible out-
come for any tax professional
would be to have the IRS treat a
transfer differently than what was
intended and for that treatment to
result in a negative tax consequence
for the client. �
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