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DIVORCE AND THE TAX CONSEQUENCES OF A
TRANSFER OR SALE OF THE MARITAL RESIDENCE

by Robert H. Brodrick

In many divorces, the marital residence is the most valuable asset to be equitably distributed.  The Taxpayer Relief Act of 1997 enacted several important changes affecting the tax consequences of a sale or transfer of the marital residence which should be considered in distributing marital assets by agreement or court determination.  For the purposes of this article, a marital residence means the principal residence of the parties, that is the residence they occupy most of the time if they own two or more homes.  It may be a house, houseboat, mobile home, cooperative apartment or condominium.

Transfer of a Residence to a Spouse
Under Section 1041 of the Internal Revenue Code, transfers of property between spouses, such as the marital residence, during the marriage or incident to a divorce, are not taxable events, and the adjusted basis of the property is not affected by the transfer.  A transfer of property is incident to a divorce if it occurs within one year after the date on which the marriage ceases or is related to the cessation of the marriage if the transfer is pursuant to a divorce or separation instrument, (including a modification instrument) and the transfer occurs not more than six years after the date on which the marriage ceases (IRC Sec. 1041([c]).  Any transfer not pursuant to a divorce or separation instrument or any transfer occurring more than six years after the cessation of the marriage is presumed to be unrelated to the cessation of the marriage.  However, this presumption may be rebutted by showing that the transfer was made to effect a division of property owned by the former spouses at the time of the cessation of the marriage.  Section 1041 does not cover unmarried couples living together.  

A transfer between spouses is treated as a marital gift for income tax purposes.  Even if the transfer is a bona fide sale, the transferee spouse does not acquire a stepped up basis in the transferred property.  The basis in the property transferred remains the transferor's adjusted basis for all purposes.  This carryover basis rule applies whether the adjusted basis was greater than, equal to, or less than the fair market value at the time of transfer, and determines gain or loss upon the subsequent disposition of the property by the transferee spouse.  A loss on the sale of a residence cannot be deducted, as it is considered a personal loss. Section 1041 applies regardless of whether the transfer is of property separately owned by the transferor or is a division, either equal or unequal, of jointly owned property.  Section 1041 applies even if the transferred property is subject to liabilities which exceed the adjusted basis of the property.  

Sale of Principal Residence Prior to May 7, 1997

Code Sec. 1034 and related regulations allow for non-recognition of gain, realized from the sale of a principal residence (prior to May 7, 1997), if the price of a new residence purchased within the two years prior to the sale or two years thereafter is as great as, or exceeds, the price of the old principal residence.  If the price of the new residence is less than the adjusted sales price of the old residence, gain is recognized to the extent of the difference.  If a new residence is not purchased, Section 1034 does not apply, and all of the gain is recognized.  Both residences must be owned and used as the taxpayer’s principal residence.  

Prior to May 7, 1997, Code Sec. 121 and the related regulations provided a once in a lifetime opportunity to exclude from gross income the first $125,000 of gain from the sale or exchange of a principal residence if: 1) the taxpayer has reached age 55 before the date of sale or exchange; and 2) he or she has owned and used the property as a principal residence for an aggregate period of three out of the five years ending on the date of sale.  This exclusion is available even if another residence is not purchased.  The exclusion does not apply if the sale occurs before the taxpayer reaches age 55, even though the taxpayer is 55 at the end of the tax year in which the exclusion is claimed on his or her income tax return.  

The $125,000 exclusion is strictly elective; it is not automatic.  If married, both parties must join in the election, whether separate returns or a joint return is filed.  The election is binding on both parties, even after a subsequent divorce.  No further election is available to either party or to their subsequent spouses should they remarry, even if the subsequent spouses are otherwise eligible to make an election and have not received a benefit from a prior election.  (Code Sec. 121[b]).

If the parties are married at the time of the sale or exchange, and file their tax returns on a married filing jointly basis, the full $125,000 may be taken even if only one of the parties fulfills the eligibility requirements (Code Sec. 121[d]). If married filing separately, each party can exclude $62,500 from the gain reported.  However, if married and filing separately, each party must then fulfill the age, use and ownership requirements.  

The same $62,500 exclusion is available even if the gain on the property is not divided equally.  However, if the parties are divorced, and then sell the marital residence, each party reports one-half of the gain (or whatever percentage agreed upon), and each can elect the full $125,000 exclusion, assuming each meets all of the specific use and ownership requirements.  They do not have to use the exclusion; it is elective as to each party if they file separate returns.  

Sale of a Principal Residence After May 6, 1997

The 1997 Taxpayer Relief Act repealed the rollover provisions of Code Sec. 1034 and the elective exclusion of $125,000 for taxpayers over age 55.  Instead, Code Sec. 121, as amended, now provides a single exclusion which is available to homeowners, without regard to age, and permits taxpayers to realize as much as $250,000 ($500,000 on a joint return) of gain on the sale of their principal residence, every two years, tax-free.  A taxpayer qualifies for this exclusion if, during the five year period ending on the date of sale, the taxpayer meets the following ownership and use tests: 1) owns the home for at least two years (the ownership test); and 2) lives in the home as the principal residence for at least two years (the use test); (Sec. 121[a]; 121[b][3][A]).

The maximum gain which can be excluded is $250,000 for a single taxpayer or $500,000 for a couple filing a joint tax return (Code Sec. 121[b][3]).  This exclusion does not apply and gain is recognized to the extent of any depreciation allowable with respect to the rental or business use of a principal residence (Code Sec. 121[b][6]).
For the purposes of this exclusion, if a taxpayer holds stock as a tenant/stockholder in a cooperative housing corporation, the ownership and use tests are that, during the five year period ending on the date of sale, the taxpayer met the following ownership and use test: 1) owns the stock for at least two years; and 2) uses the house or apartment that the stock entitles the taxpayer to occupy as the principal residence for at least two years.

The required two years of ownership and use, during the five year period ending on the date of sale, does not have to be continuous.  The ownership and use tests are met if the taxpayer can show that the home was owned and lived in as the principal residence for either 24 full months or 730 days (365 x 2) during the five year period.  Short temporary absences for vacations or other seasonal absences, even if the property is rented during the absences, are counted as periods of use.

In determining the period of ownership and use of a current principal residence, taxpayers may include periods of ownership and use of all prior residences with respect to which gain was rolled over to the present residence under prior Code Sec. 1034 (Code Sec. 121[g]).

If a residence is transferred to a taxpayer incident to a divorce, the time during which the taxpayer’s spouse or former spouse owned the residence is added to the taxpayer’s period of ownership.  A taxpayer who owns a residence is deemed to use it as a principal residence during the time the taxpayer’s spouse or former spouse is given the use of the residence under the terms of a divorce decree or separation instrument (Code Sec. 121[d][3]).

If married taxpayers file a joint return for the year of sale, they can exclude gain if either spouse meets the ownership and use tests.  If a spouse dies before the date of sale, their surviving spouse is considered to have owned and used the property as the principal residence during any period of time when the deceased spouse owned and used it as the principal residence.  If a taxpayer transfers ownership of the principal residence to a spouse or former spouse and the transfer was incident to a divorce, the transferee spouse is considered to have owned the residence during any period of time when the transferor spouse owned it.

There is an exception to the two out of five years use test.  A taxpayer who becomes physically or mentally incapable of self-care and who owns property and uses the property as his principal residence for periods totaling at least one year during the five year period is treated as using such property as his principal residence during any part of the five year period in which he resides in any facility licensed to care for individuals in the taxpayer’s condition (Code Sec. 121[d][9]).

The new rules governing the transfer or sale of a marital residence will permit divorcing couples greater flexibility in negotiating and structuring tax impacted property settlements.
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