Mitchell v. Commissioner, 131 T. C. 215 (2008)

In Mitchell v. Commissioner, the U. S. Tax Court ruled that military retirement
payments received by a former spouse under a Qualified Domestic Relations Order
(QDRO) are taxable as income to the recipient. The court clarified that the tax
consequences of such payments are determined by federal law, not the terms of the
QDRO. This decision has significant implications for how divorce agreements
involving military pensions are structured and taxed.

Parties

Larry G. and Maria A. Walton Mitchell, Petitioners, v. Commissioner of Internal
Revenue, Respondent. The case was heard by Judge Joseph Robert Goeke of the
United States Tax Court.

Facts

Maria A. Walton Mitchell was married to Bobbie Leon Walton, who served in the U.
S. Air Force. They divorced in 1986, and Walton retired from the military in 1990. In
1991, Maria petitioned the California Superior Court for her interest in Walton’s
military retirement pay, resulting in a court order that awarded her a portion of his
net disposable military retirement pay, as defined under the Uniformed Services
Former Spouses’ Protection Act. This order was recognized as a Qualified Domestic
Relations Order (QDRO). Maria began receiving monthly payments from the Defense
Finance and Accounting Service (DFAS) in 1991, and in 2001, she received $5,126.
The Mitchells did not report this income on their 2001 joint federal tax return,
leading to a notice of deficiency from the IRS.

Procedural History

The IRS issued a notice of deficiency to the Mitchells for the 2001 tax year,
determining that the $5,126 received by Maria was taxable income. The Mitchells
filed a petition with the U. S. Tax Court, contesting the deficiency. They had
previously litigated a similar issue for the 2000 tax year, which was resolved in an S
case (Mitchell v. Commissioner, T. C. Summ. Op. 2004-160). The current case was
designated as a regular case, and the Commissioner asserted collateral estoppel
based on the prior S case decision. The Tax Court, however, chose to decide the
case on its merits without addressing the collateral estoppel issue.

Issue(s)

Whether distributions received by Maria A. Walton Mitchell pursuant to a Qualified
Domestic Relations Order from her former husband’s military retirement pay are
includable in her gross income for federal tax purposes?

Rule(s) of Law
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The Internal Revenue Code imposes a tax on the taxable income of every individual
(26 U. S. C. § 1). Gross income includes all income from whatever source derived,
unless otherwise excluded (26 U. S. C. § 61(a)), and specifically includes amounts
derived from pensions (26 U. S. C. § 61(a)(11)). Military retirement pay is
considered a pension within this definition. Under 26 U. S. C. § 402(a), a pension
distribution is normally taxed to the distributee, and under 26 U. S. C. §
402(e)(1)(A), the spouse or former spouse is treated as the distributee with respect
to distributions allocated pursuant to a QDRO.

Holding

The Tax Court held that the $5,126 received by Maria A. Walton Mitchell in 2001 for
her interest in her former husband’s military retired pay is includable in her gross
income and thus subject to federal income tax.

Reasoning

The court reasoned that federal law, not state law or the terms of the QDRO,
determines the federal taxation of property interests. The court cited several cases
to support the principle that tax liability attaches to the owner of the property. The
court further noted that the QDRO in question defined Maria’s interest as a portion
of the “net disposable military retirement pay,” which was calculated after
deducting certain amounts, including federal, state, and local income taxes withheld
from the total pay. However, the court clarified that this definition only pertains to
the calculation of the property interest, not its tax consequences. The court rejected
the argument that the payments were subject to double taxation, as there was no
evidence that taxes were withheld from Maria’s portion of the payments. The court
also addressed the issue of collateral estoppel, which was raised by the
Commissioner based on a prior S case decision on the same issue for the 2000 tax
year. The majority chose not to address this issue, deciding the case on its merits
instead. In a concurring opinion, Judge Holmes argued that decisions in S cases
should have collateral estoppel effect in subsequent litigation between the same
parties, despite the lack of appealability.

Disposition

The Tax Court entered a decision in favor of the Commissioner, affirming the
deficiency determination for the 2001 tax year.

Significance/Impact

This case clarifies that distributions from military retirement pay to a former spouse
under a QDRO are taxable to the recipient as gross income, regardless of the
QDRO'’s terms regarding the calculation of the distribution amount. It underscores
the principle that federal tax law governs the taxation of property interests, not
state law or divorce agreements. The case also raises questions about the collateral
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estoppel effect of decisions in S cases, which could impact the efficiency of litigation
in the Tax Court by potentially allowing relitigation of settled issues. Practitioners
and divorcing parties should be aware of these tax implications when structuring
divorce agreements involving military pensions.
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