Lester v. Commissioner, 16 T.C. 1 (1951)

When a divorce agreement does not specifically designate a portion of alimony
payments as child support, the entire payment is considered alimony and is
deductible by the payer, even if there are indications the payment is intended to
cover child support.

Summary

The Tax Court addressed whether a portion of payments made by a husband to his
former wife was specifically designated as child support within the meaning of
Section 22(k) of the Internal Revenue Code. The court examined the separation
agreement as a whole to determine if any part of the $6,000 annual payment was
explicitly fixed for child support. Ultimately, the court found that $2,400 was
implicitly designated for child support and was therefore not deductible as alimony.
This decision underscores the importance of clear and specific language in
separation agreements to accurately reflect the intent of the parties regarding
alimony and child support obligations for tax purposes.

Facts

A separation agreement between the petitioner and his former wife stipulated that
the petitioner would pay his wife $6,000 annually. The agreement included
provisions for reduced payments under certain circumstances related to the child’s
emancipation or marriage. While the agreement didn’t explicitly label a specific
amount for child support, certain clauses suggested a portion of the payment was
intended for the child’s support. The Commissioner disallowed $2,400 of the
deduction, arguing it was for child support.

Procedural History

The Commissioner of Internal Revenue disallowed a portion of the petitioner’s
alimony deduction. The petitioner contested this determination in the Tax Court,
arguing that the entire payment qualified as alimony. The Tax Court reviewed the
separation agreement and ruled in favor of the Commissioner, determining that a
portion of the payments was implicitly designated for child support and was
therefore not deductible.

Issue(s)

Whether a portion of the payments made by the petitioner to his former wife,
pursuant to a separation agreement, was specifically designated as child support
within the meaning of Section 22(k) of the Internal Revenue Code, thus rendering
that portion non-deductible as alimony.

Holding
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Yes, because reading the separation agreement as a whole, it was apparent that
$2,400 of the $6,000 paid annually was fixed as a sum payable for the support of the
petitioner’s minor child, despite the lack of explicit designation.

Court’s Reasoning

The court emphasized that while paragraph (3) of the separation agreement,
standing alone, would not lead to the conclusion that any amount was specifically
designated for child support, the agreement must be construed as a whole. By
reading each paragraph in light of all others, the court determined that $2,400
represented an amount fixed by the agreement—specifically, $200 per month—for
the support of the petitioner’s minor child. This determination was based on clauses
that adjusted payments in relation to events impacting the child’s dependency. The
court directly referenced Section 22(k) of the Internal Revenue Code and Section
29.22(k)-1(d) of Regulations 111, which state that only payments specifically
designated for child support are excluded from the wife’s gross income and thus not
deductible by the husband. The court reasoned that the interconnected clauses
indicated a clear intent to allocate a specific portion of the payments for child
support, despite the absence of explicit language.

Practical Implications

This case highlights the critical importance of precise language in separation
agreements, especially concerning alimony and child support. Attorneys drafting
these agreements must explicitly state the intended use of payments to ensure clear
tax implications. The "Lester" rule, stemming from the Supreme Court’s reversal of
this Tax Court decision (Commissioner v. Lester, 366 U.S. 299 (1961)), ultimately
established that payments are deductible as alimony unless the agreement
specifically designates a fixed sum for child support. The practical effect is that
ambiguity favors the payer; if the agreement doesn’t clearly earmark an amount for
child support, the entire payment is treated as alimony and is deductible. Later
cases and IRS guidance have reinforced this principle, stressing the need for explicit
designation to avoid unintended tax consequences. Businesses and individuals
involved in divorce proceedings must ensure their agreements are carefully worded
to reflect their true intentions regarding support payments.
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