Taxes and Divorce
A Guide for Family Law Attorneys and Their Clients

By:

Philip Courtney Hogan CPA, ABV

Brendan H. Hogan

[image: image1.png]PHILIP COURT/l;I\EY HOGAN PC.

Certified Public Accountant / Accredited in Business Valuation




12700 Preston Road / Suite 185 / Dallas, Texas 75230

972-490-1120  / Fax 972-991-7591
www.pchogancpa.com
E-mail Courtney@pchogancpa.com
Notice To Readers
This Guide is prepared as a tool for family law attorneys and their clients to understand the various tax issues that need to be addressed when a divorce is pending. The guide assumes that the divorce is a Texas divorce and that most of their income and expenses are community. The guide has been prepared in a general manner and is not meant to be all inclusive. The authors are not rendering legal, accounting or other professional services. If such advice is required, the services of a competent professional person should be sought.

The authors of this guide are Philip Courtney Hogan CPA, ABV and Brendan H. Hogan. Questions regarding this guide or other tax questions please call 972-490-1120 or emails should be addressed to Courtney@pchogancpa.com.
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Introduction
Benjamin Franklin stated in 1789 "In this world nothing can be said to be certain, except death and taxes." As we all know this is still true. As such even in divorce, which maybe like a death, there are definitely tax issues. Congress, in 1976, passed code section 1041 which provided that no gain or loss would be recognized on a transfer of property from an individual to a spouse or former spouse incident to a divorce.  However, there are certainly numerous other issues to be handled when a couple divorces. As such this guide has been prepared to address some of the more frequent issues that occur.
I. Filing Tax Returns during the divorce period:
One of the most frequent questions that our practice sees is “I am separated from my spouse now and I need to file my return for last year – what should I do?” This is a question that I like to answer as follows: “You are getting a divorce and the sooner you separate your affairs the better”. In most cases, but not all, filing separate returns, where all the community income and deductions are split 50/50, will not cause any harm to either party. The benefit of filing separately is not having joint and several liability. The spouse is only responsible for half of the tax obligation and none of the other spouse’s self employment taxes, but that person is responsible for all of his or her self employment tax. Since the IRS can audit a return for up to seven years after a return is filed, by filing separately the couple will have one less year in which they may have to cooperate with any audit matter.
There are situations where filing separately would raise concerns. This is especially true if there are taxes owed and your client is the non-moneyed spouse. They could be making themselves liable to the Internal Revenue Service for taxes they do not have the funds to pay. The facts and circumstances of this couple should be considered before deciding this matter. 

II. Filing The Final Return or the Divorce Bonus:
In Texas, without any agreement between the parties, any community income, deductions and taxes withheld or estimated tax payments are required to be divided between the parties on a 50/50 ratio. Many individuals believe that they only have to report the income they earned and can ignore their spouse’s income if they are divorced at the end of the year. Not only is this not true, but the couple is missing one last opportunity to save taxes. For example, if only one spouse works and that spouse earns $100,000 and the other is a stay-at-home spouse with no income, and they do not split income, the working spouse will pay federal income taxes of $22,620 and the other spouse will pay zero. If the income was split 50/50 between the two parties, then each party would pay $9,244 or a combined tax of $18,488. Therefore by dividing the income and expenses evenly, up to the date of divorce, the couple saves $4,132. 
This savings is created by more income being taxed at lower rates especially when there are great differences in earnings between the spouses. The later in the year a couple divorces the greater the savings, the earlier in the year the less the savings. Therefore, if you have a divorce pending in October, November or December, it is to their benefit to have their divorce become final on or before December 31.  
III. Dependency Exemptions:
In order for an individual to be claimed as a dependent, five tests must be met:
1) The dependent must not have earned more than $3,200 (2005 limit) unless the dependent is a child of the taxpayer and is under either 19 or a full time student under the age of 24.

2) Over one half of the dependent’s income must have been provided by the taxpayer

3) The dependent must be related (child, parent, in-law, and other close relatives – see IRS Code Sec 152(a) for other relationships) or the person (other than the spouse) must have lived in the taxpayer’s home for the entire year and is a member of the household (but not if the relationship between the person and the taxpayer is in violation of the local law).
4) The dependent must not have filed a joint return with his or her spouse.

5) The dependent must be a citizen, national of the United State or permanent resident of the United States or a contiguous country.  (see Code Sec 152(b) for other exceptions)
a. Exemptions for Divorced Parents:
The dependency exemption for a child of a divorced individual is awarded to the parent having custody for the greater part of the calendar year regardless of the support test. (The child must receive over 50% of his or her support from the combined parents)

In order for the non-custodial parent to obtain the dependency exemption the custodial parent must sign form 8332 (Release of a claim to Exemption for Child of Divorced or Separated Parents). This form must be attached to the non-custodial parent’s tax return each year. The form can be filled out each year or for multiple years. 

Some thought should be paid to having this form filled out at the time of the divorce. On one side if the non-custodial parent signs for multiple years future problems between the parties could be prevented. But if the custodial parent signed this document and the non-custodial parent does not make the required support payments, the custodial parent will not be able to revoke the release.

b. Phase-out of Exemptions:
The value of the dependency exemption increases as the taxpayer is taxed in higher brackets, but the value is reduced and sometimes eliminated as a taxpayer reaches the top brackets. The law provides that the exemption amount for a taxpayer whose income exceeds the threshold amount be reduced 2% for each $2,500 that the taxable income exceeds the threshold. The 2006 threshold amounts are based upon filing status and are as follows:

· Joint returns


$225,750
· Head of Household returns
$188,150

· Single returns


$150,500

· Married filing separately
$112,875

In tax years beginning in 2006 and 2007, the phase-out reduction is reduced by one third that which would otherwise apply. In 2008 and 2009 the reduction is reduced by two-thirds and in 2010 the phase-out is repealed.

All of this means that for individuals earning less than the threshold amount the exemptions are fully deductible and can save as much as $1,100 in taxes each year. For individuals exceeding the threshold amount, their deduction can be worthless. It should be noted that as you can see above, this phase-out provision is going to go away over the next four years and the value of the dependency deduction will again be valuable to your higher taxed clients.
IV. Taxation on the Sale of Personal Residences:
Under the current law, a taxpayer who has used a residence for two of the prior five years as his primary residence can exclude $250,000 of gain from taxation. For married couples the limit is $500,000. For couples divorcing that have unrealized gains in excess of $250,000 and plan on selling the residence, the ownership issue should be addressed. As an example, a couple has a house with a gain of $500,000.  The house is to be sold and all of the proceeds will go to one spouse.  If the sale takes place after the divorce and one spouse is removed from the ownership of the house, then the remaining spouse will pay capital gain taxes on $250,000 or additional income taxes of $37,500. If both spouses retain ownership of the residence, but subjecting the property split to the same agreement, they can avoid the payment of this additional tax.

V. Retirement Accounts Transfers and Distributions:
Transfers between owners of both IRAs and Qualified Retirement Plans are allowed and are tax free. Distributions that are not rolled over to another IRA or qualified plan are subject to federal and state income taxes. If the distribution is made before the individual is 59 ½ years old, then normally a 10% penalty is added to the tax, unless it qualifies and meets one of an express list of exceptions. For Qualified Plan distributions, but not IRA distributions, an alternate payee spouse receiving benefits from a qualified plan under a QDRO is allowed to take an early distribution that is not subject to the additional 10% early distribution penalty. 

One of the express lists of exceptions to the early distribution penalty is to have the payments qualify under I.R.C. 72(t)(2)(A)(iv). Under this provision, the distribution must be part of a series of substantially equal periodic payments (not less than annually) made for the life (or life expectancy) or the individual or the joint lives of such individual and his or her designated beneficiary.

As a planning device, your client may want to use one or both of these rules. The individual can use the first exception to a qualified plan only once and must be made before any funds are transferred from the former spouse’s plan to his/her own plan. This might be used to help with the initial transition year or years, where a client wants to go back to school or move and needs a certain lump sum to cushion the early years of a divorce. Others may want to take the substantially equal periodic payment exception, to subsidize their continued living expenses. 
Be aware that once an election to take periodic payments is made, it can only be revoked by paying the early distribution tax on all prior payments that were excluded from this tax. Therefore, care should be taken whenever this election is made.
VI. Tax Basis Allocations:
Generally the tax basis of any property follows the property. That is if 100 shares of IBM stock had a tax basis of $10,000 prior to the divorce, the stock will continue to have a tax basis of $10,000 regardless of who retains ownership after the divorce. 

Other tax attributes, such as, suspended passive losses, alternative minimum tax carryovers and investment interest carryovers will follow the property that is associated with these items.
VII. Net Operating Loss Carryovers:
A net operation loss (NOL) carryover should be allocated between the spouses in the ratio of what separate NOL carry forward would have been with each spouse computing income and deductions. In Texas if all of the income was community then the NOL carryover should be allocated 50% to each spouse.
Although net operating losses are not common for most taxpayers, they are a valuable asset as they can be carried forward and potentially reduce your client’s future tax obligation. Therefore, care should be taken to address this issue if it is present.
VIII. Net Operating Losses – Post Divorce:
There will be times when your clients incur a NOL in a year subsequent to the divorce. Current law allows your client the option to carry this loss back to a pre-divorce tax year and obtain a tax refund. We have seen a number of decrees which would require the client to share such a refund with his or her former spouse. This type of provision should be avoided. IRS regulation will not allow a taxpayer to invade his or her former spouse’s taxes and will only allow a refund of their own tax. To share the refund with a former spouse would have him/her benefiting from a former spouse’s separate property.
IX. Capital Loss Carry forwards:
Capital Loss Carry forwards must be allocated based on the separate capital gains and losses of the spouses. If all of the losses have been generated from community assets then the carry forwards would be allocated 50% to each spouse.

X. Attorney Fees:
Attorney fees incurred in a divorce are generally considered a personal expense and non-deductible. However, fees related to receiving tax advice regarding the property settlement or for the production or collection of income (alimony) are deductible.  Fees paid to resist paying alimony are not deductible since they do not relate to the production or collection or income.  

Legal fees and other costs relating to the divorce that may not be deductible may qualify as capital expenditures that can be added back to the tax basis of property. In U.S. v Gilmore, the court allowed a taxpayer to allocate part of the fees incurred in retaining ownership of stock in a divorce. To the extent the divorce costs are related to the property settlement, such costs can be allocated to the assets received in the divorce. These costs can then be used to reduce any gains that may be incurred when such property is sold or exchanged.

In order for legal fees to be properly treated for tax purposes all fees incurred should specify the amounts related to tax advice, the collection or production of income or defense of title to property. 
XI. Stock Redemptions in Divorce:
In a divorce in which there is a closely held business, the business may be one of the largest assets in the marriage. The financial condition of this business can have significant impact on the marital estate and its distribution between the spouses. If cash is structured properly, it can be used to redeem a spouse’s stock ownership in a closely held business at capital gains tax rates.  If it is not structured properly, the spouse retaining the business can be deemed to have received a constructive dividend, potentially taxable at ordinary income levels, even though there was no cash received with which to pay the tax. 

As an example of the problems associated with stock redemptions, in Ames v. United States, 164F.2d 462, When the Ames divorced, Mr. Ames agreed to have his wife’s interest in their business redeemed by their corporation. When the former Mrs. Ames filed her 1040 return she claimed that the transaction was tax free under Code Section 1041. Mr. Ames believed Mrs. Ames had a stock redemption subject to capital gains taxes and it was her tax obligation. The IRS attempted to treat the transaction as a constructive dividend to Mr. Ames, as it was his obligation, and tax him subjecting him, at that time to ordinary income tax rate. 

On Jan 13, 2003 the IRS issued IRS Final Reg. 1.1041-2, “Redemption of Stock,” in recognition of the confusion due to the Ames case, other previous court cases and IRS Private Letter Rulings. This new regulation provides clear guidance as to the tax effects of stock redemptions with regard to divorces. The IRS will abide by the couple’s intended tax effects provided that they strictly follow the regulation.

According to Section C of 1.1041-2, the transferor spouse will be taxed if the following conditions are met: both spouses intend for the redemption to be treated for federal income tax purposes as a redemption distribution to the transferor spouse, and such an agreement supersedes any other agreement regarding the disposition of the stock in question.

Section (c) (2) of 1.1041-2, deals with situations in which the nontransferor spouse will be taxed. If the divorce sets forth the following agreement, then the transfer will be considered a constructive distribution to the nontransferor spouse: both spouses intend for the redemption to be treated for federal income tax purposes as a constructive distribution and such agreement supersedes any other agreement concerning the redemption of the stock in question.

The final IRS Regulations declare that if you do not strictly adhere to the special rules set forth, transactions in which a spouse is relieved of his or her obligation to acquire the other spouse’s stock by the corporation will bring about a constructive distribution to the nontransferor spouse. After that occurs, the redemption proceeds will be deemed to have been transferred to the transferor spouse in a nontaxable transaction under IRC Section 1041. The likely result of this scenario is such that the parties involved will be unable to avail themselves of IRC Section 302(b) (distributions will be treated as redemptions of stock). If this happens, the taxpayer will be taxed under IRC Section 301 (distributions will be treated as a dividend income). 

If divorced spouses avail themselves of IRC Section 1.1041.1-2(c), “Special Rules in Case of Agreements Between Spouses or Former Spouses,” the tax treatment of the stock transaction will be spelled out in the agreement and will be respected by the IRS. If the transferor spouse elects for the redemption to be taxable, the transaction will likely be treated as a capital gain under IRC Section 302(b).

The new regulations provide taxpayers with great latitude in determining which spouse will be taxed on a transaction and the taxable nature of the transaction when the corporation is buying the stock. Ultimately, transfers between spouses or ex-spouses are effectively treated as gifts with carryover basis and the holding period also transferred to the recipient spouse.

XII. Innocent Spouse:
In order to clarify the rules concerning an “innocent spouse,” the IRS released Publication 971 in March of 2004. The purpose of the “innocent spouse” status is to absolve a spouse or former spouse of the tax liability due on a joint return in which the other spouse improperly reported or omitted items. Without being declared such, an innocent spouse may be liable for the entire tax due on the return even if it is the result of the other spouse’s income. 

In order to obtain Innocent Spouse status, the spouse must first file Form 8857 and attach a separate statement documenting the reasons why the petitioner deserves Innocent Spouse status (the IRS provides Form 12510, Questionnaire for Requesting Spouse, to assist the petitioner). It should be noted that the IRS will notify your spouse or former spouse of your desire to obtain innocent spouse status. In the case of domestic abuse, the petitioner should write Potential Domestic Abuse Case on the top of Form 8857. While it will not lead to special IRS consideration, it will alert the IRS to special circumstances and lead it to disclose only limited information to the former spouse. Adherence to provisions concerning confidentiality means that it won’t release to the taxpayer’s spouse or former spouse any information concerning the petitioning spouse’s new name, address etc...  All correspondence is sent to a centralized location so as to protect the petitioner.

In a community property state, such as Texas, the spouse and ex-spouse must share any community income, deductions etc… However, IRC Section 66 overturns local community property laws but in order to avail yourself of IRC Section 66, you must meet five tests:

1. The couple is married at sometime during the year.
2. The couple lived apart the entire year.
3. The couple does not file a joint return.
4. One or both have earned income under local law that is treated as community property.
5. None of the earned income under local law is transferred between the spouses during that year.

IRC Section 66(b) provides that the IRS can ignore local community property law in the event that one spouse fails to notify the other spouse of either community income or deductions prior to filing the return. Another provision to protect individuals from the application of community property laws is IRC Section 66(c) which provides relief to an innocent spouse if that individual did not know or have any reason to know of the community income.

IRC Section 6013, on the other hand, provides relief to a spouse from joint and several liability for income taxes on jointly-filed returns. The three scenarios under which a taxpayer may avail himself or herself of this relief are Expanded Innocent Spouse Relief, Separate Liability Election and Equitable Relief. 
To qualify for Innocent Spouse Relief, you must meet all of the following conditions:

1. You filed a joint return which has an understatement of tax due to erroneous items of your spouse (i.e. unreported income or incorrect deductions, credits or basis)

2. You establish that at the time you signed the joint return you did not know and had no reason to know that there was an understatement of tax

3. Taking into account all facts and circumstances, it would be unfair to hold you accountable for the understatement of tax.

It should be noted that a request for innocent spouse relief will not be granted if is proven that you or your (former) spouse transferred property to one another as part of a fraudulent scheme.

In order to determine whether or not the person claiming innocent spouse knew of the items leading to an incorrect tax return, the IRS will consider whether or not the spouse had actual knowledge of the understatement and if a reasonable person in similar circumstances would have known of the understatement. In order to determine whether or not your client should have known about the understatement, the IRS considers the nature of the items, your financial position, your educational background, the extent of the participation in the activity, whether an attempt was made to ask about the item in question and whether or not the item represents a departure from the returns filed in previous years. It should be noted that partial relief is available if you claim innocent spouse on only a portion of an erroneous item.

Relief by Separation of Liability is the allocation of the understatement of tax (plus interest and penalties) on your joint return between you and your spouse. It should be noted that this only applies to unpaid liabilities and has no effect on refunds. To request this relief, you must have filed a joint return and meet either of the following criteria when you file Form 8857

1. You are no longer married or are legally separated from the spouse with whom you filed the joint return for which you are requesting relief

2. You were not a member of the same household as the spouse with whom you filed the joint return at any time during the 12 month period preceding the date Form 8857 is filed.
Relief will not be granted if the IRS can prove that you either transferred assets to one another in a fraudulent scheme, had actual knowledge of an erroneous item or if your spouse transferred property to you to avoid tax or the payment of tax. The term “actual knowledge” refers to a situation in which you knew that an item of unreported income was received, you knew of the facts that made an incorrect deduction or credit unallowable or you knew that an expense was not incurred or not incurred to the extent reported on the tax return. However, in the case of domestic abuse, actual knowledge will not negate your ability to claim this particular form of relief. If you can claim that you are indeed the victim of domestic abuse and that you did not challenge the treatment of any items on the return because you were afraid your spouse would retaliate, then the Service will take this into consideration. 

Unlike Innocent Spouse Relief or Separation of Liability Relief, an individual can receive Equitable Relief from either an understatement of tax or an underpayment of tax. In order to qualify for Equitable Relief, the taxpayer must qualify for all of the following conditions

· You are not eligible to claim Innocent Spouse Relief, Relief by Separation of Liability or relief from community property laws.

· You and your spouse did not transfer assets to one another as part of a fraudulent scheme.

· There was no transfer of property to you by the former spouse for the purpose of tax avoidance

· Your tax return was not filed with the intent to commit fraud

· You did not pay your tax

· Considering all the facts and circumstances, it would be unfair to hold you accountable for the understatement of underpayment of tax.

· The liability must be attributable to an item of the spouse with whom you file the joint return unless one of the following circumstances apply:

· The item is attributable or partially attributable to you solely because of community property law

· If the item is in your name, it is presumed to be attributable to you. However you can rebut this presumption based on the facts and circumstances

· You had no knowledge of or reason to have knowledge of the spouse’s misappropriation of funds to pay the tax liability. 

· It is proven that you are the victim of domestic abuse and you did not challenge the treatment of an item due to fear of retaliation.

You may receive a refund on certain payments you made in the cases of understatement and underpayment of tax (after July 22, 1998) if you meet the criteria for either circumstance. Factors that may influence the IRS decision to grant Equitable Relief include 

· you are separated or divorced from your spouse 

· you would suffer significant economic hardship if relief was not granted,

· a legal obligation exists under a divorce decree to pay the tax

· you have received a significant benefit (any benefit in excess of normal support) from the unpaid or understated tax

· a good faith attempt to comply with tax laws for the year in which relief is requested

· you knew or had reason to know about the items causing the understatement or that the tax wouldn’t be paid

Additionally, whether or not you are the victim of domestic abuse or whether or not you were in a poor mental or physical state on the date the return was signed or when relief was requested can be used to bolster a case for equitable relief but they cannot be used against your case. 

It should be noted, however, that Innocent Spouse Relief cannot be obtained if a court has issued a final decision on your tax liability after June 22, 1998, or you entered into an offer of compromise with the IRS or you entered into a closing agreement with the IRS that disposed of the same liability which you wish to seek innocent spouse relief.
XIII. Alimony:
The use of alimony, especially in Texas, is somewhat rare. One of the reasons to pay alimony is when the payer is in a higher tax bracket than the payee. This was especially true back in the 80s as the tax brackets went from 0% to 70%. Today, the tax brackets range from 0% to 35%. The 25% bracket starts at taxable income of $29,700 and ends at around $72,000. Therefore if you have a client that is in the top 35% tax bracket (meaning his/her taxable income exceeds $326,000) and wants to pay his/her former spouse an additional $10,000 in alimony, and the former spouse earns $30,000 excluding the alimony payment, there will only be a net savings of 10% or $1,000. For some people this will not be a material amount and would not worth the legal fees and hassle to   choose this route.

Assuming alimony is an option in your divorce case, the IRS requirements are:

· The payment must be made pursuant to a written divorce or separation instrument.
· The payer and recipient may not file a joint income tax return.
· The payment must be in cash or its equivalent.
· The payment must be paid to the recipient of the spousal support or to a third party on behalf of the recipient.
· The written agreement must not state that the support, or any part of it, is not to be included in the income of the recipient and not deductible by the payer.  
· There can be no liability to pay support after the death of the recipient spouse.
· After the agreement has been entered, the spouses or former spouses may no longer be members of the same household.

Recapture

In order to prevent alimony from being front loaded and used as a way to disguise a property settlement, the IRS has regulations that require alimony to be recaptured by the payer if certain conditions occur.

The IRS formula is rather complex but if you will follow the following steps you can determine if your alimony provisions will pass the recapture rules.
First test year two’s alimony for excess alimony:
Alimony paid year 2 – Alimony paid year 3 - $15,000 - if greater than zero then you have excess alimony paid for year 2. 

Next test year one’s alimony for excess:

Alimony paid year one – ½ of alimony paid in year two - ½ of alimony paid in year three – ½ second year’s excess alimony (see above) - $15,000. If this is greater than zero then there is excess alimony paid in year 1. 

The recapture rules do not apply if the payments stop because the ex-spouse dies or the payee spouse remarries during the recapture period.

By testing your alimony contract before hand you can prevent any problems in the future and if you find that your contract fails, I would suggest you can correct the matter by pushing the alimony payments away from year one and into years two and three. The best way of preventing the recapture rules is to avoid a significant drop in alimony from year one to year three. 

If you ever need to test your client alimony for excess payment you can either call this office and we can test your client contract or we can email you a excel spreadsheet and you can do your own testing. Our telephone number is 972-490-1120 and our email address is Courtney@pchogancpa.com.

Alimony and child support

In order to prevent child support payment from being called alimony, the IRS states that any amount specified in the instrument that will be reduced based on a contingency set out in the instrument relating to a child – such as attaining a specified age, dying, leaving school or marrying – the amount of the specified reduction will be treated as child support from the outset.

XIV. Audits:
Tax audits may occur after the divorce for periods during which the couple was married. The divorce decree should set out who will be responsible for providing information for any subsequent audit and who will be responsible for any costs and taxes.

XV. Taxation of Property Transfers in Divorce:
In 1984, Congress recognized the need to minimize the tax aspects of divorce. As a result Code Section 1041 was enacted. This Code Section provided that most transfers of property between spouses in divorce would be treated as a gift between spouse and no tax would be levied on these transactions. 

 Although IRC 1041 addressed property transfers it did not address transfers of income and therefore much conflict has occurred in relation to the transfer of deferred compensation agreements and nonqualified stock options. Were these transfers of martial property transfers or assignment of income? Fortunately, the IRS has issued IRS Revenue Ruling 2002-22 which is explained below, which clears up much of this conflict.

XVI. Nonqualified Stock Options and Nonqualified Deferred Compensation:

For a number of years there has been a conflict as to the taxation of nonqualified stock options and nonqualified deferred compensation. That is, at the time of any transfer from the working spouse to the former spouse, is any income recognized by either party and who recognizes income when either the nonqualified stock option is exercised or the nonqualified deferred compensation is received. Revenue Ruling 2002-22 has cleared up this matter and rules that there is no income recognition at the time of transfer for vested interests. (It does not address unvested interests.) The Rev Ruling continues and states that the former spouse who receives these benefits will be subject to the income taxes on the benefits. 

In 2004 with Revenue Ruling 2004-60, the IRS clarified the treatment of these sums and stated they would be subject to FICA, Medicare and FUT taxes. The Service ruled that the employer who pays these benefits would be required to withhold for these taxes just as if paid to the working spouse.  The ruling goes on to state that the employer would also be required to withhold income taxes on the benefits and deduct such from the former spouse’s benefit. These amounts would be reported on the employee spouse’s W-2 and the former spouse’s 1099.
As an example assume A works for Corporation Y, and pursuant to a divorce, A’s interest in Y’s nonqualified stock option and deferred compensation are transferred to his former spouse B. Additionally in 2006 B exercises the stock options and receives deferred compensation worth $100,000 and at the time of the exercise B’s year to date compensation is under the social security limit. Y will subject the $100,000 to FICA and Medicare taxes. To the extent this income causes A’s year to date earnings to exceed the social security limit, the income will be free of social security taxes. All income will be subject to the Medicare tax. Y will also withhold federal income taxes at the current rate of 25%. A’s W-2 will reflect the amount of FICA and Medicare withheld from this transaction and B will receive a 1099MISC reflecting $100,000 of other income and $25,000 of federal income taxes withheld. Note that B will get a check of $75,000 less the social security and medicare taxes withheld. 
It would seem to be good planning to advise the former spouse A to exercise benefits as late into the year as possible. In this manner the former spouse B may have already exceeded the social security limit and therefore A would maximize his/her net benefits. If you represent B you may want to require A to exercise the options on January 1 of each year.

It also would seem to be worth arguing the working spouse should reimburse the other spouse for payment of his or her FICA and Medicare obligations. These payments under Federal law are considered someone’s separate liability regardless of whether they are from a community property state. 
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