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'CHAPTER I 

INTRODUCTION 

General 

Since the enactment of the income tax law, tax

ing the income of individuals in 1913, taxpayers have 

been seeking methods of lessening their tax. In these 

times of high taxes, with the possibility that they will 

go higher, it is even more important that the taxpayer 

be concerned with taxes. Failure to consider tax laws 

can result in a considerable reduction of the money a 

person has available after taxes. The fact that tax 

laws are constantly changing makes it difficult to take 

into consideration the tax effects of all transactions. 

In 1954, the income tax laws underwent a complete re

vision, and there have been several amendments since 

that time. At the present time, there is considerable 

concern about certain sections of the 1954 Code. It 

seems likely that in the not too distant future more 

amendments will be enacted. Add the concepts of com

munity property to the complexities of the Federal in

come tax law, with its constant change, and the result 

may be involved tax problems. 



Statement of the Problem 

Married taxpayers in community property states 

have special tax problems in addition to the ones encoun

tered by other citizens of the United States. As the 

majority of the states are common law states, the tax law, 

apparently is often enacted without considering the spe

cial problems that may arise in the non-common law states 

because of their system of ownership. The result of this 

is that the question often arises of how to apply the 

income tax law to community property income. These ques

tions have caused many administrative decisions, court 

decisions, treasury rulings, and more legislation in some 

cases. VvTien a taxpayer who is domiciled in a community 

property state anticipates a transaction, he needs to con

sider not only the Federal tax laws but the state laws as 

well. Failure to understand the problems that may arise 

can be costly. The 194^ amendment to the Internal Rev

enue Code was intended to eliminate the differences in 

tax treatment caused by state laws. This act did much 

to eliminate the different tax treatment between common 

law and community property states, but there are still 

many differences which are often encountered. 

Need for the Study 

An adequate current study of the taxation of com

munity income is not available. A current study of this 



area is needed because there have been many amendments to 

the Internal Revenue Code: new court decisions and ad

ministrative decisions which, when combined with the 

principles of community property, create unique tax prob

lems. 

Previous Research 

There have been several articles written on tax

ation problems in the community property states. These 

articles, for the most part, are concerned with one prob

lem area and most of them have become obsolete. 

An article by T̂ r. Jack W. Hawkins, "Income Tax 

Problems Incident to Divorce" is v/ell v/orth reading by 

anyone who has or anticipates having an income tax ques

tion in this area. This article was written primarily 

for attorneys and, of course, only considers income tax 

problems arising out of divorce. 

Mr. J. Paul Jackson, presented a paper at the 

Texas Technological College Tax Conference in October, 
2 

1957, entitled "Community Property and Federal Taxes.^' 

In his talk he considered in a "Summary way . . . some of 

the general tax rules arising under our Texas community 

Jack W. Hawkins, "Income Tax Problems Incident to 
Divorce," The Texas CPA. XL (April, 196^), 19. 

^J. Paul Jackson, "Community Property and Federal 
Taxation," Proceeding's of Tax Conference, Texas Techno
logical College (Lubbock; 1957), 130. 



property system." The paper he presented is a very good 

article and covers several problem areas; however, more 

than ten years have elapsed since it was written. 

Purpose and Scope 

This paper examines some of the income tax 

problems that have arisen under the community property 

laws, and it points out the solutions in cases where the 

problem has been definitely solved. It demonstrates that 

there are still tax advantages and disadvantages because 

of community property laws. Also, this paper presents 

general rules and principles of taxation of community in

come. 

The discussion is concerned primarily with Texas 

law. No effort is made to present all aspects of the com

munity property system or to point out all of the differ

ences in the laws of the various states. V/here there is 

a difference in the law of a state that affected or in

fluenced the Federal tax structure, it is discussed as 

appropriate for the particular problem. 

Definition of Terms Used 

To enable the reader to understand some of the 

nomenclature used in this report, some of the terms need 

to be defined. V/henever these words appear in the text of 

the report, they are used in the context as given below: 



Separate Property 

Separate property is all of the property owned 

separately by the spouses prior to their marriage and that 

acquired after marriage by one spouse separately as a 

gift, devise, bequest, or by inheritance. Separate prop

erty may be acquired during marriage by purchase with 

separate funds or in exchange for separate property. Once 

property is factually classified as separate property it 

remains separate as long as it can be traced. 

Community Property 

Community property is property, not falling within 

the definition of separate property, acquired by the hus

band and wife during their marriage while they are domi

ciled in a community property state. 

Community Income 

Community income is all the income from community 

property, salaries, wages, and other compensation for the 

services of either or both the husband and the wife. In 

some states, income from separate property is also com

munity income. 

Domicile 

Domicile is a place of abode fixed and permanent 

or, at least, of indefinite duration. The question of 



domicile is primarily a matter of intent. 

Common Law State 

This term will be used to refer to states that do 

not have the community property system. Under the common 

law system, the person who actually earns or owns the 

property that produces the income is the owner of the in

come. 

Devise 

Devise is the act of passing real property by will. 

Bequest 

Bequest is the act of passing personal property by 

will. 

Descent 

Descent is the passing of property, real or per

sonal, by the laws of succession. 

Executor 

A person appointed by a testator in his will to 

see that the terms of the will are carried out. 

Administrator 

A person authorized by court order to administer 

the estate of a deceased person. 



Sources of Data for Research Report 

Four sources of data are used in this report. The 

first source is published articles and papers presented 

at various discussions relating to the tax treatment of 

community income. These sources provided the information 

used in developing research ideas. 

The second source is court and administrative de

cisions that considered and decided various problems in 

this area. 

The Internal Revenue Code and Regulations were used 

as a third source of information. Ordinarily this would 

probably be the most important source of information on a 

tax research paper; however, the Code and Regulations 

have not specifically provided for community property con

cepts in many situations. 

A fourth source of information relied upon is the 

Texas Constitution and statutes. 

Contents of Subsequent Chapters 

Chapter II presents some broad, basic concepts of 

the community property system. It discusses briefly how 

the community property system developed in the United 

States and why the system differs from state to state. 

This chapter also discussed the general classification of 

income during marriage. 



Chapter III gives the history of the effect that 

community property had on the early development of the 

Federal tax. It shov/s that community property laws 

played a dominant role in forming the income tax struc

ture as v;e know it today, especially with respect to fil

ing joint returns by married couples. 

Chapter IV presents illustrations shov/ing the 

amount of tax that will be paid by married taxpayers un

der different methods of filing their return. It shows 

that the tax liability can be affected by the taxpayers 

state of domicile. Based upon the facts in a given sit

uation, the amount of tax to be paid can vary depending 

upon whether the domiciliary state is a common law state 

or a community property state. 

In Chapter V, some tax problems that may arise due 

to divorce are discussed. Suggestions are presented 

which, if followed, can help alleviate the adverse tax 

effects of this unfortunate situation. 

Chapter VI presents some problems that may appear 

when one spouse dies in a community property state. The 

chapter stresses the need for careful tax planning at 

this point. 

Several anomalies that are caused by the community 

property system of ownership are presented in Chapter 

VII. These problems illustrate that all income tax ques-

tions were not settled by the Revenue Act of 194^, nor by 



the enactment of the Internal Revenue Code of 1954. 

The Summary and Conclusion, Chapter VIII, points 

out that tax planning, although a must in any state, 

sometimes cannot change the situation caused by the state 

law. Also it calls attention to the need for the prac

ticing Certified Public Accountant to be aware of the 

ways that community property laws affect his client's tax 

liability. 



CHAPTER II 

THE COr/Ĥ IUNITY PROPERTY SYSTEM 

Background of Community Property 

The impact of the basic concepts of community prop

erty law upon the development of the Federal income tax 

structure has been tremendous. • These concepts have gen

erated numerous complex problems for taxpayers, which are 

unique to the community property states. Some basic fea

tures of the community property system will be helpful 

toward understanding these problems, and the particular 

solutions that have been worked out. 

This system of ownership was not developed as a 

device to accomplish income tax evasion or avoidance as 

was suggested by some writers in the 1930's and 1940's. 

It is older than the common law and is of civil law ori

gin as developed in the United States; it is very largely 

a Spanish concept. It can be traced as far back as 693 

A.D. in Spain: it is accepted by a larger number of 

people and applies to a larger territory than does the 

common law.-*-

H/illiam Q. DeFuniak, Principles of Community Prop
erty (Chicago: Callaghan and Co., 1943), pp. 4-7. 

10 
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There are currently eight community property states 

in the United States. These eight states are Texas, 

Louisiana, California, Washington, Arizona, New Mexico, 

Idaho, and Nevada. In these states, the community prop

erty system of ownership was incorporated into their laws 

by way of their constitution v;hen they became states, or 

shortly thereafter by statute. The Texas community prop

erty system was in force while Texas was a Spanish Terri

tory, Mexican Territory, and a Re public.-*-

The community property laws of the various states 

all have the same basic concepts of property rights which 

amount to a marital partnership. They do, however, have 

different histories, and their laws vary in substantial 

detail. As an illustration of the different histories, 

Louisiana derived its system from the civil law of France 

and from the Napoleonic Code, whereas Texas derived its 

system from Spanish law by way of Mexico 

Another reason for the variances is the integra

tion of the English common law into the community prop

erty system. As the new territories in the Southwest and 

Far West were settled, many lawyers trained in the English 

common law moved into the frontier country. As the newly 

settled territories assumed statehood, these lawyers 

-̂ Huie, "Commentary - Community Property Law," 13 
Texas Rev. Civ. Stat. Ann. Section 1. 
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helped v/ith the drafting, of constitutions and statutes. 

Also, some of these lawyers became judges and their de

cisions affected the judicial lav/ of their particular 

state. The result is that much of the common law has 

found its way, in varying degrees, into the community 

property system. Consequently, through legislation and 

judicial interpretation, the laws of the eight community 

property states differ in important detail. An example 

of these differences is that in all community property 

states except Idaho, Louisiana, and Texas, income from 

separate property belongs to the owner of the income pro

ducing property. This is true despite the fact that the 

income is acquired during marriage. 

One feature formerly common to the laws of all the 

community property states was that the husband had sole 

power to manage and control the property. This has been 

modified to some extent in most, if not all, of the 

states. In Texas, as of January 1, 196^, the wife is, by 

statute, given considerable rights of management and con

trol in the community estate. 

The basic idea of the Spanish civil lav/ is that 

upon marriage the husband and wife become partners in all 

accumulations of assets during the marriage unless other

wise agreed. The marital partners are considered to 

^Texas, Rev. Civ. Stat. Ann., Art. 4621. 
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contribute to the partnership all of their time and effort 

together with the use of their separate capital; which 

consists of assets ovmed at marriage or acquired after 

marriage by inheritance or gift. V/hen the marriage ter

minates, the separate capital of each is to be restored 

before there is a division of the profits. 

Through its Constitution and statutes, the state 

of Texas adopted and has adhered to the basic principles 

of the Spanish civil law community property system. With 

some modification, these principles were included in the 

Texas Constitution of 1^40, and have been retained in all 

subsequent versions.-'- The 1^40 Constitution contained 

this provision despite the fact that Texas adopted the 

English common law in the same year.*̂  

By statute, separate and community property of 

Texas spouses is defined as "all property owned or claimed 

by either spouse before marriage and that acquired during 

marriage by gift, devise, or descent and the increase of 

property thus acquired, is a spouse's separate property 

, . . all property other than separate property is com-

munity property".-^ The word "increase" refers to the in

crease in value of a capital asset. It does not refer to 

•^Texas, Constitution. Art. 16, Sec. 15. 

2 
Huie, loc. cit. 

^Texas, Rev. Civ. Stat, Ann.. Art. 4613. 
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the increase in number of livestock, products of land, 

or income from a business. 

In Texas, the husband and wife each have a present 

vested interest in the accumulations of the community 

estate. On dissolution of the marriage by divorce, the 

community property is divided equally, subject to "equi

table partition" by the court. The interest of either 

spouse in the community estate is inheritable and de

visable. Regardless of v/hat the will of a deceased 

spouse provides, the surviving spouse may take half of 

the community estate. Upon the death of either spouse 

without a will, all property belonging to the community 

goes to the survivor if the deceased has no children. 

If there is a child, or children, or descendants of a 

child of the deceased, then the survivor is entitled to 

half of the community and the other half passes to the 

children of the deceased or their descendants. When a 

wife elects to take particular community property devised 

to her by the husband's will in lieu of her right to an 

undivided half of the community estate, it has been held 

that the will provision and her acceptance of it operate 

merely as a partition and not as a death transfer on which 
2 

an inheritance tax is due. 

I92B). 

•^Texas, Prob. Code Ann. . Sec. 45. 

^Jones V. State., 5 S.W. 2d 973 (Tex. Comm. App, 
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In all community property states, the surviving 

wife takes at least half of the community property on 

hand at the husband's death. The husband has no power 

to defeat her interest by devising or bequeathing her 

interest to someone else. In all of the community prop

erty states except California, the wife has always been 

considered as taking her share by partition rather than 

by inheritance. 

Distinguishing Betv/een Community and 
Separate Property 

In a community property state, married couples may 

own separate as well as community property. Each spouse 

may own separate property as well as his or her interest 

in the community. The question as to whether or not par

ticular property is separate property of the husband, 

separate property of the wife, or community property is 

one of frequent controversy. In all community property 

states, the presumption is that property owned by a 

married couple is community, and the burden of proving it 

to be separate is placed on the person claiming it to be 

separate. Property can be shown to be separate by show

ing its origin as separate property or by tracing its 

acquisition with separate funds. 

In any phase of administering property, filing 

Federal tax returns, or in a property settlement incident 
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to divorce, the first consideration is to determine the 

items that are community property and those that are 

separate property. Since all property except that ac

quired by gift, devise, or descent is community property, 

it follows that most receipts during marriage belong to 

the community estate. This includes such receipts as: 

(1) the revenue from the separate estate of either 
spouse;! 

(2) personal earnings of either spouse;^ 

(3) income from any type of business even if the 
initial capital was from separate property;3 

(4) income from a partnership, whether or not 
separate capital is the income producing 
property;4 

(5) windfalls, such as, discovering a valuable 
mineral deposit or v/inning a contest;5 

- • 

(6) recovery for loss of earning capacity because 
of personal injury;6 

(7) property acquired by adverse possession;' 

^Arnold v. Leonard, 114 Tex. 535, 273 S.W. 799 
(1925). 

p 
Huie, loc. cit. , Section 2. 

^Norris v. Vaughn. 152 Tex. 491, 260 S.W.2d 676 
(1953). 

^Ibid. 

5Dixon V. Sanderson. 72 Tex. 359, 10 S.W. 535 
(1^^^). 

^Texas, Rev. Civ. Stat. Ann.. Art. 4615-

'̂ Strong V. Garrett. 14^ Tex. 265, 224 S.W.2d .471 
(1949). 
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(̂ ) property acquired on credit;^ 

(9) acquisitions under the homestead laws.2 

The above examples, although not embracing all possible 

types of income and property acquisitions, illustrate 

that practically everything acquired during marriage by 

either spouse, if not obtained gratuitously, is community 

income under the Texas Constitution, statutes, and court 

decisions. In general, the state classification controls 

for income tax purposes. Although the classification of 

receipts as community or separate are seemingly well de

fined, this area has not been free of problems. 

Under some circumstances there are what seem to be 

exceptions to the general classification and this causes 

confusion. In 1937, the Board of Tax Appeals was con

fronted with the problem of classifying the capital gain 

on the sale of an asset ovmed as separate property. The 

holding by the Board was that gain on the sale of sep

arate property during marriage was community income under 

its interpretation of the applicable Texas law and could 

be divided equally and reported on separate returns.-^ In 

a later decision, the Fifth Circuit held that the entire 

^Gleich V. Bongio. 125 Tex. 606, 99 S.W.2d 5^1 
(1937). 

^Creamer v. Briscoe. 101 Tex. 490, 109 S.W. 911 
(1905). 

^Carter v. Comm'n. 36 B.T.A. 553 (1937). 
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gain including postmarital appreciation was separate in

come. This interpretation is still acceptable for in

come reporting and is the correct application of Texas 

law. A sale of separate property is only a change in 

form, and a profit realized from the increase in value is 

separate. If there has been a substitution of money for 

the property, this is considered a mere change in form but 

not in character. Once property attains the status of 

separate or community, it retains that classification, as 

long as it can be traced and identified no matter how 

often it changes form.^ 

Oil royalties received under a lease of separate 

land are separate income and not community income. Bo

nuses received for execution of leases of separate land 

are also separate. This is because the oil in place is 

considered to be part of the land, and under Texas law 

the receipts are considered as received for the sale of 

a portion of the fee.3 Delay rental paid under a lease 

on separately owned land is considered to be ordinary 

rent income; therefore, it is community income just as 

any other rent or other type of income from separate prop

erty. 

^Skaggs V. Comm'n.. 122 F.2d 721 (5th. Cir. 1941). 

^Cleich V. Bongio. 125 Tex. 606, 99 S.W.2d 551 (1937). 

-̂ Stephens County v. Mid Kansas Oil and Gas Co., 113 
Tex. 160, 254 S.W. 290 (192Tn 
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Income from a separately ov/ned working interest in 

an oil lease has been held to be community income where 

the transactions involving the separate property required 

the skill, labor or supervision of one or both spouses.^ 

In 1953, a decision by the Texas Supreme Court held that 

receipts from a working lease are separate property.^ In 

this situation, the lease was the separate property of 

the husband and v/as a fully developed gas lease at the 

time of the marriage. There v;ere no expenditures of 

community funds or great amount of community effort re

quired in obtaining the income. The court considered gas 

production as a piecemeal sale of the separately ovmed 

gas. This decision leaves the law uncertain as to how 

much time or effort can be expended by a marital partner 

and the income from the sale of the separate property 

still be classed as separate income. 

Ordinary cash dividends are community income re

gardless of the status of the stock on v/hich they are 

paid. A stock dividend retains the status of the stock 

on which it is paid. This is because a stock dividend 

does not result in income to the recipient; it is only a 

capitalization of the corporations retained earnings, a 

mere change in form. No Texas court has decided this 

^G.C.M. 13742, C.B. XIII-2, p. l5l 

^Norris v. Vaughan. 152 Tex. 491, 260 S.W.2d 676 
(1953). 
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issue, but the Fifth Circuit held this to be the case in 

regard to a gift tax question.-^ 

lo Scofield V, Weiss. 131 F.2d 631 (5th Cir. 1942). 



CHAPTER III 

THE RIGHT TO FILE JOINT OR SEPARATE RETURNS 

Court and Administrative Decisions 

Today, married couples have a choice of filing 

separate or joint income tax returns regardless of their 

state of domicile, the type of income, or which spouse 

produced the income. Filing a joint return ordinarily 

results in a lower tax. Filing joint returns, v/ith the 

resulting lower tax, has not always been provided for by 

the Internal Revenue Code. Provision for this was made a 

part of the Code in 1945. This change v/as brought about 

primarily because of the advantage that married persons 

domiciled in community property states were enjoying with 

respect to computing their income tax liability. Prior 

to 1945, taxpayers in community property states could di

vide their income and each report one-half of the total, 

while in the common law states the spouse that earned the 

income reported it. Splitting the income caused the tax 

to be computed at lov/er rates, and a tax saving resulted. 

Joint returns v/ere permitted by pre-1945 law, but the 

aggregate net income was taxed as though it were the in

come of one taxpayer. This ordinarily caused a larger 

tax, A married couple could, however, derive an 

21 
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advantage from filing joint returns if one spouse had 

excessive losses or expenses; instead of being wasted on 

a separate return, they could be applied on a joint re

turn against the income of the other spouse.^ 

Problems with community property arose early in 

the development of the income tax law. The Internal Rev

enue Service published an Office Decision in April, 1920, 

to answer the question of how the income of married cou

ples domiciled in Texas and Washington should be treated 

for income tax purposes.^ This decision was that couples 

domiciled in either of the states could divide the income 

from community property evenly and report it separately. 

The decision went on to say that a husband and wife could 

not divide the salary of either spouse for the purpose of 

reporting the income in separate returns; also, income 

from separate property. This resulted in a partial recog

nition of the community property system for tax purposes. 

The laws of the two states differed as to the classifica

tion of these types of income. In Texas all of the income 

was community while in V/ashington the income from the 

separate property was separate. The Office Decision 

failed to take into consideration the differences in the 

state laws and did not follow the income classification 

^Shelmerdine v. Comm'n., 24 B.T.A. 533 (1931). 

^O.D. 426, C.B. 1920-2, p. 195. 
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of either state. This seems to be the first time that 

the principles of community property were taken into con

sideration by the government for income tax purposes. 

In August, 1920, the Secretary of the Treasury was 

again confronted with questions concerning the filing of 

separate returns by Texas taxpayers. This time, he re

quested the Attorney General of the United States to 

answer three questions pertaining to the Texas property 

system. These questions were: 

(1) Are the earnings of the husband and wife 
community income? 

(2) Is income from separate property community 
income? 

(3) Is income from community property community 
income? 

All three questions were answered in the affirmative. 

This opinion was adopted by the Internal Revenue Service, 

thus granting permission to Texas taxpayers to file sep

arate returns and divide the income equally.^ 

In the early part of 1921, the Secretary of the 

Treasury again called upon the Attorney General for a 

ruling in regard to income from community property. This 

time the question was: in which community property states 

other than Texas could a husband and wife divide the 

^32 OPS. Att'y. Gen. 295 (1920). 

^T.D. 3071, C. B. 1920-3, p. 221. 
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community income and each report one-half of it on a 

separate return? The answer to this question v;as that 

the right to report one-half of the community income on 

the separate return of each spouse was applicable to all 

community property states except California.-^ The reason 

for treating California differently was that under the 

decisions of the California Supreme Court, a v/ife was not 

considered to have a present vested interest in the com

munity property. She was considered to have only a mere 

expectancy in one-half of the property, which she received 

as an heir at the death of her husband. The tax was to 

be levied against the owner of income. The courts of all 

other community property states had ruled that the wife 

had a present vested interest in the community property 

and community income. Thus, the wife in the other com

munity property states was considered to be the ovmer of 

the income for tax purposes. 

This opinion by the Attorney General that Cali

fornia taxpayers could not divide the income was solidi

fied by a decision of the Supreme Court of the United 

States in 1926. The government was v/illing to recognize 

the wife's present vested interest in any community prop

erty state except California, but adhered to the position 

-̂ 32 Ops. Att'y. Gen. 435 (1921). 

^U.S. V. Robbins. 269 U.S. 315 (1926). 
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•̂ 32 Ops. Att'y. Gen. 435 (1921). 

^U.S. V. Robbins., 269 U.S. 315 (1926). 
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that a v/ife's interest in California community property 

v/as a mere expectancy. The Supreme Court accepted the 

government's theory and held that all of the income was 

taxable to the husband. Questions considered by the 

court were: the effect of state law; whether the revenue 

act was intended to make the husband liable for all the 

tax; and, if so, did Congress have the power to do so. 

In regard to the question of state law, the court 

said the wife's interest would be treated as an expect

ancy if so treated under state law, thus seemingly ack-

knowledging that state law would control. The court then 

went on to say: 

Even if we are wrong as to the law of California 
and assume that the wife has an interest in the 
community income that Congress could tax if it so 
minded, it does not follow that Congress could not 
tax the husband for the whole. Although restricted 
in the matter of gifts, etc., he alone has the 
disposition of the fund. He may spend it sub
stantially as he chooses, and if he v/astes it in 
debauchery the wife has no redress see Garrozi v. 
Dastas 20if|. U.S. 64. That he may be taxed for 
such a fund seems to us to need no argument. The 
same and further considerations lead to the con
clusion that it was intended to tax him for the 
whole. For not only should he who has all the 
power bear the burden, and not only is the husband 
the most obvious target for the shaft, but the 
fund taxed, while liable to be taken for his 
debts, is not liable to be taken for the wife's. 
Civil Code S I67, so that the remedy for her 
failure to pay might be hard to find. The rea
sons for holding him are at least as strong as 
those for holding trustees in the cases where 
they are liable under the law.-̂  

^Ibid., pp.327, 325. 
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that a wife's interest in California community property 

v/as a mere expectancy. The Supreme Court accepted the 

government's theory and held that all of the income was 

taxable to the husband. Questions considered by the 

court were: the effect of state law; whether the revenue 

act was intended to make the husband liable for all the 
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same and further considerations lead to the con
clusion that it was intended to tax him for the 
whole. For not only should he who has all the 
pov/er bear the burden, and not only is the husband 
the most obvious target for the shaft, but the 
fund taxed, while liable to be taken for his 
debts, is not liable to be taken for the wife's. 
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sons for holding him are at least as strong as 
those for holding trustees in the cases where 
they are liable under the lav/.̂  

^Ibid., pp.327, 325. 
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There was only one course open to California after 

this decision, that was a legislative change in the law. 

This change was not long in coming, on July 29, 1927, by 

statute the wife was given a present right in all com

munity property. 

Both Congress and the Internal Revenue Service 

reacted to the Robbins decision. Congress added Section 

1212 to the Revenue Act of 1926. This section provided: 

Income for any period before January 1, 1925, of 
a marital community in the income of which the 
wife has a vested interest as distinguished from 
an expectancy, shall be held to be correctly re
turned by the spouse to whom the income belonged 
under the state law applicable to such marital 
community for such period.••-

This settled the question of the effect of the Robbins 

decision on taxpayers in the other seven community prop

erty states for prior tax years. 

The Internal Revenue Service asked the Attorney 

General to reconsider his opinions concerning taxation of 

community property income. After an investigation as to 

whether or not the Robbins decision should be applied to 

the other seven community property states, the Attorney 

General concluded that the problems presented could not 

be settled by an administrative ruling. He therefore 

J. W. Riehm, Jr., "The Impact of Community Prop
erty Law on Federal Taxation," IV Sw. L.J. l6l, 165 
(1950). 
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withdrew all previous opinions that permitted division of 

community income for tax purposes. This was to leave 

the way open for the Internal Revenue Service to arrange 

for a test case.-̂  

Test suits were immediately started in Texas, 

Louisiana, Arizona, and Washington all of which resulted 

in United States Supreme Court decisions. The most fa-
2 

mous of which is Poe v. Seaborn. It involved a married 

couple living in Washington. The income was from rent, 

interest, gain on sale of real estate, and the husband's 

wages. Property on v/hich the gain was realized was com

munity property; neither spouse had any separate income. 

Seaborn and his wife each reported one-half of the com

munity income and expenses. The Commissioner of the In

ternal Revenue Service determined that all of the income 

should have been reported on the husband's return and 

made an assessment against him. Seaborn paid the assess

ment under protest, claimed a refund which was denied, 

then he brought suit. This decision was for the tax

payer; it allowed the splitting of income between the 

spouses. It was based on the premise that the word "of" 

in the phrase "tax upon the net income of the individual" 

referred to the owner of the income. State law was used 

to show that the wife owned one-half of the community 

•̂"35 Ops. Att'y. Gen. 265 (1927). 

^Poe V. Seaborn, 252 U.S. 101 (1930). 



25 

income. Looking to the state law of Washington, the 

court found that a wife had many rights in the community 

estate during marriage, as well as a right to her one-

half upon termination of the marriage. The Court found 

that a wife could enjoin the collection of the husband's 

separate debts out of the community property; that she 

could prevent his making substantial gifts from the com

munity property without her consent; and in certain in

stances she could hypothecate the community property for 

community purposes. 

The Commissioner argued the theory that the person 

having control of the property should be the person taxed; 

this theory was rejected. The husband's position of con

trol was considered to be that of an agent for the com

munity. The fact that the state law gave the husband 

broad powers in managing the community property did not 

negative the wife's present vested interest as a co-owner. 

The Court was of the opinion that under the law of Wash

ington the entire community property and community income 

could not be said to belong solely to either the husband 

or the wife. Also, the Court distinguished the Robbins 

case which the Commissioner was using to support his con

trol theory. It was considered inapplicable as the Cali

fornia law gave the v/ife only an expectancy; whereas, in 

Washington the wife was considered to have a present 

right. The companion cases to Seaborn v/ere also for the 
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The Commissioner argued the theory that the person 
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taxpayer, and extended the rule to Arizona,-'- Louisiana,^ 

and Texas.3 The rule was made applicable to Idaho, 

Nevada, and New Mexico by a ruling of the Treasury De

partment. 4 California v/as the only community property 

state to which the Seaborn rule v/as not readily applied. 

In 1931, the California situation was again before 

the United States Supreme Court. In U.S. v. T-felcolm,̂  

the Court held that community income acquired after the 

effective date of the amendment to the statute was within 

the Seaborn rule and could be divided equally. 

It is possible for the effects of California's un-

fortimate experiences with community property and Federal 

tax laws to be felt by the citizens of that state even 

today. Problems have arisen, and possibly still could 

occur, in which it was necessary to distinguish between 

income from community property acquired prior to July 29, 

1927, and from that acquired after July 29, 1927. The 

Malcolm rule is not applicable to income from property 

acquired before July 29, 1927. Thus, California has two 

distinct classes of community property ov/nership 

^Goodell V. Koch, 252 U.S. 115, 51 S.Ct. 62 (1930). 

^Bender v. Pfaff, 252 U.S. 127, 51 S.Ct. 64 (1930). 

^Hopkins v. Bacon. 252 U.S. 122, 51 S.Ct. 62 (1930), 

^Mim. 3553, C.B. 1931~X-1, p. 139. 

^U.S. V. Malcolm. 252 U.S. 792 (1931). 
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for Federal income tax purposes. Community property 

acquired before the July, 1927, statute amendment is con

sidered to be the husband's separate property. Income 

earned from such property is taxable to the husband and 

cannot be divided and reported on separate returns. In

come from community property acquired after the amendment 

is community income and must be divided equally when 

separate returns are filed. When business income is 

attributable to investment in property acquired prior to 

July 29, 1927, and personal activity, ability, and capac

ity of the taxpayer, an apportionment must be made. The 

method of apportionment devised by the Tax Court is as 

follows: 

Net Business Income $ 90,756.91 
Average Capital Investment 170,570.12 
Fair Return on Capital {!%) 11,960.91 
Reasonable Compensation for 
Taxpayers Services 6,000.00 

Separate Income: 

$17'960.'91 ""^ $90,756.91 $ 60,455.74, 

or the amount essentially attributable to the 

taxpayer's separate investment. 

Community Income: 

l l f S S ô  $90,736.91 $ 30,328.17 

or the amount essentially attributable to per

sonal services of the taxpayer, one-half of 

which is taxable to the wife, and on separate 
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returns would be reported one-half by each 
1 

spouse 

This same problem is encountered in other communi

ty property states with respect to income v/hich is partly 

attributable to a capital investment in separate prop

erty, and partly allocable to compensation for personal 

services performed after marriage. This problem arises 

only in the states that follow the California rule, that 

income from separate property is separate income. This 

problem of allocation does not occur in Texas and the 

states that follow the Texas rule. Under the Texas rule, 

all income during the marriage is community income, re

gardless of the type of property that produces it. 

California law permits the husband and wife, by 

agreement, to change separate property into community 

property, and vice versa. Agreements between California 

spouses have been held to warrant taxation of the income 

to them equally. An oral agreement between the spouses 

is effective to convert property ov/ned by the husband at 

the time of marriage into community property.^ Thus, for 

tax purposes, California residents should by agreement 

change the status of property acquired before July 29, 1927, 

to make the income divisible equally on separate returns. 

•̂ Clara B. Parker. 31 B.T.A. 644 (1934). 

^Marvin Berry, Paragraph 56, 205 P.H. Memo. T.C. 
(Dismissed 9th Cir.; 2-20-55). 
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Such an agreement has been held to be effective for Fed

eral estate tax purposes.-^ 

Legislation 

The attack on the advantage enjoyed by residents 

of community property states in calculating their Federal 

income tax liability was not restricted to judicial and 

administrative efforts. The first attempt to change tax

ation of community income by legislation v/as submitted to 

the V/ays and Means Committee in 1921. A proposal to tax 

the income to the spouse having the right of management 

and control of the property was added to a section of the 

1921 Act by the House. This amendment was deleted by the 

Senate.^ Similar provisions were proposed in connection 

with the Revenue Acts of 1924, 1934, and 1941, all of 

which were rejected at some point in the legislative proc

ess. 

In 1933, the Internal Revenue Service submitted a 

proposal that the Revenue Act of 1934, contain a provision 

for mandatory filing of joint returns by married couples. 

This provision had several objectives, the primary one 

being to tax married taxpayers living in common law and 

^Pierotti v. U.S.. 33 A.F.T.R. 1662 (S.D. Cal. 
1944). 

^George E. Ray, "Proposed Changes in Federal Tax
ation of Community Property," 30 Calif. L. Rev. 397, 
405-410 (1942). 
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community property states alike. This proposal was not 

adopted by the committee. It was again presented and re

jected in 1937. In 1941, it was adopted by the V7ays and 

Means Committee but rejected by the House.-̂  

As the income tax rates rose just before and dur

ing World War II, the community property system began to 

spread. Residents of the common law states v/ere aware of 

the tax advantage enjoyed in community property states, 

and they had been unable to get this favored treatment 

eliminated by Federal legislation.^ Some of the common 

law states began doing what seemed to be the only alterna

tive, they adopted a community property system of their 

ovm. 

Oklahoma was the first state to adopt community 

property laws for income tax purposes. On July 29, 1939, 

Oklahoma adopted an optional community property law.-̂  

Spouses could elect to avail themselves of the statute; 

•̂ Riehm, loc. cit. , p. 174. 

^A part of the report of the Senate Committee on 
Finance on the Revenue Bill of 1941, points out the tax 
benefits of living in a community property state at that 
time. It shows that a married individual with a net in
come of $5,000 would save $45 on Federal taxes by living 
in a community property state; an individual v/ith a $10,000 
income would save $340; a person v/ith $30,000 income v/ould 
save $3,351; while a person v/ith $500,000 of income would 
benefit by $25,701. 

3A. W. Trice, "Community Property in Oklahoma," 
IV Sw. L.J. 35 (1950). 
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written notice of the election was required. This system 

with its elective feature was good enough for the Tax 

Court and the Circuit Court of Appeals, but not the United 

States Supreme Court. The Supreme Court said, "An assign

ment of income to be earned in the future, even though 

authorized by state law and irrevocable in character, is 

ineffective to render the income immune from taxation as 

that of the assignor." Oklahoma then completely repealed 

its statute with the elective features and enacted a new 

law which was mandatory; it became effective July 26, 

1945. The Internal Revenue Service was willing to accept 

the new law and ruled that taxpayers domiciled in Oklahoma 

could divide the community income and each spouse report 

one-half for income tax purposes.^ 

In 1943, Oregon adopted an elective community prop

erty system patterned after the first one enacted by the 

state of Oklahoma. In 1945, after the Harmon decision, 

this law was repealed as it was assumed to be ineffective 

for Federal income tax purposes. It was re-enacted with 

changes, however, in 1947.'̂  

By 1945, the states of Nebraska, Michigan, Penn

sylvania, and the territory of Hawaii had enacted coranunity 

Comm'n. v. Harmon. 323 U-S. 44 (1944). 

^I.T. 3752, C.B. 1946-1, p. 54. 

^Riehm, loc. cit.« p. 174. 
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property statutes. Pennsylvania dropped out of the class

ification almost immediately because its Supreme Court 

declared the law unconstitutional. In addition to the 

states that did adopt the community property system, 

there were others considering it when the Revenue Act of 

1945 became law. Two states, Massachusetts and New York, 

had appointed a commission to study the advisability of 

adopting a community property system. Bills for the 

adoption of this system of property ownership had been 

introduced in the legislatures of Alabama, Illinois, 

Indiana, Massachusetts, New Hampshire, and V/isconsin.-'-

Many people were of the opinion that the tradi

tionally non-community property states which made the 

change to community property in the late 1930's and 1940's 

did so for the sole purpose of obtaining the tax advan

tages accruing to their citizens. The enactment of the 

Revenue Act of 1945, seemed to confirm this opinion; • 

these states began repealing their community property 

statutes almost immediately. Also, not a single state 

that was considering adoption of the community property 

system went forward with its plans. On the other hand, 

it appears that none of the eight traditionally community 

property states made any change in their statutes because 

of the optional splitting provision. 

•^Phillip. Zimet (ed.) Mortens: Law of Federal In
come Taxation (Chicago: Callaghan and Company, 1965), 
Sec. 19.01, p. 5. 
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The wide-spread interest in changing to the com

munity property system caused an examination of the tax 

laws concerning the taxing of family income. The Treasury 

made a study in 1947, entitled The Tax Treatment of Family 

Income.1 This study listed and described five possible 

methods by which the geographical and other inequities 

in tax treatment of the family income could be eliminated. 

The suggested methods were: (1) taxing the earned income 

to the earner; (2) legalized family partnerships; (3) con

tractual income splitting; (4) mandatory joint returns; 

(5) optional income splitting. The study did not spe

cifically recommend any of the possible solutions. The 

merits and defects of the proposed solutions were exam

ined by various writers: the general opinion was that 

the optional income splitting provision had the best 

chance of congressional acceptance if coupled with a re

peal of certain amendments to the Revenue Act of 1942. 

The issue of geographical uniformity in Federal 

income tax reached a climax during the congressional 

hearings on the Revenue Act of 1945. The proposal for 

mandatory joint returns and a legislative reversal of 

Poe V. Seaborn found very little support. The so-called 

"split-income" plan, (optional income splitting) per

mitting a married couple to file a joint return and pay 

•̂ Borris I. Bittker, Federal Income Estate and Gift 
Taxation (Boston and Toronto: Little, Brov/n and Co., 
1964), p. 333. 
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the tax that would be paid by a single taxpayer having 

one-half their joint income gained popularity rapidly. 

This plan, coupled with certain amendments, offered tax 

advantages to everyone. It would cause a substantial re

duction in taxes paid by married taxpayers in common law 

states and was to repeal certain estate tax statutes that 

were unfavorable to residents of community property 

states. The incorporation of the optional income split

ting provision into the 1945 Revenue Bill was suggested 

by a Special Tax Study Committee appointed by the House 

Committee on V/ays and Means. 

Considering the political appeal of the optional 

income splitting plan, coupled with the threat of the 

community property system spreading even further, it is 

not surprising that the optional joint return provision 

was enacted into law. V/hen the Revenue Act of 1945, 

was passed on April 2, 1945, over presidential veto, it 

contained the now familiar optional income splitting pro

vision. The statute itself is rather simple: the hus

band and wife may file a joint return on which they 

aggregate their income and deductions. This procedure 

is available to them even if one spouse does not have 

income or deductions. The marital status is detennined 

as of the end of the taxable year; if there is a decree 

^Ibid., 335. 
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of divorce or legal separation at that time, they are not 

considered as married for the tax year and cannot file a 

joint return.^ The tax on a joint return is determined 

by computing a tax at the usual rate on one-half of the 

aggregate taxable income and then doubling the tax. The 

tax tables and rate schedules are constructed with this 

feature built in. The result is that the tax paid by. a 

husband and wife on a joint return is twice the amount a 

single person would pay on one-half of their taxable in

come. 

•̂ Section 6013(d), Internal Revenue Code, (1954). 

^Section 2, Internal Revenue Code, (1954). 



CHAPTER IV 

CHOOSING JOINT OR SEPARATE RETURNS 

If married taxpayers are domiciled in a community 

property state, the total tax liability ordinarily will 

not differ substantially v/hether they file a joint re

turn or separate returns. However, there are some situ

ations when the total tax liability will be materially 

different when separate returns are filed instead of a 

joint return. To determine the most advantageous method 

of filing, the income and expenses must be classified as 

community or separate. State law controls in making the 

classification. 

The following example, taken in part from a govern

ment publication, illustrates classification of income 

and expenses; and it shows the differences in tax lia

bility caused by the choice of returns in various states. 

Assume a taxpayer, Mr. Joe Johnson, married, has 

two minor children and a mother-in-law who qualify as 

his dependents. Amounts expended for their support were 

paid out of Mr. Johnson's salary (community income in all 

community property states). During 1965, he received a 

salary and bonus totaling $10,020, $145 in qualifying 

U.S. Treasury Department, Community Property, 
Document No. 5192 (1965). 

39 
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dividends, and interest income of $49. The interest and 

dividend income were from his separate property. Mr. 

Johnson's wife, Janet, inherited stock in the Finewire 

Corporation from her father (separate property). She 

received $130 in qualifying dividends from that stock in 

1965. She also received $50 from babysitting, and a 

salary of $324 while working part time at a local coffee 

shop. Travel expenses incurred by I^. Johnson for his 

employer v/ere $64 less than the corporation reimbursed 

him for expenses and subsistence while he was away from 

home. Personal expenditures during 1965 included con

tributions of $200 to First Church, $150 to General Hos

pital, and $20 to the Red Cross. Interest of $45 v/as paid 

on a bank loan, $357 in property taxes on the home, $23 

for state and local gasoline taxes, and $65 for state and 

local sales tax. In addition, he paid $29 to the local 

Chamber of Commerce and $35 to the Institute of Account

ants. Both were necessary in his job. Mrs. Johnson had 

to buy two uniforms when she went to work at the coffee 

shop. The uniforms had the employer's name embroidered 

on them and could not be worn other than on the job. They 

cost $15 each and she spent $6 having them laundered. 

She paid for this out of her earnings; the remainder of 

her salary and dividends she spent for personal items. 

Mrs. Johnson also incurred a $325 casualty loss, due to 

a collision, on her ov/n automobile during the year. The 
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automobile was her separate property. MGdical insurance 

cost $240 and was paid from I^. Johnson's earnings. 

Prior to purchasing the medical insurance, Mr. Johnson 

had a major operation and paid $2,235 for doctor and 

hospital bills and $225 for medicine and drugs. These 

expenses were paid out of $3,000 which he inherited from 

his father in I966. 

The following worksheets illustrate the various 

choices of filing a return that are available to married 

taxpayers. The law of the state where the taxpayer is 

domiciled will be a factor in making the choice. Illus

tration I explains the classifications for filing a joint 

return by husband and wife in any state. Illustration 

II illustrates separate returns as the income and ex

penses would be classed in California and other community 

property states that follow the California rule. Under 

this rule, income from separate property cannot be divid

ed on separate returns. Illustration III points out 

the classification of income in states following the 

Texas rule. By the Texas rule, all income is community 

income. Illustration IV is the way income would be 

classified in any state other than one of the community 

property states. 
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ILLUSTRATION I 

WORKSHEET FOR JOINT RETURN 
JOE AND JANET JOHNSON 

Income (Joe) 
Salary and Bonus 
Travel Excess 
Interest 
Dividends (less $100 exclusion) 

Income (Janet) 
Wages 
Babysitting 
Dividend (less $100 exclusion) 
Adjusted Gross Income 
Deductions 
Contributions 
Interest 
Taxes 
Dues 
Uniform and Laundry 
One-half of medical insurance 
Medical Expenses (Joe's) 
Medicine and Drugs 
Vfo of adjusted gross income 
Other Medical Expenses plus re 
mainder of Medical Insurance 

3^ of adjusted gross income 
Collision (Janet's) 
$325 less $100 limitation 

Total Deductions 

Excess of income over Deductions 
Exemptions 

Taxable Income 

Total Tax* 

Income 
$10 

$10 

$ 

,020 .00 
64.00 
49 
45 

324 
50 
30 

,552 

370< 
45. 
475-

55-

.00 
,00 

.00 

.00 

.00 

.00 

.00 

.00 

.00 

.00 
36.00 
120. 

225. 
(105. 

.00 

00 
52) 

2,355.00 
(317.46) 

225.00 

$ 3.452.72 

$ 7,099.25 
3,000.00 

$ 4,099.25 

$ 656.56 

tions. 
=̂'-'Includes the 10 percent surtax in all illustra-



ILLUSTRATION II 

V/ORKSHEET FOR SEPARATE RETURNS 
(UNDER CALIFORNIA RULE) 
JOE AND JANET JOHNSON 
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Income 

Income (Joe) 
Salary and bonus 
Travel Excess 
Interest 
Dividends (less $100 exclusion) 
Income (Janet) 
Wages 
Babysitting 
Dividends (less $100 exclusion) 
Adjusted Gross Income 
Deductions 
Contributions 
Interest 
Taxes 
Dues 
Uniform and Laundry 
One-half of medical insurance 
Medical Expenses (Joe's) 
Medicine and drugs 
1% of adjusted gross income 
Other Medical Expenses plus re
mainder of Medical Insurance 

3% of adjusted gross income 
Collision (Janet's) 
$325 less $100 limitation 

Total Deductions 

Excess of Income over Deductions 
Exemptions 

Taxable income 

Total Tax 

Joe Janet 

$5,010.00 
32.00 
49.00 
45.00 

162.00 
25.00 

$5,010.00 
32.00 

162.00 
25.00 

— 30.00 
$5,323.00 $5,259.00 

$ 155.00 
22.50 
237.50 
27.50 
15.00 
60.00 

$ 155.00 
22.50 
237.50 
27.50 
15.00 
60.00 

225.00 
(53.23) 

2.295.00 
(159.69) 

:::: 225.00 

$2,557.55 $ 775.50 

$2,465.42 
600.00 

$1,565.42 

$4,453.50 
2,400.00P 

$2,053.50 

$ 305.12 $ 349.56 

^Sixty Dollars of medical insurance is omitted here, 
as the 3% limitation completely eliminates it. 

^The exemptions for the children and Janet's mother 
were allocated to Janet so as to make the incomes approxi
mately equal, and thus result in a lov/er combined tax. 
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ILLUSTRATION III 

WORKSHEET FOR SEPARATE RETURNS 
(UNDER TEXAS RULE) 

JOE AND JANET JOHNSON 

Income (Joe) 
Salary and Bonus 
Travel Excess 
Interest 
Dividends (less $100 exclusion) 
Income (Janet) 
Wages 
Babysitting 
Dividends (less $100 exclusion) 
Adjusted Gross Income 

Deductions 
Contributions 
Interest 
Taxes 
Dues 
Uniform and Laundry 
One-half of Medical insurance 
Medical Expenses (Joe's) 
Medicine and Drugs 
1% of adjusted gross income 
Other Medical Expenses plus re
mainder of Medical insurance 

3% of adjusted gross income 
Collision (Janet's) 
$325 less $100 limitation 

Total Deductions 

Excess of income 
Exemptions 

Taxable income 

Total Tax 

over Deductions 

Income 
Joe Janet 

$5,010.00 
32.00 
24.50 
22.50 

162.00 
25.00 
15.00 

<̂  $5,010.00 
32.00 
24.50 
22.50 

162.00 
25.00 
15.00 

$5,291.00 $5,291.00 

$ 155.00 
22.50 
237.50 
27.50 
15.00 
60.00 

$ 155.00 
22.50 
237.50 
27.50 
15.00 
60.00 

225.00 
(52.91) 

2,295.00 
(155.73) 

— 225.00 

$2.555.56 $ 775.50 

$2,432.14 
600.00 

$4,515.50, 
2,400.00° 

$1,532.14 $2,115.50 

301.46 $ ' 356.95 3 

^Sixty Dollars of medical insurance is omitted 
here, as the 3% limitation completely eliminates it. 

^The exemptions for the children and Janet's mother 
v/ere allocated to Janet so as to make the incomes approxi
mately equal, and thus result in a lov/er combined tax. 



ILLUSTRATION IV 

WORKSHEET FOR SEPARATE RETURNS 
(UNDER COmON LAW RULES) 
JOE AND JANET JOHNSON 
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Income 

Income (Joe) 
Salary and Bonus 
Travel Excess 
Interest 
Dividends (less $100 exclusion) 
Income (Janet) 
Wages 
Babysitting 
Dividends ($130 less exclusion) 
Adjusted Gross Income 

Deductions 
Contributions 
Interest 
Taxes 
Dues 
Uniforms and Laundry 
One-half of Medical Insurance 
Medical Expense (Joe) 
Medicine and Drugs 
1% of Adjusted Gross Income 
Other medical expense plus re
mainder of medical insurance 

3% of adjusted gross income 
Collision (Janet's) 
$325 less $100 limitation 

Total Deductions 

Excess of Income over Deductions 
Exemptions 
Taxable Income 

Total Tax 

Joe 

$10,020.00 
64.00 
49.00 
45.00 

— — 

— < — 

810,175.00 

$ 370.00 
45.00 
475.00 
55.00 
— 

120.00 

225.00 
(101.75) 

2,355.00 
(305.34) 

— — 

$ 3,237.55 

$ 6,940.12 
2,400.00^ 

$ 4,540.12 

$ 569.49 

Janet 

$ -

im - * 

- — 

324.00 
50.00 

$404.00 

$ -

—— 

- — 

-.— 

36.00 
--. 

- -

- -

- -

225.00 
$261.00 

$143.00 
600.00 
— 

$ -

^The exemptions for the children and Janet's mother 
were allocated to Joe, otherwise they v/ould be wasted. 
Janet cannot be claimed on Joe's separate return. 
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By comparing the four v/orksheets, it is apparent 

that if the taxpayers are domiciled in a community property 

state that follows the California rule (California, New 

Mexico, Arizona, Nevada, and V/ashington), they can save 

$25.55 by filing separate returns instead of a joint re

turn. Under the Texas rule, as followed in Texas, 

Louisiana, and Idaho, separate returns are, also, more 

favorable than a joint return by $25.45. If the tax

payers elect to file separate returns in a common law 

state, they would pay an additional $152.63 in taxes. 

General rules follov/ed in classifying income, ex

penses, and allocating exemptions in the four illustra

tions are: 

The expenses attributable to the production of in

come such as rents, royalties, dividends, etc., are clas

sified as community or separate in accordance with the 

class of income to which they are attributable. They 

are deducted according to this classification. 

Itemized deductions such as charitable contribu

tions, interest, taxes, and medical expenses are generally 

considered to be paid from community funds and deductible 

one-half by each spouse. If it can be shown that they 

were paid from the separate funds of either spouse, then 

they are deductible by the spouse making the expenditure. 

Losses take the character of the property to which 

they are ascribable. 
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In filing separate returns, each taxpayer must 

claim his or her own exemption. The husband may not 

claim the wife's exemption and vice versa. In a common 

law state, if the wife does not have any income, she may 

be claimed as an exemption if the husband files a sep

arate return. This is because none of the husband's in

come would be considered to belong to the wife as it 

would be in a community property state. The exemption 

for a dependent may not be divided or apportioned between 

the husband and wife. If a husband and wife contributes 

equally to the support of a dependent, or if the depend

ent was supported with community funds, either may claim 

the full exemption. If the dependents are supported out 

of community funds, the total exemptions may be divided 

between the husband and v/ife on separate returns any way 

they so desire as long as the exemption for a dependent 

is not divided. 

If under the lav/s of the state where the taxpayer 

is domiciled dividends are community income, both the 

husband and v/ife may each exclude $100 of qualifying 

dividends from income. The exclusion may not exceed 

$100 on a separate return or $200 on a joint return. If 

the dividends are separate income under state law, only 

the spouse that owns the stock may claim the exclusion. 

This rule can cause a husband and wife to be limited to 

a $100 exclusion, even on a joint return, in all common 
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law states and the community property states that follow 

the California rule, although one spouse may have several 

hundred dollars of dividend income. 

The example not only illustrates the classifica

tion of income, expenses, and itemized deductions for 

separate returns, but it also illustrates one situation 

where the tax liability is less by filing separate re

turns. By splitting the adjusted gross income, the amount 

of the vfo and 3^ limitations are decreased and the amount 

of the medical deduction is increased. This is effective 

only v/hen the medical expense is paid from separate funds; 

if it is paid from community funds, each spouse is pre

sumed to have paid one-half of the expense. This same 

presumption is effective in common law states if the 

expense is paid from joint bank accounts. 



'CHAPTER V 

DIVORCE AND TAXES 

Property Settlements 

The tax effects of a property settlement incident 

to a divorce are often not considered until after the 

divorce has been granted. Divorce brings about the end 

of the community and requires a division of the community 

property. This division is only an accounting to one 

spouse, usually the wife, of that which is already hers 

and in no sense of the word is it alimony. The settle

ment is often agreed upon by the parties and approved by 

the court. If the parties do not agree on a property 

settlement themselves, the court v/ill make the division. 

The settlement agreement v/ill usually be made a part of 

the divorce decree. Once the settlement is reached and 

the divorce decree entered, tax consequences flow from it. 

The tax considerations involved depend on the form and 

terms of the settlement agreement. 

Nontaxable Settlements 

An equal division of community property is treated 

as a partition rather than a sale or exchange; conse

quently, it is not subject to income tax. Equal division 

49 
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of the community property may be accomplished in tv;o ways 

(1) by actually partitioning each item of property; or 

(2) by assigning specific items of property to each 

spouse so that the total fair market value of all 

community property is divided equally.^ 

Taxable Settlements 

V/hen a property settlement is not a partition or 

equal division of the community estate and begins to 

shov/ the characteristics of a sale or exchange, the Serv

ice takes the position that a taxable transaction has 

occurred. The following types of settlements present 

some important tax questions: 

(1) an unequal division of the community property v/here 

the spouse receiving the larger share uses borrowed 

funds, notes, or separate property to equalize the 

distribution; or 

(2) there is an unequal division of the community estate 

with no attempt to equalize the distribution. 

It has been held that if borrowed money or notes 

are used by one spouse to settle v/ith the spouse receiv

ing the smaller portion of the community property, then 

there has been a taxable transaction.^ 

^Clifford H. V/ren, 24 T.C.M. 29 (1965). 

^Jessie Lee Edv/ards, 22 T.C. 65 (1954). 
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The most frequent taxable settlement is brought 

about where one asset, not suitable for physical division, 

constitutes a major portion of the community estate. A 

going business is a good example of such an asset. In 

this situation, the parties often will enter into nego

tiations which make the settlement appear as a true bar

gain and sale. If one purchases a portion of the other's 

community property at an amount greater than half of the 

basis to the community, the spouse making the sale will 

be taxed on the gain.-̂  

If depreciable assets are transferred in a taxable 

settlement, the spouse realizing the gain will be taxed 

at ordinary income tax rates.^ in this situation, de

ferral of the conveyance until after the divorce is final 

might be desirable to cause part of the gain to be taxed 

at capital gains rates. 

If a spouse transfers a portion of his separate 

property or a part of his portion of the community prop

erty to the other spouse, and the fair market value of 

the property is above his basis, the question of the 

applicability of the so called Davis rule is raised.3 

^Long V. Comm'n., 173 F. 2d 471 (5th Cir., 1949). 

^Section 1239, Internal Revenue Code, 1954. 

3u.S. V. Davis, 370 U.S. 65 (1962). 
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The Davis case arose in Delaware, a non-community prop

erty state. The husband transferred shares of stock, 

v/hich had appreciated in value, to the wife. The United 

States Supreme Court held that the transfer of the prop

erty to the wife in settlement of her marital rights and 

alimony was a taxable event. The measure of gain to the 

husband was the excess of the fair market value of the 

transferred property over his basis. The Court used 

this as the measure of gain because there was no show

ing as to the value of the marital rights. The divorce 

court had authorized the transfer, after the parties 

reached an agreement, in settlement of the wife's 

"inchoate marital rights." These included a right of 

intestate succession and a right to a share of the hus

band's property in the event of divorce. There is some 

basis for saying that the Davis rule does not apply. In . 

a recent case, the Tax Court said the Davis rule is not 

applicable to settlement of rights in community prop

erty. Of course if the division is unequal, the prob

lem is present because the wife's rights in the community 

property are only to the extent of one-half. Also, her 

interest in the husband's portion of the community estate 

or his separate estate is non-existent, unless the divorce 

court feels that the equities of the situation justify 

-'•John H. Schacht. 47 T.C. 552 (1967). 
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giving her an interest. 'Another point to consider is 

that the v/ife's rights in community property are vested 

and present, and she does not have any "inchoate rights" 

such as those existing in the Davis case. It has also 

been suggested that the Internal Revenue Service has 

some justification for applying the Davis rule in a 

grossly unequal division of community property, and cer

tainly to a transfer of a portion of the husband's sep

arate property to the wife. The right of the wife to 

request the judge to av/ard her more than half of the com

munity estate because of her needs or because of the hus

band's fault in the divorce might be considered to be an 

inchoate right.-^ 

The question of the taxability of a simple unequal 

division of the community property v/here no attempt is 

made at equalization has not been definitely answered. 

Property settlements in divorce situations are generally 

reached only after considerable bargaining betv/een the 

parties. V/hen there is a difference of opinion concerning 

valuations or one party wants the divorce at all costs, 

the elements of a true bargain and sale are absent. These 

agreements, even if unequal, are usually approved by the 

Court as being fair and equitable; such decrees reached 

in an adversary situation, will be presumptively 

Hawkins, loc. cit. , p. 24. 
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correct, but not entirely conclusive as to the treasury.^ 

In the cases where there was a taxable transaction, the 

evidence indicates that the parties settled their rights 

by bargain and sale.^ 

Basis Problems 

The equal division of community property is treated 

as a partition and is not subject to income taxation. A 

non-taxable equal division may be accomplished by actually 

partitioning each item of property, or by assigning 

specific items of property to each spouse so that the 

total value is equally divided. In the event of a non

taxable division of the second type, the basis of the 

property in the hands of a spouse will be equal to the 

basis to the community.^ The Commissioner, in one situ

ation v/hen an exchange of property had occurred, attempted 

to limit the basis to half of the cost to the community.^ 

He contended that the husband paid nothing for and did 

not acquire the wife's basis in the agreement. This 

^Ann Y. Oliver, 5 T.C.M. 403 (1949). 

^Jessie Lee Edwards. 22 T.C. 65. 

3Clifford H. Wren, 24 T.C.M. 29 (1965). 

^Swanson v. Wiseman, 7 A.F.T.R. 2d 524 (W.D. Okla. 
1961). 

^Ann Y. Oliver, 5 T.C.M. 403 (1949). 
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contention v/as rejected by the-Tax Court, noting that the 

Commissioner's theory, when applied to all property in 

the partition, v/ould result in a reduction of the basis 

by one-half and prevent either party from ever recover

ing the full cost to the community. The Court allowed 

the original community basis in absence of proof of the 

value of property given in the exchange. 

An adjustment to the overall basis must be made 

where there is no identifiable exchange of particular 

assets. Thus, when one group of assets is assigned to 

the wife and another to the husband, each group should 

retain one-half the cost of the particular asset. The 

aggregate of one-half of the basis of the assets given 

in exchange should be allocated among the assets received 

in the exchange. 

If more than half of the community cash on hand 

goes to one spouse, the excess should reduce the re

cipient's overall basis in the other community properties 

he holds. The spouse giving up the cash is entitled to 

an increase in his overall basis in non-cash properties. 

Similarly, if one spouse assumes more than half of the 

community debts, that spouse will have an increase in 

his overall basis. 

The spouse relieved of the debt will have a de

creased basis in the assets. The adjustments should be 

made on the basis of all properties involved in the 
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exchange, and be based oA relative values. The basis of 

property as well as its market value should be considered 

in dividing the property. This is because a subsequent 

disposition of the assets may involve a tax consequence 

that affects the equality of a division based solely on 

market value. 

Losses Disallowed 

Even though gains may be recognized upon transfers 

between spouses, losses are not. The Internal Revenue 

Code disallov/s losses from sales or exchanges of property 

between members of the same family.-̂  Family is defined 

to include the spouse of an individual. V/here the gain 

to one spouse is recognized at the time of a taxable 

transfer, any loss suffered by the other is not recog

nized unless the marital settlement can be drafted so 

that the sale or exchange occurs after the divorce is 

final and the parties are no longer husband and wife. 

Seemingly, this result could be achieved by either a 

provision that allows a sale or exchange to take place 

after the final divorce decree, or by a marital settle

ment that is directly conditional upon court approval 

and incorporation in the final judgment of divorce 

specifically providing that a condition subsequent to the 

Section 267, Internal Revenue Code, 1954. 
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final divorce must be met before an actual sale or ex

change of the property occurs. Another method is to have 

the property upon which the loss will be sustained di

vided equally between the spouses, with one spouse having 

an option to purchase the other's share at an agreed 

upon price after the divorce is final.-̂  

Even if the settlement is devised to get around 

the provisions disallowing losses on transactions between 

family members, some losses will still not be deductible. 

This is because the Code precludes the recognition of loss 

resulting from a disposition of property held for personal 

use. Much of the property in a marital settlement agree

ment falls into this classification. 

Alimony 

The Internal Revenue Code provides that periodic 

payments to a wife from her husband under a decree of 

divorce or separate maintenance are to be included in her 

gross income^ and allowed as a deduction on the husband's 

return.^ Conditions under which the wife must include 

the payments in her gross income are: 

^John L. Bell, Jr., "Tax Planning in Divorce", 20 
Sw. L.J. 726, 734 (1966). 

"̂ Section 165(c) Internal Revenue Code, 1954. 

-̂ Section 71(a), Internal Revenue Code, 1954. 

^Section 215, Internal Revenue Code, 1954. 
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(1) there must be"a decree of divorce or legal 

separation; 

(2) payments must be periodic after the decree; 

(3) payments must discharge a legal obligation 

imposed on the husband because of the marital 

or family relationship; 

(4) payments must be made pursuant to a decree or 

written instrument incidental to the divorce 

or legal separation. 

Proper tax treatment of alimony or support payments 

made to divorced wives has been the subject of a consid

erable amount of litigation in common law states as well 

as community property states. In addition to all other 

problems that can arise, Texas law creates one that is 

peculiar to Texas taxpayers. There is no provision for 

legal separation in Texas; therefore, Texas taxpayers are• 

only concerned with payments made under decrees of divorce. 

The problem arises here, since Texas, because of its com

munity property system, makes no statutory provisions for 

payment of support or permanent alimony to the wife; and 

the divorce court has no authority to provide for ali

mony. A Texas husband, because of this, does not make 

alimony payments "to discharge a legal obligation imposed 

because of marital or family relationship." 

^McBride v. McBride, 256 S.V/.2d 250 (Tex. Civ. App. 
1953). 
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Regardless of the.prohibition of the state law, 

some couples have attempted to obtain the benefits of 

splitting income by way of a permanent alimony arrange

ment. If the parties desired to use this arrangement, 

it has been possible to draft an agreement that included 

payments to the wife that qualified as periodic and yet 

were not classed as alimony under state law. Thus, the 

solution for some time was to meet the requirements of 

the Federal law without running afoul of state law. Under 

this approach, it was fatal to incorporate into the agree

ment a support and maintenance clause contrary to public 

policy of the state. On the other hand, the agreement 

had to be worded so that the periodic payments would not 

be construed to be a purchase and sale of some of the 

community property. In this case, the result was that 

the payments by the husband had to be capitalized. 

There have been several cases decided that con

sidered this point, some in which the taxpayer was able 

to deduct the payment and some in which he was not. Some 

early cases decided for the taxpayer were Scofiels v. 

Greer, and Hogg;.̂  A case in which the holding was 

against the taxpayer is Campbell v. Lake.-̂  In Hogg, the 

^Scofield V. Greer, l55 F.2d 551, (5th Cir. 1950), 
Affg. 59 F.S. 1^ (W.D. Tex. 1950). 

^Thomas E. Hogg. 13 T.C. 361 (1950), NA 1950-1 C.B. 
7, Dismd. on Stipulation of the parties (5th Cir. 1951). 

^Campbell v. Lake, 220 F.2d 341 (5th Cir. 1955). 
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husband had been providing the v/ife with a specific 

amount per month for her support before the divorce was 

granted. The court reasoned that the wife had traded her 

present right to support before filing her petition for 

divorce for a future contractual right to support follow

ing the divorce. This exchange was stated to be in re

lease and relinquishment of her property rights, although 

there was evidence that there was no community property 

and the wife had been assigned certain assets. In Greer, 

the parties had divided the community property and the 

husband had agreed to pay monthly support payments so 

long as the wife remained unmarried. In Lake, the Fifth 

Circuit did not accept the taxpayers position that pay

ments were in addition to the property division. The 

agreement stated that payments were in lieu of the wife's 

share of the community property. 

In a recent decision, the confusion and uncertainty 

seems to have been clarified. The Court said even if the 

provision calling for periodic payments for the wife's 

support are unenforceable under local law, the alimony 

treatment is still available for tax purposes if the pay

ments qualify under the tax law and are, in fact, made. 

The Court based its decision on what it considered to be 

the intent of the Code, and a desire to have uniformity 

in' the tax law. The Court said that the drafters of the 

Code did not intend to exclude such payments because they 
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were made in Texas and provide for deduction of such pay

ments for identical purposes in all other states."'-

Temporary Alimony 

Although Texas courts cannot av/ard permanent ali

mony, they may award alimony "pendente lite" for support 

of the wife while the divorce is pending. Payment of 

"temporary alimony" out of community property funds ordi

narily will not affect the tax situation because of the 

wife's half interest in the community income. It is 

possible to use the traditional alimony treatment for 

such payments to the extent that they exceed the wife's 

share of the community income for the year in which she 

receives them, or in case the payments are made out of 

the husband's separate property.*^ 

Payment of Taxes 

Taxes for the year of divorce is another important 

item that often is not given much thought before the di

vorce is granted and taxes become due. In the year of 

divorce the individuals are required to file separate 

returns. The community is dissolved by a divorce; each 

^Taylor v. Campbell, 335 F 2d 541 (5th Cir. 1955). 

^Rev. Rul. 62-115, C.B. 1962-2, p. 23, also see 
Blanche Curtis Nev/berry, 46 T.C. 690 (1966). 
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spouse must report half of the community income earned 

during the year before the divorce is granted, plus the 

taxpayer's separate income for the balance of the year. 

V/ithholding tax and estimated tax payments attributable 

to the community income must also be divided betv/een the 

spouses. If the husband and wife are only separated or 

the divorce decree has not been made final at the end 

of the taxable year, the couple then has the choice of 

filing a joint return or separate returns. If separate 

returns are filed, neither spouse is entitled to use head 

of household rates; all other restrictions and limitations 

that normally apply v/hen a married couple file separate 

returns are applicable. If a joint return is filed, both 

parties become jointly and severally liable for the tax 

shown on the return and for any deficiencies that are 

assessed. Provisions in the separation agreement or 

divorce decree regarding the payment of taxes are not 

binding on the Internal Revenue Service. 

A taxpayer that fails to file a proper income tax 

return, even one that has been divorced and has no access 

to an absent spouses income information, may be subject 

to the following punishment: 

^Gilmore v. U.S.. 290 F.2d 942 (Ct. CI. 1961) 
Rev. & Rem. on another issue 372 U.S. 39 (1963). 

2 Muriel Dodge Newman. 13 T.C. 397 (1949). 
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(1) Six per cent interest on the tax deficiency;^ 

(2) Six per cent penalty for failure to file a 
report of the estimated tax or for under
payment of the estimated tax;2 

(3) Five per cent per month delinquency penalty 
(not to exceed twenty-five per cent) if no 
return is filed;3 

(4) Five per cent negligence penalty;4 

(5) Fifty per cent civil fraud penalty (which, if 
applicable, eliminates the possibility of 3 and 
4 above);^ 

(6) Possible criminal penalties.° 

To avoid these consequences the taxpayer should 

file the most exact return possible under the circum

stances. The return should show the name of the absent 

spouse, his or her last known address, and any informa

tion the taxpayer can furnish in regard to allocation of 

the community income. Filing the return starts the run

ning of the three-year limitation period. If the income 

is understated twenty-five per cent or more, there is a 

six year limitation period. Failure to file a return 

will postpone indefinitely the limitation period, the 

same as would the presence of fraud. 

•̂ •Section 6601(a), Internal Revenue Code, 1954. 

^Section 6654, Internal Revenue Code, 1954. 

^Section 6651, Internal Revenue Code, 1954. 

^Section 6653(a), Internal Revenue Code, 1954. 

^Section 6653(b), Internal Revenue Code, 1954. 

^Section 7203, Internal Revenue Code, 1954. 



CHAPTER VI 

PROBLEMS CAUSED BY DEATH 

Income Durin/̂  Administration 

In Texas there are different ways in which the ad

ministration of the estate of a deceased spouse may be 

accomplished. The surviving spouse may administer the 

estate without any kind of authority from the court. The 

survivor may administer the estate after a formal quali

fying procedure in the probate court. The decedent may 

have left a will naming an independent executor. The 

person taking care of the estate, whether he be executor 

or administrator, performs the same duties and acts in a 

dual capacity. He has the duty to collect the decedent's 

share of the community debts; pay the decedent's Federal 

estate tax; collect for the state of Texas an inheritance 

tax imposed on the decedent's legatees; and administer 

the residue under the decedent's will. He is also under 

the duty to take and hold the surviving spouse's share 

of the community estate; and, from it, pay the survivor's 

share of the community debts and remit the residue to the 

survivor. In this capacity, he acts as trustee for the 

survivor and his creditors. 

Acting in this dual capacity, the executor faces 

the tax question of how income received during the period 

64 
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of administration is to be reported. In 1937, the Fifth 

Circuit held that the executor, as statutory trustee, was 

ovmer of the surviving wife's share of the community and 

the wife could not be taxed on a gain derived from the 

executor's sale of her community property.-^ The question 

should the executor file a separate fiduciary return for 

the wife's share of the income was not answered by this 

decision. A few years later, the Tax Court held that a 

separate fiduciary return was not permissible.^ 

In 1950, the Fifth Circuit was again called upon to 

decide if a surviving spouse, in Texas, could include in 

his return his share of income from the community estate. 

This time the husband was the survivor, and the court 

held that he could report the income. This was because 

Texas administration statutes give the wife's executor 

less control than is given to the husband's executor.^ 

The same Court handled the same question again in 1955; 

this time the wife was the survivor. The holding was that 

the wife was taxable on her half of the income from the 

community estate.^ One judge dissented and two wrote 

•̂ Barbour v. Comm'n. , 59 F.2d 474 (5th Cir. 1937). 

^Clara V/ilson. 2 T.C.M. 946 (1943). 

^Blackburn v. Comm'n., l50 F.2d 952 (5th Cir. 1950). 

^Sneed v. Comm'n., 220 F.2d 313 (5th Cir. 1955). 
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separate opinions: one thought the Barbour case should 

be overruled; the other distinguished the two cases. The 

Service accepts and applies the rule laid down in Sneed."'" 

The Sneed rule is also applied in other community property 

states. 

The Sneed rule appears to be correct; while the 

executor acts in a dual capacity, he is not administering 

two separate estates but undivided interests in a single 

estate. He has the statutory duty of collecting all of 

the community income and paying the community debts out 

of it, and then distributing one-half of the remainder to 

the survivor, and the other half to the decedent's lega

tees. Acting in the capacity as executor and having these 

duties with respect to the property, it seems that only a 

single fiduciary return should be required. As to the 

portion of the property that represents the survivor's 

interest, the executor's duties are limited. There are 

only three things he can do with this half of the income: 

pay it currently to the survivor, apply it to payment of 

community debts, or accumulate it for future distribution. 

In either case, the income would be taxable to the sur

vivor. The right to accumulate the income is solely for 

the purpose of paying community debts. The survivor's 

consent must be obtained before his half can be used to 

^Ibid. 
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pay the decedent's taxes; mien the executor retains the 

survivor's share of the income, he must credit the sur

vivor's account and eventually make a distribution. 

Under the Federal tax statutes, income received by 

an executor during the period of administration which is 

"property paid or credited" to any beneficiary is de

ductible by the executor on the fiduciary return;^ and 

the amount "paid or credited" is taxable to the bene

ficiary. ̂  According to these rules and the rule in the 

Sneed case, the proper procedure for the executor during 

the administration of the estate is to file a single 

fiduciary return reporting all the income received by 

him. As to the survivor's share, whether the executor 

distributes it, uses it to pay the community debts, or 

accumulates it, he should take a deduction on the fiduciary 

return for the survivor's share; and the survivor should 

report the full share on his or her individual income tax 

return. 

Funeral and Administration Expenses 

In Texas, the entire amount of the funeral expense 

is deducted from the decedent's half of the community 

property.^ The Tax Court has held that only one-half of 

Section 661, Internal Revenue Code, 1954. 

Section 662, Internal Revenue Code, 1954. 

3Blair V. Stewart L9 F.2d 257 (5th Cir. 1931), 
Cert, denied 254 U.S. 658 (1931). 
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the administration expenses, including the executor's, 

attorney's, and accounting fees, are deductible in deter

mining the estate tax on the decedent's share of the com

munity. This decision was based on the fact that, under 

Texas statutes, the executor is holding both halves of 

the community estate for the purpose of paying community 

debts during the period of administration. Half of the 

expense is deemed chargeable to the estate of the sur

viving spouse. 

Both of these rules are currently applied by the 

Internal Revenue Service and are generally followed by 

executors. The rule as to the administration expenses 

being chargeable to the surviving spouse in the final 

accounting results in the surviving spouse receiving a 

non-business expense deduction on his income tax return. 

The estate has the option of taking its half as a de

duction for either estate tax or income tax purposes.3 

This treatment of administration expense works 

to the advantage of the family. The income tax deduction 

to the surviving spouse is usually more beneficial than 

it would be as an estate tax deduction, as the income tax 

rates are higher than the estate tax rate. Also, the 

survivor's estate is reduced, resulting in lower estate 

^Estate of Schumacher, 5 T.C. 453 (1947). 

^Section 212, Internal Revenue Code, 1954. 

^Section 642(g) Internal Revenue Code, 1954. 
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tax rates at the survivor's death. This treatment of the 

administration expenses has received general acceptance, 

undoubtedly because of these considerations. 

Distributing the Community Estate 

The estate that is distributable to the legatees 

will be less than the portion distributed to the surviving 

spouse because of estate and inheritance taxes. Also, the 

executor may have used some of the survivor's funds to pay 

the decedent's taxes; in this case, he must account to the 

survivor for their use. Because of these considerations, 

a disproportionate distribution must be made in favor of 

a surviving spouse. In this final accounting, the sur

viving spouse may accept properties of one kind and the 

decedent's heirs and legatees properties of another kind. 

For a time, it v/as thought that such distribution of prop

erties of unlike kind involved taxable exchanges between 

the surviving spouse and the decedent's beneficiaries. 

The Tax Court has held that such "in-kind" partitions and 

divisions are not commercial transactions to which the 

exchange provisions of the taxing statutes are directed.•'• 

This decision represents the policy of the Treasury De

partment. Since the tax basis of the surviving spouse's 

interest in the community is stepped-up at death, these 

^M. L. Lang. 35 B.T.A. 95 (1936). 
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exchanges, even if taxable, would ordinarily not result 

in a taxable gain. 

Tax planning should be considered in making the 

final distribution of the community estate. Both future 

income and estate taxes should be considered. If the 

deceased has left his share to the children, the surviving 

spouse can take property that produces a low income and 

transfer the higher yield properties to the children. By 

spreading the income over a larger group, the family will 

pay less income tax than it will if the surviving spouse 

retains the higher yield properties. Also, consideration 

should be given to distributing property subject to ap

preciation to the children, with the surviving spouse re

taining properties of a more conservative nature. This 

will remove the appreciated value from estate taxation at 

the death of the surviving spouse. 

Basis and Holding Period 

If real or personal property is acquired through 

bequest, devise, or inheritance, or if the property passed 

from the decedent's estate, or from a decedent to any per

son, its basis is the fair market value at the date of the 

decedent's death.-̂  However, the executor may elect to 

value the property for estate tax purposes at its value 

Section 1014, Internal Revenue Code, 1954. 
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one year after the decedent's death; or, if the property 

is distributed within one year after death, at its value 

at the time of distribution.^ If the executor makes this 

election, then this value is used for income tax purposes. 

In all community property states, if at least one-

half of the community estate was includable in the de

cedent's gross estate, for estate tax purposes the sur

vivor's half is treated as having been acquired by devise, 

bequest, or inheritance. This is true whether or not the 

estate is required to file a return. Because of this, the 

entire community estate acquires, as its basis, the fair 

market value at the date of death or on the alternate 

valuation date, if applicable. This applies where the 

spouse's death occurred after December 31, 1947. Also, 

it is applicable where the spouse died before January 1, 

1945, and after October 21, 1942, if an estate tax was 

paid on the surviving spouse's share of the community 

estate to the extent it was included in the gross estate; 

but only if the basis will be increased."^ 

The Revenue Act of 1942, required the entire com

munity estate to be included in the estate of the decedent, 

except as was attributable to compensation for services 

1954. 

•̂ Section 2032, Internal Revenue Code, 1954. 

^Section 1014(b)(6), (7), Internal Revenue Code, 
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rendered by the surviving spouse, or to the surviving 

spouse's separate property. As a result of the 1942 Act, 

it was possible for the survivor's portion of the com

munity property to be included in the decedent's estate 

at fair market value and, at the same time, retain its 

basis of cost for income tax purposes. This situation 

arose where the entire community estate v/as included in 

the deceased husband's estate by Federal law, and under 

local law the wife's interest was a present vested inter

est equal to that of the husband and did not cease at his 

death. Here, the wife was not considered to take her 

share as a legatee, devisee, or heir; her basis in her 

portion of the community property was the cost or com

munity basis rather than the fair market value at the 

date of the husband's death. The basis of the husband's 

one-half of the community estate was the fair market value 

as of the date of his death.-̂  

The Revenue Act of 1945, brought a change in this 

provision. After the 1945 Act, the surviving spouse was 

treated as having acquired his or her half of the com

munity property from the deceased. Thus, the basis for 

both halves is determined in the same manner as for any 

other property acquired from a decedent. This treatment 

was carried over into the Internal Revenue Code of 1954, 

^I.T. 3505, C.B. 1946-2, p. 55. 
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and has been very beneficial to surviving spouses in the 

community property states during the recent inflationary 

periods.•'-

This statute puts the executor or administrator of 

the community estate into the position of having to con

sider both the estate tax and income tax effects of de

cisions that he makes. From the estate tax viewpoint, 

the objective will be to keep property values as low as 

possible. From the income tax viewpoint, it is desirable 

to have a higher value placed on the property so as to 

obtain a higher basis for loss, gain, depreciation, or 

depletion purposes. Usually, with respect to inventory 

type properties, depreciable, depletable, or property 

that is likely to be sold, the executor should use as 

high a value as is reasonable. The value of other prop

erty should be kept lower. The higher valuation natu

rally increases the estate tax on the decedent's portion 

of the estate, but this higher valuation gives a higher 

basis and thus a lower gain to be taxed at capital gains 

rates if the property is sold. As the estate tax is only 

calculated on half of the community estate, while the 

capital gain tax would be calculated on both halves, it 

would normally be less total tax expense to pay the higher 

estate tax resulting from higher valuations. As to gain 

^Section 1014(b)(6), Internal Revenue Code, 1954. 
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on inventory or depreciable type property, normal inccnie 

tax rates ordinarily would be applicable; the reduction 

in normal income tax on both halves will undoubtedly be 

substantially greater than the increase in the estate 

tax on half. 

The words "community property held" as used in Sec

tion 1014(b) (6) of the Code does not include separate 

property that has previously been converted from community 

property into separate property of the surviving spouse.-̂  

Accordingly, the surviving spouse does not get a stepped-

up basis for property which was held by the spouses at the 

date of the decedent's death as tenants in common.^ 

The holding period of a surviving spouse's share of 

the community dates from the date of acquisition by the 

community. The holding period of the share deemed acquired 

or inherited from the deceased spouse begins on the date 

of the decedent's death.3 

^Vinnie A. Murphy. 41 T.C. 605 (1964), affd 342 F. 
2d 356 (9th Cir. 1964). 

^Rev. Rul. 65-50, I.R.B., 1965-7, p. 20. 

^Rev. Rul. 59-220, C.B. 1959-1, p. 210. 
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The son and his wife -in this case were not re
quired under Section 51 of the Code to file a 
joint return. The return form v/hich v/as filed is 
not regarded as "a joint return with his spouse 
under Section 51" for the purpose of the exemp
tion set forth in Section 25 (b)(1)(D) of the 
Code but instead constitutes a claim for a refund 
within the scope of Section 322 of the Code. 
Accordingly, it is held that the taxpayer may 
claim his son and his daughter-in-law as his de
pendents for Federal Income Tax purposes provided 
the other requirements for a dependency credit 
are met.J-

In 1957, the Tax Court refused to allow a taxpayer 

to claim his daughter-in-law as a dependent for the tax 

year of 1946, because she filed a joint return with her 

husband. The Tax Court felt that even though the 1040 

was a claim for a refund it was still a joint return.^ 

This decision by the Tax Court, of course, caused con

fusion and uncertainty until 1965, when in request to 

advice on this question, the Internal Revenue Service 

issued a ruling affirming Rev. Rul. 54-567. The Service 

felt that the Tax Court determination of the statute of 

limitations effectively disposed of the exemptions claimed 

in 1946, and thus, did not agree with the Court's position 

on the status of the return. 

This ruling said, "The Service will not rely on the 

decision in the case of Vonnie M. Hicks v. Commissioner, 

^Rev. Rul. 54-567, C.B. 1954-2, p- 105, (this rul
ing is based on the 1939 Code). 

^Vonnie M. Hicks. Paragraph 57,024 P.H. Memo. T.C. 

poujc ~^'S 



CHAPTER VII 

MISCELLANEOUS ANOMALIES 

Joint Return as a Claim for Refund 

Ordinarily, a person who files a joint return can

not be claimed as the dependent of another taxpayer. The 

Internal Revenue Code of 1954 says: 

No exemption shall be allowed under this subsec
tion for any dependent who has made a joint re
turn with his spouse under Section 6013 for the 
taxable year beginning in the calendar year in 
which the taxable year of the taxpayer begins.-'• 

Despite the wording of the statute, in a community 

property state one spouse can earn in excess of $600, file 

a joint return, and still be claimed as a dependent on 

the tax return of another taxpayer. In 1954, the Treas

ury ruled on a situation in which a taxpayer furnished 

$1500 (more than 50^) for the support of his son and the 

son's wife. The son was domiciled in Texas, earned $1000, 

and filed a joint return to get a refund of the tax that 

had been withheld. Since the income was community income, 

neither spouse would have been required to file a return. 

The ruling was that the son and his wife could be claimed 

as dependents because: 

^Section 151(e)(2), Internal Revenue Code, 1954. 

75 
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T.C. Memo. 1957-24, to disallow a dependency exemption 

otherwise allowable, where a joint return is filed by the 

dependent and his spouse merely as a claim for refund 

and where no tax liability would exist for either spouse 

on the basis of separate returns."-^ 

Multiple Support Agreements 

A multiple support agreement sometimes can be used 

to the taxpayer's advantage because of community property 

laws. For example, if the oldest of several children works 

and contributes 20^ toward the support of the family, and 

the father's earnings are low; some of the exemptions 

might be wasted if the father and mother claim all of 

them. 

Since the mother and father are deemed to have 

each contributed 40^, they may enter into a multiple sup

port agreement which will allow the oldest child to claim 

one or more of his brothers or sisters as dependents."^ 

Of course, the total number of exemptions should be allo

cated so as to result in the lowest possible overall tax 

to the family. 

•'-Rev. Rul. 65-34, C.B. 1965-1, P- ̂ 6. 

^Section 152(c), Internal Revenue Code, 1954. 

^Rev. Rul. 61-52, C.B. I96I-I, p. 23. 
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Losses 

Losses take the character of the property itself. 

If a loss is suffered on community property, it is a com

munity loss and is to be shared equally by the spouses on 

separate returns. As illustrated in Chapter IV, a loss 

on separate property is to be deducted by the person that 

owns the property. Spouses domiciled in a community prop

erty state get special treatment on certain losses. If 

an individual sustains a trade or business loss of more 

than $50,000 in each year for five consecutive years, his 

loss deduction will be limited.-̂  This rule applies v/hen 

the deductions of the business, not counting some spe

cially treated deductions, exceed its gross income by 

$50,000 for each of five consecutive years; the taxpayer's 

taxable income must be refigured. Taxpayers domiciled in 

community property states are subjected to these same 

rules, with the exception that the dollar limitation is 

$100,000. The regulations provide for treating the hus

band and wife as two individuals engaged separately in 

the same trade or business with the following wording: 

IVhere a taxpayer is engaged in a trade or business 
in a community property state under circumstances 
such that the income therefrom is considered to be 
community income, the taxpayer and his spouse are 
treated for purposes of Section 270 as tv/o indi
viduals engaged separately in the same trade or 

•̂ Section 270, Internal Revenue Code. 1954. 
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business and the gross income and deductions 
attributable to the trade or business are allo
cated one-half to the taxpayer and one-half to 
the spouse.-•-

Separate returns are often filed v/hen there is not 

capital loss within the tax year on community property. 

As each spouse has a separate capital loss, both have the 

benefit of the $1,000 capital loss deduction.^ Thus, by 

filing separate returns, a $2,000 capital loss may be de

ducted per year. Under the current tax law, capital losses 

can be carried forward indefinitely or until used up. Be

cause of this, the opportunity for spouses to file sep

arate returns and each claim a $1,000 loss deduction is 

not as important today as it was when a capital loss 

could only be carried forv/ard five years, and if not ex

hausted in that time, it was lost. The reason couples 

can file separate returns and deduct a $2,000 loss, while 

the filing of a joint return limits the deduction to 

$1,000, is not explained anywhere in the Code or Regu

lations. 

In 1955, and 1956, a couple domiciled in California 

attempted to take a $2,000 capital loss deduction on a 

joint return, the Tax Court would not permit this.^ The 

•̂ Section 1.270-l(a) (4), Income Tax Regulations, 
1954. 

^Section 1211, Internal Revenue Code, 1954. 

3John E. Ross. 37 T.C. 445 (1961). 
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Tax Court looked to earlier cases it had decided, one of 

which stated: 

It v/ould be peculiar illogic to permit the 
"joint" return to give the benefit of offset of 
gains and losses not available to the individ
ual by merging all items, including capital 
gains and losses of the spouses, yet to say that 
in one very particular respect, the limitation 
on capital losses, there is no such merger, and 
that the identity of the taxpayer is preserved, 
so that each can individually take a deduction 
of $2,000 (the present amount is $1,000) capi
tal losses. The limitation, like the offsetting 
of gains and losses, is not separate, but a part 
of the method of computation of the income under 
the integrated return.1 

The above was quoted by the Court from its decision 

in Martin L. Levy. 46 B.T.A. 1145 at page 1145. The 

Court acknowledged that Levy did not arise in a community 

property state and with no further explanation said the 

holding was applicable. 

Retirement Income Credit 

The retirement income credit provided by the Code^ 

for certain taxpayers, when combined v/ith community prop

erty laws, can either be a benefit or a detriment depend

ing on the facts. The division of the earned income may 

reduce or eliminate the retirement income credit. On the 

other hand, it may cause a spouse that did not v/ork to be 

•̂ Ibid. 

^Section 37, Internal Revenue Code, 1954. 
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eligible for the credit when he or she would not other

wise be qualified. 

In non-community property states, if only one 

spouse has "earned income" in any ten years immediately 

preceding the taxable year, only that spouse is qualified 

to use the retirement income credit. Thus, if separate 

returns are filed, only the spouse that qualifies may de

duct the credit. On a joint return, the credit is ap

plied against the tax on that return, but only the quali

fying spouse's retirement income is considered in making 

the computation. There is an exception to this if both 

spouses have attained the age of 65 and either spouse is 

qualified, then both are considered as having received 

the required amount of income. 

In community property states, if one spouse is re

tired and receives retirement pay, while the other spouse 

is employed, the entire credit can be lost rather easily. 

In a situation of this type, which occurred in California, 

the wife was a retired public schoolteacher receiving 

income from a public retirement system pension. Her hus

band was employed and earned approximately $5,000 per 

year. One-half of the salary earned by the husband was 

attributable to the wife as earned income and resulted in 
1 

her retirement income credit being completely eliminated. 

If the couple had been domiciled in a non-community prop

erty state, the husband's earned income v/ould not have 
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had any effect on the wife's right to claim the credit. 

The fact that a different result would have been reached 

in a non-community property state does not violate the 

taxpayer's constitutional rights."'" 

If income constitutes community income, the hus

band takes into account his share of such income in de

termining if he is eligible for the credit. Also, the 

wife takes into account her portion of the income in de-
2 

termining her eligibility. This rule ordinarily v/ill 

cause both spouses to be either eligible or ineligible 

for the credit. This often works to the taxpayers ad

vantage as the following examples illustrate. 

Consider the situation where both spouses are 66 

and retired; each is qualified under the 10-year-earned-

income test. Their income for the tax year consists of 

$3,000 retirement income, $2,045 in Social Security, and 

$2,400 earned by the husband from a part-time job. Their 

retirement income credit is $150 computed as follows: 

(a) Retirement Income 
(b)(1) Maximum retirement Income for 

Credit Computation 
(2) Less Social Security 
(3) Balance 

(c) Retirement Income Credit (15^ of 
the lesser of (a), or (b)(3) 

Husband Wife 

1,524 
1.024 

$1,500 $1,500 

$ 500 $ 500 

1,524 
1,024 

$ 75 ^ Zi 

•R. B. Gantt. 46 T.C. 290 (1966). 

'Rev. Rul. 55-597, C.B. 1955-2, p. 15. 
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The retirement income, the social security income, 

and the earned income are divided equally between the 

spouses. The earned income will not cause a reduction 

in the retirement income credit because each spouse's 

share did not exceed $1,200. For taxpayers between the 

ages of 65 and 72, earned income in excess of $},200 re

duces the retirement income. There is a reduction to the 

extent of 50^ of the amount of earned income over $1,200 

and up to $1,700, and 100^ of any amount over $1,700. 

In a common law state, the earned income would be 

attributable to the husband and, combined with his social 

security benefits, would eliminate his retirement income. 

The wife's credit would be computed solely on her separate 

retirement income and her social security benefits.^ 

Assume a husband and v/ife, age 65 and 60 respec

tively with the wife receiving a private pension, neither 

the husband nor the wife would have retirement income if 

they are domiciled in a common law state. This is because 

income from a private pension does not count as retirement 

income unless the recipient is 65 or over. In a community 

property state, the wife still would not have retirement 

income because of her age. However, the husband is 65 and 

may consider his one-half of the pension as retirement 

income. 

iRev. Rul. 63-167, C.B. 1963-2, p. 17. 

^Rev. Rul. 55-595, C.B. 1955-2, p. 17. 
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Public pensions count as retirement income even 

though the taxpayer is under 65 years of age. Consider a 

husband, aged 65, receiving a pension from a public re

tirement fund and his wife is 57. In a community property 

state, both will have retirement income. In addition, the 

husband would be entitled to claim his share of community 

rents, dividends, interest, or private pension as retire

ment income. The wife could not claim the credit on her 

portion of the community income other than the public 

pension. Under this set of facts, if the couple are domi

ciled in a non-community property state, only the husband 

would have any retirement income. 

In a community property state, if either the hus

band or v/ife had earned income in excess of $1,200 for at 

least ten years, each spouse will be qualified for the re

tirement income credit. Each would be entitled for the 

maximum amount of retirement income $3,524 on which to 

compute the credit. This is applicable whether they file 

a joint return or separate returns. Upon this set of facts 

is a non-community property state, only the spouse that 

actually earned the income would be able to qualify for 

the credit as the other spouse would not have the neces

sary prior earned income to qualify for the credit. How

ever, the elective feature would allow the spouses a com

bined maximum amount of $2,256 of retirement income on 

which they may compute their combined retirement income 
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credit, if both are 65 or over, and they file a joint re

turn. If separate returns are filed, then only the 

spouse that earned the qualifying income is qualified for 

the credit; and he or she would be limited to a maximum of 

$1,524 of retirement income on which to compute the credit, 



CHAPTER VIII 

SUMT̂ ARY AND CONCLUSIONS 

The concepts of community property ovmership have 

presented problems almost from the beginning of the Fed

eral income tax on individuals. These problems have 

bothered taxpayers in all the community property states 

and the Internal Revenue Service as well. Questions that 

arose did so because in drafting and enacting the Federal 

Tax laws the unique property rights created by the com

munity property statutes were not considered. The tax 

statutes were designed on the basis of common law prin

ciples of property ownership. 

The impact of the basic principles of community 

property law has had considerable influence upon the de

velopment of Federal Tax Statutes. These principles have 

done more to shape the growth of Federal Taxation than 

any other one factor. Likewise, the Federal tax law has 

had considerable influence upon the expansion and develop

ment of community property laws. This is shown by the 

widespread interest in and the adoption of the community 

property system of ownership by many states as Federal 

taxes increased in the 1930's and 1940's. Both, Texas and 

California have made significant changes in their community 

property laws because of Federal tax laws. California 

56 
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made a change in 1927, that gave the wife a present vested 

interest in the community property rather than a mere ex

pectancy. In 1945, Texas amended its constitution to per

mit a husband and wife to partition the community property. 

This was because of the discrimination against community 

property in application of the estate tax and income tax 

under the Revenue Act of 1942. This discrimination was 

eliminated by the Revenue Act of 1945. 

Before optional income-splitting was available to 

all married taxpayers, regardless of the domiciliary 

state, couples domiciled in community property states had 

a distinct advantage through the use of joint returns. 

They could file separate income tax returns in which each 

spouse reported one-half of the community income. Split

ting the income between two returns resulted in the in

come being taxed at lower rates, and thus a lower total 

tax. The Revenue Act of 1945, authorized optional income-

splitting by way of joint returns. This act was an ob

vious attempt to eliminate the differences in taxing in

dividuals based simply on the geographical location of 

the individual's home. Some writers have suggested that 

the 1945 Act was also an attempt to halt the spread of 

community property to common law states. V,Tiether or not 

it was intended to have this effect, the spread of com

munity property was halted. After the Revenue Act of 

1945, not a single state adopted a community property 
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system, and all of the states that had enacted community 

property laws in the 1930's and 1940's repealed their 

statutes almost immediately. The so called optional in

come-splitting has now been the law for over twenty years. 

There have been many changes in the Federal tax law dur

ing this period, including the enactment of the Internal 

Revenue Code of 1954, but the joint return provision has 

remained throughout this period wit hout any significant 

change. There has not been any change in the tax laws 

that affected as many taxpayers as the joint return pro

visions, with the exception of the tax rate itself. V/ith-

out a doubt the Revenue Act of 1945, is one of, if not, 

the most important revenue acts that has been passed by 

Congress. 

In the years that optional income-splitting has 

been with us, there has been very little criticism of this 

method. Some criticism has been that the provision dis

criminates against the unmarried taxpayer. This criticism 

has some validity when the single taxpayer is the un

married head of a family. Here, however, special tax 

rates give some relief. V/here the single taxpayer has 

no dependents and is not the head of a family, the criti

cism has very little, if any, merit. The point that al-

v/ays seems to be overlooked is that the tax on a husband 

and v/ife is twice the amount that a single taxpayer would 

pay on one-half of their taxable income. Tv/o single tax

payers, with equal incomes whose aggregate taxable income 
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exactly equals that of a* husband and wife, v/ill pay the 

same amount of tax that the married couple pays; there are 

two taxpayers in both situations. 

The Revenue Act of 1945, was intended to eliminate 

the tax significance of community property laws. In this 

respect, it has been only partly successful. Since the 

1945 Act, the tax significance of community property laws 

has lessened but has not been entirely eliminated. New 

provisions of the Code when applied to community property 

concepts often create nev/ problems. The retirement in

come credit discussed in Chapter VII is an example of such 

a situation. There are still situations where the com

munity property laws work to the taxpayer's advantage. 

On the other hand, there are times when the community 

property laws are a disadvantage. Some situations of each 

type have been presented with suggestions on how to avoid, 

undesirable tax results and how to take advantage of situ

ations that offer a tax saving. However, avoiding the 

undesirable is not always possible. The situation cannot 

be changed by any amount of planning in some cases. While 

in some cases, the opportunity of taking advantage of the 

situation is present without any advance planning and re

quires only a knowledge of the opportunity that is present. 

The Certified Public Accountant, v/ho practices his 

profession in Texas or in one of the other seven community 

property states, owes it to himself and his client to 
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have a working knowledge of the community property laws 

that affect the taxpayer's tax liability. The type of 

practice that the accountant engages in will determine to 

a large degree the extent to v/hich he should be familiar 

with the state law. Naturally, if he is involved in 

estate or tax planning, his "knowledge" of the applicable 

tax liability based on completed transactions. This is 

not intended to suggest that the accountant needs to know 

all the community property law or that he should try to 

give his clients legal advice. The accountant does, how

ever, need to know when a problem exists, then he and the 

client's attorney may be able to avoid unfortunate tax 

effects such as sometime occur in divorce situations. 

In general, an awareness of the nature of the com

munity property system, and its important relationship 

to the Federal tax structure, is essential to the manage

ment and orderly disposition of the community property, 

V/ith such knowledge, an effective disposition of the com

munity estate can be made in accordance with the intent 

of both the husband and wife. Without this awareness, 

confusion and expensive litigation in the probate and 

tax court can result. 
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