Pierce v. Commissioner, 66 T. C. 840 (1976)

Lump-sum payments in divorce settlements are not considered alimony for tax
purposes if they settle property disputes rather than provide support.

Summary

In Pierce v. Commissioner, the U. S. Tax Court ruled that a lump-sum payment of
$20,000, described as “accumulated alimony” in a divorce decree, was not taxable
as alimony under IRC Section 71. The payment was part of an offsetting
arrangement that settled a property dispute over converted stock, not a marital
support obligation. The court also determined that Martha Pierce was entitled to a
dependency exemption for her daughter Elizabeth for 1966 and 1967, as she
provided more than half of Elizabeth’s support in both years.

Facts

Martha and John Pierce were divorced in 1964. In 1966, a New Jersey court ordered
Martha to pay John $20,000 for converting jointly owned stock and ordered John to
pay Martha $20,000 as “accumulated alimony” for the period prior to the order.
Both parties believed these amounts offset each other and never exchanged the
funds. John claimed a $20,000 alimony deduction on his 1966 tax return, while
Martha did not report the $20,000 as income. The IRS disallowed John’s deduction
and included the amount in Martha’s income.

Procedural History

The Tax Court consolidated the cases of Martha Pierce and John and Ellen Pierce.
The IRS challenged John’s alimony deduction and Martha’s failure to report the
“accumulated alimony” as income. The court also had to decide which parent was
entitled to the dependency exemption for their daughter Elizabeth.

Issue(s)

1. Whether the $20,000 payment ordered as “accumulated alimony” is includable in
Martha Pierce’s gross income under IRC Section 71 and deductible by John Pierce
under IRC Section 215.

2. Whether Martha or John Pierce is entitled to the dependency exemption for
Elizabeth for 1966 and 1967.

Holding

1. No, because the $20,000 payment was a property settlement and not periodic
alimony payments in discharge of a marital obligation.

2. Martha Pierce is entitled to the dependency exemption for both years because she
provided more than half of Elizabeth’s support in 1966 and more than John in 1967.
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Court’s Reasoning

The court held that the $20,000 payment did not qualify as alimony under Section 71
because it was a one-time lump-sum payment settling a property dispute, not
periodic payments for support. The court looked beyond the label “accumulated
alimony” to the substance of the transaction, noting that New Jersey law prohibits
retroactive alimony awards. The court also relied on the fact that the payment was
not subject to any contingencies and was part of a broader property settlement.
Regarding the dependency exemption, the court found that Martha’s expenditures
on Elizabeth’s behalf, combined with the fair market rental value of the home she
provided, exceeded John’s contributions in both years.

Practical Implications

This decision clarifies that lump-sum payments in divorce settlements will not be
treated as alimony for tax purposes if they are primarily for resolving property
disputes rather than providing support. Attorneys should advise clients that the tax
treatment of divorce-related payments depends on their substance, not their labels.
When drafting divorce agreements, parties should clearly distinguish between
property settlements and support obligations to avoid tax disputes. The case also
underscores the importance of maintaining detailed records of support provided to
dependent children in cases of divorce, as these records can be crucial in
determining eligibility for dependency exemptions.
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