Baker v. Commissioner, 23 T.C. 571 (1955)

Alimony payments are deductible by the payor under Section 23(u) of the Internal
Revenue Code only if they are includible in the recipient’s gross income under
Section 22(k), meaning that installment payments discharging a principal sum
specified in a settlement agreement are not considered periodic payments and are
generally non-deductible unless payable over more than 10 years.

Summary

The case concerns the deductibility of payments made by a husband to his ex-wife
under a divorce settlement. The settlement included two provisions: installment
payments totaling $15,000 (paid over less than 10 years) and a guarantee of a
minimum annual income for the wife. The court addressed whether the installment
payments were deductible. The Tax Court held that the installment payments were
not deductible because the payments were not considered “periodic payments.” The
court considered the two provisions as separate parts of the agreement, following
the rule that installment payments of a principal sum specified in the agreement
were not deductible under Section 23(u) unless payable over more than ten years.
The court rejected the taxpayer’s argument that the settlement should be treated as
a single plan.

Facts

The petitioner, Mr. Baker, divorced his wife and entered into a property settlement
agreement. The agreement included two key provisions. Paragraph (8) required him
to pay $15,000 in installments. Paragraph (9) guaranteed his ex-wife an annual
income of $2,400 for her lifetime, with the husband making up any shortfall. Baker
made payments under paragraph (8) and sought to deduct these payments under
Section 23(u) of the Internal Revenue Code. The Commissioner disallowed the
deduction, leading to the Tax Court’s review.

Procedural History

The Commissioner of Internal Revenue disallowed the taxpayer’s claimed deduction
for the alimony payments. Baker petitioned the Tax Court for a redetermination of
the deficiency, arguing that the payments were deductible. The Tax Court ruled in
favor of the Commissioner.

Issue(s)

1. Whether the payments made by the petitioner under paragraph (8) of the
settlement agreement are deductible under Section 23(u) of the Internal Revenue
Code?

Holding
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1. No, because the payments were installment payments of a specified principal sum
and were not considered “periodic payments” under Section 22(k) of the Internal
Revenue Code.

Court’s Reasoning

The court’s reasoning focused on the interpretation of Sections 22(k) and 23(u) of
the Internal Revenue Code. Section 22(k) defines the circumstances under which
alimony payments are included in the recipient’s gross income, and Section 23(u)
allows the payor to deduct payments that are includible in the recipient’s income.
The key point was distinguishing between “periodic payments” and “installment
payments” under Section 22(k). The court noted that installment payments, such as
those made under paragraph (8), are not considered periodic payments if they
discharge a principal sum specified in the agreement and are payable over a period
of less than ten years. The court rejected the taxpayer’s argument that the two
payment provisions in the agreement (paragraph (8) and (9)) should be considered
as part of a unified scheme to provide support for the ex-wife. The court cited
Edward Bartsch, 18 T.C. 65, affirmed per curiam (C.A. 2), 203 F.2d 715, to support
its position that the two provisions could be treated separately. In the Bartsch case,
the court held that it would not “press the payments under both paragraphs in the
same mold when the parties themselves have differentiated them.” The court
applied the rule that payments under paragraph (8) were non-deductible because
they represented installment payments of a principal sum.

Practical Implications

This case provides a clear framework for analyzing the deductibility of alimony
payments in the context of divorce settlements. Practitioners should consider the
following implications:

» Separate Treatment: Courts will likely treat different payment provisions
within a divorce settlement separately, assessing their tax consequences
independently.

» Installment Payments: Installment payments of a specified principal sum
payable in less than ten years are generally non-deductible.

» Periodic Payments: Payments that are indefinite or continue for an uncertain
period (e.g., payments contingent on the recipient’s remarriage or death) are
considered periodic payments.

o Agreement Structure: The way the settlement agreement is structured is
critical. Careful drafting is required to ensure that the tax consequences of the
payments align with the parties’ intentions. A well-drafted agreement that
meets the requirements of section 71 can allow for deductibility of alimony
payments.

» Impact on Practice: This case underscores the importance of careful tax
planning when structuring divorce settlements. Attorneys must advise clients
on the tax implications of different payment structures to minimize tax
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liabilities.

» Later Cases: This case has been cited in subsequent cases dealing with the
deductibility of alimony payments, reinforcing the principles of separating
payment provisions and treating installment payments as non-deductible
unless extending over more than ten years.

In addition, the court noted that “It is the statutory scheme that the husband can
deduct under section 23 (u) only the payments which his former wife must include in
her gross income under the requirements of section 22 (k). ”
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