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Rubie Kenkade


Rubie Kenkade (“Rube”) comes to our office an entertainment manager seeking advice on the tax consequences pertaining to his impending divorce. The following is a discussion of such.


The first issue before us is how to define the annual cash payments to Shirley, Rube’s ex-wife in the amount of $20,000 until their oldest son, Keith, attains age 21, at which point the annual payments will drop to $5,000 per year? Put simply, these annual cash payments are alimony.
Under the Internal Revenue Code alimony is the direct cash payment between ex-spouses. In order to qualify as alimony the payments must meet six requirements. 1) Payment must be made in cash (cash, check, or money order). 2) Payment must be required by a spouse as a result of an instrument of divorce or separation – there must be a writing. 3) The divorce or separation instrument does not describe the payment as non-alimony. 4) In a case of a divorce or separation, the parties are not a member of the same household at the time the payment is made. 5) There is no liability to make any payment of cash or property after the payee spouse’s death. 6) The payment is not child support – one cannot disguise child support as taxable alimony.

Here, Rube is bound by the terms of the divorce agreement to pay Shirley cash payments. As he must make payment in cash and not by transfer of property or other means it appears that this payment is intended as alimony. This requirement to pay is also set out in a divorce agreement, thus meeting prong 2 of the alimony test. The agreement does not state that this annual payment shall not be alimony, therefore prong 3 is established. The facts do not state conclusively that the parties are still living together. Given that these are divorce proceedings it stands to reason that they do not intend to live together anymore. For this reason we can assume prong 4 has been met. Since there is no mention of Rube’s requirement to continue to make payments after Shirley’s death, we can assume that such liability does not exist as required to meet prong 5. Since the payments are not to stop once Keith reaches the age of majority as identified by law it can be assumed that this money is not intended as child support, thus meeting prong 6. 

While Shirley elects to allow Rube to claim $15,000 per year in income tax deductions, Rube is entitled to deduct all of the alimony on his income taxes. This is more of a policy right much like the anti-whipshaw policy set forth in Duberstein protecting the I.R.S. interest in not getting “whipshawed” into no one claiming, in this case, alimony as income. If no one claims the alimony as such then no one can be taxed on it. Therefore the payor of the alimony may deduct all of the alimony on his income taxes and the payee must show the alimony as income. The fact that the payments are to drop after Keith reaches 21 have no bearing on Rube’s right to fully deduct the payments.

The second issue is whether the substantial payments to Shirley for the first two years are alimony or “front-loading” payments designed to dodge tax liability, and in what form may the payments be made? 

Although the first years’ payments are disproportionately high when compared to the future payments, they are deemed alimony according to the divorce agreement and not “front-loading” payments on property. Even if they were not deemed alimony as such by the agreement they may still be considered such if there is no property settlement in place that payments may be attached to. If this was deemed “front-loading” and not alimony it may still be an exception to the tax consequences of alimony payments in that the payments may be made under a continuing liability to pay a fixed portion of the income from a business, from property, or from employment compensation. Here, though, it is evident by the facts that this is alimony. 
Secondly, Rube’s tax consequences hinge on how he pays his alimony. Under the first rule regarding alimony, payments must be made in cash. A promissory note is not cash and therefore, not deemed an alimony payment. Also it is future income that has no value until the note is paid. Shirley cannot show the note as income, and Rube cannot deduct same until the note matures – is paid. Therefore, if Rube intends to fully deduct his payments to Shirley as alimony he must take steps to pay said alimony in cash. Finally, any proceeds from Rube’s show are income, and may be converted to alimony in cash if he so deems fit. Otherwise he is responsible for properly reporting the money as income.
