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DIVORCE TAXATION: COMMUNITY PROPERTY
LAWS AND PROPERTY SETTLEMENTS

This courses covers how community property laws affect how assets will be divided and the tax issues
associated with property settlements due to divorce.

LEARNING ASSIGNMENTS AND OBJECTIVES

As a result of studying each assignment, you should be able to meet the objectives listed below each
individual assignment.

SUBJECTS

Community Property
Tax Issues in Property Settlements

Study the course materials from pages 1 to 54
Complete the review questions at the end of each chapter
Answer the exam questions 1 to 10

Objectives:

* Recognize how community property laws affect how assets will be divided in community property
states when a couple divorces
* Recall the tax issues associated with property settlements due to divorce.
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NOTICE

This course is sold with the understanding that the publisher is not engaged in rendering legal,
accounting, or other professional advice and assumes no liability whatsoever in connection with
its use. Since laws are constantly changing, and are subject to differing interpretations, we urge
you to do additional research and consult appropriate experts before relying on the information
contained in this course to render professional advice.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best
efforts in preparing this book, they make no representations or warranties with respect to the
accuracy or completeness of the contents of this book and specifically disclaim any implied
warranties or merchantability or fitness for a particular purpose. No warranty may be created
or extended by sales representatives or written sales materials. The advice and strategies
contained herein may not be suitable for your situation. You should consult with a professional
where appropriate. Neither the publisher nor author shall be liable for any loss of profit or any
other commercial damages, including but not limited to special, incidental, consequential, or
other damages.

The End User shall be permitted to use the Licensed Content for internal purposes only and
not for resale or distribution. The Licensed Content is provided on an “as is” basis and with-
out any warranties of any kind, express or implied. CCH INCORPORATED AND ITS LICEN-
SORS AND AFFILIATES DISCLAIM ALL WARRANTIES WITH RESPECT TO THE LICENSED
CONTENT, EXPRESS OR IMPLIED, INCLUDING BUT NOT LIMITED TO, WARRANTIES

OF MERCHANTABILITY, FITNESS FOR A PARTICULAR PURPOSE, NON-INFRINGEMENT,
TITLE, QUIET ENJOYMENT AND INFORMATION COMPLETENESS, CURRENCY OR AC-
CURACY.

End User assumes all responsibilities and obligations with respect to the selection of the Li-
censed Content to achieve End User’s intended results. End User assumes all responsibilities
and obligations with respect to any decision or advice made or given as a result of the use or
application of the Licensed Content. CCH and its licensors and affiliates are not engaged in the
rendering of legal, accounting, tax or other professional advice or services. If legal, accounting,
tax or other expert assistance is required, the services of a competent professional should be
sought.

This course is sold with the understanding that the publisher is not engaged in rendering legal,
accounting, or other professional advice and assumes no liability whatsoever in connection
with its use. Since laws are constantly changing, and are subject to differing interpretations, we
urge you to do additional research and consult appropriate experts before relying on the infor-
mation contained in this course to render professional advice.

© Pacific CPE, LP 2021

Program publication date 09/15/2021
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EXAM OUTLINE

TEST FORMAT: The final exam for this course consists of 10 multiple-choice questions
and is based specifically on the information covered in the course materials.

* ACCESS FINAL EXAM: Log in to your account and click Take Exam. A copy of the final
exam is provided at the end of these course materials for your convenience, however you
must submit your answers online to receive credit for the course.

* LICENSE RENEWAL INFORMATION: This course qualifies for 2 CPE hours.

+ PROCESSING: You will receive the score for your final exam immediately after it is
submitted. A score of 70% or better is required to pass.

 CERTIFICATE OF COMPLETION: Will be available in your account to view online or
print. If you do not pass an exam, it can be retaken free of charge.
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CHAPTER 1: COMMUNITY PROPERTY

Chapter Objective

After completing this chapter, you should be able to:

» Recognize how community property laws affect how assets will be divided in community property
states when a couple divorces.

Alaska, Tennessee, and South Dakota. The states of Alaska, Tennessee, and South

Dakota have passed elective Community Property Laws. This course does not address
the federal tax treatment of income or property subject to the “community property”

election.

Same sex marriages. For federal tax purposes, marriages of couples of the same
sex are treated the same as marriages of couples of the opposite sex. For federal tax
purposes, the term “spouse” means an individual lawfully married to another individual
and includes an individual married to a person of the same sex. However, individuals
who have entered into a registered domestic partnership, civil union, or other similar
relationship that is not considered a marriage under state law are not considered
married for federal tax purposes.

Divorce or separation instruments after 2018. Amounts paid as alimony or
separate maintenance payments under a divorce or separation instrument executed
after 2018 will not be deductible by the payer. Such amounts also will not be includible
in the income of the recipient. The same is true of alimony paid under a divorce or
separation instrument executed before 2019 and modified after 2018, if the modification
expressly states that the alimony is not deductible to the payer or includible in the
income of the recipient.

I. DISTINGUISHING COMMUNITY AND SEPARATE PROPERTY

A. “COMMUNITY PROPERTY” DEFINED

Community property is a classification-based system that divides all marital assets into one of two
categories: (1) community property; and (2) separate property. The general rule is that all property, real
or personal, acquired by a married person during the marriage while domiciled in a community property
state is community property. The term “property” refers to both real and personal property of all types,
including stocks, bonds, jewelry and cash.
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John and Mary were married in 2019. They live in Washington, a community property

@ state. In 2020, the couple purchased a home in Washington. Both John and Mary work

y% outside the home. John is a sales manager with an annual salary of $100,000. Mary is

a nurse with an annual salary of $70,000. The home and the salaries of each spouse are
community property.

1. Importance of Distinction

The distinction between community and separate property is very important! If a couple domiciled in
a community property state gets divorced, community property law determines how their assets will
be divided. In general, each spouse is entitled to all of his or her separate property and one-half of the
community property. Since divorcing couples typically do not get along very well, they often argue over
the correct characterization of the couple’s assets.

In addition, community property laws are important because they affect how taxpayers figure their
income on their federal income tax return if they are married, live in a community property state or
country, and file separate returns. Married persons will usually pay less tax if they file a joint return (an
issue discussed in detail in Chapter 2, Filing Status). Sometimes, however, it can be advantageous to
file separate returns. In such cases, each spouse must determine his or her community income and his
or her separate income. Community property laws also affect an individual’s basis in certain property
and therefore affect tax liability.

2. Presumption of Community Property

The law in community property states generally creates a presumption that any property acquired during
the course of a marriage is community property. This presumption places the burden of proof on the
party challenging such a classification to come up with evidence to show that the property in question
should be classified as separate property. Such evidence includes:

» Showing that the property was acquired by gift, devise, or bequest;
» Tracing the property to separate property assets; or

» Showing a clear agreement between the parties regarding the nature of the property.
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@ Bill and Angie were married in 2007 and have their domicile in Texas, a community

===-\ Droperty state. In 2010, Angie’s grandmother died and left her $100,000 worth of
(]
'.'-_".‘."". stocks and bonds. Angie transferred the stocks and bonds into a brokerage account in
L=

her name only. In 2020, Bill and Angie decided to divorce. The value of the brokerage
account had grown to be worth $150,000. Because the portfolio was a bequest and
because it was maintained as her separate property, the $150,000 is Angie’s separate
property and Bill is not entitled to any of it. As an aside, if Angie elects to sell the assets
to pay for her legal fees, her basis in the property will be its fair market value on the date
she inherited it, or $100,000.

B. SEPARATE PROPERTY

Simply put, property that is not community property is separate property. This includes property acquired
prior to marriage and not gifted to the community, inheritances received during the marriage (so long as
they are not subsequently commingled) and certain insurance proceeds. A married person may, without
the consent of the person’s spouse, dispose of his or her separate property at will (although legal, it could
result in marital discord). Remember that the laws in each community property state may be different. In
most cases, separate property will include the following:

» All property owned by the person before marriage;

» All property acquired by the person after marriage by gift, bequest, devise, or descent;
and

* The rents, issues, and profits of the property described above.

In addition, the earnings and accumulations of a spouse and the minor children living with, or in the
custody of, the spouse while living separate and apart from the other spouse are the separate property
of that spouse.

1. Determining Date of Separation

When a married couple in a community property state decides to separate, it is important to determine
the exact date of separation. This date is necessary to determine what property is community and what
property is separate. Property acquired by a spouse after separation but before a divorce is final is
separate property.

The date of separation is typically when either one of the spouses makes a decision that he or she
does not intend to resume the marriage, or, based upon his or her actions, such an intention can be
presumed. Remember that determining the date of separation is crucial because all income after that
date is the separate property of each spouse.
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