26 T.C. 717 (1956)

The taxability of alimony payments under [.LR.C. § 22(k) depends on whether the
legal obligation to make those payments arises from a divorce decree or a pre-
divorce separation agreement, and the payment schedule specified in the relevant
document.

Summary

The United States Tax Court considered whether alimony payments received by
Marie M. Newman from her former husband were taxable income. The husband and
wife had a separation agreement and a subsequent divorce decree that both detailed
alimony payments. The IRS determined that the payments were taxable because
they were based on the separation agreement, which was entered into more than
ten years before the payments were completed. The court disagreed, ruling that the
legal obligation arose from the divorce decree, which was entered into less than ten
years before the payments were completed, thus making the payments non-taxable.

Facts

Marie M. Newman and Floyd R. Newman married in 1934, separated in January
1945, and entered into a written separation agreement on February 13, 1945. The
agreement provided for alimony payments totaling $150,000, payable in
installments. A divorce decree followed on February 16, 1945, which incorporated
the terms of the separation agreement regarding alimony. The decree stipulated the
same payment schedule as the agreement, with annual installments. Newman
received these payments, and the Commissioner of Internal Revenue determined
deficiencies in her income tax, arguing the payments were taxable under I.R.C. §
22(k).

Procedural History

The case was heard in the United States Tax Court. The Commissioner determined
tax deficiencies based on the inclusion of the alimony payments in Newman’s gross
income for several years. Newman contested these deficiencies, arguing the
payments were not taxable. The Tax Court considered the validity of the
Commissioner’s determination.

Issue(s)

1. Whether the annual alimony payments received by the petitioner were taxable
income under L.R.C. § 22(k).

2. If the payments were taxable, did the ten-year period for installment payments
begin with the separation agreement or the divorce decree?

Holding
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1. No, because the alimony payments were not taxable under I.R.C. § 22(k).
2. The ten-year period commenced from the date of the divorce decree, not the
separation agreement, therefore, they are not taxable.

Court’s Reasoning

The court focused on whether the legal obligation to make the alimony payments
originated from the separation agreement or the divorce decree. I.R.C. § 22(k)
makes alimony payments taxable if they are made pursuant to a divorce decree or a
written instrument incident to the divorce. The court reasoned that the separation
agreement was contingent upon the divorce, making the divorce decree the source
of the legal obligation. The decree specifically set forth the obligations of Floyd
Newman and stipulated that it had jurisdiction to enforce the orders. Furthermore,
the court noted that the agreement was intended to divide the property, settle
marital rights and provide for alimony. The court held that the divorce decree
created the legal obligation, which was finalized on February 16, 1945, which was
less than ten years before the payments were completed and therefore not taxable.

Practical Implications

This case clarifies that the tax treatment of alimony payments hinges on the source
of the legal obligation. This has significant implications for drafting separation
agreements and divorce decrees. Lawyers must clearly define when the legal
obligation arises and structure payment schedules to ensure the desired tax
consequences for their clients. If the parties want the payments to be non-taxable,
the final decree must be the starting point for measuring the ten-year period. It also
highlights the importance of the divorce decree’s language; if the decree restates
the agreement’s alimony terms, the decree’s date is what matters. Later cases
examining the taxability of alimony continue to cite *Newman* to reinforce the
importance of the divorce decree in establishing the legal obligation for alimony
payments.
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