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& April 15th approaches, attorncys
dread the tagk of getting their rx
docurnents wgethar for their rax
preparcrs and worry about whether — or
how much more — they might have to
pay Uncte Zam, But whar of their clienta,
specifically, dissolution clients? How
might at least aome of what these cliegts
have pald in attorney fees be deductible
in the Internal Revenuc Service's eves?
The gverriding rule on deducting legal
expenses is ther the expensc muat he
refsited to either Gk advice or o the pro-
ductton of taxeble income,
Internal Revenye Code Sece
tiong 212¢1) and 2312(3),
Generally, the IRS raquires
that a deduction for legal
expenses, as with almost
any other deduction, musg
be raken in the year the tax-
payer actually pays the
cxpense, unless the taxpays
&r usee an a¢crual accounts
ifg method. Section 461,
Further, since these par-
tleular expenses fall under

The Practitioner Famil

Taxing Breakups

Deductibility of Attorney Fees in Dissolution Matters

itzelf, a0d thus are srrictly nondeductible,

Alzo, although fees Ineurred in obain-
ing spousal aupport arc deductible, fres
incurred in opposing the obligation of a
spousaksuppart order are not, Along this
same vein. the expenses of resisting a
dellncuent support enforcement action,
secking a decrease in he amount of one's
support obligation or fighting an order to
show ¢ause for an inerease in apousal
support are all nondeductble expenaes.
Hence, the payor spousc nat only ¥as to
pay the spousal support but cannat
deduct any Jegal foes reladng it

There are matanges other than spousal
support where legal fees are incurred for

Law

ed to a taeplanning deduction. Commen
cxamples include: sructuring a commu-
nity-property division to creale i cértain
desired tax effect, preparing a wrimen
scparaton agreement o ensure that the
support payments are deductble, allocat-
ing who claims the deépendency exemp-
tions and ealculating the adjusted basiz of
astets in a property seilement that are
apportsned to one party from the other
e first and last examples merit eddi-
tional comment: How might struetaring 4
community-property division be a
deducrble expense? It Je when the attor-
ney’s work in negotiating or lifgaring the
property division iz a par'| of defending or
cliiming thle to an asset
that then is retained or

I I Ie overriding rule on

deducting legal expenses js
that the expense must be
related to either tax advice or
production of taxable income.

acquired by the tmxpaying
party. However, this type of
cost iz not 3 deductlon
from  adjusted gross
income, Instead it ie capi
talized and added to the
bagis of the cost of the
propesty, Section 1046(2);
Sertanni v Commissiongr
of Intarnal Revenua, 765
E2d 1051 (11th Cir. 1955).

This deduction applies to

the caregory of mlecella-
nenus itemized deductions,
they are deductible by 2 uspayer oniy 1
the extent that the total amount exceeds
twa percent of tar individual's adjusted
gross Inconie, Section 67.

However, if the taxpayer's adjusted
gross income [2 overSlS0.00U, or 350,000
in the ¢ase of a separale return by a man
ried person, (hien other rules apply. Seo-
tion §8, The term “adjuzted gross
Incame” itaelf [3 an IRS term of art,
defined in great detail ar Section 62,

According 1o the IRS, dissalution pro-
ceetlings and dissolution property semle
menis are nundeduc:il?le. However,
obraining spousal support is deductible
from adjusted grass income. Sertion 71
Ol egurse, when dealing with the law and
taxeg, things are rarely ehort and simple,
24 there i much more to thls information
than meets the eye.

For starters, 'note that shtiifing "

spousal support le decuctible because it
relates directly to the first ruls: A
deductible legal expensc ic one that
relates 1o either tax advice or to the pro-
duction of texahle income. Spovsal sup-
port s taxable to the recipient as addition-
al income, thus attorney fees ncurred In
abtiining spougal support relats to the
prodiction of taxable icome,

Thiz leaves three Important unstared
items in need of mention: Since child
SUPPOTT it not included in income, Jegal
fees relating to ohalning, enforcing and
calleciing child supporr are not
deduerible, Seetion 71(c). Second,
despite what every parent knows sbout
the eqst of child rearing, fees relating to
¢hild eustedy are considered to have
nathing to do with income o expenses,
a5 they are deemed e have originated
entircly from the marital relationship
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the production ar cellection of income in
a dlazolution proceeding, Specific exam.
ples inelude the cost of obtaining royal
tig3 from an author or patent holer's
comumunity-property wark or that of gain.
ing an Intetest in the other party's profit
sharing or penzion plin, The Jater ysugk
ly mreans the cost Incurred in preparing a
qualified domestic relations ortler,

The commenality in this diverse list
remaing that all the items on it are, or
become, monica thar are taxeble upon
receipt

Another Important area of disselution
practice where attorney fece may be
deductible for an income-producing activ.
ity is where one of the spouses operstes &
business, In Ehtited States & Gilmors, 372
LS. 29 (194%), the Supreme Court cetab-
lighed the Hmius vest that is =l the rie
‘today, oter 33 ylars laré Jf an expende

‘arose from prefitsesking actvides, and

not personal activities, then It js
deductible. Thus, if control of the bugi-
ness, or isaues regarding the manage.
ment or maintenance of jt, Arise within
the dissolution preceeding, then those
¢nats are deduetible, However, merely
determining the value of a business, a
task that often takes place within the con-
text of a dissolution, is nondeductible.
The ather category of deductible cost
comes uader the category of fx planning
and advice. Thiz would include advics on
ElTuCTuring paymente 4 that they congth
tute deductible spousal support, United
States w Carpentar, 338 F2d 366 (Cr ),
1064). However, family law ultorneys or
EFeneral pracdtioners who are unzeliopled
in the area should be wary of roviding
tax advice, given that the IRS has the
power to audit a ey return. Allocating a
fre ac a deductible item must be reasom
able in the eyes of the IRS, and if such a
deduction iz suceessfully challenged,
welintending attorneys miay find thems-
selvea subject to malpractice expesure.
Nonetheless, many experienced family
law practitioners regulariy provide jnfor-
martion, services and advice to their
clients, the ¢ost of which mav be allocar-

real property as weil as
other types of property,
such ag stacks, However, one must not
attempt to capitplize the cosr of ohtining
cash, since the basls of such Tiquid asser
cannot be increased. Spector v Commis-
sicner of Iniernal Kevennee, 641 F2d 376
(5th Cir. Unit A Ape 1981),

A simple example of adding te the
basis of an asset would be where one
Spouse 2EEerts a community-property
interest in a rental aparoment that is held
85 separate property, through premarital
acquisidon, by the other spouss, The
defending apouse then succezsfully
retairs the property a3 her separate hold-
ing and incurs §15,000 in attorney fees to
do s0. If the property was originally pur
chaged for $250,000, then later sold for
350,000, her capital gain is only 585,000,
rather than $100,000, as the 315,000
expended in attorney fees to sucoessfully
defend her sepimte properry it added to
the %&50.000 basis, bringing It 1o

&5,000.

As an addidonal sérvice to the clienr,
aiorneys ¢in itcmize their hills in a man-
ner that makes jt clear to the cliens and
the IRS the pordan of the fees that qualify
for a deduction. An attorney should
remind the elieqt of the twa catepories of
fees that are deductible costs: Thoss peid
in connection with determining, ohtaln-
ing a refund of or collecting any tx and
those paid in connection with producing
or collecting income, eapesially spouzal
support

Further. when disctssing any tax issue
with a ¢lient, onc muat remember to
advige the cllent 1 keep any involees for
the theeg-year limltanons peried for tax-
review purposes, Since an attorney may
be ealled to teenfy in tx court, one must
also remernber to keep good records to
bapk up any bills 6ne may be called upon
tOJuﬂig'.

In sum, the basi¢ rule remaine that
attorney fees relating to spousal support,
4% well as defensible ~— especially in an
audit — costs connested to income pro-
ductien and tax advice, are deductible to
the sawy tpaying dizsolution clicnt. Al
other fees are nondeductible.






