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Foreword

The University of Wisconsin Law School is pleased to publish Marital
Property, Taxation, and Estate Planning in Wisconsin written by a
distinguished member of its faculty, Professor Howard S. Erlanger. Howard’s
interest in writing this book and other material on Wisconsin’s Marital Property
Act is a clear demonstration of the continued vitality of the Wisconsin Idea.

The book also benefits from the practical experience of Faye A. Patzner and
Kimberly A. Reinecke, two Wisconsin attorneys and Law School alumni, who
assisted Professor Erlanger. The result is a basic, practice-oriented book that
highlights problems, suggests solutions, and proposes valuable planning
techniques and strategies.

We are proud that this publication will join the growing body of
professional literature assisting Wisconsin lawyers in understanding the many
changes in practice, both subtle and significant, created by the Marital Property
Act.

Several individuals from the Law School participated in publishing this
book. Sheri Humphrey coordinated the project and provided editorial
assistance. Roger Bruesewitz handled the technical editing responsibilities and
coordinated printing. Joanne Breunig formatted the manuscript and typeset the
camera copy.

February 1991 ‘David E. Schultz
‘ Associate Dean
University of Wisconsin Law School






Introduction

This publication is a general introduction to taxation of marital property in
the estate planning context in Wisconsin. It is intended for the general
practitioner and nontax specialist, as well as for the lawyer who may be familiar
with tax principles but not with marital property rules. The goals of this book
are to:

(1) Identify the tax issues that are likely to arise in routine

estate planning for married persons;'

(2) Indicate the likely resolution of these issues, especially in

those situations where the result is fairly predictable; and

(3) Indicate sources of additional information concerning the

more complex topics and those issues where the resolution is

unclear.
As a result, this book is not intended to supplant existing sources of information
but instead serves as an introduction to them, hopefully making those other
sources more accessible. By far the most important reference source is the State
Bar of Wisconsin CLE publication, Marital Property Law in Wisconsin (by
Christiansen, Haberman, Haydon, Kinnamon, McGarity, and Wilcox), which is
frequently referred to in the footnotes, using the unpronounceable acronym
MPLW. Persons consulting that source should be certain that their copy
includes all updates. Chapters 10 (Estate Planning), 9 (Income and Transfer
Taxes), and 7 (Marriage Agreements) of that multivolume set are the most
relevant to the tax context. Readers unfamiliar with marital property law in
Wisconsin will find a comprehensive treatment of the central issues in chapter
2 (Classification of Property) of Marital Property Law in Wisconsin. Introductory
and summary treatments of marital property law may be found in Langer’s and
Roberson’s publication, A Guide to Property Classification Under Wisconsin's
Marital Property Act (State Bar of Wisconsin CLE, 1986),” and in Weisberger and
Meuer, A Marital Property Handbook (Center for Public Representation [Madison,
Wisconsin], 2d ed., 1989)> An overview of Wisconsin law in the context of

¥ One topic that may not be routine, but that nonetheless arises with some frequency, is that

of the buy-sell agreement among principals in a closely held business. Estate planning
involving buy-sell agreements is beyond the scope of this book but Is discussed in some detail
in MPLW 8§ 4.53 and 10.31.

* Note that the Langer and Roberson volume predates the Trailer Bill Il (1987 Act 393)
revisions of the Marital Property Act.

% Early articles concerning estate planning issues under the Marital Property Act which are
still useful include George A. Dionisopoulos, The Wisconsin Marital Property Law and Its Effect
on Estate Planning, 13 COMMUNITY PROP. J. 62-91 {1986), and Carl J. Rasmussen, The Sexual

xi



INTRODUCTION

other community property states may be found in Mennell and Boykoff,
Community Property in a Nutshell (West Publishing Co., 1988).

Citations to the Wisconsin Marital Property Act are to the original Act
passed in 1984 (1983 Act 186) as amended in 1985 by Trailer Bill I (1985 Act 37)
and in 1988 by Trailer Bill II (1987 Act 393). Citations are current through
June 30, 1990.

Citations to statutory notes to Trailer Bills I and II, and to notes to the
Uniform Marital Property Act, have the following status as authority:

(a) There are no legislative notes to the original Wisconsin Marital
Property Act (1983 Act 186). However, much of the Wisconsin Act is based on
the Uniform Marital Property Act. Hence, for each section of the Wisconsin Act,
one can check the corresponding section of the Uniform Act; if the provisions
are the same, then the comments to the Uniform Act are relevant for
interpretation of the Wisconsin Act.

{b) For Trailer Bill I (1985 Act 37), there are two sets of extensive notes
created by the Legislative Council Committee that drafted the statute. One set
was completed before the Act was passed, and these notes were enacted by the
legislature as part of the statute. Some of these notes were included by the
Revisor of the Statutes in the published version of the statutes. However, the
enacted notes that were published have no special legal status compared to
those that were not.

(¢) The second set of notes to Trailer Bill T (1985 Act 37) — referred to
as Supplementary Notes — was prepared by the same group that prepared the
first set, but the notes were not completed until after the Act was passed. The
Supplementary Notes were voted on and approved by the Legislative Council
Committee but not by the legislature. Hence, while they are important
indicators of legislative intent, they do not have the same official status as the
enacted notes.

(d) For Trailer Bill II (1987 Act 393), there are extensive notes, including
a long prefatory note, prepared by the Legislative Council Committee and
enacted by the legislature. '

Finally, readers should bear in mind that marital property can only be
created while the Marital Property Act applies to a marriage, i.e., those periods
after December 31, 1985, during which both spouses are domiciled in the state.

Politics of Estate Planning in Wisconsin: An Introduction to the Marital Property Act, 21 REAL
PRCP., PROB., AND TR. J. 485-512 (1986). See also Howard S. Erlanger, Barbara 5. Hughes, and
June Miller Weisberger, Estate Planning under Wisconsin's Marital Property Act, For Happily
Married Clients with an Intact Family and Typical Assets, W15. BAR BULL., February 1986, p. 14 ff.

xii



INTRODUCTION

See Wis. Stat. §§ 766.01(5), 766.01(8), 766.03, as revised by Trailer Bill IL* Once
marital property rights are created, the fact that the Act may no longer apply to
the marriage does not in itself affect these rights. Wis. Stat. § 766.03(3).

This book represents an attempt to analyze and organize a complex subject.
It is designed to be helpful to the practitioner but is not and cannot be
considered a replacement for analysis of statutes and case law in the context of
a specific fact situation. Although we have attempted to ensure accuracy, this
book is not a substitute for individual professional judgment. The authors and
publisher disclaim any lability for any direct, indirect, inadvertent, or
consequential damages resulting from the use or misuse of this book.

* Forthe period beginning January 1, 1986 (the effective date of the original Act) and ending
with May 3, 1988 (the effective date of Trailer Bill II), it is unclear whether one spouse’s
domicile in Wisconsin was sufficient to trigger application of the Act. See also Wis. Stat.
§ 766.03(5).
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1
Income Tax Basis

§1.1 General Rule

§1.2 Adjustment or No Adjustment

§1.3 Joint Tenancy and Tenancy in Common

§14 Survivorship Marital Property

§15 Mixed Property

§ 1.6 Deferred Marital Property

§ 1.7 Transfers Within One Year of Death

§ 1.8 Income in Respect of a Decedent (IRD)

§19 Partnership Interests

§ 1.10 Depreciation of Former Marital Property Following Death

"Basis" is the starting point for the determination of gain or loss for income
tax purposes, upon disposition of an asset. Thus, other things being equal, a
taxpayer will prefer as high a basis as possible. Basis adjustment is discussed
in detail at Marital Property Law in Wisconsin § 9.16. '

§11  GENERAL RULE

In general, a taxpayer’s basis in an asset is his or her cost. However,
various actions or events can result in an adjustment to basis; in the estate
planning context, the most important of these is the death of the owner. Under
I.R.C. § 1014(a), property owned by a decedent receives a new basis® equal to
its properly includable® value for estate tax purposes under LR.C. §§ 2031
(definition of gross estate), 2032 (alternate valuation), or 2032A (valuation of

% The new basis rule is very often mischaracterized as one that provides for "stepped up
basis.”" This mischaracterization results from the assumption that the property has a fair
market value in excess of its basis, an assumption that all too many investors realize is
unwarranted. The new basis rule is not limited to "step ups"; it can also lead to a "step
down." See also discussion below.

¢ We use the term "properly includable" rather than "reported” to reflect the possibilities

that no return may actually be due; that if a return is filed, it may be amended or changed
on audit; or that the value for death tax purposes could be challenged for income tax
purposes, when the asset is ultimately disposed of.

1



§1.1 MARITAL PROPERTY

certain real property). LR.C. § 1014(b)(6) extends this rule to provide a new
basis for both halves of community property, if at least half the "community
interest" was includable in the decedent’s gross estate for tax purposes. For
federal tax purposes, Wisconsin’s marital property is a form of community property.
Rev. Rul. 87-13, 1987-1 C.B. 207 (All revenue rulings cited in the text are
reproduced in Appendix B.) Community property assets held in a revocable
trust by either or both spouses are entitled to the full adjustment. Rev. Rul.
66-283, 1966-2 C.B. 297. Neither the filing of an estate tax return nor the
payment of federal estate tax is a prerequisite to obtaining new basis at death;
application of the rule is "automatic." Treas. Reg. § 1.1014-2(a)(5) (1957).

Example: Spouses A and B own marital property with a

basis of $80,000. At A’s death, the fair market value of the

property is $100,000; A’s one-half interest is includable in A’s

gross estate at a value of $50,000 under I.R.C. §§ 2031 and

2033. The new basis for A’s one-half interest (now owned by

A’s estate) is $50,000, and the basis for B's one-half interest is

now $50,000 as well. There has been a "double step up” in
basis.

Example: If, in the preceding example, the property were
worth $60,000 at A's death, and $30,000 were includable in
A’s gross estate, then the new basis for A’s one-half interest
and B's one-half interest would be $30,000 each. In this case,
there would be a "double step down" in basis.

It should be noted that IR.C. § 1223(11} contains a companion rule to the
general rule on the holding period of assets acquired from a decedent. Under
that provision, both halves of community property receiving a basis adjustment
under LR.C. § 1014(b)(6) are given long-term capital gain treatment — to the
extent that treatment is available? — regardless of whether the surviving spouse
sells the property before the usual holding period has elapsed.

Wisconsin follows the federal rule and provides for a full adjustment in
basis for both spouses’ share of marital property if one-half is includable for
purposes of computing the federal estate tax. Wis. Stat. § 71.05(10)(e) [originally
numbered 71.05(1)(g)}]* However, in certain circumstances, the valuation for

™ This revenue ruling has some technical errors regarding Wisconsin marital px;operty law,
but those errors do not affect the holding reported in the text.

& As of 1990, the LR.C. does not provide for special treatment of capital gains, but
Wisconsin taxes only 40% of the gain.

% Citations to Chapter 71 of the Wisconsin statutes refer to the revised numbering system



INCOME TAX BASIS §1.2

federal purposes may be different. For example, Wisconsin values all property
as of the date of death; Wisconsin has no parallel provisions to LR.C. § 2032
(alternate valuation) or § 2032A (valuation of certain real property). Despite these
differences, there is an overriding similarity between federal and Wisconsin tax law in
this area,'” and the remainder of this book does not generally distinguish between the
two bodies of law. Where a significant divergence exists, it is specifically noted.

§12 ADJUSTMENT OR NO ADJUSTMENT

The double adjustment in basis is advantageous where the property’s fair
market value is greater than its basis (i.e., property on which the owner has a
taxable gain) and disadvantageous where its value is less than its basis (i.e.,
property where the owner has a loss which may be deductible). Thus, by
entering into a marital property agreement which reclassifies property, spouses
can take advantage of the double adjustment for gain property by classifying
such property as marital property. On the other hand, they can avoid the
- double adjustment for loss property by classifying such property as the
individual property of the spouse expected to be the survivor.

Example: Spouse A owns a cabin which A inherited and is
therefore A’s individual property. The cabin’s basis is
$25,000, but its value is $75,000. If A dies, the cabin will get
a new basis of $75,000 because it will be included in A’s
gross estate. However, if B dies, the cabin will not get a basis
adjustment since B has no interest in it. If, on the other hand,
A reclassifies the cabin as marital property, it will receive a
new basis on the death of either A or B, subject to the "gifts
within one year of death” rule discussed below.

Example: Spouses A and B purchased a cabin in 1986 for
$75,000 and hold it as survivorship marital property. In 1989,
B becomes terminally ill and A plans to sell the cabin after
B’s death. The cabin has decreased in value to $25,000. If B
dies, the cabin’s basis will fall to $25,000. If A and B
reclassify the property as A’s individual property prior to B's
death, then the cabin will retain its $75,000 basis in A’s
hands. This will be advantageous if the cabin appreciates in
value after B’'s death or if a loss on the sale is deductible
under LR.C. § 165(c).

as affected by 1987 Wisconsin Act 312 and other acts of the 1987-88 Wisconsin Legislature,
effective January 1, 1989.

% Some of the differences between Wisconsin and federal tax treatment are a function of the
Wisconsin inheritance tax, which will be repealed as of January 1, 1992.

3



§1.3 MARITAL PROPERTY

§13 JOINT TENANCY AND TENANCY IN COMMON

Only community property receives a new basis in both halves of the
property; joint tenancies and tenancies in common, even when they are solely
between spouses, do not qualify for a full basis adjustment. Instead, that
property qualifies for a basis adjustment only on the portion properly includable
for death tax purposes, which in the case of spouses will be one-half the value

of the property.

Example: Spouses A and B own property which has been
titled in joint tenancy since 1980. It has a basis of $80,000.
At A’s death, the property is worth $100,000. A’s one-half
interest is includable in A’s gross estate at a value of $50,000
under LR.C. §§ 2031 and 2040(b). The new basis for A's
one-half interest is $50,000. The basis for B’s one-half
remains at $40,000. There is no "double step up" in basis; the
new basis in the property at A’s death is $90,000.

Under certain circumstances, if title is held in joint tenancy or tenancy in
common, but the spouses intend to hold the property as community property,
it may be possible for both halves to receive new basis. See, e.g., Rev. Rul. 87-98,
1987-39 L.R.B. 15. The key issue is whether the property is community (marital)
property under local law.

In the future, there will be far fewer joint tenancies and tenancies in
common between spouses in Wisconsin than in other community property
states. This is because the marital property law provides that if a document of
title, instrument of transfer, or bill of sale expresses an intent to establish a joint
tenancy exclusively between spouses after the determination date? the
property is survivorship marital property; similarly, if the document of
acquisition indicates an intent to create a tenancy in common exclusively
between spouses after the determination date, the property is marital property.
Wis. Stat. § 766.60(4)(b)1. Similarly, if a third party attempts to create a joint

- When residents of a community property state purchase real estate in a2 noncommunity
property state, or when they migrate to a noncommunity property state, the community
property interest in property should remain intact, but there can be issue as to the "nature of
that interest under local law. The resolution of that issue can affect the application of LR.C.
§ 1014(bX6). See Gary C. Randall, Of Visigoths, Community Property, Death, and Income Tax
Basis, 25 GONZAGA L. REv. 237-52 (1989-90).

2 The determination date is the date that Wisconsin marital property law first applies to the
marriage. Wis. Stat. § 766.01(5). Presumably, the rules discussed in this paragraph would
not apply if the attempted creation of a joint tenancy or tenancy in common took place after
the determination date but not during a period in which the Act applied to the marriage. See
Wis. Stat. §§ 766.01(8) and 766.03(2}.



INCOME TAX BASIS §13

tenancy or tenancy in common exclusively between spouses by gift after the
determination date, the property will instead be survivorship marital property
or marital property unless the donor provides otherwise. Wis. Stat.
§ 766.60(4)(b)2. In these instances, the statute, and not the document, controls.
If spouses wish to have the incidents of traditional joint tenancy or tenancy in
common govern, regardless of the classification of the property, it appears that
they may so provide by marital property agreement.® Such an agreement
should specifically countermand Wis. Stat. § 766.60(4)(b)1, and the property
should be titled in accordance with the intended form of holding.* However,
it is not clear whether a joint tenancy created by marital property agreement
changes the rights of creditors who do not have notice of the agreement. See
Marital Property Law in Wisconsin § 2.123d.

Once created, joint tenancies and tenancies in common between spouses
retain their character under the Act. Wis. Stat. § 766.60(4)@). Thus, spouses
who hold property in joint tenancy or tenancy in common and who want the
double adjustment of LR.C. § 1014(b){6) to apply should reclassify the property
as marital property or survivorship marital property, using one of the methods
described in Wis. Stat. § 766.31(10)."° As long as the reclassification is valid

' Supplemental Committee Note, 1985 Act 37, at Wis. Stat. § 766.60(4Xb). (For a discussion
of the authoritative status of Supplemental Committee Notes, see page xii, supra.) See also the
provisions of the statutory terminable individual property agreement, Wis. Stat.
§ 766.589(1)(c).

* For example, the document of title might read "...as joint tenants and not as

survivorship marital property."

Caution. In most cases, reclassification of property will constitute a transfer between the
spouses for little or no consideration, and thus not be subject to transfer tax if a deed is
recorded. However, it is possible for some transfers to be construed as involving substantial
consideration if, for example, each spouse gives up individual property as part of a
coordinated plan. In this case, it is possible that a transfer tax would be assessed, and
spouses may be better off if they effectuate reclassification of real property by marital
property agreement, without recording title.

- Merely retitling an asset may not be sufficient. For example, retitling from the name of
one spouse to those of both spouses as marital property may be an intended reclassification
by gift, but the gift may not be effective without delivery. However, retitling by a
conveyance signed by both spouses will be sufficient. Wis. Stat. § 766.31(10), as amended by
Trailer Bill IT,

In addition, there is some disagreement as to whether survivorship marital property can
be created without retitling. If, for example, there is an attempt to create survivorship marital
property through use of a marital property agreement, but the title is not changed, it is
possible that there is a reclassification, but that the survivorship right is either unenforceable
(unlikely in the writers’ view) or enforceable only as a contractual obligation under the
agreement, pursuant to Wis. Stat. § 766.58(3)(f). This has important consequences for the
rights of creditors at the death of one spouse, because survivorship marital property is

5



§1.3 MARITAL PROPERTY

under state law, it should be valid for tax purposes as well. See United States v.
Pieroiti, 154 F.2d 758 (9th Cir. 1946), and Rev. Rul. 87-98, 1987-39 LR.B. 15.

In some circumstances, a joint tenancy or tenancy in common may be said
to “contain” marital property. This might occur when, for example, the principal
balance on a mortgage taken out before the determination date is reduced using
marital property, and the marital property component can be traced. There is
some dispute as to whether, upon the death of one co-tenant, the basis is
determined solely by the ordinary nonmarital property rules, or whether the
marital property component of the asset receives a double adjustment.’® With
respect to joint tenancies, a Supplemental Committee Note to Wis. Stat. Ch. 71
states that:

Each half of the marital property component of a property

owned exclusively by the spouses in joint tenancy receives a

basis adjusted to the date of death value. Otherwise, only the

decedent’s share of the nonmarital property component of

such a joint tenancy receives an adjusted basis. Wis. Stat.

§ 71.05(1X(g) [subsequently renumbered 71.05(10)e)]

Supplemental Cominittee Notes at Ch. 37, Laws of 1985.
In accordance with this Supplemental Note, an early statement by the Wisconsin
Department of Revenue (DOR) called for a double basis adjustment for the
marital property component of joint tenancies and tenancies in common,
pending a contrary ruling by the IRS. Department of Revenue Position Paper,
"Basis Adjustment for Marital Property,” October 2, 1986. (This publication is
reproduced in Appendix A} However, since then, the IRS has taken the
position that, "under Wis. Stat. 766.60, property held in the common law estates
of joint tenancy or tenancy in common is not marital property” except in certain
limited circumstances,” which do not include the existence of a marital

generally exempt from the claims of unsecured creditors, while a marital property agreement
will not affect the property available for satisfaction of obligations at death. Wis. Stat.
§§ 766.55(4m), 859.18(4).

Finally, it is possible that if a joint tenancy is reclassified as "marital property” by
agreement, the survivorship feature and the protection against unsecured creditors at death
will be lost.

¥ The existence of a marital property component in a common law form of property
ownership is a special case of the problem of mixed property, which is discussed in more detail
below.

7 The "limited circumstances stated in the Newsletter include post-1985 attempts to create
a joint tenancy or tenancy in common between spouses (which in any case do not result in
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property component. Tax Practitioner Newsletter, IRS Milwaukee District, April
1988, p. A-4. (This Newsletter is reproduced in Appendix A.) The Department
of Revenue has therefore withdrawn its provisional position and announced that
it will follow the IRS position. The Department of Revenue reads the IRS
position to be that, if an item is titled in joint tenancy (and is not survivorship
marital property pursuant to Wis. Stat. § 766.60(4) to (6)) then, if the title is not
changed, the only way the item can be marital property is by marital property
agreement, and apparently such an agreement must reclassify "the whole of joint
tenancy or tenancy in common," not just a component.® A similar situation
exists with respect to tenancy in common. Department of Revenue,
"Department of Revenue Updates -— Marital Property Positions,” October 20,
1988, pp. A-81 to A-83. See also Depariment of Revenue, Wisconsin Tax Bulletin
#60, April 1989, pp. A-90 and A-91, and Department of Revenue, "Federal and
Wisconsin Income Tax Reporting Under the Marital Property Act," Department
of Revenue Publication 113, November 1990, p. A-65. (The three above
publications are reproduced in Appendix A.)

At this time, it is not possible to predict the ultimate resolution of these
issues. Prior to the Act, most married couples titled their home (and possibly
other real estate) in joint tenancy and most of these properties either were
subject to substantial mortgages or will be subject to substantial mortgages in
the future. Since these mortgages will generally be paid off using marital
property, over the years the marital property component will become significant.
If there is also inflation in the value of these properties, there will likely be
litigation on the basis issue. Using the above cited Supplemental Committee
Note to Wis. Stat. § 71.05(1)(g) as authority, an argument can be made that the
Department of Revenue should recognize a marital property component in joint
tenancies (and implicitly in tenancies in common) for purposes of income tax
basis. Moreover, if the Supplemental Committee Note can be construed as
reflecting the legislature’s view of Wisconsin property law, then the IRS also

property being held in a "common law estate” because of the operation of Wis. Stat.
§ 766.60(4)(b)) and deferred marital property (which is erroneously included).

Because the Newsleiter (now renamed Tax News Quarierly) is only intended as an
informational bulletin, the positions stated there are not well-developed or documented and
are not necessarily binding on the IRS. In addition, some of the positions regarding taxation
of marital property have been unclear, and some statements of Wisconsin Jaw have been
incorrect.

** TheIRS, and thus the Department of Revenue, apparently also will not recognize for tax
purposes the reclassification of a joint tenancy or tenancy in common under the "mixing" rule
of Wis. Stat. § 766.63(1) or the "active appreciation” rule of Wis. Stat. § 766.63(2).

7
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may be obligated to recognize the marital property component, because of the
statement in Rev. Rul. 87-98 (cited above) that federal taxation follows the
classification of property under state law. Given this morass, from a planning
point of view, there is no question that the best procedure is to reclassify a joint
tenancy or tenancy in common if it does not reflect the classification or tax
treatment desired by the spouses.

Some of the difficult issues regarding the addition of marital property to
a joint tenancy or tenancy in common between the spouses are discussed in
Marital Property Law in Wisconsin §§ 2.123a-b, 3.24, 9.16d(1), and 10.50. Note that
as of June 1990, the Marital Property Law in Wisconsin sections cited do not deal
with the IRS and Department of Revenue publications cited in the discussion
here.

§14 SURVIVORSHIP MARITAL PROPERTY

Some practitioners have expressed concern about the status of survivorship
marital property under L.R.C. § 1014(b)(6) because its survivorship feature is
similar to that of common law joint tenancy. However, the director of the
Milwaukee District of the IRS has stated that "[blased on advice received from
the National Office, survivorship marital property will definitely be considered
community property for federal income tax basis purposes.” Tax Practitioner
Newsletter, IRS Milwaukee District, April 1988, p. A-3. The Department of
Revenue has also adopted this position. Department of Revenue, "Department
of Revenue Updates — Marital Property Positions,” October 20, 1988, p. A-80.
See also Department of Revenue, Wisconsin Tax Bulletin #60, April 1989, p. A-90.

§ 15 MIXED PROPERTY

"Mixed property” (which is not a separate classification of property under
the Marital Property Act) refers to the situation in which marital property has
been commingled with nonmarital property, i.e., individual property or property
acquired during a period in which the Act did not apply to the marriage. There
are many ways by which this commingling could occur; these include the use
of marital property to reduce a mortgage or to fund additions or improvements,
as well as application of the "active appreciation” rule of Wis. Stat. § 766.63(2).
Under Wis. Stat. § 766.63(1), the nonmarital component of mixed property is
reclassified as marital property, unless it can be traced.

The IRS appears willing to recognize a marital property component (and
probably a reclassification of the entire asset if the nonmarital property
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component cannot be traced) for tax purposes in those situations where one
spouse is the titled owner, and neither the other spouse nor a third party is a
co-owner.” Tax Practitioner Newsletter, IRS Milwaukee District, April 1988,
p- A-4, as interpreted by the Department of Revenue in "Department of Revenue
Updates — Marital Property Positions,” October 20, 1988, pp. A-83 and A-84%
See also Department of Revenue, Wisconsin Tax Bulletin #60, April 1989, p. A-90.

Recognition of a marital property component or reclassification of the entire
asset is, of course, important when the property has appreciated and a double
adjustment to basis is desired under LR.C. § 1014(b}(6). When the adjustment
is sought for a marital property component, rather than for the entire
commingled asset, a separate issue is the allocation of the appreciation between
the marital and nonmarital components. This allocation seems to be an issue
of state property law; Wisconsin does not as yet have an allocation principle, but
the experience of other community states, as well as the Wisconsin experience
in the divorce context, will presumably be used by the courts to develop one.
See Marital Property Law in Wisconsin, Ch. 3, especially §§ 3.23, 3.25.

§1.6 DEFERRED MARITAL PROPERTY

Deferred marital property is property which would have been marital
property had the Act applied when the property was acquired. Wis. Stat.
§ 851.055. When a spouse dies owning property which is determined to be
deferred marital property, that spouse had full ownership interest at the time
of death. Wis. Stat. § 766.31(8). Accordingly, the full interest of the decedent
is included in his or her gross estate for tax purposes and therefore receives a
full new ("stepped up" or "stepped down") basis under the standard new basis
rule, LR.C. § 1014(a).

Rights to deferred marital property are nonreciprocal; the decedent
spouse’s estate has no rights to or claims against the survivor’s property that
would have been marital property had the Act applied when it was acquired.
See Wis. Stat. § 861.02 (including Legislative Council Note at Ch. 37, Laws of
1985) and Wis. Stat. § 861.03. Therefore, there is no mechanism to trigger the

¥ See discussion of joint tenancy and tenancy in common in book § 1.3.

* The IRS position stated in the Newsletter is unclear and contains several errors, including
an irrelevant reference to the augmented marital property estate election under Wis. Stat. §
861.03, a reference to "separate” rather than “individual" property, failure to refer to
nonmarital property other than individual property, and a reference to labor by the "nontitle"
spouse rather than either spouse as the trigger for the active appreciation rule,

9
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applicability of LR.C. § 1014(b)}(6} to such property owned by the surviving
spouse

§17 TRANSFERS WITHIN ONE YEAR OF DEATH

The unlimited estate tax marital deduction and the increased unified credit
phased in under ERTA (Economic Recovery Tax Act of 1981) coupled with the
possibility of "stepped up basis" available under the standard new basis rule of
LR.C. § 1014(a) creates an incentive for manipulation of basis. A taxpayer could,
for example, gratuitously transfer appreciated assets to an elderly or ill relative
who does not have a taxable estate, with the understanding that these assets
would be transferred back at the recipient’s death, at which time they would
have a "stepped up"” basis. To limit this strategy, IL.R.C. § 1014(e) provides that
where appreciated property was acquired by gift within one year of the donee’s
death and the property (or its proceeds) passes back to the donor, the donee’s
basis before death is carried over.

Example: C owns real estate with a basis of $35,000 and a
current market value of $125,000 which C is interested in
selling. In order to avoid income tax on the $90,000 capital
gain, C transfers the real estate to D, who is terminally ill,
with the expectation that D will transfer the real estate back
to C at death. (Assume that even with the transferred assets,
D¥'s estate will owe no estate tax; also assume that the gift tax
consequences to C are negligible in comparison with the
income tax savings.) If D lives for more than a year after the
transfer, C's goal will be accomplished because the real estate
will receive a "step up" in basis equal to the then current
market value. However, if D dies within a year, the property
would not receive a new basis and, thus, the gain would
remain. The rule of LR.C. § 1014(e) is irrebuttable; it applies
whether or not the transfer was made in contemplation of
death and whether or not there is an expectation by the
donor that he or she will receive the property back.

. The April 1988 Tax Practitioner Newsletter from the Milwaukee District of the IRS takes the
position that if a predetermination date joint tenancy or tenancy in common exclusively
between spouses is deferred marital property, then both halves receive new basis. In a
subsequent publication, this error was corrected. Tax News Quarterly, IRS Milwaukee District,
Winter 1989, p 3. However, the IRS continues to present a confused analysis of deferred
marital property in its contribution to Department of Revenue Publication 113, "Federal and
Wisconsin Income Tax Reporting Under the Marital Property Act,” November 1990, pp. A-64
and A-65.
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When spouses reciassify property, a gift may or may not be deemed to
have taken place. If the reclassification is a gift, then LR.C. § 1014(e) clearly will

apply.
Example: Spouse A owns some highly appreciated stock,
acquired by inheritance. The stock is reclassified as marital
property, and this reclassification is determined to involve a
gift of a half-interest in the stock from A to B. If B dies
within one year of the transfer and A receives the stock or its
proceeds, then there will not be a full basis adjustment.
In this example, the half-interest that passed to Spouse B and then back to
Spouse A upon B’s death clearly does not get new basis.2 But what of the
half-interest that was retained by the Spouse A? Arguably it could receive new
basis because it meets the requirements of LR.C. § 1014(b)(6): it "represents the
surviving spouse’s one-half share of community property,” where one-half of the
community property interest was includable in the gross estate.

The IRS has not issued a ruling on this question, and there is apparently
no case law from the community property jurisdictions? However, the
Department of Revenue has taken the position that the surviving spouse’s
one-half interest, as well as the decedent spouse’s one-half interest, is denied a
basis adjustment because of the congressional intent underlying LR.C. § 1014(e).
Department of Revenue Position Paper, "Basis Adjustment for Marital Property,"
October 2, 1986; Department of Revenue, Wisconsin Tax Bulletin #60, April 1989,
p- A-92; Department of Revenue "Federal and Wisconsin Income Tax Reporting
Under the Marital Property Act," Department of Revenue Publication 113,
November 1990. The Department of Revenue had previously indicated that its
position is contingent on a contrary ruling by the IRS, but the IRS has indicated
that it is likely to agree with the Department of Revenue position. Department
of Revenue Publication 113, pp. A-64 and A-65. See also Marital Property Law in
Wisconsin § 9.16g as revised, June 1990. For other discussions that reach

2 1t is unclear whether this rule would apply in the unlikely situation where appreciated
marital property was reclassified as the individual property of one spouse, who died within
a year and left the property to the surviving spouse. Literal application of the statute would
dictate that the surviving spouse not receive new basis on the half-interest he or she formerly
owned. However, since the property would have received a double basis adjustment as
marital property, the evil that LR.C. § 1014(e) was to remedy does not exist and arguably the
statute should not apply.

B The November 1986 Tax Practitioner Newsletter from the Milwaukee District of the IRS
notes that the situation needs further study.

11
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contrasting conclusions, see Estate Planning and Taxation Coordinator, (RIA) 28,
141, and Standard Fed. Tax Reports (CCH) 4522.019.

When reclassification is not by gift, the application of LR.C. § 1014(e} is less
certain. For example, reclassification may be pursuant to a coordinated plan
(perhaps embodied in a marital property agreement) under which both spouses
make transfers. In this situation, there may be adequate consideration for the
transfer to the decedent spouse, so that there is no gift element; the exchange
would also be free of income tax because of LR.C. § 1041. Arguably, since LR.C.
§ 1014(e) only applies to gifts, the "boomerang basis" rule would not apply.
However, LR.C. § 1041(b)(1) states that "for purposes of [income taxes], the
property shall be treated as acquired by the transferee by gift"; hence, it could
be that since LR.C. § 1041 applies at the time of the exchange, I.R.C. § 1014{e)
is triggered if a spouse dies within one year and transfers his or her interest to
the surviving spouse. The Department of Revenue has adopted the latter
position. Department of Revenue, Wisconsin Tax Bulletin #60, April 1989,
p- A-90.

Note that in any case, LR.C. § 1014{(e} only limits the adjustment to basis
at the death of the recipient of a gift. If the donor dies, the usual rules apply.
Example: A makes a gift to B by reclassifying an item of
individual property as marital property, such as in the earlier
example. If A dies, one-half the value of the property will be
included in A’s gross estate, and there will be a double
adjustment in basis under IR.C. §1014(b)(6). This is
consistent with the fact that if A had remained the sole owner

-of the property, it would have received a full basis
adjustment.

In addition, LR.C. § 1014{(e) should not apply to the reclassification of a
joint tenancy (or a tenancy in common owned equally) between the spouses to
marital property (whether or not held as survivorship marital property). There
will be no gift because the shares of ownership will not have changed, and there
will have been no transfer "between spouses" to trigger operation of LR.C.
§ 1041(bX1). See also Marital Property Law in Wisconsin § 9.16g as revised, June
1990.

Finally, note that the "boomerang basis" rule of LR.C. §1014(e) only
applies when the donor of the property receives it back from the recipient. If a
third party receives it, the usual rules apply.

Example: As in the example on page 3, Spouse A acquired

a cabin as individual property and retitled it as marital
property. One week later Spouse B died. Assume B's will

12
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leaves B’s interest in the cottage to A & B’s children. LR.C.
§ 1014(e} would not apply, and both A’s interest and the
children’s interest in the cottage would receive new basis
under LR.C. § 1014(b)(6).
It is unclear whether a trust in which the donor spouse has an interest
would be considered a third party.

§18 INCOME IN RESPECT OF A DECEDENT (IRD)

Income in respect of a decedent is an income tax concept that refers to
items of income which were due or had accrued to the decedent on the date of
death but which were not actually received and thus not includable on the
decedent’s final income tax return. Common examples of IRD include accrued
wage or salary payments; accrued interest, dividends, or rents; retirement and
deferred compensation arrangements; accounts receivable; and installment
obligations. Income in respect of a decedent does not receive a new basis on the
owner’s death [L.R.C. §§ 1014(c) and 691]; hence, there is no adjustment to basis
for community IRD interests under LR.C. §1014(b}6). See Stanley v.
Commissioner of Internal Revenue, 338 F.2d 434 (9th Cir. 1964), aff'g, 40 T.C. 851
(1963); Rev. Rul. 68-506, 1968-2 C.B. 332.

§19 PARTNERSHIP INTERESTS

A parinership interest that is marital property is eligible for the full basis
adjustment under LR.C. § 1014(b)(6). However, this adjustment is only for the
spouse’s basis in his or her interest in the partmership itself; it is not an
adjustment available to the partnership for the assets it holds. For the latter
adjustment in basis to take effect, timely elections under LR.C. §§ 743 and 754
may be necessary.* See Marital Property Law in Wisconsin § 9.16f.

§ 110 DEPRECIATION OF FORMER MARITAL PROPERTY FOLLOWING
DEATH

Depreciable property held by a decedent receives a new basis at death, but
there has been some dispute as to whether the surviving spouse’s interest, while
receiving a new basis for capital gains purposes, also receives a new basis for

* A more complete analysis of this complex issue is beyond the scope of this book. It
should be noted, however, that it is possible to argue that marital property cannot exist in a
partnership that includes third parties, for reasons analogous to those given by the IRS in the
context of joint tenancy and tenancy in common.

13
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depreciation purposes. Some of these issues are dealt with in Estate of Gasser v.
Commissioner of Internal Revenue, 93 T.C. 236 (1989), which is discussed in Marital
Property Law in Wisconsin § 9.15d as revised, June 1990.
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§21 Immediate Tax Consequences
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Disclaimers
Business Interests
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Property may be reclassified under the Marital Property Act by deliberate
act or through inadvertence. Spouses can deliberately reclassify property by
entering into a marital property agreement [Wis. Stat. §§ 766.58, 766.587, 766.588,
766.589]; by making a gift from one spouse to the other [Wis. Stat. § 766.31(10)];
by making certain conveyances [Wis. Stat. § 766.31(10)]; by executing a written
consent with respect to insurance policies, reclassifying the premiums or policies
or both [Wis. Stat. § 766.61(3)e); see book § 3.1E]; by executing a unilateral
statement with respect to income attributable to nonmarital property [Wis. Stat.
§ 766.59]; or by mixing property in such a way that the nonmarital portion
cannot be traced [Wis. Stat. § 766.63(1)]. This ability to reclassify property
provides many planning opportunities. But the process of reclassification is also
fraught with pitfalls for the unwary. Understanding the tax consequences of
reclassification is essential to making good decisions as to whether property
should be reclassified and, if so, how the reclassification can be done most
advantageously.

If there is to be a reclassification of property, care should be taken to assure
that it will be effective for both property and tax purposes. Special caution is
required when property is to be reclassified by gift, where a deed is to be the
sole evidence of intent to reclassify, and where real property outside the state
is to be reclassified® To reclassify by gift, the common law requirements —

B With respect to reclassification of property outside Wisconsin, Wis. Stat. § 766.58(3)a)
states that a marital property agreement can reclassify property "wherever ... located";
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which include delivery — must be met, and often the most effective method of
documenting the gift will involve a document signed by both spouses. See
Marital Property Law in Wisconsin §§ 2.4 and, especially, 10.56. A Trailer Bill II
amendment and Legislative Note to Wis. Stat. § 766.31(10) specify that spouses
may use a deed or other conveyance to reclassify property even when the
transaction does not meet all the requirements of a gift or marital property
agreement, as long as the conveyance is signed by both spouses. Examples
include husband and wife as joint tenants to husband and wife as survivorship
marital property; and one spouse to both spouses as marital property. See also
book § 1.3, indluding the caution in note 14.

Caveat. Reclassification of property should never be undertaken solely to reach a
tax result. Redlassification fundamentally affects the property rights of the
spouses with respect to management and control of assets, including the right
to make unilateral gifts; the division of property at divorce the ability to
transfer the property at death; and the rights of creditors. All of these
ramifications must be seriously considered along with the tax implications
before a spouse can determine his or her best interest. In some circumstances,
spouses will need separate representation in order to properly pursue these
possibilities.”

§21 IMMEDIATE TAX CONSEQUENCES

Reclassification of property will generally have no immediate tax
consequences. No basis adjustment will be made [L.R.C. § 1041(b); Wis. Stat.
§ 71.05(10Xe)], and if the transfer qualifies for the marital deduction, no gift tax
will be due [L.R.C. § 2523(a); Wis. Stat. § 72.76(8)]. In addition, there should no
longer be any risk of income tax consequences on exchanges between spouses

however, it is unclear what steps are necessary to insure that the classification will be
effective. On this issue, see June Miller Weisberger, Selecied Conflict of Laws Issues in
Wisconsin's New Marital (Community)} Property Act, 35 AMER. ]. OF COMP. L. 295 (1987),

* While, in general, Wis. Stat. Ch. 766 does not directly affect the divorce chapter (Wis. Stat.
Ch. 767}, there are a number of ways in which reclassification could indirectly have an effect
on property division at divorce. To consider just one example, reclassification of inherited
property as marital property will probably be interpreted as a gift from one spouse to the
other for purposes of property division at divorce, and thus affect division under Wis. Stat.
§ 767.255. For an analogous situation, see Bonnell v. Bonnell, 117 Wis. 2d 241, 344 N.W.2d
123 (1984).

¥ For an excellent overview of the factors to consider when evaluating whether separate
representation is required in the estate planning context, see MPLW, Ch. 14. An overview of
other nontax considerations in reclassification may be found in MPLW § 10.55.
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since the "Davis Rule" [United States v. Davis, 370 U.S. 65 (1962})], which imposed
a tax on certain transfers of appreciated property between spouses, has been
repealed by LR.C. § 1041 and Wis. Stat. § 71.03(2).
However, note that the IRS has taken the position that LR.C. § 1041 only
applies to gain on disposition of property, and that it does not apply to accrued
~income that is ordinarily recognized upon the assignment of income. Hence, in
Rev. Rul. 87-112, 1987-2 C.B. 207, the IRS ruled that "the deferred, accrued
interest on United States savings bonds is includable in the transferor’s gross
income in the taxable year in which the bonds are transferred to the transferor’s
spouse.” {(All revenue rulings cited in the text are reproduced in Appendix B.)
See also Marital Property Law in Wisconsin § 9.12 as revised, June 1990. This
ruling could have implications for any reclassification that involved assets with
deferred income, such as IRAs, retirement plans, or tax sheltered annuities. The
ruling seems to be based on a very narrow reading of LR.C. § 1041; in addition,
it is out of keeping with the policy that underlies this statute and is contrary to
IRS acquiescence in an analogous situation in the corporate context?®
Hopefully, the ruling will not be applied to assets other than savings bonds and
will eventually be retracted by the IRS or overturned by the courts.”

§22 SPECIAL PROBLEMS IN THE RECLASSIFICATION OF INCOME

Under the Marital Property Act, spouses may alter any "rights in and
obligations with respect to any of either or both spouses’ property whenever
and wherever acquired or located" through use of a marital property agreement.
Wis. Stat. § 766.58(3)(a). Thus, virtually any reclassification can be valid under
Wisconsin law, if the other requirements of the statute are followed.
Reclassification does not affect the taxation of income flowing from the

2 See Hempt Bros. Inc., 490 F.2d 1172 (3rd Cir. 1974), cert. denied, 419 U.S, 826; Rev. Rul.
80-198, 1980-2 C.B. 113.

®- Several private letter rulings have taken positions consistent with Rev. Rul. 87-112, but the
IRS position has been vigorously and cogently criticized in at least three recent publications:
Michael Asimow, The Assault on Tax-Free Divorce: Carryover Basis and Assignment of Income,
44 Tax L. REV. 65-112 (1988); Transfers of Property Between Spouses and Former Spouses: Recent
Developments Under Code Sec. 1041, CCH-STANDARD TAX REPORTS-1988, Vol. 10, para. 8678;and
Walter H. Nunnallee, The Assignment of Income Doctrine as Applied to Section 1041 Divorce
Transfers: How the Service Got it Wrong, 68 OR. L. REv. 615-47 (1989).

Rev. Rul. 87-112 was not taken into account in a recent private letter ruling, Priv. Ltr. Rul.
89-29-046 (July 21, 1989), where a marriage agreement that terminated the wife's interest in
her husband’s IRA, making the IRA the husband’s separate property, was held to have no
income tax effects because of the operation of LR.C. § 1041.
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reclassified interest unless the spouses file separate returns. The overwhelming
majority of Wisconsin residents file joint returns for federal and state purposes,
so in that sense, the impact of the discussion that follows is limited®
However, since marital conflict — especially separation or divorce — is one of
the major factors that leads to separate filing, the rules regarding classification
of income can be very important in those situations where they do apply.

In general, the IRS will recognize any classification that is valid under state
law and will tax income accordingly. Hence, for example, if spouses enter into
a valid agreement stating that the earnings of each will be the solely owned (or
individual) property of the earner, the earnings will be taxed in that way. Rev.
Rul. 73-390, 1973-2 C.B. 12. There are, however, at least three important limits
on this principle. First, the IRS will generally not recognize the reclassification
of the income stream from an asset if the classification of the asset itself remains
unchanged.®* Rev. Rul. 77-359, 1977-2 C.B. 24; Commissioner of Internal Revenue
v. Harmon, 323 U.S. 44 (1944). Presumably, the IRS position also covers income
from wages, as in the case where an agreement provides that the income from
the future services of one spouse will be the individual property of the other.
The Department of Revenue has taken a different position, holding that such an
agreement "could be valid." Department of Revenue, "Department of Revenue
Updates — Marital Property Positions," October 20, 1988, p. A-78. However, the
Department of Revenue will not recognize a reclassification which is stated to
be "for income tax reporting purposes only,” without a concomitant
reclassification of the property. (ibid., p. A-85.)% |

The second limit on the recognition of reclassification agreements is that
both the IRS and the Department cf Revenue have been emphatic that they will
not recognize a retroactive reclassification of income. See, for example, the joint
statement by Lawrence M. Phillips (Wisconsin District Director of the IRS) and
Robert C. Stellick, Jr., (Department of Revenue), "Tax Reporting in the Year a

¥ Income tax issues involving spouses filing separately are discussed in detail in Department
of Revenue, "Tax Information for Married Persons Filing Separate Returns and Persons
Divorced in 1990," Publication 109, November 1990, and Department of Revenue, "Federal and
Wisconsin Income Tax Reporting under the Marital Property Act,” Publication 113, November
1990. (Publications 109 and 113 are reproduced in Appendix A) See also MPLW, Ch. 9.

*. Reclassification under a unilateral statement (Wis. Stat. § 766.59) is probably an exception,
because the resulting ownership of the income stream is consistent with the ownership of the
underlying property.

%2 For a useful discussion of this and a variety of the Wisconsin income tax issues related to .
reclassification, see Robert C. Stellick, Jr., Marital Property and Personal Income Taxes - Another
Set of Strange Bedfellows? 2 AM. J. OF FAM. L. 352-76 (Winter 1988).
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Divorce Decree is Granted,” Wisconsin Journal of Family Law, September 1986,
p- 8% The IRS-Department of Revenue joint statement stresses that, for IRS
purposes at least, the fact that a retroactive reclassification has been ordered by
a state court (e.g., as part of a divorce proceeding)®* will not make it binding
for federal tax purposes; it appears that the Department of Revenue position is
the same. The Department of Revenue has also noted that a prospective
agreement to reclassify property for "the year in which we get divorced" would
also be a retrospective reclassification that would not be recognized for tax
purposes (unless the divorce took place on January 1st, in which case there
would be no need for reclassification). Department of Revenue, "Department
of Revenue Updates — Marital Property Positions,” October 20, 1988, p. A-85.
See also Department of Revenue, "Federal and Wisconsin Income Tax Reporting
Under the Marital Property Act" Department of Revenue Publication 113,
November 1990, and Marital Property Law in Wisconsin § 9.18 as revised, June
1990.
Finally, Wisconsin law provides that during the period of time when one
or both of the spouses is not domiciled in Wisconsin, an agreement or a
unilateral statement does not affect either the determination of income that is
taxable by Wisconsin or the person who must report the income. Wis. Stat.
§ 71.01(1g). Thus, the statute prevents one spouse from shifting income
otherwise taxable by Wisconsin to a spouse who resides in a state with a lower
tax rate. However, the statute only negates the effect of marital property
agreements and unilateral statements and not the effect of reclassification by
gift. Therefore, a gift of income producing property could shift the income
produced by that property from the donor spouse to the doriee spouse. Of
course, the irrevocable nature of these transfers will have important property
law consequences as well, including effects on property division if the spouses
become divorced.
An additional Wisconsin principle is that a marital property agreement (or
unilateral statement under Wis. Stat. § 766.59) does not generally affect the
determination of the homestead tax credit (Wis. Stat. § 71.52(6)-(8)), the credit

- See also Department of Revenue Position Paper, "Retroactive Reclassification of Income
Received under Marital Property Law,” October 2, 1986; Lawrence M. Phillips, Federal Tax
Problems under WUMPA, Wis. J. OF Fam. L., December 1986, p. 27, and MPLW §§ 9.18, 9.26.

* Generally, the best tax result will be obtained if the income is split between the spouses
and the divorce occurs late in the year, so that each spouse will file as a single taxpayer
reporting half of the combined income. However, animosity or distrust between the spouses
often makes this arrangement impractical.
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for married persons filing a joint return (Wis. Stat. § 71.07(6)), or division of
refunds on a joint return (Wis. Stat. § 71.75(6)). See also Marital Property Law in
Wisconsin § 9.26.F Reclassification by other methods, such as by gift, could
affect the determination of the homestead tax credit.

§23 PLANNING TECHNIQUES AND PRECAUTIONS

A. "Unintended" Gifts to Third Parties: Advantages and Disadvantages

When life insurance, deferred employment benefits, or property which is
the subject of a specific bequest is marital property (or contains a marital
property component) and there is a nonspouse beneficiary, there may be an
unintended gift by the surviving spouse. If the surviving spouse goes along
with the decedent spouse’s designation of a third party beneficiary for the entire
item or proceeds, the surviving spouse has made a gift of his or her marital
property interest to the third party. See Marital Property Law in Wisconsin
§ 9.51b. Depending on the size of the gift, it may be subject to tax. To the
extent that the unintended gift causes a problem (and as we shall discuss below,
these gifts may in fact be advantageous), the problem is caused by the planner’s
failure to be aware of the consequences of the classification of the property. The
tax results are not anomalous; rather they follow directly from the form of
ownership of the property.

Example: Spouse A is the designated owner of a $100,000 life
insurance policy on A’s life which was provided to A by A’s
employer during a period in which the Act applied to A’s
marriage. C, the child of A and Spouse B, is named as
beneficiary. If the policy has not been reclassified by written
consent (under Wis. Stat. § 766.61(3Xe)) or by marital
property agreement {(under Wis. Stat. §§ 766.58 or 766.589), it
is marital property and will remain so unless one or both
spouses move their domicile out of Wisconsin. Wis. Stat.
§ 766.61(3)(@)1 and 2. Spouse A dies. Ome-half of the
proceeds is includable in A’s gross estate under L.R.C. § 2042 .
(see Treas. Reg. § 20.2042-1(c)(5) (1974)); the other half is

owned by B. Assume that B does not disagree with child
receiving the full $100,000 in proceeds and does not attempt

% Further discussion of marital property issues related to the homestead tax credit may be
found in the Wisconsin Department of Revenue Position Paper, "Homestead Credit under
Marital Property Law,” November 5, 1986, and "Department of Revenue Updates — Marital
Property Positions,” October 20, 1988, pp. A-86 and A-87. The earned income credit for
married persons is discussed further in MPLW § 9.21b.
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to claim any of it pursuant to Wis. Stat. § 766.70(6)(b). B's
inaction results in a $50,000 gift to Child C. Whiteley v.
United States, 214 F. Supp. 489 (W.D. Wash. 1963).

Example: Spouse A inherited a cottage worth $50,000.
Improvements worth $10,000 are then made to the cottage,
using marital property. At the completion, the property is
worth $60,000. One-sixth of the property is now marital
property, and at A’s death, Spouse B owns a one-twelfth
interest. Assume that at A’s death, A leaves the property to
Child C, and B does not object. The property is retitled in
C’s name. B has made a gift of one-twelfth of $60,000, or
$5,000, to C.*

Example: In the example just above, assume that A leaves
the property to Spouse B and Child C as equal tenants in
common, and it is retitled as such. Arguably, one-twelfth of
the half- interest transferred to C ($2,500) actually belongs to
Spouse B, and B's failure to assert the right to this interest
constitutes a gift to C. A 5th Circuit decision appears to have
rejected this approach, holding that as long as B receives
more than B’s marital property share, there is no gift from B
to C for tax purposes. Kaufman v. United States, 462 F.2d 439
(5th Cir. 1972). However, the law remains unsettled in this
regard. '

Example: As a consequence of Spouse A’s employment, there
is a $100,000 deferred employment benefit plan containing a
$30,000 marital property component. If A dies and
designates a third party as beneficiary under the plan, Spouse
B still owns one-half the marital component, equal to $15,000.
If B does not exercise his or her right to claim this amount, B
has made a $15,000 gift to the third party. (This example
ignores any spousal rights under ERISA.)

As illustrated by these examples, if a 100% interest in an asset is transferred to
a third party, both the original asset and any additions to or reductions of
secured indebtedness on the asset must be from nonmarital property in order
to avoid an unintended gift by the surviving spouse of his or her marital
property interest. A marital property agreement {or written consent in the case
of life insurance, see book § 3.1) reclassifying the asset and subsequent additions

> If B is also a beneficiary under the will, the doctrine of equitable election (Wis. Stat. §
853.15) may apply. If it does, B may decide to release his or her rights to the cabin in
exchange for the other rights under the will, with the probable result that no gift would have
been made. The doctrine of equitable election is discussed in MPLW § 12.42.
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to or payments on the asset as one spouse’s individual property will avoid the
unintended gift.

However, this division of the gift between the spouses is not necessarily
disadvantageous; sometimes it will achieve tax savings. The division of the gift
will be advantageous if the gift taxes on the surviving spouse’s share are less
than the additional death taxes that would result if the total transfer were from
the decedent spouse. If the value of the surviving spouse’s marital property
interest is less than $10,000 (and for federal purposes the present interest
requirement of LR.C. § 2503(b) is satisfied), no federal or state gift tax will be
due on the gift from the surviving spouse, and estate or inheritance tax may be
saved. Thus, a sophisticated estate plan will often include intentional division
of gifts between the spouses. It is interesting that in the marital property
context, division of gifts between the spouses tends to be seen as a problem,
while in other contexts, it is typically seen as an advantage, especially in
situations where both spouses’ annual exemptions can be used.

Example: Spouse A dies with a $500,000 estate including a
$60,000 life insurance policy on A’s life. The life insurance
policy contains a $20,000 marital property component. A’s
mother is the designated beneficiary under the policy.
Payment of the proceeds to A’s mother should be deemed a
$50,000 transfer at death from A and a $10,000 gift from B.
In that case, there is no federal estate tax on the transfer from
A because A’s estate is less than the $600,000 covered by the
unified credit available to A’s estate under the present
version of LR.C. § 2010. In addition, there is no inheritance
tax on the $50,000 transfer from A to mother because the first
$50,000 passes tax free to lineal ancestors. There should be
no federal or state gift tax on the gift from B to mother
because of the $10,000 annual exclusion. Therefore, transfer
of the $60,000 policy partly by transfer at death and partly by
gift should result in no tax due.¥ If, on the other hand, A
and B had reclassified the policy as A’s individual policy in

¥. The Department of Revenue has announced that it will treat transfers such as these as
"equivalent to a disclaimer.” Department of Revenue Position Paper, "Marital Property’s
Impact on Inheritance and Gift," October 2, 1986, p. 2; see also "Department of Revenue
Updates — Marital Property Positions,” October 20, 1988, p. A-79. The basis for this position
is that the Department of Revenue does not see itself as being able to determine whether
there is a marital property component to the transfer. However, if the transfers are reported
in accord with their ownership status under the Marital Property Act, the Department of
Revenue will apparently accept that characterization. See also text at note 55.

In any case, after 1991 this point will be moot, because of the elimination of gift and
inheritance taxes in Wisconsin.
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order to avoid a gift from B to mother, under the rates

applicable in 1989, there would be a $450 inheritance tax due

on the $60,000 transfer at death. The division of the transfer

between the spouses has reduced this tax to zero.
If the value of the surviving spouse’s marital property interest is greater than
$10,000, the analysis is more complex and depends on a number of factors. To
the extent that the gift from the surviving spouse is greater than $10,000, the
excess will erode the surviving spouse’s unified credit for federal gift and estate
tax purposes. If the remaining unified credit will be sufficient to cover the tax
due on the survivor’s estate, then the survivor need not be concerned. But if the
surviving spouse’s taxable estate is at risk of being greater than the amount
covered by unified credit applicable at that spouse’s death ($600,000 in 1989),
then the tax cost or benefit of the gift depends on the marginal estate tax rates
of the two estates, the value of the tax deferral, and the willingness of the
surviving spouse to bear the tax.®

In addition to the effect on the surviving spouse’s unified credit, until

Wisconsin gift and inheritance taxes are fully phased out in 1992, the state tax
consequences must be considered for gifts in excess of $10,000.° When a gift
exceeds that amount, the gift tax must be compared to any inheritance tax saved
to see if there is a net savings. If the third party recipient has the same blood
relation to both spouses, then the gift tax will generally be either the same as or
lower than the inheritance tax saved. Where the third party does not have the
same blood relation to both spouses, then the result depends on the respective
relationships. In any case, any Wisconsin gift tax due could be borne by the
recipient and thus have no cost to the surviving spouse.

Example: Spouse A owns a $100,000 life insurance policy

which is entirely marital property. A’s total estate subject to

tax is $300,000. Spouse B's estate subject to tax is currently

$200,000. A dies, leaving everything to B except for the life

insurance on which the child of A and B is named as sole

beneficiary. Assume that B does not claim B’s share of the

life insurance proceeds. Thus, there is a gift of $50,000 from
B to child.

- Another way to achieve tax savings by dividing the gift is for the surviving spouse to
claim his or her interest, but then transfer it to the third party beneficiary in increments that
each qualify for the annual exclusion,

# The position of the Department of Revenue, discussed in note 37, supra, is not integrated
into the following discussion.
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For federal tax purposes, B will be allowed a $10,000 annual
exclusion (LR.C. § 2503(b)); the remaining $40,000 will be a
taxable gift, but no tax will be due, because of the unified
credit available for gifts under LR.C. § 2505. When B dies,
the $40,000 taxable gift will be included in B’s taxable estate
as an "adjusted taxable gift,” under LR.C. § 2001(b). But it
appears that, even with the adjusted taxable gift included in
B’s estate, B's gross estate will be only $440,000 ($200,000
received from A; $200,000 owned already; $40,000 adjusted
taxable gift). Since this amount is less than $600,000, there
will be no federal estate tax consequences of the gift unless
B’s assets increase or the unified credit is reduced.

The gift will not generate any state gift tax either, if B has not
previously used up the $50,000 lifetime exemption under Wis.
Stat. § 72.82(b). If A and B had reclassified the insurance as
A’s individual property so that the transfer was solely from
A, an inheritance tax of $2,250 would have been due under
the rates applicable in 1989. Therefore, the splitting of the
gift saves this amount.

Example: If the child in the above example were not the
child of A and B, but instead were A’s child from outside this
marriage, there would still be a savings of $2,250 in
inheritance taxes in 1989. However, under the 1989 rates,
there would be a gift tax of $2,700 on the transfer from B to
child. In that case, the split gift would result in a net cost of
$450, a tax which can probably be avoided by reporting the
transfer in the form preferred by the Department of Revenue.
See note 37, supra.

B. Unintended Retained Interests

If the donor of property retains the use of that property, the right to the
income, or the right to control others’ use of the property, the value of the
interest that has been retained is generally included in the donor’s estate under
LR.C. §§ 2036 or 2038. Until 1992, it is also generally subject to Wisconsin
inheritance tax under Wis. Stat. § 72.12(4)(b). When marital property is the
subject of the gift, it is important to remember that both spouses will be treated
as donors and that one must therefore be attentive to the possibility of a
retained interest for either spouse. The income and estate tax consequences of
marital property gifts with retained interests are as complex as they are
important. They are discussed in detail in Marital Property Law in Wisconsin
§§9.17 and 9.35.

Several basic estate planning techniques are affected by the problem of
unintended retained interests. For example, many revocable trusts (especially
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those created before the Marital Property Act became effective) have only one
spouse as settlor. These trusts are generally not well designed to deal with the
fact that a contribution of marital property to the trust in effect adds the other
spouse as a second settlor. The problems that can ensue are explained in Marital
Property Law in Wisconsin § 10.33; tax issues are addressed specifically in Marital
Property Law in Wisconsin § 10.33h. Generally these problems can be eliminated
through use of a marital property agreement or the creation of a joint revocable
trust specifically designed to hold marital and nonmarital property. A
suggested form for this type of trust may be found at Marital Property Law in
Wisconsin § 10.61. .

The problem of unintended retained interests is also of great significance
in the funding of irrevocable life insurance trusts because the provisions of Wis.
Stat. § 766.61 strongly favor the dlassification of life insurance as marital
property. This topic is discussed in greater detail in book § 3.3.

Under certain circumstances, a spouse’s relinquishing of his or her interest
in the other spouse’s deferred employment benefit plan may create retained interest
problems similar to those just mentioned. The state of the law in this area is
uncertain, because of new developments in federal law protecting the rights of
the spouse of the worker covered by the plan and the unknown interaction of
those provisions with state community property provisions, such as Wis. Stat.
§ 766.62. The complex nature of the issue and the myriad of problems that can
result are summarized in Marital Property Law in Wisconsin §§ 9.37 and 9.54.
Some estate planners believe that because of the complexity and uncertainty in
this area, whenever possible the surviving spouse should be named the outright
beneficiary of any death benefit from a deferred employment benefit plan
covered by ERISA.# If the client desires a different outcome, sometimes the
equivalent result can be reached by making changes elsewhere in the estate
plan.

Finally, an unintended retained interest can arise on outright gifts between
the spouses. However, because of unique features of the Marital Property Act,
this should be less of a problem in Wisconsin than it is in some other
community property jurisdictions. The source of the potential problem is that
under the "civil law rule" that Wisconsin has adopted, all investment
income — like earned income —is marital property, no matter what the
classification of the property that generated the income. Hence, if community

%It does not necessarily follow, however, that a joint and survivor annuity should be elected
during life. See McCaffrey, Gift Tax Consequences of a Failure to Elect Retirement Benefits in a
Form Other than a Joint and Survivor Annuity, 13 PROB. NOTES 42 (1987).
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property or the separate property of one spouse is reclassified as the separate
property of the other spouse, the spouse who relinquished his or her rights
would still have a half community property interest in the subsequent income.
But Wis. Stat. § 766.31(10) provides that, unless a contrary intent is established,
if an interspousal transfer is intended to be the individual property of the
recipient spouse, then the income is also individual property, not marital
property. See also Estate of Wyly v. Commissioner of Internal Revenue, 610 F.2d
1282 (5th Cir. 1980); Rev. Rul. 81-221, 1981-2 C.B. 178, and the discussion in
Marital Property Law in Wisconsin § 9.35a.

C. Underfunding of Family Trust in "Bypass” Estate Plan

When the total assets owned by the spouses exceed the exemption
equivalent of the unified credit available under L.R.C. § 2010 {$600,000 in 1989),
many spouses engage in "bypass” estate planning. Under this approach, the first
spouse to die leaves an amount up to the exemption equivalent! in a trust in
which the surviving spouse may be a lifetime beneficiary and in which other
family members receive the remainder at death (and may also be beneficiaries
during the surviving spouse’s lifetime). If the trust is properly drafted, even if
the surviving spouse is a beneficiary, he or she will not be deemed an owner of
the trust, and it will not be included in his or her gross estate. This property is
thus covered by the unified credit in the estate of the first spouse to die and
bypasses the estate of the second spouse to die, thus passing to the next
generation totally free of estate tax. The surviving spouse is then free to use his
or her unified credit to shelter additional assets.

Marital property rules in and of themselves do not interfere with bypass
planning; in fact they can facilitate the plan by dividing ownership between the
spouses, thus insuring that whichever spouse dies first will have property with
which to fund the family trust. However, the operation of marital property
rules could undermine the assumptions underlying a bypass plan that was
created without regard to classification of property.

Example: Spouses A and B create bypass estate plans. There
is $450,000 of property titled in A’s name; since this property
is derived from income from A’s employment and
investments over the years, and the post-1985 component of

4. Because of the many factors involved in determining the precise amount of the unified
credit that is available to shelter the bypass bequest, this bequest will often be done by
formula. One example of such a formula is discussed in the context of the revocable trust
presented in MPLW § 10.61 at subsection II(B). An alternative method which has gained
popularity is funding by means of disciaimer by the surviving spouse.
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that income cannot be traced, the full $450,000 is classified as
marital property. There is $450,000 of inherited property
titled in B's name, which is therefore classified as individual
property. A and B intend that whoever dies first will leave

eir" $450,000 to the bypass trust. However, if A dies first,
A’s trust will be underfunded because A in fact owns only
$225,000. B owns $675,000, which will trigger an estate tax
at B’s death, if that amount stays constant or increases, and
if the excess over the exemption equivalent is not left in a
form that qualifies for the charitable or marital deductions.”?

Bypass planning under the Act is discussed in Marital Property Law in
Wisconsin § 10.43.

D. Disclaimers

Like any other beneficiary, a surviving spouse may make a qualified
disclaimer (under Wis. Stat. § 853.40 and IR.C. § 2518) of property to be
received from the decedent spouse. In some instances, a disclaimer can avoid
future estate tax at the survivor's death by keepmg his or her estate from
exceedmg the $600,000 credit equivalent.®®

Example: Spouse A dies owning $500,000 of individual
property which is left entirely to Spouse B. B currently has
individual property worth $400,000. After receiving the
property from A, B would own $900,000 which — if
unchanged and if not left in a manner that qualified for the
charitable or marital deductions — would generate estate tax
at B’s death. However, if B disclaims three-fifths of A’s estate
($300,000), thereby allowing it to pass as though B had
predeceased, B's estate would not exceed the $600,000 credit
equivalent and both estates would then pass free of estate
tax. Of course, by this act, B would give up the ownership
of the $300,000, which may not be an acceptable price.

While disclaimer law itself has not changed, the ability to disclaim interests
freely is affected by marital property law, since a surviving spouse cannot
disclaim his or her vested share of marital property. The surviving spouse

* If B dies first, there is no tax problem because B can leave the excess over the exemption
equivalent (the excess would be $75,000 in 1989, on these facts) to A in a form that qualifies
for the marital deduction. A’s estate will then still be less than the current $600,000
exemption equivalent.

© Note that several requirements must be met if a disclaimer is to be effective for tax
purposes. Perhaps the two most important are that the disclaimant must not have accepted
the interest or any of its benefits and that the disclaimer must be timely made.
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already owns a one-half interest in marital property — even if he or she had no
idea of the existence of the property — and does not "receive" it from the
decedent.

Example: Change I previous example so that the $500,000
attributed to A is now marital property, while B's $400,000
remains B’s individual property. Now B owns $650,000
($250,000 plus $400,000). Although B can disclaim A’s
$250,000 share of the marital property, B cannot disclaim his:
or her own share. Thus, B is unable to reduce his or her
potential estate below $600,000 by disclaiming.

Because of the inability to disclaim one’s own share of marital property, spouses
should not rely on the assumption that disclaimers can be used at death to
avoid subsequent tax. Instead, appropriate reclassification of assets and
amendment of estate plans should be made during life.

E. Business Interests

When business interests are involved, the tax implications of marital
property ownership can be far reaching, resulting in both planning opportunities
and traps for the unwary. Since many closely held business interests are highly
appreciated in value, the double basis adjustment rule of L.R.C. § 1014(b}(6) can
be especially relevant. The more subtle effects of marital property ownership
on special use valuation under L.R.C. § 2032A, qualified redemptions under
LR.C. § 302(b}(3), and other rules should be fully considered by the planner in
this context, because the results can be striking. The following example shows
one such result, but, in general, tax planning for business interests involving
marital property is beyond the scope of this book.

Example: Spouse A is a major shareholder in a closely held
corporation. Spouses A and B both work in the business, but
all their stock is in A’s name. The corporation redeems all of
A’s stock and A retires from the business, pursuant to a plan
for a qualified redemption under LR.C. §302(b)(3). B
continues to be involved in the business, albeit in a relatively
minor way. If the stock is determined to have been marital
property, then B’s half does not qualify, and the redemption
of that portion of the stock is a dividend under LR.C.
§ 302(c)(2)(A)(@). B has lost the advantage of being taxed only
on the capital gain in the stock.



3
Life Insurance

§ 3.1 C(lassification of Life Insurance
A. Policies on the Life of a Spouse, Where That Spouse is also
the Named Owner
B. Policies on the Life of a Spouse, Where the Other Spouse is
Named Owner
C. Policies on Life of a Spouse, Where a Third Party is Named
Owner '
D. Policies on Life of Third Parties, Owned by a Spouse
E. Release of Rights
§ 3.2 Taxation of Life Insurance
A. Policies on Decedent’s Life
1. Taxation at Death
2.  Gift Tax Implications of Allowing Proceeds to Go to a
Third Party or Allowing Reclassification of the Policy
B. Policy Owned by Decedent, Insuring Another’s Life
§ 3.3 Life Insurance Trusts and Retained Interests
A. Estate Taxation

B. Gift Taxation
C. Income Taxation
D. Caveat

Because life insurance comprises a significant part of many estates, it often
provides estate planning opportunities to those knowledgeable about the estate,
income, and gift tax implications of various plans. An understanding of the tax
implications begins with an understanding of the general classification rules for
life insurance under the Marital Property Act. Classification of life insurance is
discussed in Marital Property Law in Wisconsin §§ 2.90-2.91; see also the summary
chart in Marital Property Law in Wisconsin § 10.58.

§31 CLASSIFICATION OF LIFE INSURANCE

The extent to which life insurance is taxable in a decedent’s estate depends
upon the classification of the policy. A spouse is the "owner” of a policy if that
spouse appears on the issuer’s records as the person with the ownership interest
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or as the insured when no one is named as owner. Wis. Stat. § 766.61(1)(a).
When group insurance is purchased by an employer as a fringe benefit for
employees, the employer is typically listed as the owner of the policy. But it is
the employee who holds the incidents of ownership {most importantly, the right
to name the beneficiary) and who is treated as the owner of record for purposes
of marital property law. See Wis. Stat. § 766.61(1)(a), amended by 1987 Act 393,
to clarify this point.

Typically, only one spouse will be listed as or considered to be the "owner"
of a policy. However, designation of a spouse as the owner of record does not
determine the classification of that policy. Wis. Stat. § 766.51(1)(d); 766.51(5).
Instead, classification is determined by a special set of rules set out in Wis. Stat.
§ 766.61.

A. Policies on the Life of a Spouse, Where That Spouse is also the
Named Owner

If a policy is issued on the life of a spouse after the determination date®* and
is owned by the insured spouse, that policy is marital property. Wis. Stat.
§ 766.61(3)(@)1. The source of the premium payments is irrelevant.

Example: A and B marry in 1984. In 1986, Spouse A buys
(and is listed as owner with the insurer) a policy on A’s life.
All premiums are paid from A’s individual property, an
inheritance A received. The policy is marital property.

If a policy is issued before the determination date and the insured spouse is
the owner of record, it retains its status as nonmarital property unless a
premium is paid from marital property funds. Once marital property is used
to pay a premium, the policy becomes mixed property. The marital property
component is determined by a statutory formula that considers the length of
time that the policy was in effect after the first premjum payment out of marital
property, compared to the total amount of time the policy was in effect. Wis.
Stat. § 766.31(3)(b). Specifically, for a policy currently in effect:

¥ The determination date is the date that Wisconsin marital property law first applies to the
marriage. Wis. Stat. § 766.01(5). If one or both spouses subsequently moved their domicile
out of Wisconsin, the policy would not be marital property for the period of nondomicile, and
the policy would become mixed property. Wis. Stat. § 766.61(3)(a)2.

If a policy is taken out after the determination date but during a period in which the Act
did not apply to the marriage, it appears that Wis. Stat. §§ 766.61(3)(a)1 and 2 would still
apply, but that there would be no marital property component until both spouses had
reestablished domicile in Wisconsin, at which time the policy would become mixed property.
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Period during marriage® after date of
Marital Property = Entire  x first premium paid from marital
Component Interest property

Period that policy has been in effect

Even if all premium payments after the date of the first payment from marital
property are made from individual property, the result under this "straddle
formula” does not change. As soon as one payment {or, possibly, even a part
of a payment) is made from marital property, the source of all subsequent
payments is irrelevant.®

Example: Spouse A is named as the owner of a $100,000 life

insurance policy issued July 1, 1984, with premiums due

annually. The 1986 premium can be traced to A’s nonmarital

property. However, on June 30, 1987, the premium is paid

from property whose origins cannot be traced and therefore

is presumed to be marital property. A died on June 30, 1989.

Since two years passed from the date of the first payment

from marital property and the policy was in effect for five

years, two-fifths (or $40,000) of the proceeds would be

marital property. The remaining three-fifths {or $60,000)

would be A’s nonmarital property.

If the policy is employer sponsored, a payment by the employer during a
period in which the Act applies to the marriage is considered to come from
marital property, since the payment is a form of compensation. Wis. Stat.
§ 766.01(10). Therefore, the date of the first payment by the employer will be
the key date for the formula. The effect of change in the amount of coverage
under the policy, change in the carrier for a group policy, and change in
domicile of one spouse are addressed by amendments in Trailer Bill I. Sez Wis.
Stat. § 766.61(2m), 766.61(3)(a)2, and accompanying legislative notes.

Both classification rules just discussed apply to policies owned by a spouse
insuring that spouse’s life, irrespective of beneficiary designation. However, if
the surviving spouse is named as beneficiary, the classification will be irrelevant
(except if he or she wishes to disclaim the decedent spouse’s half) because the

* Note that the term "during marriage” has a specific meaning for purposes of Chapter 766.
See Wis. Stat. § 766.01(8), as amended by 1987 Act 393.

“ If the spouse named as owner acquired the policy pursuant to certain court decrees or
property settlements, a special rule applies. Wis. Stat. § 766.61(5).

 Note that the "effective date" of a policy is not necessarily the same as the "date of issue."
This has important implications for the interrelationship between Wis. Stat. § 766.61(2m)a)
or (b) with 766.61(3)(a)1.
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surviving spouse will have a right to receive all proceeds in any case. There are
also no tax consequences when the surviving spouse receives all the proceeds
because any portion included in the decedent spouse’s estate will qualify for the
unlimited marital deduction. On the other hand, when a third party —
including a trust for the benefit of the surviving spouse — is named as
beneficiary, classification issues can have important tax and property law
consequences.

To the extent that a policy is marital property, the spouse designated as
owner has the rights of management and control in dealings with the insurance
company. Wis. Stat. § 766.51(1}(d). As with other marital property, the spouse
not listed as owner has a vested one-half interest in the marital property
component of the policy; that spouse has a remedy if these proceeds are paid
to someone else. Wis. Stat. § 766.70(6)(b) and accompanying Legislative Note
under 1985 Act 37. See also Marital Property Law in Wisconsin § 2.95. Failure to
exercise that right will typically result in a gift to the beneficiary. See book
§ 2.3A.

In addition to the right to one-half the marital property component, the
spouse not listed as owner may have an elective right to part® of the value of
the nonmarital component if the nonmarital component is part of the
"augmented marital property estate." Wis. Stat. § 861.03. Briefly, the nonmarital
property component of the policy will be in the augmented marital property
estate if it is deferred marital property (as defined in Wis. Stat. § 851.055); the
beneficiary is not the surviving spouse; the beneficiary designation was made
or changed after April 3, 1984; and the transfer is made without the consent of
the noninsured spouse and without consideration. Wis. Stat. § 861.05. The
election is subject to reduction if various transfers during lifetime or at death
were made to the surviving spouse by the decedent spouse, and the amount
determined to be subject to election does not have to be satisfied from the
proceeds of the policy. Wis. Stat. §§ 861.07, 861.09. The election is barred if not
timely made and may cease with the surviving spouse’s death. Wis. Stat.
§ 861.11. See also the discussion in Erlanger and Weisberger, "New probate and
non-probate property elections under Wisconsin’s Marital Property Act,” Part
2, Wisconsin Bar Bulletin, November 1986.

Example: In the previous example, two-fifths (or $40,000) of
the life insurance policy was marital property. I there is a

#. The election may be limited to only part of the value of the nonmarital component because
part of that component may not be deferred marital property or because the amount subject
to election was reduced pursuant to Wis. Stat. § 861.07.
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third party beneficiary and Spouse B does not exercise B's
right to receive $20,000 of the proceeds, then B will have
made a gift of that amount to the beneficiary. In addition,
since the beneficiary was named after April 3, 1984, some or
all of the three-fifths nonmarital property component may be
deferred marital property to which the election relates.
However, since this latter right is not a vested right, failure
to exercise it will not constitute a gift from Spouse B to the
beneficiary.

Note that the generation of a possibly unintended gift from the surviving
spouse to the beneficiary is not necessarily a negative event. Often, division of
gifts in this way can save taxes or have no tax consequences. See discussion in
book § 2.3A. '

B. Policies on the Life of a Spouse, Where the Other Spouse is

Named Owner

A policy owned by one spouse insuring the life of the other spouse is the
individual property of the owner, regardless of the source of the premiums.
Wis. Stat. § 766.61(3)(c). (However, note that if such a policy is taken out
within three years of the death of the insured spouse, there may be a tax
problem under LR.C. § 2035. See Marital Property Law in Wisconsin § 9.34.)

Example: A and B marry in 1984. In 1986, Spouse A buys,
and is listed as owner on the records of the insurer, a policy
on Spouse B’s life. (Industry practice requires B’s consent or
acquiescence in this situation.) All premiums are paid from
marital property. The policy is Spouse A’s individual
property. ' |

C.  Policies on Life of a Spouse, Where a Third Party is Named Owner

When a policy on the life of a spouse is owned by a third party, there are
two ways in which the marital property rules can affect the ownership of the
policy. First, if marital property from the insured spouse’s marriage (as
contrasted to property owned or controlled by the third party owner) is used
to pay a premium on such a policy, then special rules apply. To some extent,
the policy is treated as one owned by the insured spouse, with the marital
property component determined using the straddle formula. Wis. Stat.
§ 766.61(3)(d). Second, as the next section indicates, if the third party owner is
married, the use of marital property from the owner’s marriage will affect
ownership rights in that marriage.

Example: On Jan. 1, 1980, Spouse A, who is married to
Spouse B, took out a $100,000 policy on A’s life naming child
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as owner. All premiums except one were paid by child. The
one exception was the Jan. 1, 1987, premium which A paid,
using A’s and B's marital property. Spouse A died onJan. 1,
1990. Three-tenths of the policy is A’s and B’s marital
property and seven-tenths is the property of child. If child is
married, ownership of child’s interest will be determined
under the rules for a "policy on life of a third party, owned
by a spouse.”

Ore typical way in which third parties come to own insurance on the life
of another person is through a gift from the insured. For this reason, it is very
important to bear in mind that a spouse’s ability to give away life insurance on
his or her life is severely limited. A spouse acting alone can freely give marital
property to a third person only if its value does not aggregate more than $1,000
in a calendar year (or a larger amount, if "reasonable"); a gift larger to this
amount can be made, but if the spouses did not act together, the gift is subject
to the remedies of Wis. Stat. § 766.70(6). For purposes of this rule, a gift of a life
insurance policy is valued at its face value. Wis. Stat. § 766.53. Since virtually .
all life insurance policies have a face value of over $1,000, the gift of a policy
that has a marital property component will almost always require that the
spouses "act together” within the meaning of the statute” for the remedies not
to apply.

Another typical situation in which a third party owns life insurance is in
a business relationship, which is covered by the following section.

D. Policies on Life of Third Parties, Owned by a Spouse

While special life insurance classification rules of Wis. Stat. § 766.62 apply
to policies on the life of a spouse, they do not apply to policies on the lives of third
parties. Rather, the general marital property classification rules apply to a policy
owned by a spouse and insuring a third party. Therefore, the presumption of
marital property and the tracing rules the Wisconsin courts adopt pursuant to
Wis. Stat. §§ 766.31 and 766.63(1) will apply.

Example: Child is listed on the records of a life insurance
company as the owner of a policy on parent’s life. The policy
was taken out on January 1, 1987, and all premiums have
been paid by child. The first year’s premium was paid with
marital property. The next two years’ premiums were paid
with child’s individual property. At the end of the first three

#. To “act together," the spouses do not necessarily have to act simultaneously; subsequent
consent should be sufficient. See Wis. Stat. § 766.53 Supplemental Committee Notes at Ch.
37, Laws of 1985,
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years, assuming child can trace the individual property
component and that a source of premiums rule is adopted by
the courts, the policy would be one-third marital property
and two-thirds individual property.®

Example: Spouse A and a third party (TP) are business
partners. After 1986, A and TP purchase policies on each
other’s lives with the intent of using the proceeds to buy out
the insured’s interest upon the death of that partner. Spouse
A pays the premiums on the policy insuring TP’s life from
A’s partnership draw. The policy is the marital property of
A and A’s spouse, since all payments made on the policy
came from marital property. If the proceeds are used to
purchase TP’s partnership interest, that interest will be

marital property.
E.  Release of Rights

The noninsured spouse may release his or her rights in a life insurance
policy. This can be done by consent to a specific beneficiary designation or by
reclassification of the policy and future premiums.® See Marital Property Law
in Wisconsin § 2.94.

The noninsured spouse may give written consent to the designation of
another person as the beneficiary of the proceeds of a policy. Wis. Stat.
§ 766.61(3){(e). Depending upon the wording of the instrument, the consent will
relinquish all or a portion of that spouse’s interest in the proceeds of the policy,
regardless of the classification of the property used to pay the premiums. The
consent is revocable and effective only with respect to the named beneficiary
unless it specifically provides otherwise. Even if the consent as to a named
beneficiary is irrevocable, by its logic it will not be effective if the beneficiary is
changed by the owner spouse or if the beneficiary predeceases the owner
spouse.

Instead of consenting to the beneficiary designation, the noninsured spouse
may consent to a reclassification of all of that spouse’s interest in property used
to pay premiums on the policy or in the ownership interest or proceeds of the

% The community property states have adopted a variety of methods for classification of life
insurance policies. California has used a rule that focuses on the source of the premiums.
Seze MPLW § 2.93.

- As amended by 1987 Act 393, Wis. Stat. § 766.61 allows the use of consents regarding eny
insurance policy, not just one where a spouse is named as the insured. Wis. Stat. §
766.61(1)(c). :
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policy as the individual property of the insured spouse. Wis. Stat.
§ 766.61(3)(e).® To relinquish all present and future interest in the policy, the
consent to reclassification should be worded to cover both the policy and all
future premiums. If only one of these interests is reclassified, the result may be
a policy subject to the "straddle formula." To be fully effective, the document
should also state that it is irrevocable. Under this method, the insured spouse
would have full ownership rights to the policy and could name any beneficiary.

The written consent provided for in Wis. Stat. § 766.61(3){(e) is unilateral;
only the noninsured spouse need sign it. Moreover, the general rules for the
validity of marital property agreements, including the need for financial
disclosure, do not apply. Nonetheless, an attorney or other professional
advising one or both spouses should remain keenly attuned to the possibility of
conflict of interest in this situation. In particular, a consent form should not be
presented to the noninsured spouse as a trivial or "technical” matter merely requiring
his or her signature. In some cases, separate representation of the spouses will
be needed.®

The results achievable by written consent can alternatively be achieved
through use of a marital property agreement between the spouses, under Wis.
Stat. § 766.58.

Both the written consent and the marital property agreement can be very
useful in planning for insurance policies held outright by a spouse or in trust.
However, there are many important tax consequences to the techniques outlined
above, both when the documents are executed and at the death of the insured
spouse; these issues are reviewed in the following section. In addition, there are
special problems when a policy is owned by a trust; these concerns are
discussed in book § 3.3.

§ 3.2 TAXATION OF LIFE INSURANCE

A. Policies on Decedent’s Life

1.  Taxation at Death. In general, proceeds of insurance policies on the
life of the decedent are taxable in the decedent’s gross estate if he or she
possesses any incidents of ownership or if the proceeds are payable to the estate.
LR.C. § 2042. Under the "incidents of ownership” test, if a decedent holds any
ownership right (e.g., right to change beneficiary designation, right to borrow,

52 Other types of reclassification are also possible under the statute.

% See the discussion of ethical problems in marital property practice in MPLW, Ch. 14.
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etc.) on a policy insuring his or her life, the full proceeds to which that right
applies will be included in the gross estate. Thus, if a policy on the decedent’s
life were the decedent’s individual property, the full amount of the proceeds
would be includable in the gross estate.

Example: Spouse A has an interest in a life insurance policy
insuring A’s life. This is a group policy through A's
employer and has been in effect since 1983. The policy
would therefore be mixed property, with a marital property
component determined under the "straddle formula" of Wis.
Stat. § 766.613)(b). However, in 1987, Spouse B executed a
valid consent under Wis. Stat. § 766.61(3Ye), which
irrevocably reclassified the policy and all future premiums as
the individual property of Spouse A. On A’s death, the
entire proceeds are includable in A’s gross estate because A
held the incidents of ownership over the entire policy.

Although the statute does not specifically refer to community property,
Treas. Reg. § 20.2042-1(c)(5) (1974) states that in a community property state, an
insured spouse is deemed to possess incidents of ownership in only one-half of
a policy that is community property. This regulation apparently assumes that
a policy will either be entirely community (marital) property or entirely separate
(individual) property. However, as discussed in book § 3.1, in Wisconsin, it is
possible for a policy to be mixed property with a marital property component. In
that situation, it appears reasonable to assume that all but the noninsured
spouse’s marital property interest would be included in the decedent’s gross
estate.

Example: Spouse A is the owner of record on a $100,000
policy issued July 1, 1984. The July 1, 1987, premium was
paid from marital property, and Spouse A died on June 30,
1989. Under the "straddle formula,” of Wis. Stat.
§ 766.61(3)b), three-fifths of the policy ($60,000) is A’s
nonmarital property, and two-fifths of the policy ($40,000) is
marital property. (See example in book § 3.1A.) All of the
nonmarital component and one-half of the marital property
component (a total of $80,000) will be included in A’s gross
estate under LR.C. § 2042. The remaining $20,000 is owned
by the surviving spouse.

2. Gift Tax Implications of Allowing Proceeds to Go to a Third Party
or Allowing Reclassification of the Policy. The fact that a policy is marital
property not only affects the amount included in the decedent spouse’s estate,
but it may also have gift tax implications if there is a third party beneficiary and
the surviving spouse allows the full proceeds to pass to that beneficiary. This
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may occur because the surviving spouse has agreed to the beneficiary
designation (but not to a reclassification of the policy and all future premiums)
through a written consent or marital property agreement (see discussion in book
§ 3.1E)® or simply because the surviving spouse fails to exercise his or her
rights to claim half the marital property interest in the proceeds using the
remedy provided by Wis. Stat. § 766.70(6)(b). In either case, the result will be
a gift of the surviving spouse’s marital property interest in the proceeds from
the surviving spouse to the beneficiary.

If the surviving spouse fails to exercise his or her rights at the death of the
insured spouse, a gift results because it is as though the survivor had received
his or her share of the proceeds and then given it to the beneficiary. Although
this may appear to be similar to a disclaimer — and may be treated as such by
the Department of Revenue® — in fact, it is fundamentally different from a
disclaimer because the surviving spouse already had a vested interest in the
policy. If the surviving spouse previously executed a consent to the beneficiary
named in the policy and therefore cannot challenge the transfer at the insured
spouse’s death, the taxable event is still the transfer at death. Until the death
of the insured, the gift was incomplete because the beneficiary may fail to
outlive the insured spouse, the beneficiary may be changed, or the policy may
lapse.

The gift from the surviving spouse to the beneficiary of the policy will
typically qualify for the $10,000 annual exclusion available under LR.C.
§ 2503(b); any excess amount will be a taxable gift. As discussed in book
§ 2.3A, in most cases, no gift tax will actually have to be paid, and often there
are tax advantages to this method of dividing the gift between the spouses.

Example: After 1985, Spouse A takes out a $100,000 policy
on A’s life, naming child as beneficiary. Spouse A is listed as
owner; the policy is marital property. Spouse A dies. Since
A had incidents of ownership for a one-half interest in the
policy, $50,000 is includable in A’s gross estate under

% Consent to a named beneficiary will be an incomplete gift for gift tax purposes, even if the
consent is irrevocable, because (a) the beneficiary may predecease the insured spouse, (b} the
beneficiary may be changed by the insured spouse, or () the policy may be terminated before
the death of the insured spouse. It is possible, however, that the spouse relinquishing the
rights will have made a transfer for value under LR.C. § 101, and that as a consequence, the
proceeds of the policy will lose their income tax exemption. See Reg. § 1.101-1(b)(4) and Carl
J. Rasmussen and Susan Erickson, Some Tax Aspects of Provisions for Disposition of Property at
Death in Marital Agreements, EST. PLAN., Warren, Gorham & Lamont, to be published in 1991.

% See note 37, supra.
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IR.C. §2042. Child's receipt of the full $100,000 proceeds
would mean that there was a gift of $50,000 from B to child.
Ten thousand dollars of the gift from B qualifies for the
annual exclusion under LR.C. § 2503(b). There will be no gift
tax due at the time of the transfer unless Spouse B's
accumulated taxable gifts since 1976 total more than $600,000,
because of the unified credit available (as of 1989) under
LR.C. §2505. The taxable gift will be included in B’s
tentative estate tax base at death, but if the tentative estate
tax base is $600,000 or less, the unified credit available (as of
1989) under LR.C. § 2001 will offset any estate tax due.

The possibility of "double counting” may exist when a policy is marital
property and the insured spouse names his or her probate estate as the
beneficiary, and the surviving spouse gives up the right to his or her marital
property share, either by consent or inaction. Since the full proceeds of the
policy will be received by the probate estate, they may all be includable in the
gross estate for tax purposes under LR.C. § 2042(a). But in addition, the
surviving spouse may be deemed to have made a taxable gift of his or her
interest in the policy to the estate. This transfer would not qualify for the
marital deduction for gifts (LR.C. § 2523) because it would be a gift to the
beneficiaries.

Note that to the. extent that the shared ownership of the policy by the
spouses is a problem, it can be remedied by reclassification of the policy and all
future premiums as the individual property of one of the spouses (most often
the insured spouse). See book § 3.1E. Since reclassification constitutes an
outright gift of ownership interest in the property, the gift by the spouse who
relinquishes these rights qualifies for the unlimited gift tax marital deduction
available under LR.C. § 2523. ‘

B.  Policy Owned by Decedent, Insuring Another's Life

LR.C. § 2033 mandates the inclusion in the decedent’s gross estate of the
value of property owned by a decedent, Therefore, if a decedent has an interest
in an unmatured policy, the value of that interest will be included in the
decedent’s gross estate. Ownership of such unmatured interests at death is
quite common under a community property system because life insurance on
the surviving spouse’s life often will have a marital property component.

Example: After 1985, Spouse A buys a $200,000 whole life
policy on A’s life. The policy is marital property. In 1996,
Spouse B dies. At that time, the fair market value of the

policy is $10,000. Therefore, B’s interest is $5,000, and that
amount is included in B's gross estate. (This interest is
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transferable by will, subject to A’s right to buy out the
beneficiary. See Wis. Stat. §§ 766.61(7), 766.70(7).)

§ 3.3 LIFE INSURANCE TRUSTS AND RETAINED INTERESTS

Most irrevocable life insurance trusts are designed as "bypass trusts," whose
purpose is to keep the insurance proceeds out of both spouses’ gross estates.
This is accomplished by giving the surviving spouse either no interest or only
limited interests that will not cause the trust property to be included in his or
her estate. Often the surviving spouse receives a life income interest and
perhaps also a limited power of appointment and/or the right to receive
discretionary distributions made by an independent trustee. The remainder
usually goes to the decedent’s children, who may also be discretionary
beneficiaries during the surviving spouse’s lifetime. Some general problems
with retained interests are discussed in book § 2.3A, and Marital Property Law
in Wisconsin §§ 9.17 and 9.35. Irrevocable life insurance trusts are specifically
addressed at Marital Property Law in Wisconsin § 10.35.

A. Estate Taxation

A risk involved with any life insurance trust is that the full value will be
included in the insured’s estate under I.R.C. § 2035 if the insured dies within
three years of the transfer to the trust. Assuming the insured survives the three
years,™ the proceeds will not be included in his or her estate as long as the
insured does not retain any incidents of ownership in the policy. LR.C. §§ 2042,
2036, 2038.

Example: Spouses A and B live in a common law property
state. Spouse A is the insured and owner of a $500,000 life
insurance policy. A sets up a bypass trust, funded with life
insurance, with income to B and the remainder to their
children. If A lives three years after the gift of the policy to
the trust, the proceeds will not be included in A’s gross
estate. The proceeds will also escape taxation in B's estate
because B holds only a life interest.

Serious problems arise when there is a marital property component to a
policy transferred to an irrevocable life insurance trust. Because the identity of
the grantor depends upon the underlying classification of the policy, both

. The three-year rule may not apply if the insured does not acquire the policy and never
possesses, even for a transitory period, any ownership interest in the policy. See Estate of
Joseph Leder, 89 T.C. 235 (1987).
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spouses will be considered grantors if there is a marital property component.
In addition, a marital property component may be generated if even one
subsequent premium is made from marital property. Wis. Stat. § 766.61(3)(d).
The decedent spouse will not be affected because that spouse is not a beneficiary
of the trust. But if the surviving spouse has an interest in the income (or
principal) of the trust, that spouse’s interest will be included in his or her gross
estate under LR.C. § 2036. See also Marital Property Law in Wisconsin § 10.35.

Example: Assume in the preceding example that Spouses A
and B live in Wisconsin, that the life insurance policy is
marital property when transferred to the trust, and that
subsequent premiums are paid from marital property. If A
survives three years after the gift of the policy to the trust,
nothing is includable in A’s gross estate. But since B would
be the transferor of half the corpus, half the value of the
corpus at B's death would be included in B's gross estate
because of B’s retained interest, unless this problem is
recognized and addressed appropriately.

To avoid inclusion in the gross estate of the noninsured spouse, that spouse
should have an interest in neither the policy transferred to the trust nor the
funds used to make subsequent premium payments. This can be difficult to
accomplish without special planning. For example, in a group policy sponsored
by the insured’s employer, premiums paid by the employer will be marital
property. Wis. Stat. § 766.31(4); Rev. Rul. 76490, 1976-2 C.B. 300.

In theory, there is no retained interest problem if the policy and all
subsequent premiums are the individual property of the insured. If they are not
already the insured’s individual property, they can be reclassified as such with
a marital property agreement or a written consent. Sez book § 3.1E. However,
the IRS might challenge the transfer as a "sham" if it appears that the
reclassification was predicated on the receipt of future benefits under the trust
and that the only purpose of the redlassification was to avoid taxation.
Similarly, the IRS might argue that the step-transaction doctrine applies and
treat the noninsured spouse as a co-grantor. Therefore, one way to avoid
inclusion of the proceeds in the noninsured spouse’s estate is for the
reclassification to be independent from the decision to create and fund the
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trust™ For this reason, it can be difficult to reclassify the marital property
component of a life insurance policy that is already in an irrevocable trust.

Another way to avoid the retained interest problem is by sale of the
noninsured spouse’s interest to the trust. However, this alternative is generally
not feasible for two reasons. First, the trust is usually not funded with sufficient
assets to support the purchase plus subsequent premiums. Second, the sale
could cause the proceeds to be subject to income tax when paid. IR.C.
§ 101(a)}(2).

B. Gift Taxation

If the policy transferred to the trust is marital property, a separate gift of
each spouse’s half-interest in the policy will have been made, and the two parts
of the transfer must be analyzed separately. The gift of a half-interest by the
"owner" spouse will be partly to the "nonowner” spouse and partly to the other
beneficiaries. Depending on the terms of the trust, the gift to the "nonowner"
- spouse may qualify for the gift tax marital deduction under LR.C. § 2523
The gift of a half-interest by the "nonowner" spouse will be partly a retained
interest not subject to tax and partly a gift to the other beneficiaries. See
Commissioner of Internal Revenue v. Chase Manhattan Bank, 259 F.2d 231 (5th Cir.
1958), cert. denied, 359 U.S. 913 (1959).

When the policy transferred to the trust is term insurance, the value of the
gift is not substantial. Nonetheless, the trust must be drafted to provide
withdrawal powers {Crummey powers) so that the benefit of the annual
exclusion under LR.C. § 2503(b) can be obtained.

C. Income Taxation

After the death of the insured spouse, the trust will be fully funded with
the proceeds of the policy. Ordinarily, the income earned by the trust at that
point would be taxed to the trust or to those beneficiaries who received it.
However, where the surviving spouse is a beneficiary of the trust and is also
considered a grantor of the trust for the reasons discussed above, the grantor
trust rules of LR.C. §§ 676 and 677 will be triggered. Under these sections, part

. Alternatively, if the reclassification of the policy and the creation of the trust are
completed as part of a coordinated transaction, it may be that an exchange for consideration
has taken place. This transaction would not trigger the income tax consequences mentioned
in the following paragraph, as long as the exception in I.R.C. § 101(a}2)(B) is met.

% If the policy transferred to the trust is nonmarital property, this analysis will apply to the
entire transfer.
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of the trust income may be taxable to the surviving spouse, even if that income
is accumulated in the trust or paid out to another beneficiary.

D. Caveat

The discussion here has focused only on the tax consequences of a spouse
being the beneficiary of an irrevocable life insurance trust, where there is a
marital property component to the policy held by the trust. It does not address
other tax issues related to this type of trust nor does it address drafting
considerations. There are many excellent analyses of these issues, including
Berall’s comprehensive treatment in "Use of Irrevocable Life Insurance Trusts,"
Chapter 21, 37th USC Law Center Tax Institute, 1985; Zaritsky’s forms and
commentary in Tax Planning for Family Wealth Transfers (Warren, Gorham &
Lamont, 1985, with supplements) § 6.04; and Mirabello’s and Slota’s "Current
Developments in Planning and Drafting Irrevocable Life Insurance Trusts,"
Chapter 16, New York University, 48th Annual Institute on Federal Taxation,
1990.%

#- After the enactment of the Revenue Act of 1987, which created LR.C. § 2036(c) in an
attempt to limit "asset-value freezes,” there was concern that the new provision would
eliminate the estate tax advantages of life insurance trusts. However, IRS Notice 89-99
apparently eliminates that concern. Rev. Rul. 89-99, 1982-2 C.B. 422. Also, in situations
where funds are not needed until the death of the surviving spouse, the use of a joint and
survivor life insurance policy can avoid many of the tax problems in life insurance trusts.
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4
Problems in Irrevocable Coordinated Plans

§41 Will Substitute Agreements
§4.2 "Forced Choice" Plans
A. One Spouse’s Attempt to Dispose of All Marital Property
B. Forcing the Surviving Spouse to Choose Between the
Deferred Marital Property Elections and Taking Under the.
Estate Plan

Estate planning commentators typically frown on the use of irrevocable
coordinated plans between the spouses because of their inflexibility in changing
circumstances. Nonetheless, two aspects of the Marital Property Act could
encourage the use of this type of plan. This chapter briefly considers these
plans and their tax consequences.

§41 WILL SUBSTITUTE AGREEMENTS

Wis. Stat. § 766.58(3)(f) states that a marital property agreement may
provide for the nonprobate transfer of any or all of the property of either or
both spouses at the death of either spouse. This far reaching provision is
patterned after a long standing Washington State statute and is sometimes
referred to as the "Washington Will" provision. This transfer is not, however,
a will. Rather, it is an interspousal contract that functions as a will substitute.
Wis. Stat. §§ 863.27, 865.201, 867.046. Depending on its provisions, it may
supersede the designation of beneficiaries on other nonprobate transfers, such
as life insurance, deferred employment benefits, and joint tenancies. As a result,
it is important that a marital property agreement embodying these provisions
be carefully drafted and well understood by the spouses. To avoid ambiguity
and conflict at death, the disposition provisions of documents superseded by the
marital property agreement should be changed to conform to the agreement.

A marital property agreement can only be changed by a subsequent marital
property agreement. Wis. Stat. § 766.58(4). Thus, in general, a marital property
agreement becomes irrevocable at the death of a spouse. However, Wis. Stat. -
§ 766.58(3)(f) states that if the agreement provides for the passing of property
upon the death of the surviving spouse, the survivor may amend the agreement
following the death of the first spouse unless the agreement provides otherwise
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or the property is held in a trust created by the agreement. This provision was
added to protect the surviving spouse in the event of a change in circumstances
between the first spouse’s death and the death of the surviving spouse;
however, it also may contradict a primary purpose of the agreement.

If the spouses decide to expressly prohibit any modification to the
agreement by the surviving spouse, not only will the surviving spouse be bound
by the agreement following the death of the first spouse but also at the death
of the first spouse, there will probably be a taxable gift of the remainder interest
to the ultimate beneficiaries. This is clearly the case for joint and mutual wills,
and a Wisconsin nonamendable agreement with third party beneficiaries seems
to be a very similar type of instrument. Regarding the taxation of joint and
mutual wills and related community property agreements in other states, see
Rev. Rul. 69-346, 1969-1 C.B. 227; Rev. Rul. 71-51, 1971-1 C.B. 274; and especially
the recent Seventh Circuit cases, Pyle v. United States, 766 F.2d 1141 (7th Cir.
1985), and Estate of Jesse L. Grimes v. Commissioner of Internal Revenue, 851 F.2d
1005 (7th Cir. 1988), which control for Wisconsin.*

Given the similarity between a marital property agreement that provides
irrevocably for the disposition of the spouse’s property at the surviving spouse’s
death on the one hand and a contractual will on the other, planners should
proceed with caution in this area. For many years, commentators have
discouraged the use of contractual wills because of their reputation as "notorious
litigation breeders" and their frequently adverse tax consequences. See
Comment, "The Contractual Will: Invitation to Litigation and Excess Taxation,"
48 Tex. L. Rev. 909 (1970); Comment, "Contracts to Make Joint or Mutual Wills,"
55 Marg. L. Rev. 103 (1972).% Often, the use of trusts can avoid the problems
of contractual wills while still achieving the client’s goals. On these issues, see
the extensive commentary at Marital Property Law in Wisconsin § 7.16 and the
analysis of the Pyle case at Marital Property Law in Wisconsin § 9.50d.

The critique in the last two paragraphs has focused on the use of a marital
property agreement to control the disposition of property at the death of the

@ In both Pyle and Grimes, there were disputes over the constraints on the surviving spouse’s
power to consume, which were decided under Illinois law. Nevertheless, the holding - that
if a nonamendable contract exists, such that disposition of the spouses’ property is fixed and
the surviving spouse’s right to consume is limited, then a gift to the remainder beneficiary
takes place at the death of the first spouse — seems directly applicable to transfers pursuant
to Wis. Stat. § 766.58(3)(f).

. There is, however, some dissent to this view. For a recent argument advocating the use
of contractual wills in certain situations, see Hunt, Joint Wills May Provide a Solution to Drafting
Problems for Clients Concerned with Remarriage, EST. PLAN., March 1985, pp. 88-93.
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surviving spouse. Many of the problems do not occur with respect to a marital
property agreement that disposes of property at the death of the first spouse
only. Some estate planners use marital property agreements to create marital
property with survivorship® or to insure that a spouse who has relinquished
rights to marital property will be protected if that spouse is the survivor.

§4.2 "FORCED CHOICE" PLANS

A. One Spouse’s Attempt to Dispose of All Marital Property

Each spouse has a vested one-half interest in marital property and is free
to dispose of that interest at death. At the first spouse’s death, the surviving
spouse retains his or her vested interest in each item of property. Wis. Stat.
§ 861.01. Nonetheless, the first spouse to die may wish to exert control over
"both halves" of the marital property. Absent a marital property agreement, one
method of doing this is for the first spouse to make his or her dispositions in
favor of the surviving spouse dependent on the survivor's relinquishment of
certain rights to the marital property.

Example: A and B own a large amount of marital property.
A’s estate plan creates two trusts, the X trust and Y trust. A
gives B mandatory income rights in both trusts, on the
condition that B transfer B’s one-half interest in the marital
property to the Y trust. If not, B receives nothing under the
plan. (This example adapted from Marital Property Law in
Wisconsin § 10.44b.)
This type of plan has sometimes been used in the other community property
states, and it has been the subject of extensive literature. See Marital Property
Law in Wisconsin § 10.44a.

The forced election plan has extensive income, gift, and estate tax
consequences to both spouses, similar to those of contractual wills.® The plan
also has important nontax implications for management and control. These
aspects are reviewed in Marital Property Law in Wisconsin §§ 9.15b, 9.35b,
9.38a, 9.51a, and 10.44.

& Note, however, that a survivorship provision in a marital property agreement generally
will not result in protection against creditors at death. See note 15, supra.

® The Gradow case (11 C. Ct. 808 [1987], 59 AFTR 2d 87-1221, 87-1 USTC § 13,711) addresses
some of the estate tax problems faced by the surviving spouse in this sort of plan, in
situations where the tax liability is greater than the unified credit available under IR.C.
§ 2001. The Gradow case was recently upheld by the court of appeals for the federal circuit
(90-1, USTC { 60,010 (CA-FC 1990). See also MPLW 9.35b as revised, June 1990.
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B. Forcing the Surviving Spouse to Choose Between the Deferred
Marital Property Elections and Taking Under the Estate Plan

Unlike the elective share provisions in most common law property states
(and under former Wisconsin law), the elections relating to deferred marital
property under Wis. Stat. §§ 861.02 and 861.03 do not generally preclude the
surviving spouse from also taking under the decedent’s estate plan. Spouses
who wish to limit their survivor’s ability to take under both the statutes and the
estate plan can draft to reduce or eliminate benefits under the plan if the
statutory elections are exercised. See, e.g., Erlanger and Weisberger, "New
probate and non-probate elections under Wisconsin’s Marital Property Act,"
Parts 1 and 2, Wisconsin Bar Bulletin, October and November 1986.

The authors of Marital Property Law in Wisconsin convincingly argue that
property passing to the surviving spouse under the Wis. Stat. §§ 861.02 or
§ 861.03 election qualifies as a nonterminable interest under the federal marital
deduction statute, LR.C. § 2056, as does the property taken under a "forced
choice" provision in lieu of the statutory elections. Marital Property Law in
Wisconsin § 9.40b. Nonetheless, there is no IRS ruling directly on the point, and
in any case, the surviving spouse may be offended by the forced choice
provision. Therefore, use of such a provision might best be reserved for
situations in which there is a significant probability that the provision is
necessary in order to effectuate the plan. '



5
Income and Transfer Tax Consequences of Gifts of
Marital Property

§51 General Rule
§5.2 Transfer of Marital Property by One Spouse

§51 GENERAL RULE

In general, the tax consequences of gifts of marital property are the same
as the consequences for gifts of nonmarital property. Transfers may be subject
to the gift tax under I.R.C. § 2501 {except to the extent to which they qualify for
the annual exclusion under ILR.C. §2503(®) or (), and gifts to qualified
charitable organizations may be deductible for income tax purposes under L.R.C.
§ 170. When a completed gift of marital property is made, the gift is deemed
to be one-half from each spouse. Thus each spouse is considered to have made
one-half the gift for gift tax purposes and may use his or her annual exemption
(if the gift qualifies) without resort to the "split gift" provisions of LR.C. § 2513.
Similarly, each spouse may deduct half of a qualifying charitable contribution
if the spouses file separate income tax returns.*

This analysis only applies to completed gifts. Neither the gift tax nor the
charitable deduction applies to gifts that are incomplete. The general ruleis that
a gift is complete when "the donor has so parted with dominion and control as
to leave . . . [the donor] . . . no power to change its disposition." Treas. Reg.
25.2511-2(a); Sanford v. Commissioner of Internal Revenue, 308 U.S. 39 (1939). The
application of this rule is usually stralghtforward when outright transfers are
made.

§52 TRANSFER OF MARITAL PROPERTY BY ONE SPOUSE

When marital property is transferred by one spouse, even when there are
apparently no reserved powers, there is a complication because of the limit on
each spouse’s power of management and control. Wis. Stat. § 766.53 provides
that "a spouse acting alone may give to a 3rd person marital property that the

- If a joint income tax return is filed, this feature is irrelevant.
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spouse has a right to manage and control only if the value of the marital
property given to the 3rd person does not aggregate more than either $1,000 in
a calendar year" or a larger amount if "reasonable.” If a spouse acting alone
gives more than the permitted amount, remedies are available under Wis. Stat.
§ 766.70(6)(b). Since these remedies can have the effect of revoking all or part
of the transfer, it is unclear whether a gift of marital property in excess of the
"safe harbor"” amount can be a completed gift before the statute of limitations for
the remedies has expired or the remedy has otherwise been barred. Since the
point at which a gift is deemed complete is a matter of state property law, the
resolution of this issue ought to depend on legislative pronouncements and state
court interpretation of the Marital Property Act.

The legislature attempted to resolve the issue in Trailer Bill I (1985 Act 37)
when it amended the management and control provisions of Wis. Stat.
§ 766.51(4) to read that "the right to manage and control marital property
permits gifts of that property, subject to remedies under this chapter." A
Supplemental Note to that provision states in part, "[tlhe revised language
assumes that, even if a remedy is available, the gift was made when the transfer
occurred." Supplemental Committee Note to Wis. Stat. § 766.51(4) at Ch. 37,
Laws of 1985. This position is supported by the fact that use of the remedy
requires court intervention, could involve an action against the donor spouse
rather that against the recipient, and could involve monetary compensation
rather than return of the property. A Supplemental Note to Trailer Bili I also
clarified that Wis. Stat. § 766.53 does not literally require the spouses to "act
together"; rather "subsequent consent by the other spouse is sufficient,” and
"common law defenses regarding consent . . . apply." The Supplemental Note
also states that “it is further assumed that, if subsequently consented to by a
spouse, a gift was made when the original transfer occurred.” Supplemental
Committee Note to Wis. Stat. § 766.53 at Ch. 37, Laws of 1985.%

Nonetheless, the IRS has taken the position that "Wis. Stat. § 766.53 casts
serious doubts upon the validity of charitable gifts of marital property in excess
of $1,000 when both spouses do not join in the gift." Tax Practitioner Newsletter,
IRS Milwaukee District, April 1988, p. A-6.% The IRS position appears to be

% For a discussion of the authoritative status of Supplemental Committee Notes, see page xil,
supra.

% For a similar statement regarding gift tax, see the Tax Practitioner Newsletter, January 1987.
Note that under this reasoning, gifts subject to the gift tax will, if incomplete, be included
in the decedent’s gross estate at their date of death value. The donor will lose the
possibility of using the annual exclusion, and the asset will receive a new basis under
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that the gift is not complete until there is consent and that the filing of a joint
return constitutes that consent, if it has not been given earlier.

Aside from the fact that the IRS position seems contradictory to the state
property law on which it should be based, it may also be incorrect because
signing the joint return may only constitute notice of the gift to the nondonor
spouse, not consent to the gift. The IRS position is that the gift is properly
deductible only in the year that a joint return reporting it was filed. For
example, a gift made by a spouse "acting alone” in 1989 would be complete in
1990 if a joint return were filed in that year and would be properly reportable
on a return filed in 1991. A seemingly more logical position for the IRS to take,
given its (erroneous) starting point, would be that this gift would be complete
in 1991, when the statute of limitations (which, among other provisions, allows
one year after discovery of the gift) would have run. See Wis. Stat.
§ 766.70(6Xa).” The Department of Revenue does not concur in the IRS
position but must follow it with respect to charitable contributions because the
Wisconsin itemized deduction credit is computed solely on the basis of federal
deductions allowed. Department of Revenue, "Department of Revenue
Updates — Marital Property Positions,” October 20, 1988, pp. A-78 and A-79.
For further discussion of these issues, see Marital Property Law in Wisconsin
§ 9.50.

In its discussion of this issue, the authors of Marital Property Law in
Wisconsin note that the IRS position is unnecessary (and possibly contrary to that
taken by the IRS on other community property jurisdictions)® in part because,
if the property were in fact recovered in a subsequent year, it would be taxable
in that year under the "tax benefit rule” of LR.C. § 111(a), if it had reduced the
amount of income subject to tax in the earlier year. Marital Property Law in

LR.C. § 1014(a). Whether this is a positive or négative development will depend on whether
the property has appreciated and whether an estate tax is due.

& Note that, following the IRS approach, a gift of marital property made by a spouse "acting
alone” and reported in full on that spouse’s separate return — and possibly a gift deducted
on a joint return but not itemized there — could remain incomplete until there was consent,
until one year after discovery, or until the claims period has run after the death of one of the
spouses. Wis. Stat. § 766.70(6)(a). This analysis assumes that the donor spouse improperly
reported the entire gift on that spouse’s return instead of informing the other spouse of the
opportunity to deduct half. (This might occur if the donor spouse believed that the gift was
made from nonmarital property.) :

® MPLW § 9.50b states that "the IRS in community property states apparently has not
disallowed deductions for unilaterally made charitable contributions on joint tax returns” but
gives no examples or citations.
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Wisconsin § 9.50b. Although the Milwaukee office has indicated that it is
unlikely to pursue the question in most audits (Tax Practitioner Newsletter, April
1988, p. A-6)” unless the tax benefit rule position is formally adopted by the
IRS,™ prudent practice dictates the obtaining of some form of consent, during
the year of the transfer, from the nondonor spouse for gifts in excess of the
statutory limit. Note that Wis. Stat. § 766.53 does not require that this consent
be in writing nor that any record of its existence be made or preserved.

#. The April 1988 Newsletter cited in the text states that "the type of transfers discussed raise
the possibility of challenge by the Service, but may not present an audit question because of
the mere shifting of deduction between tax years." However, even this tentative statement
is not binding on the IRS, and in any case, it implies that if the marginal tax rate were
significantly higher in the later year, the IRS might press the issue.

™ Subsequent to the April 1988 Newsletter, the IRS has acknowledged that the tax benefit
doctrine may apply in this situation. Department of Revenue, "Federal and Wisconsin Income
Tax Reporting Under the Marital Property Act,” Department of Revenue Publication 113,
November 1950, p. A-58.
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This is a follow-up to the November 1986 and January 1937 Practitiomer
Newsletters concerning the federal tax treatment of the Wisconsin Marital
Property Act. In addition, this newsletter will also state the Milwaukee
District position on the deductibility of family support allowance resulting
from recent changes in Wisconsin law.

Wisconsin Marital Property Act

Federal Tax Basis
A. Survivorship Marital Property

The question surrounding tax treatment of this classification of
property was alluded to in the earlier newsletters and was strongly
suggested in the second newsletter that this type of property
classification would be considered marital property for federal tax
purposes. Based upon advice received from the National Office,
survivorship marital property will definitely be considered community
property for federal income tax basis purposes. This means, upon the
death of the first spouse, a full step up in basis will be recelved
under IRC section 1014.

B. Revenue Ruling 8708 1987-39, IRB 15
This recently issued revenue ruling did not identify a particular
state, but dealt with the problem of property held in joint tenancy by
a husband and wife who are domiciled in a community property state. Tt
answered the issue of how this property would be treated for purposes
- of Internal Revenue Code section 1014(b)(A). The assumption was that
this property, under State law, would be characterized as commmnity
property and, therefore, would be treated as comminity property for
purposes of Code section 1014(b)(6). Based upon the rationale of this
revenue ruling, we would take the position that any time property is.
"titled" in a common law estate but is marital property under Wisconsin
law, it would qualify for the stepped-up basis under IRC 1014(b)(8).




Under Wis. Stat. 766.80, property held in the common law estates of joint
tenancy or tenancy in common is not marital property except in the following
limited circumstances:

1. 1If the property was acquired after the determination date in Joint
tenancy exclusively between the spouses, it is survivorship marital
property, unless it was acquired by gift and the donor provides
otherwise. (See Wis. Stat. 766-60(4)(b)1.a and (b)2.);

2. If the property was acquired after the determination date in
tenancy in common exclusively between the spouses, it is marital
property unless it was acquired by gift and the donor provides
otherwise. (See Wis. Stat. 766-60(4)(b)1.b and {"2.); or

3, If the property was acquired before the determination date in
either joint tenancy or tenancy in common exclusively between
spouses after marriage, in which case it would be deferred marital
property upon the death of a spouse (See Wis. Stat. B51.055.)

Thus, upon the death of the first spouse having an interest in marital
property, the survivor who held the other interest would obtaln a full
step up in basis for the property as a tenant in common with the
decedent.

The Possibility of A Marital Property Component

Where an additional title holder exists besides husband and wife,
questions have arisen whether there could be a marital property
component. Where the property is held by spouses with other
individuals as joint tenants or tenants in comnon, there is no marital
property component and the property would not qualify under IRC
1014(D)(B). (See Wis, Stat. 766.60(4)). We have not yet taken a
position as to whether property which is subject to an augmented
marital property estate election is commnity property for purposes of
IRC 1014(b)(8). (See Wis. Stat. 861.03 et seq.)

A very interesting question arises on the implication of Wis. Stat.
766.63(2), which provides for the marital property component arising
from separate property where the non-title spouse provides efforts that
cause appreciation, and reasonable compensation was not received for
those efforts. As long as no third party has an interest in the
property as a joint tenant or tenant in common, the application is
marital property. However, based upon Wis. Stat. 766.60(4)(a) dealing
with joint tenancy, if a third party has an interest in the property as
a joint tenant or tenant in common, it is the conclusion of Milwaukee .
District Counsel that the appreciation in value would not be marital
property.
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Income Reporting_

Numerous questions have come in concerning income reporting pending a divorce
when the income of the other spouse is unknown and unattainable. In some
instances, the one spouse is aware of the other one's employment, but is not in
a position to obtain the required income information in order to file a tax
return. In this situation, the Service, as an administrative expediency, is
suggesting that it would be preferable for the one spouse to file a return -
reporting all of their individual income and attaching a statement advising the
Internal Revenue Service that they are subject to commnity income reporting
but are unable to obtain the income of the other spouse. Admittedly, this is a
very difficult situation in which there is no right answer. This is based upon
the fact it is a close question whether the one spouse would obtain relief )
under IRC Section 66(c) when they are-aware of the other spouse’'s employment
and income sources, but do not know the amount of income. IRC Sec. 68(c)
allows a spouse not to report cammnity inéome when they did not know, or have
reason to know, the other spouse's income. A recent court decision, Bobbie J.
Roberts v. Commlssioner, TC Memo 1987-391, reflects that IRC Section 66 relief
won't be granted unless four conditions are met, one of which is not knowing or
having no reason to know of the other spouse's community income. In this case,
the Court found that the fact the petitioner was aware of the other spouse's
source of incame would not entitle her to relief by reason of not knowing the
amount of that income. :

As indicated, this is an unresolved dilemma that can only be handled by
reporting the amounts of known income and stating that there is community
income that -can't be ascertained. This approach could relieve the filer of
potential penalty problems and would clearly signal that the return may be
subject to IRC Sec. 66 relief.

Sub-S Corporation Elections

Under a temporary Treasury regulation, § 18.1362-2(b)(2), there is a
requirement that in a community property state where a non-shareholder spouse
is entitled to ownership in the stock or the income therefrom, he/she would be
required to join in the S-Corporation election. General knowledge of this
regulation did not come about until late 1985 at which time there were a number
of S-Corporation elections taking place in order to avoid some of the
provisions of the 1988 Tax Act. There were many instances where appropriate S-
Corporation elections were filed; but, through oversight, did not include the
signature of the non-shareholder spouse. These late 1986 and early 1987 S-
Corporation elections were subsequently perfected by filing a new election form
which contained the non-owner spouse's signature. Based upon discussion with
the Kansas City Service Center, and the fact that the Marital Property Act has
been operative for over two years, the Service is taking the position that new
S8-Corporation elections without both spouses' signatures will not be considered
a valid election and that it will not be possible to retroactively correct them
by submitting a new form with the signatures of both spouses.



Charitable Gifts of Marital Property

Wis. Stat. 7AA.53 casts serious doubts upon the validity of charitable gifts of
marital property in excess of $1,000 when both spouses do not join in the
gift. The assumption here is that the gift consists of marital property and,
secondly, it is being claimed as a charitable deduction on an income tax
return. Under Wisconsin statute, this gift is subject to recall by the non-
consenting spouse anytime within a year of becoming aware of the transfer. If
this is the case, the next question is, what is the impact of signing a joint
incame tax return where the donation of marital property is listed as one of
the charitable deductions. Under federal income tax law, the taxpayer is
charged with knowledge of and responsibility for everything on the tax return.
It would, therefore, be difficult to dispute the fact that the non-consenting
spouse did subsequently affirm the gift by signing a Jjoint tax return. This,
then, leaves the problem of when is the gift completed. There is a long line
of federal cases that stand for the proposition that a transfer is not complete
until powers that would divest that transfer have expired. Therefore, if a
gift is made in the year 1987, and is not affirmed until a joint income tax
return for that year is signed on April 15, 1988, a strong possibility exists
that the transfer does not take place until the subsequent year. Obviously,
the best solution would be to have these charitable transfers concurred in by
both spouses. When that isn't feasible, or is inadvertently overlooked, then
it eomes down to a timing question which, in many instances, would not be
raised. As an example, if the particular tax situation is similar in both tax
years, it would not be appropriate for an audit ad;justment to be made to shift
the gift to the technically correct year.

In sumary, transfers of the type described here raise the possﬂn.llty of
challenge by the Service, but may not present an audit question because of the
mere shifting of a deduction between tax years.

Refund Offset - Estimated Tax Payments

For a mumber of years the Service, under statute, has been directed to offset
refunds in order to pay delinguent child support payments, student loans, and
other amounts due the Federal government. In the past, the refund amount has
been offset on joint returns, and then the non-debtor spouse has been permitted
to file a 1040X under the "injured spouse" provision and claim their share of
the withholding. Since enactment of the Wisconsin Marital Property Act, the
Service has been treating the total refund as marital property and applying a
delinquent debt against half of the refund amcount even though the other joint
filer was not in debt to the government. Based upon review of two court
decisions, the Service will consider estimated tax payments that are filed
individually and not jointly to be separate property. This question was ’
addressed by the Tax Court in the Lyta J. Morris, TC Memo 1966-745 and Janus V.
United States 557 Fed. 2d. 1268. These decisions appear to preclude looking
beyond the individual's estimated tax payment declaration to determine whether
the funds arose from commnity property or separate property. However, it may
be necessary to look to the source of funds to determine whether, under local
law, any other person has an interest in the overpayment (e.g., because the
funds giving rise to the overpayment came from marital property that may be
subject to a federal tax lien under IRC 6321.)
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Deductibility of Wisconsin Family Support Allowances

Under federal law, states were required to adopt child support standards by
October 1, 1937. These new standards were passed in Wisconsin and became
effective July 1, 1987. The Wisconsin standards establish that a formula
approach would be used to calculate a percentage of gross income as child
support. This does not mean that every family support allowance has to meet
that percentage guideline, but that the Court order needs to explain why there
is a variance. Under IRC section 71(c¢)(2), amounts under a family support
allowance that are dependent upon support of a child or, in the alternative,
have contingencies which reflect support of a child, then that portion of the
award will be considered child support and not alimony.

The Internal Revenue Service is considering the issuance of a revenue ruling on
this question, since the change does affect all of the states and the manner in
which alimony is fixed. Until that revenue ruling is issued, the Milwaukee
District is adopting the position that amounts determined in accordance with
the guidelines established by Wisconsin Statute (HSS 80) are considered child
support and, thus, not deductible as alimony. An example of how this applies
is as follows:

Assume that the non—custodial perent has one child, and has annual gross
income of $10,000. Pursuant to a divorce decree, this non-custodial parent
is ordered to my $2,000 a year as a family support allowance to the ex—
spouse and one child. Under the guidelines established in HSS RO, 17
percent of the gross income mast be awarded as support for the minor
child. - Thus, $1,700 of the family support allowance is considered child
support and would not be deductible as alimony.

Since this is a position that has only been adopted on a local level, pending
formal guidance under a revenue ruling, taxpayers should consider protecting

their rights to claim the family support allowance as deductible alimony by the
‘use of protective refund claims.

XXXX
INFORMATION REPORTING OF REAL ESTATE TRANSACTIONS INCIDENT TO DIVORCE

There is no requirement the Form 1099-B be filed to report the assigmment of an
interest in real property in a divorece situation.

IRC 1041 deems transfers of property incident to divorce "gifts".
Treasury Regulation 1.8045-3T deals with information reporting on real estate

transactions. The regulation specifically excludes transfers of real estate by
gift,
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SALE OF BUSINESS ASSETS

TRA '85 requires buyers and sellers of businesses to allocate the sales price of the
business to the various business assets {(using the residual method).

Both the buyer and seller are required to report this allocation to IRS by using
Form 8594, Asset Acquisition Statement.

As of this writing, the regulations have not been finalized; therefore, the Form
8594 is also temporarily "oa hold". We expect to receive further guidance in the
near future.

FRONT 1OADING OF ALIMONY PAYMENTS 'FAVE BEEN CHANGED

The '86 Reform Act revises the front loading alimony rules to compute recapture, on
the basis of ampounts pald during the first 3 years after the separation, where the
difference between the first year and the average in the second and third years
exceed $15,000, and where the difference between the second and third years exceeds
$15,000. The excess is a recapture of income by the payor spouse and a deduction by
the mayee spouse in the taxable year, beginning with the third year of the
separation.

*Note: The recapture does not apply to the followlng:
1. Where elther spouse dies or remarries before the close of the third year of

separation, and the alimony or separate meintenance payment cease because of
the death or remarriage.

2. Temporary support payments.
3. To payments which are a fixed portion of income from a business, or
property, or compensation from employment or self-employment, for at least

three years and tend to be different each year because of the change in
income.
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B INTRODUCTION

On January 1, 1986, Wisconsin became a marital property
state. As part of marital property reform, Wisconsin now
allows persons married at the end of the taxable year to file
joint income tax returns. If you and your spouse file a joint
return, Wisconsin's marital property law won’t affect the
amount of income that you must report for Wisconsin in-
come tax purposes. If you file a separate return or if you
became divorced in 1990, however, Wisconsin’s marital
property law generally will affect the amount of income that
you must report for Wisconsin income tax purposes.

Ifyou’veneverfiled a Wisconsin return because you haven't
eamned sufficient income, the automatic sharing of marital
property income may require you to now file a separate
return, or to join with your spouse in the filing of a joint
return.

This publication explains how Wisconsin’s marital property
law affects married persons who file separate returns and
persons who became divorced in 1990 for Wisconsin income
tax purposes. You should understand how the marital prop-
erty law affects the way you figure your Wisconsin tax
before filling in your Wisconsin income tax retum, For
information about how to fill in your federal income tax
return, obtain federal Publication 504, Tux Information for
Divorced or Separated Individuals, and federal Publication 555,
Community Property and the Federal Income Tax, from the
Internal Revenue Service. In addition, the Milwaukee Dis-
trict Office of the Internal Revenue Service and the Depart-
ment of Revenue have a joint publication titled Federal and
Wisconsin Income Tax Reporting Under the Marital Property
Act, which you may obtain from either the Milwaukee
District Office of the IRS or the Department of Revenue (ask
for Wisconsin Publication 113). -

This publication is divided into three parts. The first part
. &ives anoverview of Wisconsin’s marital property law. The
second part explains how to figure your Wisconsin income
tax under the marital property law. The third part explains
how to figure your homestead credit if you maintained a
separate home or if you became divorced in 1990.

If, after reading this publication, you have any questions
about how to figure your Wisconsin income tax or home-
stead credit, please contact any Department of Revenue
office or write to the Technical Services Staff, Wisconsin
Department of Revenue, P.O. Box 8933, Madison, W1 53708.
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M 1. OVERVIEW OF WISCONSIN'S MARITAL
FROPERTY LAW

A. What is Wisconsin’s marital property law?

Themarital property law changed Wisconsin's property law
system from a “common law property system” to a type of
“comumunity property system.” Wisconsin is the ninth com-
munity praperty state — Arizona, California, Idaho, Louisi-
ana, Nevada, New Mexico, Texas, and Washington are the
other community property states.

. 1. What is a “common law property system*”?

Under a common law property system, property ac-
quired during marriage generally belongs to the spouse
who acquired the property. You own what you yourself
earn, buy, inherit, or receive as a gift from another
persan. You own the income from your property. You
own, and you have complete control over, the property
titled in your name. You can sell or give away your
property without violating your spouse’s rights. How-
ever, your spouse has rights to support by you during
life and to a portion of your property at your death.

Under a common law property system, the title to
property generally determines ownership of property
between you and your spouse. For example, title may be
in the form of a deed to land, a stock certificate, or a
certificate of title to a car. The title to property also
determines what income is reportable by you and your
spouse on separate income tax returns while domiciled
in a common law property state.

2. What is a “community property system™?

Underacommunity property system, property acquired
during a marriage generally belongs to both spouses
equally. Marriage is a legal and economic partnership.
You and your spouse are equal partners, whether you
contribute money or services or both to the marriage,
and you and your spouse will share equally all property
acquired during your marriage, except property that
you alone inherit or receive as a gift from another
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person. You and your spouse may own equally what
either of you eamns or buys. You and your spouse may
own equally the income from property owned by either
of you. However, you have the right to manage and
control property titled inyournameorinneither spouse’s
name. Management rights don’t determine ownership.

Under a community property system, the classification
of property generally determines ownership of prop-
erty between you and your spouse. The classification of
property generally is based on two factors: when the
property was acquired and how the property was ac-
quired. You and your spouse may reclassify property by
agreement. The dassification of property also deter-
mines whatincomeis reportableby you and your spouse
on separate income tax returns while domiciled in a
community property state.

Wisconsin's marital property law has borrowed many
features from the existing community property states.
But the law also has features that no community prop-
erty state has.

B. When does Wisconsin’s marital property law apply?

Wisconsin’s marital property law took effect on January 1,
1986, and applies to you and your spouse after the “determi-
nation date.” :

1. What is the “determination date”?

Your determination date is the lé.st to occur of the
following;

¢ If you were married and domiciled in Wisconsin on
January 1, 1986, the marital property law applied to
you on January 1, 1986.

¢ If you marry after January 1, 1985, and you are
domiciled in Wisconsin at the time of your marriage,
the marital property law applies to you on the date of
your marriage.

« If you are married and you establish a Wisconsin
domicile after January 1, 1986, the marital property
law applies to you on the date you and your spouse
establish a Wisconsin domicile.

Note. The marital property law generally applies only
while both spouses are domiciled in Wisconsin.

2. Whatis a “domicile”?

Your domicile is your true, fixed, and permanent home
where you intend to remain permanently and indefi-
nitely and to which, whenever absent, you intend to
return. You can be physically present or residing in one
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locality but maintain a domicile inanother. You canhave
only one domicile at any time.

Your domicile doesn’t change if you leave your state of
domicile —

» For a brief rest or vacation, or
.« To complete a particular transaction, perform a

particular contract, or fulfill a particular engagement,
but you intend to retumn to your state of domicile
whether ornot you complete the transaction, contract,
or engagement, or

* To accomplish a particular purpose, but you don’t
intend to remain in the new state once you accomplish
your purpose. For example, a student who doesn't
intend to remain in the state of his or her school after
graduation hasn’t changed his or her domicile.

You aren’t domiciled in Wisconsin if —

* You are passing,through Wisconsin on your way to
another state or country, or

* You are in Wisconsin for a brief rest or vacation, or

= You are in Wisconsin to complete a particular
transaction, perform a particular contract, or fulfill a
particular engagement which requires your presence
in Wisconsin for a short period of time, and you
haven’t abandoned your domicile in another state.

Your domicile, once established, isn't lost until all three
of the following occur or exist:

* You specifically intend to abandon your old domicile
and take actions consistent with such intent, and

* Youintend toacquire a new domicile and take actions
consistent with such intent, and

* You are physically present in the new domicile.

No changeof domicile results from leaving Wisconsin to
go to another state if you intend to remain there only for
a limited time and then to return to Wisconsin.

C. How does Wisconsin’s marital property law
classify property?

Under the marital property law, all property that you and
your spouse acquire after the determination date is gener-
ally classified as “marital property” or as “individual prop-
erty.” (Please note that the rules described below for classi-
fying property may not apply for purposes of determining
the basis of property upon the death of a spouse. For infor-
mation about basis adjustment, see Wisconsin Publication
113, Federal and Wisconsin Income Tax Reporting Under the
Marital Property Act.) '
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1. What is “marital prupW?

Marital property is all property classified as marital
property and all property acquired by you or your
spouse during marriage after the determination date,
unless it is otherwise classified by the marital property
law. The law presumes that all property owned by
spouses is marital property. Any person who contends
that certain property isn’t marital property must prove
that the property’s classification is something else.

You and your spouse each have a present, undivided
one-half ownership interest in each item of marital
property. All marital property belongsasmuch fo you as
it does to your spouse, regardless of how it is titled.

Marital property generally includes:

* Income earned or accrued by a spouse or derived from
marital property and nonmarital property owned by
a spouse during the marriage and after the deter-
mination date. “Income” includes wages, salaries,
commissions, bonuses, other employment benefits,
dividends, interest, netrents, and other earnings from
marital property and nonmarital property. '

¢ The substantial increase in value of nonmarital
property which resulted from the substantial efforts
of either spouse that weren’t reasonably com-
pensated.

* Nonmarital property that is mixed with marital
property and can no longer be identified by tracing.

Note. In this publication, the term “nonmarita! prop-
erty” refers to all property which isn’t marital property.
Nonmarital property includes individual property and
unclassified property.

What is “individual property”?

Individual property is property owned by one spouse
alone under the marital property system. ‘

After the determination date and during the marriage,
individual property includes: '

* Property acquired by one spouseby giftor inheritance
during the marriage. - .

* Property acquired in exchange for, or with the
proceeds of, individual property.

* The increase in value of nonmarital property, except
to the extent that this increase in value is classified as
marital property.

* Income (and principal) to one spouse from a trust
created by a third person, unless the trust provides
otherwise,
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3.

¢ Income from a gift of property from one spouse to the
other spouse, unless the spouse making the gift
provides otherwise, ‘

* Income or property designated individual property
by a marital property agreement or a court decree.

* Income derived from the nonmarital property of a
spouse which that spouse has designated in a
unilateral statement as his or her individual income.

* For marriages occuring after December 31, 1985,
property owned at a mairiage by a Wisconsin-
domiciled person.

What is “unclassified property”?

Property owned by spouses before their determination
date isn't classified by the marital property law. Such

" unclassified property is treated as if it were individual

property during the marriage. At death, property of the
decedent spouse acquired during the marriage and
before the determination date, which would have been
marital property if acquired after the determination
date, is treated as if it were marital property for certain
elective rights of the surviving spouse.

‘What happens if marital property is mixed

with other property?

If marital property is mixed with any other type of
property, the other type of property becomes marital
property, unless that other type of property can be
traced. This mixing rule doesn’t apply for income tax

‘basis purposes for property held in joint tenancy or

tenancy in common.

For example, if you had bought a home before your
marriage and you make mortgage loan principal pay-
ments from your wages during the marriage, the home

" is “mixed property.” If you had invested $20,000 in the

home before you married and you have records to prove
this, at least $20,000 of the home’s value will retain its
character as nonmarital property. The presumption is
that the rest is marital property and half of it belongs to
your spouse. If you don’t have adequate records to
prove the amount of nonmarital property, the full value
of the home is marital property.

How are retirement benefits classified?

Special rules apply to retirement benefits and other
deferred employment benefits. Deferred employment
benefits also include payments from profit-sharingand -
stock bonus plans, annuities, and deferred compensa-
tion plans. .
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D.

Note. Unemployment compensation and individual re-
tirement arrangements (IRAs) aren’t considered to be
deferred employment benefits.

» Benefits resulting from the employment of a spouse
that starts after the determination date are entirely
marital property.

» Benefits resulting from the employment of a spouse
entirely before the determination date are nonmarital

property.

e Benefits resulting from the employment of a spouse
partly before and partly after the determination date
are mixed property. Figure the marital property

portion using this formula:
Period of employment Marital
while the marital Total property

10 law igs x retirement = portionof
Total period of benefits the retirement
employment benefits

Example. You worked for ABC Company from January
1,1981, through August 31, 1990. Since you have been
married and domicited in-Wisconsin for the past 15
years, your determination date is January 1, 1986. A
portion of your retirement benefits from ABC Company
is marital property because you worked for this com-
pany both before and after January 1, 1986. You figure
the marital property portion as follows:

56 months
employment after 1/1/86 =  48% marital
116 months total employment property

If you receive $3,000 of retirement benefits from ABC
Company in 1990, $1,440 (48% x $3,000) is marital prop-
erty owned equally by you and your spouse. The re-
maining $1,560 is your nonmarital property. Thus you
own $2,280 of the $3,000 of retirement benefits ($1,560
nonmarital property plus half of $1,440).

Can married persons change the
classification of property?

You and your spouse can change the classification of prop-
erty by gift or marital property agreement. Certain real
property may be reclassified by conveyance, signed by both
you and your spouse, You can change the classification of
income from certain property by unilateral staterent.

1

What is a “marital property agreement™?

A marital property agreement is an agreement solely
between you and your spouse. The agreement must be
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in writing, and it must be signed by both you and your
spouse. A marital property agreement remains in effect
until replaced by another marital property agreement.

By using a marital property agreement, you and your

spouse can have your own system of ownership of your
property and income, You can also use a marital prop-
erty agreement to dispose of your property at your
death without probate. However, the law places certain
restrictions on marital property agreements. You can’t
use a marital property agreement to affect the rightof a
child to support. Nor can you use an agreement to
modify or eliminate spousal supportto make one spouse
eligible for public assistance. Also, you can’t use an
apreement to defraud creditors or bona fide purchasers

of marital property.

In addition, the law limits the effect of marital property
agreements for Wisconsin income tax and homestead
credit purposes. These limitations are explained in Parts
Il and I of this publication. For example, you can’t use
a marital property agreement to retroactively reclassify
income for income tax purposes, Since the Department
of Revenue isn’t bound by any marital property agree-
ment not provided to the department before the issu-
ance of an assessment or billing, you may want to send
a copy of the agreement to the department at the time it
is executed. Mail the agreement to the attention of the
Custodian of Files, Wisconsin Department of Revenue,
P.O. Box 8903, Madison, WI 53708.

The marital property law provides special forms for
“statutory property classification agreements.” Youand
your spouse may use these agreements to classify your
marital property as the individuat property of the own-
ing spouse or to classify all of your property as marital
property. If there is no disclosure of assets and liabilities,
the agreement terminates3 yearsafter the date both you
and your spouse sign the agreement. However, if you
and your spouse complete the disclosure form whichis
provided as an attachment to the agreement form, the
agreement is effective until dissolution of the marriage
or death. You or your spouse may, however, terminate a
statutory property classification agreement unilaterally.

Note. The marital property law had provided for a
“statutory individual property classificationagreement,”
often incorrectly called an “opt-out” agreement, for
spouses who wished to classify property owned on
December 31, 1985, and other property acquired in 1986
as the individual property of the owner. By law, these
agreements terminated January 1, 1987. This reclassifi-
cation of the spouses’ property as individually-owned
property isn’t changed by the January 1, 1987, termina-
tion.
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"Thus, if you had a statutory individual property classi-
fication agreement, wages earned during 1986 remain
the individual property of the spouse who performed
the services as long as the wages can be traced. How-
ever, if you and your spouse don’t have another marital
property agreement which classifies property acquired
in 1987 and after as individual property, wages earned
in 1987 and after are marital property. Also, if your home
was classified as individual property in 1986, you don‘t
have a marital property agreement for 1987 and after,
and you use marital property to make principal pay-
ments on the mortgage loan in 1987 and after, mixing
will occur and your home will have a marital property
component,

2. What is a “unilateral statement”?

Aunilateral statement is a document affecting the income
from nonmarital property. If you wish to classify the
income from nonmarital property as your individual
property, you can use a unilateral statement, You can’t
usea unilateral statement o classify your wages as your
individual property. The unilateral statement mustbe in
writing, signed by you, and notarized. Within 5 days
after signing the statement, you must deliver a copy to
your spouse. A unilateral statement applies only to
income accrued affer the statement is signed. You can’t
useittoretroactively reclassify income. You may revoke
the unilateral statement at any time; you must delivera
copy of the revocation to your spouse.

The limitations on marital property agreements for Wis-
consin income tax and homestead credit purposes also
apply to unilateral statements.

E. How are debts treated under Wisconsin’s
marital property law?

Under Wisconsin’s marital property law, the type of debt
determines what property a creditor can take to satisfy the
debt. Debts are classified based on two factors: when the
debt was incurred and the reason the debt wasincurred. The
law classifies debts as follows:

* Support debts are amounts you owe for the support of
your spouse ot a child of the marriage. Support debts are
collectable from all marital property and all of your other
property, if you are the incurring spouse.

* Family purpose debts are amounts that you haveincurred

in the interest of the marriage or the family. The law’

presumes that debts incurred by a spouse during the
marriage are in the interest of the marriage or the family.
Family purpose debts are collectable from all marital
property and all of your other property, if you are the
incurring spouse.
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¢ Premarriage debts are amounts that you incurred before
your marriage. Premarriage debts are collectable from
yournonmarital property and from that partof the marital
property which would have been your property if you
hadn’t married (such as wages).

* Predetermination date debts are amounts that you
incurred before January 1, 1986. Predetermination date
debts are collectable from your nonmarital property and
from that part of the marital property which would have
been your property if you hadn’t married (such aswages).

* Tort debts (such as from a car accident) that you incur
during marriage are collectable from your nonmarital
property and your interest in marital property.

* All other debts that you incur during xﬁarriage are
collectable only from your nonmarital property and your
interest in marital property, in that order.

Tax debts incurred during marriage by a spouse after the
determination date are incurred in the interest of the mar-
riage or the family. Special presumptions apply to the col-
lection of tax debts and other debts owed to the state. See the
“innocent spouse” rules explained in the “Exception” to
who is responsible for the tax on a joint return or on a
separate return in Parts IL.A.1. and 2. of this publication.
Also see Part ILE.2, .

W II. FIGURING YOUR WISCONSIN ‘
INCOME TAX UNDER WISCONSIN'S
MARITAL PROPERTY LAW

A. Filing Status

Your filing status determines which column of the Tax Table
orwhich Tax Rate Schedule you use to figure your Wisconsin
income tax. Wisconsin and federal law differ with respect to filing
sfafus. :

Single. You are considered single for the whole year if you
were unmarried or legally separated under a final decree of
divorce or separate maintenance on December 31, 1990.

You can’t consider yourself unmarried if you were married
but lived apart from your spouse during the whole year.
Wisconsin and federal law differ on this point.

Married. You are considered married for the whole year if
you were married as of December 31, 1990, If your spouse
died during 1950, consider yourself married for the whole
year,

You are considered married if -
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» Youare separated, but you haven’t obtained a final decree
of divorce or separate maintenance by December 31,1990

* You are separated under an interlocutory decree. This
isn’t a final decree.

If you are married, you and your spouse may be able to file
a joint return or you may file separate returns. The marital
property law has little effect on the filing of joint returns.
Your tax will generally be lower if you file a joint return. You
should figure your tax both ways to make sure you are using
the method that will result in the lower tax,

If you and your spouse meet the requiremenis, you may file
a joint Wisconsin return even though you file separate
federal returns. :

1. Joint Return

‘You must include all income, deductions, and credits for
you and your spouse on your joint return. Both of you
must sign the return, or it won’t be considered a joint
return.

Both of you are responsible for any tax, interest, penal-
ties, and fees due on a joint return, so if one of you
doesn’t pay, the other may have to. One spouse may be
held responsible for the entire amount due even though
the other spouse’s services or property generated all of
the income.

Exception. You may not have to pay the additional tax,
interest, penaities, and fees assessed on a joint return if
you prove that you didn’t know, and had no reason to
know, that there was an understatement of tax that
resulted from your spouse’s omitting a gross income
item, or claiming a deduction, credit, or property basis
in an amount for which there is no basis in fact or law.
Taking into account the facts and circumstances, it must
also be inequitable to held you liable for the tax due. If
you are relieved of liability for additional tax assess-
mentsunder this “innocent spouse” rule, the tax liability
. of your spouse is collectable only from your spouse’s
nonmarital property and from your spouse’s interest in
marital property (such as wages), in that order.

Divorced taxpayers. You are still jointly and individu-
ally responsible for any tax, interest, penalties, and fees
due on a joint return filed before your divorce. This
responsibility applies even if your divorce decree states
that your former spouse will be responsible for any
amounts due on previously filed joint retumns.

Separate returns after joint return, If you file a joint
return, you can’t, after the due date of your return,
change your mind and file a separate return. If you are
allowed to file a separate return, you and your spouse
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must divide the tax paid on the joint return between you
in proportion to the tax you figure on your separate
returns. If the amount paid on the joint return isn’t equal

" to or more than the tax shown on your separate returns,

you must pay the additional tax due on your separate
return when you file it.

Separate Returns

If you choose to file separate returns, you and your
spouse must each report half of your combined marital
property income, deductions, and credits {but see the
“Exceptions” described belowand inPart 1B 4.). Thisis
trueevenif you haven’treceived any of the income from
your spouse. In addition, you must each report your
ownindividual income, deductions, and credits. Attach
a worksheet to your return showing how you figured
the income, deductions, and credits each of you re-
ported. See the Appendix for a worksheet to fill inand
attach to your Wisconsin income tax return.

If you file a separate return, you and your spouse will
generally pay more combined Wisconsin income tax.
This is because the standard deduction may belower for
married persons filing separately. The following also
apply:

» You can’t take the credit for a married couple when .
both work.
° You generally car’t take the eamed income credit.
s 1f you lived with your spouse at any time in 1950~
2. You may have to include in income the total
amount of any unemployment compensation you
received in 1990.
b. Youmay have to include inincome up to one-half
of any social security benefits you received in1990. -
* You won't qualify for the disability income exclusion. -

If you and your spouse file separately, you are respon-
sible for the tax due on your own return. Your marital
property (such as wages) may also be the source for
payment of your spouse’s tax since all tax debts, includ- .
ing interest, penalties, and fees, incurred during mar-
riage by a spouse after the determination date are in-
curred in the interest of the marriage or the family.
‘Therefore, all marital property and all other property of
the spouse filing the separate return may be used to pay
the amount due on a separate return.

Exception. You may not have to pay the additional tax,
interest, penalties, and fees assessed on a separate re-
turn if it is determined that you weren’t notified of the
unreported marital property income that resulted from
your spouse’s services or property. In such cases, the
Department of Revenue will include the entire amount
of that unreported marital property income in the in-
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come of the spouse who had theright to control it. Title
to property determines which spouse has management
and control rights. If you are relieved of liability for
additional tax assessments under this “innocent spouse®
rule, the tax liability of your spouse is collectable only
fromyour spouse’s nonmarital property and from your
spouse’s interest in marital property (such as wages), in
that order.

Jointreturnafterseparate returns. If youoryourspouse
or both file separate returns, you may change to a joint
return any time within 4 years from the due date of the
separate returns. This4-year period doesn’tinclude any
extensions. If the amount paid on your separate returns
isn't equal to or more than the total tax shown on the
joint return, you must pay the additional tax due on the
joint return when you file it.

B. Income Under the Marital Property Law

To figure the best way to file your return — jointly or
separately — you must identify your marital property in-
come and individual income according to Wisconsin law.
Generally, marital property income not taxable by Wiscon-
sin keeps its nontaxable status for both spouses.

If both spouses are domiciled in Wisconsin, you generally
must follow the marital property law in figuring your total
income subject to tax, even though you are separated from
yourspouse. If you aredivorced during the taxable year, you
may have marital property income up to the date of your
divorce,

Any income that is classified as marital property income is
taxed half to each spouse, unless one of the exceptions
applies (see Exceptions to Reporting Income Linder the Marital
Property Law for Wisconsin Tax Purposes in Part I.B4.). Any
incomme that is classified as individual income is taxed to the
spouse who owns it.

1. Marital Property Income

Marital property income includes the following:

* Wages, salaries, commissions, bonuses, gratuities,

paymentsinkind, deferred employment benefits,and
other economic benefits attributable to the effort of a
spouse. (Note: Deferred employmentbenefitsinclude
paymenis from pension, profit-sharing, and stock
bonus plans, annuities, self-employment retirement
plans, and deferred compensation plans. See Part
LC5. for a special rule for figuring the marital
property portion of these benefits.)

* Dividends from stock that is marital, individual, or
unclassified property.

* Interest from savings accounts and other investments
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that are marital, individual, or unclassified property.
* Net rents from marital, individual, or unclassified
property.
* Gain on the sale of marital property.

* ® Gainon thesale of individual or unclassified property
to the extent that the substantial increase in value is
due to the substantial efforts of ‘either spouse that
weren't reasonably compensated.

2. Individual Income

Income from the following sources is generally individ-
ual property:. '

* Income to one spouse from a trust created by a third
party, unless the trust provides otherwise. :

* Income froma gift of property from one spouse to the
other spouse, unless the spouse making the gift
provides otherwise.

+ Gainon the sale of individual or unclassified property
(unless the gain is the result of a substantial increase
in value due to the substantial efforts of either spouse
that weren’t reasonably compensated).

* Income classified as individual property by a marital
property agreement.

* Income classified as individual property by a
unilateral statement.

* Income classified as individual property by a court
decree.

For more examples of marital property and individuat
income, see Classification of Income in the Appendix.

3. Income Earned by Separated or Divorced Spouses

Separated spouses. Evenif you are separated fromyour
spouse, you and your spouse must treat both of your
incomes as marital property income. Income you earn
after your separation but before a final decree of divorce
is granted continues to be marital property income.
However, you and your spouse may enter into a marital
property agrement providing that income earned by
either of you is your individual income. Income earned
by either of you after the effective date of such an agree-
ment is treated as the individual income of the spouse
earning the income, notas marital property income. You
can’t use a marital property agreement to reclassify
income earned prior to the agreement for income tax

purposes.

Divorced spouses. An absolute decree of divorce ends
the marital community. When the marital community is
ended, the marital property assets are divided between
thespouses. Any income earned after the marriage ends
is taxable only to the spouse to whom it belongs. How-
ever, each spouseis generally taxed onhalf of the marital
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property income for the part of the year before the
marital community ends. You can’t use a marital prop-
erty agreement to reclassify income earned prior to the
agreement for income tax purposes. Nor can a court
order retroactively reclassify income for income tax

purposes.

4. Exceptions to Reporting Income Under the Marital
Property Law for Wisconsin Tax Purposes

Wisconsin law provides three exceptions to the general
rule that income is marital property and one-half is
reportable by each spouse.

a. Marital Property Agreements and
Unilateral Statements

For Wisconsin income tax purposes, a marital prop-
erty agreement or unilateral statement applies only
if you file a copy with the Department of Revenue
before an assessment or billing is issued.

If you filed a separate return and you are notified
thatyour returnisbeing audited, the Departmentof
Revenue will request a copy of your marital prop-
erty agreement or unilateral statement at that time.

Inaddition, a marital property agreement or unilat-
eral statementappliesonly while bothyouand your
spouse are dormiciled in Wisconsin.

Example. You and your spouse sign a marital
property agreement which states that the interest
income fromyour savings accounts isyour spouse’s
individual property. Both of you are domiciled in
Wisconsin for all of 1990. You file separate Wiscon-
sin income tax returns for 1950. Per your marital
property agreement, you don’t report any interest
income and your spouse reports $600 of interest
income, which your spouse thought was the total
amount of interest income. According to informa-
tion returns {1099 forms) filed by the bank, you
actually had $1,000 of interest income in 1990. This
additional $400 of interest income is reportable by
your spouse if you filea copy of the marital property
agreement with the Department of Revenue before
any assessment isissued. Ifyou don’t furnisha copy
of the agreement, $500 of interest income is report-
able by you and $500 is reportable by your spouse.

Note, Asof November 1, 1990, the Internal Revenue
Service has indicated that it won’t follow any mari-
tal property agreement that aliocates more than half
of your wages or the income from marital property
titled in your name to your spouse. In the above
example, you and your spouse must each report
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half ($500) of the interest income on separate federal
retwms.

Part-Year Residents and Nonresidents

For Wisconsin income tax purposes, the marital
property law applies only while both you and your
spouse are domiciled in Wisconsin. During any
period that you and your spouse aren’t both domi-
ciled in Wisconsin, you must report your income
based on title and ownership under the common
law property system. (See Part L. A.1. for more infor-
mation about the common law property systern.)

Example. You area full-year Wisconsinresidentand
your spouse js a full-year Tllinois resident in 1950.
Stocks tiled in your name produce $10,000 of divi-
dend income. This income generally would be
marital property income reportable half by each
spouse. Because your spouse is a nonresident, the
marital property law doesn’t apply. If you file sepa-
rately, you must report the entire $10,000 of divi-
dend income on your separate Wisconsin income
tax returmn.

Innocent Spouse Rule

The Wisconsin and federal laws differ as to the
determination of who is an “innocent spouse.” For
Wisconsin tax purposes, this determinationis based
on whether there is notification between spouses of
the amount and nature of marital property income
over which each spouse has control. The Wisconsin
income tax law doesn’t require notification, nor
does the law specify how you must notify your
spouse. However, for notification to be timely, you
must notify your spouse of the amount and nature
of marital property income over which you have
control before the due date, including extensions,
for filing your Wisconsin income tax return. To be
timely, your spouse must notify you of the amount
and nature of marital property income over which
your spouse has control before the due date, includ-
ing extensions, for filing your spouse’s Wisconsin
income tax return.

+ If both spouses” services and property produced
marital property income and they timely notify
each other of the amount and nature of this in-
come, each spouse must report half of the com-
bined marital property income on his/her sepa-
rate Wisconsin returns, For example, if the
husband’sservicesand property produced $15,000
of marital property income, the wife's services
and property produced $10,000 of marital prop-
erty income, and each timely notifies the other,
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each spouse must report $12,500 of marital prop-
erty income.

* If both spouses’ services and property produced
marital property income but only one spouse
timely notifies the other spouse of the amountand
nature of this income, the notifying spouse must
report half of the marital property income over
which he or she had control. The notified spouse
must report all of the marital property income
over which he or she had control plus half of the
marital property income over which the other
spouse had control. For example, if thehusband's
services and property produced $15,000 of mari-
tal property incorne, the wife’s services and prop-
erty produced $10,0000f marital property income,
and the husband timely notifies the wife but the
wife doesn’t notify the husband, the husband
must report $7,500, which is half of the marital
property income over which he had control. The
wife must report $17,500, which is all ($10,000) of
the marital property income her services and
property produced plushalf ($7,500) of themarital
property income her husband’s services and
property produced.

* If both spouses’ services and property produced
marital property incomebut neither spouse timely
notifies the other of the amount and nature of this
income, each spouse must reportall of the marital
property income over which heor she had control
on their separate Wisconsin returns. The other
spouse won't have any liability for this income,
For example, if the husband's services and prop-
erty produced $15,000 of marital property in-
come, the wife's services and property produced
$10,000 of marital property income, and neither
spouse timely notifies the other spouse, the hus-
band must report $15,000 of marital property
income on his separate Wisconsin return and the
wife must report $10,000 of marital property in-
come on her separate Wisconsin return.

Should a dispute about notification occur, you will
have to prove to the Wisconsin Tax Appeals Com-
mission that you notified your spouse about the
.amount and nature of the marital property income
your servicesand property produced. Since the law
doesn’t specify how you must notify your spouse,
the department can’t determine whether the notifi-
cation was adequate. Where a dispute between
spouses over notification doesexist, the department
will likely assess both spouses for the disputed
income. Such assessments are called “assessments
in the alternative.”

5.
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The department may assess each spouse for the
entireamountdueon marital propertyincomewhen,
in the department’s opinion, more than one spouse
could be held liable. The purpose of assessments in
thealternativeis to have the spouses mutually agree
on the facts of notification. If the spouses are unable
to agree, they miay appeal the assesstnents to the
Wisconsin Tax Appeals Commission. After a deter-
mination is made about whether notification was
adequate, the assessments will be adjusted to reflect
the correct amount due for each spouse.

Example. In 1990, your services produce $20,000 of
wages and you have $1,000 of Wisconsin tax with-
held. Your spouse’s services produce $15,000 of
wages and your spouse has $500 of Wisconsin tax
withheld. You and your spouse file separate Wis-
consin refurns. You and your spouse each claim that
you notified the other about the amount of the
wages. However, you each claim that you weren't
notified about the amount of the other’s wages. On
yourreturn, you report $10,000 of wages and claim
$500 of tax withheld, which is half of your wages
and withholding. Your spouse reports $7,500 of
wagesand claims $250 of tax withheld, which ishalf
of your spouse’s wages and withholding. The de-
partment will issue assessments in the alternative,
as follows:

* You will be assessed the tax on $27,500 of income
(all of your wages, $20,000, and half of your
spouse’s wages, $7,500). You will beallowed credit
for $500 of Wisconsin tax withheld (half of your
withholding).

* Your spouse will be assessed the tax on $25,000 of
income (all of your spouse’s wages, $15,000, and
half of your wages, $10,000). Your spouse will be
allowed credit for $250 of Wisconsin tax withheld
(half of your spouse’s withholding).

Note, The innocent spouse exception doesn’t reclas-
sify marital property income to individual income.
Theincome remains marital property. The “innocent
spouse” treatment does change the property from
which the department may collect the debt. While
the department may still collect the debt from mari-
tal property, it must first exhaust the obligated
spouse’s nonmarital property.

Differences Between Federal and Wisconsin
Reporting of Marital Property Income

For federal income tax purposes, the laws of the statein

which you are domiciled generally determine whether
your incomeis marital property (community) incomeor
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individual (separate) income. However, the federal
treatment of the exceptions discussed in Part ILB.4,
differs from the Wisconsin treatmnent. :

If you and your spouse live apart all year, for Wisconsin
income tax purposes you must report your income
under the marital property law unless one of the above
three exceptions in Wisconsin law applies. Federal law
differs in that if you live apart from your spouse at all
times during the taxable year and meet thiee other
conditions, yournust disregard certain state community
property laws for federal income tax purposes (gener-
ally called the “living apart all year rule”), Wisconsin
doesn’t follow this federal treatment of spouses living apart all
year.

Your federal income is the starting point for figuring
your Wisconsin taxable income. Because of these differ-
ences between Wisconsin and federal law, you may be
required to make adjustments (called “modifications”)
to your federal income in order to arrive at your correct
Wisconsin income. Examples of modifications which
may be required for Wisconsin purposes follow.

Example 1. Youand your spouse live apartall year. Your
services produce $25,000 of wages and your spouse’s
services produce $18,000 of wages. Neither you nor
your spouse transfers any of the wages between your-
- selves before the end of the year. You and your spouse
both notify the other about the amount of wages. For
federal purposes, assume that you must disregard the
marital property law and follow the federal living apart
all year rule because certain conditions exist. Therefore,
you report the $25,000 of wages your services produced
on your 1990 federal return. For Wisconsin purposes,
you must report half of the wages your services pro-
duced and half of the wages your spouse’s services
produced. Thus, you must make two modifications to
your federal income to arrive at your correct Wisconsin
income of $21,500: (1) An'addition modification for
$9,000 to include half of your spouse’s wages in your
income; and (2) a subtraction modification for $12,500 to
exclude half of your wages from your income.

Example 2, You and your spouse live apart during the
last 3 months of 1990. Your services produce $2,000 of
wages and your spouse’s services produce $30,000 of
wages. You timely notify your spouse, but claim that
your spouse didn’tnotify you about the amount of your
spouse’s wages. For federal purposes, assume that you
must follow the marital property law and report half of
the combined marital property income. Therefore, you
report $16,000 of wages on your federal return (half of
the wages your services produced and half of the wages
your spouse’s services produced). For Wisconsin pur-
poses, you assume that you qualify as an “innocent
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spouse.” Thus, you must make a subtraction modifica-
tion for $15,000 to exclude from your Wisconsin income
your one-half interest in the wages your spouse’s ser-
vices produced.

C. Losses, Expenses, Deductions, and Credits

How you treat your deductions generally depends on the
type of expense and the reason it was incurred. If you and
your spouse file separate returns, you must divide losses,
depreciation, depletion, deductions, and expenses between
you in the same manner a5 income would be divided, with
certain exceptions, The federal treatment of the following
items may differ from the Wisconsin treatment explained
below.

1. Capital Losses

For Wisconsin income tax purposes, losses have the
same character as the property from which the loss
arose, For example, a loss on the sale of individual
property, such as stock you inherited and held sepa-
rately, is an “individual loss.” A loss on the sale of
marital property is a “marital property loss.” Aloss on
the sale of unclassified property is an individual loss or
amarital property loss depending on whether the capital
gain income would be individual or marital property.

If you file separately, neither you nor your spouse may
deduct any part of theother’sindividual loss. In the case
of a marital property loss, half is deductible by you and
half is deductible by your spouse on separate retums.

Capital 1oss carryovers. If you and your spouse file 2
joint return, you must combine your capital loss carry-
overs. If you and your spouse file separate returns, any
capital loss carryover can be deducted only on the
return of the spouse who actually had the loss. For a
capital loss carryover from a year before the marital
property law applies to you, title to the property deter-
mines which spouse may deduct the loss. For a capital
loss carryover froma year to which the marital property
law applies, the classification of the property deter-
mines which spouse may deduct the loss,

2. Other Losses

- Losses have the same character as income from the
activity would have. For example, if income from a
business is marital property income, a loss from that
business is a marital property loss.

Net operating loss carryovers. If you and your spouse
file a joint return, you can use both your and your
spouse’s net operating loss carryovers to figure the
deduction for 1990, provided you and your spouse were
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married to each other in the year of the loss. If you have
aloss from before your marriage, you can apply theloss
against only your income (as figured under marital
property law) on a joint return. If you file separate
returns, neither you nor your spouse may deduct any
part of the other’s net operating loss carryover.

Business and Investment Expenses

If you file separately, you must generally divide ex-
penses incurred to earn or produce marital property
income equally between you and your spouse. Each of
you can deduct half of the expenses of a trade er busi-
ness on your separate return. Allocate expenses in-
curred to earn or produce individual income to the
spouse who owns that incomne.

Individual Retirement Arrangements

You can't take a deduction on your separate return for
paymentstoanindividual retirementarrangement (IRA)
based on the earnings of your spouse. Under federal
law, the deductible amount is based onyour ownwages,
without regard to state community or marital property
laws. For example, assume your spouse’s services pro-
duced $30,000 of wages and your spouse paid $2,000 to
anIRA. Alsoassume that your services produced $1,500
of wages and you paid $1,000 to an IRA. On separate
returns, you can take an IRA deduction of $1,000 and
your spouse can take an IRA deduction of $2,000.

Ifyou file a separate return, you can’t cdlaim a deduction
for payments to a spousal IRA. You must file a joint
return to take a deduction for payments to a spousal
IRA.

Alimony

You can deduct qualifying alimony payments that you
are required to make to your spouse during your mar-
riage only to the extent that the payments exceed your
spouse’s share of marital property income to which he
or shewould be entitled. Forexarnple, if you pay $15,000
of alimony to your spouse pursuant to a temporary
order and your combined marital property income is
$40,000, no part of the $15,000 is deductible as alimony.
Your payment merely gave your spouse control of the
$15,000, not ownership, which your spouse already had
under the marital property law. If, however, your com-
bined marital property income is only $25,000, then
$2,500($15,000 minus $12,500) is deductible asalimony.

Ifnone of the income is marital property, you candeduct
qualifying alimony payments that you make to your
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spouse. Ifa portion of theincomeis marital property and
a portion is individual property, you can deduct quali-
fying alimony payments that you can prove by tracing
are payments from your individual income.

Ag indicated previously, the innocent spouse exception
doesn’t reclassify marital property income to individual
income. Therefore, you can’t qualify for an alimony
deduction by failing to notify your spouse about the
nature and amount of the marital property income your
services and property produced. For example, assume
that your services and property produced $20,000 of
marital property income, your spouse’s services and
property didn't produce any marital property income,
and you pay $7,000 of alimony to your spouse. If you
don’t notify your spouse about the nature and amount

- of the marital property income your services and prop-

erty produced, you will be subject to tax on the entire
$20,000. However, you can’t claim a deduction for ali-
mony because you are merely giving your spouse con-
trol of marital property income which he or she already
owned,

Qualifying alimony payments that you make after your
divorce becomes final are deductible.

Qualifying alimony payments that you receive from
your spouse during your marriageare taxable income to
you to the extent they exceed your share of marital
property income. Cualifying alimony payments from

- your spouse’sindividual income are also taxable to you.

In addition, qualifying alimony payments that you re-
ceive after your divorce becomes final are taxable,

Dependent Credit

If you and your spouse file separate returns, you can't
divide the $50 credit for a dependent between you.
When you have more than one dependent, you may
divide the number of dependents between you if they
are supported with marital property funds, You may
take the $50 credit only for dependents claimed on your
return. ‘

Example, You and your spouse support three depend-
ent children with marital property funds. On separate
returns, you may divide the dependents between you. If
you claim two dependents, your spouse can claim one
dependent. In this case, you would take a $100 depen-
dent credit and your spouse would take a $50 depend-
ent credit. You can’t divide the total dependent credit
($150) equally between you. You must divide the credit
into multiples of $50 (a full credit).
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Senior Citizen Credit

Ifyou file a separatereturn, you can't take your spouse’s
$25 senior citizen credit. This is true even if your spouse
had no income and wasn’t the dependent of another
taxpayer.

Wisconsin Itemized Deduction Credit

The Wisconsin itemized deduction credit is based on
certain amounts which are allowed as itemized deduc-
tions for federal purposes. Under federal law, the nature
of the obligation and the source of the funds used to
make payment generally determine how to treat the
expenses on separate returns. Obligations for which an
itemized deduction credit may be claimed generally are
considered as being incurred in the interest of the mar-
riage or the family and paid from marital property
funds. As such, half of the amount paid is generally
allocated to each spouse for purposes of figuring the
itemized deduction credit on separate returns.

Allocate employe business expenses in the same man-
ner as you report your wages. If you and your spousefile
separate returns and each of you reporis one-half of the
wages, divide the employe business expenses equally
between you.

Divide investment interest expenses incurred to earn
marital property income equally between you. Allocate
investment interest expense incurred to produce indi-
vidual income to the spouse who owns that income,
provided the expense was paid from individual prop-
erty. It is not presently clear how to allocate expenses
incurred to produce individual income if the expenses
were paid from nonindividual property.

Renter’s School Property Tax Credit

If you and your spouse file separate returns, figure your
renter’s credit as follows:

* If you and your spouse shared rented living quarters,
each may takea renter'scredit based on haif of the rent
paid.

* If you and your spouse maintained separate homes,

each may take a renter’s credit based on the rent you

paid for the separate living quarters.

Note.Ifyouand your spousemaintained separate homes
all year, you lived in a home owned equally by you and
your spouse, and you paid all of the taxes onthathome,
you may claim your spouse’s share of the taxes as rent.
As indicated below, your spouse can’t take a credit
based on his or her share of the property taxes on the

10,

11.

12,

home that you occupied since that home wasn’t your
spouse’s principal residence.

On your sepatate return, the totat of your renter’s and
homeowner’s credits can’t bemore than §100. Youcan't
claim any part of your spouse’s credit.

Home Owner’s School Property Tax Credit

Your home owner’s credit is based on your share of the
taxes paid (even if you personally didn't make the
payment), but limited to the time that you occupied the
home as your principal home, Since the marital prop-
erty law presumes thatall property of spouses is marital
property, half of the taxes paid would normally be your
share. If you contend that the home isn’t marital prop-
erty, you must prove that the home's classification is
something else. If you file separately, figure your home
owner’s credit as follows:

+ If you and your spouse lived together, each may take
a credit based on half of the taxes paid on your
principal home.

= If you and your spouse maintained separate homes,
each may take a creditbased on half of the taxes on the
home you occupied. (Note: If you can show that your
home isn’t marital property, you may claim all of the
taxes on the home you owned and occupied as your
principal home.)

On your separate retumn, the total of your renter’s and
home owner’scredits can’t be more than $100. You can’t
claim any part of your spouse’s credit.

Married Couple Credit

You can’t claim the married couple credit if you and
your spouse file separate returns. You can’t claim this
credit if you were legally separated under a final decree
of divorce or separate maintenance on December 31,
1990.

Your earned income for purposes of the married couple
credit is computed without-regard to the marital prop-
erty law.

Earned Income Credit

If you are married, you and your spouse generally must
file a joint return to claim this credit. However, even if
you are married, you may claim this credit on your
separate return if — ’

e Your spouse didn't live in your home at any time
during the last 6 months of the year,
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* You paid more than half the cost to keep up your home
for the year, and

* Your home was, for more than half of the year, the
principal home of your child for whom you will be
entitled to claim an exemption for federal income tax
purposes. You won't have to claim the exemption for
your child if your child’s other parent will be able to
claim the exemption because either you release your
claim in writing or the exemption is granted to your
child’s other parent by a pre-1985 separation
agreement or divorce decree.

For purposes of the earned income credit, your earned
income is computed without regard to the marital prop-
erty law. :

Farmland Preservation Credit

For information about claiming farmland preservation
credit, see Publication 503, Wisconsin Farmland Preser-
vation Credit, which may be obtained from any Depart-
ment of Revenue office.

Tax Payments
Wisconsin Income Tax Withheld

Report the credit for Wisconsin income tax withheld on
marital property wages in the same manner as you
report your wages. If you and your spouse file separate
returns and each of you reports half of the combined
wages, each of you may claim half of the income tax
withheld on those wages. Attach a copy of each wage
statement (W-2 form) for both spouses to your separate
returns. If you don’t have enough copies of your W-2
forms for both returns, you may attach legible photo-
copies.

Wisconsin Estimated Tax Payments

Whether you and your spouse pay estimated tax jointly
orseparately, you haveachoiceof filing joint or separate
income tax returns for the year,

Joint estimated tax payments. If you and your spouse
paid estimated tax jointly, but want to file separate
Wisconsin income tax returns, either of you may claim
all of the estimated tax paid, or you may each claim part
of it. You can divide joint estimated tax payments inany
way that you agree upon. If you can’t agree, you must
divide the joint estimated tax payments in proportion to
each spouse’s individual tax as shown on your separate
Wisconsin returns, or the Department of Revenue will
divide the payments based on estimates of the amounts
you and your spouse will owe. Your tax is the amount
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. shown on 1990 Wisconsin Form 1, line 16, or Wisconsin

Form INPR, line 43.

Example. You made $2,000 of joint estimated tax pay-
ments for 1990, You and your spouse can’t agree on how
to divide the payments on your separate returns. You
show tax of $1,500 on Wisconsin Form 1, line 16. Your
spouse shows tax of $900 on Wisconsin Form 1, line 16.
You can claim $1,250 of estimated tax, which you figure
as follows: .

$1,500 tax shown on '
linel6ofyourreturn x  $2000joint = $1,250
$2,400 total tax shown estimated tax

On your return and payments

your spouse’s return

Your spouse can claim $750 of estimated tax.

These rules also apply if you made joint estimated tax
payments and you became divorced in 1990

Separate estimated tax payments. [fyou made separate
estimated tax payments, you can claim them on a joint
Teturn or on your separate return. Your spouse can’t
claim any part of your separate estimated tax payments
onhisor her separate return. You can’t claim any part of

. yout spouse’s separate estimated tax payments on your

separate return.

E  Refunds .

Claims for Refund

If you and your spouse are claiming a refund either on
your original joint return or on an amended joint return,
both of you must sign the return. If you are claiming a
refund either on your original separate return or on an
amended separate return, you alone must sign the re-

. turm.

Marital property agreements and unilateral statements "
don't affect claims for refund. :

The Department of Revenue will issue a refund relating
toajoint return jointly to both spouses. The Department
of Revenue will issue a refund relating to a separate
return to the spouse who filed the retumn.

Applying Overpayments Against Liabilities

Wisconsin’s income tax law permits the Department of
Revenue to apply overpayments, refundable credits, or
refunds against certain tax debts, debts owed to other
state agencies, or delinquent child support. However,
the nonobligated spouse may claim a refund from the
Department of Revenue within specified periods of
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time upon proof that all or part of the amounts credited
were the nonmarital property of thenonobligated spouse.

Joint returns, The Department of Revenue may apply
an income tax overpayment, refundable credit, or re-
fund on a joint return as follows:

» Against any liability from a joint return,

s Against any separate liability incurred during
marriage by either you or your spouse after the
determination date.

» Against any separate liability incurred by either you
or your spouse before January 1, 1986, or before
marriage, to the extent that the overpayment or
refund is based on the Wisconsin adjusted gross
income which would have been the property of the
incurring spouse if you hadn’t married.

Nonjoint returns. The Department of Revenue may
apply anincome tax overpayment, refundable credit, or
refund on your separate or individual return against
any liability incurred by you, including any liability
from a joint return.

Note, If the “innocent spouse” rule applies, or in the
case of a remarriage, special limitations may apply. For
moreinformation, see Wisconsin Publication 113, Federal
and Wisconsin Income Tax Reporting Under the Marital

Property Act.

FE Extensions

If you are filing a joint return and you need more time to file,
you and your spouse (or your authorized representatives}
must both sign the request for an extension. If you and your -
spouse file separate returns, you each must request an
extension. An extension of time allowed to you for filing
your separate return doesn’t extend the time for filing the
separate return of your spouse.

G. Wisconsin Income Tax Examples

Following are three examples which show how to figure
your Wisconsin income tax under the marital property law.

1. Both Spouses Domiciled in Wisconsin All Year

A husband and wife are married and domiciled in
Wisconsin for all of 1990. Their two children and the
wife’smotherlive with themand qualify asdependents.
Amounts paid for their support were paid out of marital

property funds.
The husband’s services and property produced $22,000

of wages and $150 of interest income in 1990. The
husband had $750 of unreimbursed employe business
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expenses. Wisconsin income tax withheld from his wages
was §1,160.

In 1990, the wife’s services and property produced
$10,000 of wages, $50 of interest income, and $270 of
dividend income. She also earned $3,600 of net rental
income {after expenses) from individual property. The
wife paid $500 to an IRA, Wisconsin income tax with-
held from her wages was $250,

The husband and wife paid $3,000 of interest on their
Wisconsin home mortgage loan; They also paid $2,000
ofintereston a carloanand creditcards. They had $1,100
of medical expenses and $200 of charitable contribu-
tions, They paid $1,200 of property taxes on their home,
which is titled as marital property. All amounts were
paid out of marital property funds.

To see if it is to their advantage to file a joint return or

-, -separate returns, they prepare a worksheet (Worksheet

1, shown later) to figure their Wisconsin income tax. The
worksheet shows thatitis to the taxpayers’ advantage to
file a joint Wisconsin income tax return.

How to figure the amounts shown on Worksheet 1.

« The husband’s wages and interest income are marital
property income, Half is reported on each separate
return.

* Since the husband’s wages are marital property
income and half is reported by each spouse, the
employe business expenses incurred to earn those
wages are divided equally between the spouses on
their separate returns.

» The wife’s wages, interest income, and dividends are
marital property income. Half is reported on each
separate return.

« Although the rental property is the wife’s individual
property, the net rental income is marital property
income and half is reported by each spouse on their
separate returns.

» Under federal law, only the wife may take the $500
deduction for the amount she paid to her IRA. The .
husband can’t take any part of this deduction on his -
separate return.

» The tax on their joint return is from the married filing
jointly column of the Tax Table. The tax on their
separate returns s from the married filing separately -
column of the Tax Table.

« On their separate returns, the husband chose to claim
two dependents and the wife chose to claim one
-dependent. -

» Wisconsin home mortgage loan interest, other
interest, medical expenses, charitable contributions,
and the husband’s unreimbursed employe business.
expenses are divided equally between the spouses to
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figure the Wisconsin itemized deduction credit on

their separate returns.

* Since the home is marital property, the property taxes
are divided equally between the spouses.

* The married couple creditis 2% of the wife's qualified
eamed income of $9,500 ($10,000 of wages minus $500
IRA deduction). They can’tclaim thiscreditif they file

separate returns.

* Since the husband’s wages and the wife’s wages are
divided equally between the spouses, their Wisconsin
income tax withheld is also divided equally between

them ori their separate returns.

* It's assumed that timely notification took place.

2. One Spouse Domiciled in Wisconsin All Year

A husband and wife are married for all of 1990, The
husband is domiciled in Florida from January through
March, and he is domiciled in Wisconsin for the rest of
the year. The wife is domiciled in Wisconsin all year.
Their determination date is April 1, 1990. Their child
lives with the wife all year and qualifies as their depen-

dent. From January through March, the spouses contrib-
uted equally to their child’s support. After that time, the
child’s support was paid out of marital property funds.

The husband’s services and property produced the fol-
lowing income: (1) $8,000 of wages while he was domi-

- ciled and employed in Florida and $25,000 of wages

while domiciled in Wisconsin, and (2) $400 of interest
income from a Florida savings account from January
throughMarch and $700 for the rest of the year. Wiscon-
sin income tax withheld from his wages was $1,760.

The wife’s services and property produced the follow-
ing incorne: (1) $1,300 of wages from January through
March and $3,700 for the rest of the year, (2) $1,200 of
_interestincome from January through March and $4,200
for the restof the year, and (3)$1,400 of dividend income
from January through March and $1,100 for the rest of
theyear. Wisconsinincome tax withheld from her wages
. was$20 from January through Marchand $30 for the rest
of the year. She made separate estimated tax payments
of $600. ' :

WORKSHEET 1
Beth Spouses Domiciled in Wisconsin Al Year
Wisconsin ‘Wisconsin -
Joint Return Separate Returns
Husband Wile

Income (Husband's)

Wages §22,000 $11,000 $11,000

Interest income 150 15 75
Total $22,150 $11,075 $11,075
Income (Wife's)

Wages $10,000 $ 5,000 $ 5,000

Interest income 50 25 25

Dividends 270 135 135

Net rental income 3,600 1,800 1,800

IRA deduction (500) 0 (5000
Total 13,420 6,960 6,460
Wisconsin income $35,570 $18,035 $17,535
Tax from Tax Table $ 1956 $ 1,020 $ 9718
Dependent credis (3 x $50) $ 150 $ 100 § 50
Wisconsin itemized deduction credit 0 g 3
School property tax credit 121 61 61
Married couple credit 190 -0 —0 :
Total credits 461 169 14
Net tax $ 1495 $ 851 $ 864
Less: Wisconsin income tax withheld 1410 705 705
Amount due $ 85 $ 146 s 159
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'The spouses had the following expenses: (1} $6,500 of
home mortgage loan interest. Both spouses are obli-
gated on the mortgage. From January through March,
the payments were made from a joint checking account
to which the spouses had contributed equally: For the
rest of the year, the payments were made from marital
property funds. (2) $500 of deductible investment inter-
est expense which was paid after April 1, 1990, using
marital property funds. (3) $350 of charitable contribu-
tions made from April through December using marital
property funds. (4)$2,000of property taxes paid on their
Wisconsin home in December using marital property
funds. The spouses had originally held title to their
home as joint tenants, but they reclassified it as
survivorshipmarital property on April 1,1990. (5}$2,000
of rent, which didn‘t include heat, paid by the husband
on an apartment in Florida. -

To see if it is to their advantage to file a joint return or
separate returns, they prepare a worksheet (Worksheet
2, shown below) to figure their Wisconsin income tax.
‘The worksheet shows that it is to the taxpayers’ advan-
tage to file a joint return.

Note. Both spouses must be domiciled in Wisconsin
before the marital property law applies to them.

How to figure the amounts shown on Worksheet 2.

¢ The husband’s wages and interest income earned

while domiciled in Wisconsin are marital property
income. Half is reported on each separate return.

o The wife reports the $1,300 of wages, $1,200 of interest
income, and $1,400 of dividend income she earned
from January through March on her separate retumn.
Since her husband wasn’'t domiciled in Wisconsin
during this time, the marital property law doesn’t
apply to her for federal or Wisconsin income tax
purposes. The wife’'s $3,700 of wages, $4,200 of
interestincome, and $1,1000f dividend income for the
rest of the year are marital property income. Half is
reported on each separate return.

¢ On their joint return, the standard deduction is from
the married filing jointly column of the Standard
Deduction Table in the Form INPR booklet and is
based on their joint federal income of $47,000. They
must prorate the standard deduction based on the

WORKSHEET 2
One Spouse Domiciled in Wisconsin All Year
‘Wisconsin ‘Wiscongin
Joint Return Separate Returns
Husband Wile

Income (Husband’s) )

Wisconsin wages $25,000 $12,500 $12,500

Wisconsin interest income J00 350 56 .
Total $25,700 $12,850 $12,850
Income (Wife's)

Wages $ 5,000 $ 1,850 $ 3,150

Interest income . 5,400 2,100 - 3,300

Dividends 2,500 550 1,950
Total 12,900 4,500 ' 8,400
Wisconsin income $38,600 $17,350 $21,.250
Standard deduction 1,259 52
‘Wisconsin net income $37.341 $17,298
Tax $ 2347 $ 1075 $ 1285
Dependent credit $ 50 $ 0 $ 50
Wisconsin ilemized deduction credit 305 181 135
Renter’s school property tax credit 51 51 0
Home owner's school property tax credit 149 49 100
Prorased credits $ 456 $ 189
Marmied couple credit 100 )] 0
Total credits 536 189 285
Net tax $ 1,1 $ 886 $ 1,000
Less: Wisconsin income tax withheld 1,810 895 915

Estimated tax payments 600 0 600

Amount due (Refund) § (619) L )] $ (515}
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ratip of their joint Wisconsin income to their joint
federal income ($38,600/$47,000 x $1,533 = $1,259).

» On the husband’s separate return, the standard
deduction is from the married filing separately
column of the Standard Deduction Table in the Form
INPR booklet and is based on his separate federal
income of $25,750. He must prorate the standard
deductionbased on theratio of hisseparate Wisconsin
income to his separate federal income ($17,350/25,750
x §77 = $52). .

* Onher separate return, the wife doesn’t have to figure
her standard deduction. It’s built into the Tax Table in

the Form 1 booklet for full-year Wisconsin residents.

¢ On their joint return, the tax is from the married filing
jointly column of the Tax Table in the Form INPR
booklet for nonresidents and part-year residents.

*+ On the husband’s separate return, the tax is from the
married filing separately column of the Tax Table in
the Form INPR booklet for nonresidents and part-
year residents. )

* On the wife’s separate return, the tax is from the
married filing separately column of the Tax Table in
the Form 1 booklet for full-year Wisconsin residents.

* Since their child is supported equally by the spouses
prior to April 1 and with marital property funds after
that date, the wife can take the dependent credit on
her separale returm.

* Wisconsin home mortgage loan interest, other
interest, and charitable contributions are divided
equally between the spouses to figure the Wiscensin
itemized deduction credit on their separate returns.

* Since the husband paid for his heat separately from
his rent, his renter’s credit is from column 2 of the
Renter's School Property Tax Credit Table.

* On their joint return, the home owner’s creditis based
on §1,750 of the property taxes paid. Since the home
was joint tenancy property prior to April 1 and
survivorship marital property after that date, the
property taxes paid are divided equally between the
spouses ($1,000 to each spouse). The husband’s share
of the taxes is then limited to the number of months
that he occupied the homeashis principal home (9/12
x $1,000 = $750). Because the total of the renter’s credit
and the home owner's credit can’t be more than $200
ona joint return, the home owner’s credit is limited to
$149 ($200 minus $51 renter’s credit).

¢ On the husband’s separate return, the home owner’s
credit is based on $750 of property taxes paid but
limited to $49 (3100 minus $51 renter’s credit).

* Onthe wife’s separatereturn, the home owner’scredit
isbased on $1,000 of property taxes paid but limited to
$100.

* On their joint return, they must prorate the credits
based on the ratio of their joint Wisconsin income to
their joint federal income ($38,600/$47,000 x $555 =
$456).

3.
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*» On his separate return, the husbanid must prorate his
credits based on the ratio of his Wisconsin income to
his federal income ($17,350/$25,750 x $281 = $189).

¢ On her separate return, the wife can claim the entire
amount of her credits because she is domiciled in
Wisconsin all year.

* The married couple creditis 2% of the wife’s wages of
$5,000. They can’t claim this credit if they file separate
returns.

¢ The husband’s Wisconsin income tax withheld of
$1,760 is divided equally between them on their
separate returns. The wife claims her Wisconsin
income tax withheld from January through March of
$20. Since her wages for therest of the year are marital
property income, her withholding for the rest of the
year of $30 is divided equally between them on their
separate returns.

* The husband can’t claim any part of the wife's
separate estimated tax payments on his separate
return,

* It's assumed that timely notification took place.

Spouses Divorced During 1990

A husband and wife are domiciled in Wisconsin for all
of 1990, They became separated in February 1990 and
were divorced on September 16, 1990. Their three chil-
dren live with the wife all year and qualify as depen-
dents. The wife signs a written declaration that she will
not claim the dependent credits.

The husband’s services and property produced the fol-
lowing income: (1) $29,000 of wages from January
through September 15, 1990, and $15,000 for the rest of
the year, and (2) $2,000 of interest income from January
through September 15 and $500 for the rest of the year.
Inaddition, his share of partnership income was $5,000,
of which $3,550 was allocated to the period from Janu-
ary through September 15. The husband paid $4,000 of
alimony, pursuant to a temporary court order, prior to
September 15 and none after that date. Wisconsin in-
come tax withheld from his wages was $1,000 from
January through September 15 and $970 for the rest of
the year. He made separate estimated tax payments of
$750.

The wife’s services produced $8,000 of wages from
January through September 15 and $5,000 for the rest of

- the year. Wisconsin income tax of $240 was withheld

fromher wages from January through September 15 and
$220 was withheld for the rest of the year.

The wife paid $2,500 of property taxes on their home in
December 1990. The wife lived in the home all year, but
the husband lived there only until March 1. The home
was titled as marital property, but was awarded to the
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wife as part of the divorce settlement. The husband paid
rentof$5,000, whichincluded heat, fromMarch through
December.

They prepare a worksheet (Worksheet 3, shown later) to
figure their Wisconsin income tax, They must file indi-
vidual returns since on December 31, 1990, neither is
married. The amounts shown on Worksheet 3 assume
that timely notification took place and are figured as
follows: :

* The husbhand’s wages, interest income, and part-
nership income earned through September 15 are
marital property income. The wife doesn't challenge
this allocation of partnership income. Half is reported
on each individual return. - ) .

* The wife's wages earned through September 15 are
marital property income. Half is reported on each
individual return. :

» Since the husband’s alimony payments weren't more
than half of the combined marital property income,
the husband doesn’t claim a deduction for alimony
and the wife doesn’t report the alimony as income.

¢ The tax is from the single column of the Tax Table.

o The husband claims the three dependent credits since
the wife signed a statement agreeing not to claim
them. ‘

» Since the husband’s rent included heat, his renter's
credit is from column 1 of the Renter’s Scheol
Property Tax Credit Table.

¢« On the husband’s return, the home owner’s credit is
based on $208 of the property taxes paid, figured as
follows. Since the home is marital property through
September 15, the property taxes for 81/2 monthsare
divided equally between the spouses, regardless of
who makes the payment (1/2 x 8.5/12 x $2,500 =
$885). The husband’s share of the taxes is then limited
to the number of months that he occupied the home as
his principal home (2/8.5 x $885 = $208).

s Since the wife paid the property taxes, she may claim
a renter’s credit based on the husband’s share of the
property taxes for the 61/2 months that he owned but
didn’toccupy the home (1/2x6.5/12x$2,500=$677).

* On the wife's return, the home owner’s creditis based
on $1,615 of the property taxes paid ($2,500 minus
$885 allocated to the husband). The property taxes for
8 1/2 months are divided equally between the
spouses ($885). In addition, the wife may claim the
property taxes for the 3 1/2 months that she was the
sole owner (3.5/12 x $2,500 = $730).

* Since the husband’s and wife’s wages from January

through September 15 are divided equally between
the spouses, their Wisconsin income tax withheld
during that time is also divided equally between

them. Each spouse claims his or her own withholding -

for the rest of the year.

e The wife can’t claim any part of the husband’s

separate estimated tax payments.
WORKSHEET 3
Spouses Divorced During 1990
Wisconsin Individual Returns
Husband Wife
Income (Husband's)
Wages
Jan.1- Sept. 15 $14,500 $14,500
Sept. 16 -Dec. 31 - 15000 0
Interest income
Jan. 1 - Sept. 15 1,000 1,000
Sept. 16 - Dec. 31 500 0
Partnership income
Jan.1-Sept. 15 1,775 1,775
Sept. 16 - Dec. 31 1,450 0
Total $34,225 $17.275
Wages (Wife's)
Jan.1-Sept. 15 $ 4,000 $ 4,000
Sept. 16 - Dec. 31 0 5,000
Total 4,000 9,000
Wisconsin income $38,225 $26,275
Tax ' § 2365 $14M
Dependent credit $ 150 $ 0
Renter’s school property
tax credit m 16
Home owner's school
property tax credit 2 161
Total credits 272 177
Net tax $ 2,093 ‘ § 1,257
Less: Wisconsin income
tax withheld
Husband's -
Jan.1-Sept. 15 $ 500 $ 500
Sept. 16 - Dex. 31 970 0
Wife's
Jan.1-Sept. 15 120 120
Sept. 16 - Dec. 31 0 220
Total 1,550 B840
Estimated tax payments 750 0
Amount due (Refund) $_(247) $ 417

M III. FIGURING YOUR HOMESTEAD
CREDIT UNDER WISCONSIN'S
MARITAL PROPERTY LAW

For homestead credit piirposes, you must generally figure
your household income, property taxes acerued, and rent
constituting property taxes accrued under the marital prop-
erty law. If you and your spouse lived together in 1990, only
one of you may file a homestead credit claim for 1990, If you
and your spouse maintained separate homes on December
31,1990, or if you became divorced in 1990, youmay each file
a separate homestead credit claim for 1990.
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A. Household Income

1. Figuring Household Income Under
the Marital Property Law

If you lived with your spouse for all of 1990, you must
combine your income with your spouse’s income to
figure your total household income. (Only one of you
can file a homestead credit claim.)

If you and your spouse maintained separate homes on
December 31, 1990, or if you became divorced in 1990,
youmust figure your total household incomeasfollows:

* The combined income of you and your spouse while
married and maintaining the same home, plus

* Your income (as figured under Wisconsin’s marital
property law, with certain exceptions described later)
while married but maintaining a separate home, plus

* Your income while unmarried.

Your income while married but maintaining a separate
home is generally half of the total marital property
incomne of you and your spouse, plus all of your indi-
vidual income for that period of time.

If you and your spouse hve together all year, your
household income for homestead credit purposes gen-
erally is the same regardless of whether you file a joint
Or a separate income tax return.

2 Exceptions to Figuring Household Income
Under the Marital Property Law

* You can’t use marital property agreements and
unilateral statements to figure your household
income for homestead credit purposes. There may be
a difference between the amount of income you must
report on your Wisconsin income tax return and the
amount you must report on your homestead credit
claim.

Example. You and your spouse maintained separate
homes all year. You and your spouse have a marital
property agreement which states that wages are the
individual property of the wage earner. Your services
produced $5,000 of wages and your spouse’s services
produced $15,000 of wages. For Wisconsin income tax
purposes, you reported $5,000 of wages based onyour
marital property agreement. For homestead credit
purposes, you must report $10,000 of wages (half of
$20,000 combined wages) assuming notification
occurred. This is true even though you don't receive
control of more than $5,000 of income.
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» You must figure your household income without
regard to the marital property law during any period
of time that your spouse isn’t domiciled in Wisconsin.

Example. Your services produced wages of $12,000.
Your spouse’s services produced wages of $10,000.
Your spouse is a full-year Rhode Island resident. For
both Wisconsin income tax and homestead credit

purposes, you must report $12,000 of wages.

* You must figure certain household income without
regard to the marital property law if you don’t notify
your spouse of the amount and nature of the marital
property income your services and property
produced. Also, you must figure your household
income without regard to certain marital property
income if your spouse doesn’t notify you of the
amountand nature of the marital propertymoomel'ns
or her services and property produced.

Example. You and your spouse maintained separate
homes all year. Your services produced $15,000 of
wages. If you notify your spouse of the amount of
wages your services produced, you would report half

- of your wages ($7,500) for both Wisconsin income tax
and homestead credit purposes. Your spouse must
report the other half of the wages your services
produced. If you don’t notify your spouse of the
wages your services produced, you must reportall of
the wages ($15,000) for both Wisconsin income tax
and homestead credit purposes. If your spouse noti-
fies you of the amount of income his or her services
and property produced, you must also include half of
that income in your income for Wisconsin income tax
and homestead credit purposes.

B. Property Taxes Accrued

The marital property law presumes that all property of

spouses is marital property. If you contend that property
isn’t marital property, you must prove that the pmperty’s
clasmfi&hon is something else

Ifyoulived withyour spouse for allof 1990ina home owned
by either or both of you, you can claim the entire amount of
property taxes accrued on your home. (Only one of you can

. file a homestead credit claim.)

If you and your spouse maintained separate homes on

" December 31, 1990, or if you became divorced in 1990, you

must figure your property taxes accrued on your home as
follows:

. » The total amount of property taxes on your home for the

period of time you and your spouse maintained the same
home, plus
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* Half of the property taxes on your home for the period of
time while married but maintaining a separate home, plus

* Your share (based on title) of the property taxes on your
home for the period of time you are unmarried.

During your marriage, title generally doesn’t determine
ownership of your home between you and your spouse for
homestead credit purposes. In addition, you cant use a

marital property agreement or unjlateral statement to figure .

property taxes accrued for homestead credit purposes.

Example 1. You are married but don’t live with your spouse
atany time during 1990. You live ina home whichistitled in
joint tenancy with your spouse. You pay the entire amount
of property taxes ($800). You can claim $500 as property
taxes accrued and rent constituting property taxes accrued.
You are allowed one-half of the property taxes ($400) as
property taxes accrued. You are allowed one-fourth of the
remaining property taxes paid ($100) as rent constituting
property taxes accrued. The result is the same if the home is
titled as marital property or is titled solely in your name or
solely in your spouse’s name but is classified as marital

property.

Example 2. You are married but don't live with your spouse
atany time during 1990. You live ina home which s titled in
your spouse’s name. On December 31, 1985, you and your
spouse signed a marital property agreement which states
that you can claim all of the property taxes paid on the home
for income tax and homestead credit purposes. You pay the
1990 taxes of $800. Since such an agreement doesn’t affect
your homestead credit, you can claim $500 as property taxes
accrued and rent constituting property taxes accrued. You

are allowed one-half of the property taxes ($400) as property -

taxes accrued. You are allowed one-fourth of the remaining
property taxes paid ($100) as rent constituting property
taxes accrued.

C. Rent Constituting Property Taxes Accrued

¥ you lived with your spouse for all of 1990 in rented living
quarters, you can claim the entire amount of rent paid. (Only
one of you can file a homestead credit claim.}

If you and your spouse maintained separate homes on
December 31, 1990, or if you became divorced in 1990, you
must figure your rent constituting property taxes accrued as
follows:

s Thetotalamountof rent paid on your living quarters for
the period of time you and your spouse maintained
the same home, plus

+ The total amount of rent you paid on your own living
quarters while married and maintaining a separate
home or while unmarried.

D. Homestead Credit Examples

Following are three examples which show how to figure
your household income, property taxes accrued, and rent
constituting property taxes accrued if you and your spouse
maintained separate homes on December 31, 1990, or be-
came divorced during the year.

1. Separate Homes on December 31, 1990

Ahusband and wife resided in their jointly-titled home
from January 1 to July 31, when the wife moved perma-
nently to a nursing home. The husband paid all of the
property taxes for the year of $600. The wife paid rent for
occupancy, not including food, at the nursing home for
the period August 1 through December 31 of $500. The
husband’s services and property produced income of
$4,500 from January 1 through July 31, and $4,000 for the
rest of the year. The wife’s services and property pro-
duced income of $1,500 from January 1 throughJuly 31,
and $3,000 for the restof the year. Both husband and wife
qualify for homestead credit. Figure household income,
property taxes accrued, and rent constituting property
taxes accrued applicable to each spouse as shownbelow.

Note. The income and taxes for the time the spouses
shared the sarne home are reported on both homestead
credit claims. The husband may claim 25% of the wife's
share of property taxes for the period she didn‘tlive in
their home, since he paid the tax.

Husband Wife

Household Income
(H) January 1- July 31 $4,500 $4,500
(W) January 1- July 31 1,500 1,500
(H) August 1- December 31 2,000 2,000
(W) August 1- December 31 1,500 1,500
Total Household Income $9,500 $9,500
Property Taxes Accrued
(H) January 1- July 31
(7/12x$600x1/2) 5175 $ 175
(W) January 1- July 31
(7/12x %600 x1/2) 175 175
(H) August 1- December 31
L (5/12x $600x1/2) 125 0
(W) August 1- December 31 (see below) 0
Total Property Taxes Accrued $ 475 $ 350
Rent Constituting Property Taxes Accrued
(M) 25% of wife's share of property
taxes paid by husband for the
period August 1 - December 31
(5/12x 3600 x1/2) x 25% $ 3125 0
(W) 20% of rent paid for
occupancy only (20% x $500} 0 $ 100
Total Allowable Taxes and Rent  $506.25 § 450
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2. Spouses Live Apart All Year

A husband and wife maintained te homes all
year. The husband resided in the family home, which
was acquired prior to January 1, 1986, and was solely
titled in his name. The home was fully paid for prior to
January 1986, and no improvements were made after
that date. He paid all of the property taxes for the year
of $700. The wife resided in a nursing home for the entire
year and paid rent for occupancy, not including food, of
$3,000. The husband’s income was $6,000 of social secu-
rity and $3,000 of pension income attributable to em-
ployment prior to 1986. The wife’s income was $5,000 of
social security benefits. Both husband and wife qualify
for homestead credit. Figure household income, prop-
erty taxes accrued, and rent constituting property taxes
accrued applicable to each spouse as shown below.

Note, The home is not classified by the marital property
law since it was acquired prior to January 1, 1986, and
there has been no subsequent marital property mixing.
All of the household income is classified as individual
income.

Husband Wife

3. Divorce During 1990

Household Income
Social security $6000  $5,000
Pension 3,000 0
Total household income $9000  $5,000
Property Taxes Accrued $700 0
Rent Contituting Property Taxes Accrued
20% of rent paid for occupancy only :
{20% x $3,000) _0 3600
Total Allowable Taxes and Rent $700 $600
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~ Ahusband and wife lived together through May 31 and

paid rent, which didn’t include heat, of $200 per month

 to that date. On June 1 they both moved. The husband

paid rent, which didn’t include heat, of $150 per month
and the wife paid rent, which didn‘t include heat, of
$175 per month. On December 1, 1990, they became
divorced. The husband’s services and property pro-
duced income for the year of $5,000 through May 31,
$2,500 from June 1 to. December 1, and $500 after that
date. The wife’s services and property produced income
of $1,000 through May 31, $1,500 from June 1 o Decem-
ber 1, and $1,000 after that date. In this situation, figure
household income and rent constituting property taxes
accrued for each homestead credit claim as shown be-
low. '

Note. The income and rent for the time the spouses
shared the same home are reported on both claims.

: Husband Wife
Household Income
(H) January 1-May 31 $5,000  $5,000
(W) January 1- May 31 1,000 1,000
{H) June 1- November 30 1,250 1,250
(W) june1- November 30 750 750
(H) December 1- December 31 500 o
(W) December 1- December 31- 0 _1000
Total Household Income $8,500  $9,000
Rent
(H) & (W) January 1- May 31 $1000  $1,000
(FH) June I- December 31 1,050 0
(W) June 1- December 31 ‘ 0 1,225
Total Rent $2050  $2,235
Rent Conslituting Property Taxes Accrued
5% of rent paid for occupancyonly  $512.50  3556.25
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B APPENDIX

Classification of Income

Marital property income. Marital property income must
pgenerally be divided equally between spouses on separate
Wisconsinincome tax returns and separate homestead credit
claims (unless one of the exceptions to the marital property
law applies}. The following is a list of types of income
reported on income tax returns and/or homestead credit
claims which are generally marital property income when
received:

* Wapes

» Interest income

* Dividends

* Business income

* Capital gains from marital property

* Capital gains from individual or unclassified property to
the extent attributable to the substantial efforts of either
spouse that weren't reasonably compensated

* Pensions and annuities to the extent attributable to
employment after the determination date ;

¢ Net rents and royalties, partnership income, and
distributed S corporation income

* IRA distributions to the extent classified as marital
property

* Farm income

* Unemployment compensation

* Railroad retirement benefits to the extent attributable to
employment after the determination date (except Tier 1
benefits)

* Worker's compensation (except amounts for pain or
suffering}

* Scholarships, fellowships, and grants

* G.L bill benefits to the extent atiributable to military
service after the determination date

~ * Nontaxable military compensation and cash benefits
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Individual income. The following is alist of lypes of income
reported on income tax returns and/or homestead credit
claims whichare generally individual income when received:

* Alimony (if in excess of half of the marital property
income of both spouses or if paid fromindividual income)

» Capital gains from individual or unclassified property to
the extent the gain wasn't substantial or wasn't due to the
substantial efforts of either spouse, or if the gain was
substantial and due to the substantial efforts of either
spouse, those efforts were reasonably compensated

* Pensions and annuities to the extent attributable to
employment before the determination date

* IRA distributions to the extent classified as nonmarital
property

* Estate and trust income to one spouse

» Undistributed S corporation income

* Social security benefits

* 551 payments

* Tier 1 railroad retirement benefits

* Railroad retirement benefits to the extent attributable to
employment before the determination date, -

* Worker’s compensation to the extent for pain or suffering

* Support money

* Cash public assistance (such as AFDC and foster care
payments) and general relief

. * G.L bill benefits to the extent attributable to employment

before the determination date
* Income from property gifted by one spouse to the other,
absent a contrary intent

Note. The income tax law requires the reporting of items
which the marital property law doesn’t consider “income,”
such as capital gains which aren’t due to the substantial
efforts of either spouse and undistributed S corporation
income. Although the department has shown these items as
if they were individual income, this may not be the correct
treatment. Should a dispute about the treatment of such

" income arise, it would likely be resolved by assessments in

the alternative.






Tax Information for Married Persons Filing Separate Returns and Persons Divorced in 1990

Worksheet for Married Persons Filing Separate

Returns and Persons Divorced in 1990
Attach to your 1990 Wisconsin income tax return

Filt In your pase and sodai security number

Total marital Marital property Other arount ' Total amount you

propexty of you amount you you are are reporting on
and your spouse are reparting reporting . your 1990 return

Wages, salaries, tips, etc.
Interest income
Dividends

Business income or (loss}
Capital gains or {losses)

Pensions, IRA distributions,
and annuities

7. Rents, royalties, partnerships,
estates, trusts, etc.

Farm income or (loss)
. Unemployment compensation
10.  Social security benefits
1. Other income
12. Wisconsin taxes withheld

13. Wisconsin estimated
tax payments

oM or oo

Check the box which explains how you are figuring the amounts to report on your 1990 Wisconsin income tax return.
0 1am figuring my income and withholding for 1990 based on Wisconsin’s marital property law.

)1 became married in 1990. I am figuring my income and withholding based on Wisconsin’s marital property law for
the period from to .

O] 1became divorced in 1990. I am figuring my income and withholding based on Wisconsin’s marital property law for
the period from to - My former spouse’s name and social security number are

D I was a part-year Wisconsin resident, or I was married to a part-year Wisconsin resident, in 1990. I am figuring my
income and withholding based on Wisconsin’s marital property law for the period from to .

[J 1am figuring my income and withholding to reflect a marital property agreement or unilateral statement.

[] Other reason—explain here,
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Worksheet for Married Persons Filing Separate

Returns and Persons Divorced in 1990
Attach to your 1990 Wisconsin income tax return

Fill in your name and social securily sumber

Capital gains or (losses)

Total marital Marital property Other amount Total amount you
property of you amount you you are are reperting on
and your spouse are reporting reporting your 1990 return

1. Wages, salaries, tips, etc.
2. Interestincome

3. Dividends

4. Business income or (loss)
5.

6.

+ Pensions, IRA distributions,
and annuities

7. Rents, royalties, partnerships,
estates, trusts, etc. :

Farm income or (loss)

9. Unemployment compensation
10.  Social security benefits

11.  Other income

12, Wisconsin taxes withheld

13. Wisconsin estimated
tax payments

Check the box which explains how you are figuring the amounts to report on your 1990 Wisconsin income tax return.
] 1am figuring my income and withholding for 1990 based on Wisconsin’s marital property law,

[ 1became married in 1990. I am figuring my income and withholding based on Wisconsin’s marital property law for
the period from to .

(] Ibecame divorced in 1990.1am figuring my income and withholding based on Wisconsin’s marital property law for
the period from to - My former spouse’s name and social security number are

[ Twasa paﬂ-year Wisconsin resident, or | was married to a part-year Wisconsin resident, in 1990. I am figuring my
income and withholding based on Wisconsin’s marital property law for the period from to .

[ 1am figuring my income and withholding to reflect a marital property agreement or unilateral statement.

[J Other reason—explain here,
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In this publication, the “Federal Treatment” reflects the interpretations of Wisconsin's
Marital Property Act by the Milwaukee District Office of the Internal Revenue Service and
the “Wisconsin Treatment” reflects the interpretations by the Wisconsin Department of
Revenue as of Novernber 1,1990. Federal and state laws enacted after this date, new federal
regulations and rulings, new stateadministrative rules, and federal and state court decisions
may change the interpretations in this publication.

The Department of Revenue acknowledges the Milwaukee District Office of the Internal
Revenue Service for writing the “Federal Treatment” portion of this publication.
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Federal and Wisconsin Income Tax Reporting Linder the Marital Property Act

M I. BACKGROUND

Federal Treatment

On January 1, 1986, Wisconsin joined eight other states
(Arizona, California, Idaho, Louisiana, Nevada, New Mexico,
Texas, and Washington) as a jurisdiction whose laws are
administered under the community property concept. The
Wisconsin Marital Property Act creates a type of property
under state law that is referred to as marital property. The
Internal Revenue Service has ruled that marital property in
Wisconsin is a form of community property, and is to be
treated that way for tax purposes. [Revenue Ruling 87-13,
1987-1 C.B. 20.] While the Marital Property Act indirectly
affects everyone who lives in Wisconsin, it only directly
affects the property of married individuals.

The date that married couples become subject to the Marital
Property Act is referred to as the “determination date.” [See
Wis. Stat. § 766.01(5).] This is the date after all of the fol-
lowing have occurred: the date of marriage, January 1, 1986
(the effective date of the Act), and the date both spouses
domiciled in Wisconsin. “Domicile” is a legal concept that,
in this context, is similar to establishing permanent legal
residency. _ '

Although thereareexceptions, property acquired by spouses
after the determination date is marital property. [Wis. Stat. §
766.31(1), (2) and {4); seealso the exceptions in § 766.31(7).] As
will be discussed, the statute gives each spousean undivided
half interest in marital property. [Wis. Stat. § 766.31(3).) The
Act does not, by itself, change the character of property
owned by spouses prior to the effective date of the Act, prior
to both spouses establishing a Wisconsin domicile, or prior
to the marriage. (Wis. Stat. § 766.31(6) and (9).] Property
owned by a spouse prior to marriage is his or her individual
property. [Wis. Stat. § 766.31(6).] Property owned by aspouse
priorto January 1,1986, or prior toboth spouses establishing
a Wisconsin domicile is not reclassified, but is treated asif it
were individual property. [Wis. Stat. § 766.31(9).) Property
can be reclassified in several different ways under the Act.
The simplest way is by entering into a marital property
agreement. [Wis. Stat. § 766.31(10).]

Community property has historically been sﬁbfect to special
treatment under the tax laws. [See Poev. Seaborn, 282 U.S. 101

(1930).] The adoption of marital property law in Wisconsin

affects the reporting, payment, and collection of income
taxes. The effect of the Marital Property Act on Federal
'I‘axaﬁoniscomplex.'!'hereisnowayﬂmtitcanbethomughly

addressed in this type of publication. The purpose of this

publication is merely to provide general guidance. We have
cited legal authority (both statutory and case law), as ap-

propriate, in brackets [ ] for some of the rules that are stated
in this publication. For further information, these sources _

can be consulted.
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Wisconsin Treatment

As part of marital property reform, Wisconsin adopted the
concept of joint income tax returns for married persons.
Under prior law, each spouse was required to report his or
her own income separately, either on separate forms or in
separate columns on the same form (called a “combined”
return). Joint returns simplify income tax filing for the
majority of married couples. If spouses do file separately, the
income that each spouse must report is determined under
marital property law rather than under common law. Be-
cause the marital property law does not address many
income tax issues, the reporting of income on separate
returns may be difficult.

B IL. TERMS USED IN THIS PUBLICATION
Following is a discussion of teyms used in this publication.

Common Law Property System — Under the common law
property system, property acquired during marriage gen-
erally belongs to the spouse who acquired the property. The
title to property generally determines ownership of property
between spouses. A spouse owns and has complete control
over property titled in that spouse’s name. A spouse owns
the income from his or her own property. For tax purposes,
thetitle to property determines whatincome isreportable by
each spouse on separate returns filed while domiciled ina
common law property state, '

Marital Property System - Under the marital property
system, property acquired during marriage generally belongs
to both spouses equally. The spouses are equal partners,
whether each contributes money or services or both to the
marriage, and both spouses will share equally all property
acquired during the marriage, except property that cne
spouse alone inherits or receives as a gift from another
person. Generally, the spouses own equally what either
earns or buysand theincome from property owned by either
of them. However, a spouse has the right to manage and
control property titled in his or her own name and property
titled in neither spouse’s name. Under the marital property
system, the classification of property generally determines
ownership of property between spouses. In the absence of
an agreement or court order, the classification of property is
based on two factors: when and how the property was
acquired. The classification of the property also determines
whatincome isreportable by eachspouseon separateincome
tax returns while domiciled in Wisconsin.

Note: This publication often refers to “income earned by the
husband,” “income earned by the wife,” “the husband’s
earnings,” or “the wife's earnings.” However, the income
produced by a spouse’s efforts or property is treated as if it
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were earned by both spouses under the Marital Property
Act.

Determination Date — Wisconsin's marital property law
appliesto spouses after the “determination date.” The deter-
mination date is the last to occur of the following [Wis. Stat.
§ 766.01(5)):

¢ January 1, 1986.
» Date of marriage.
-» Date both spouses establish a Wisconsin domicile.

Note: For Wisconsin income tax and homestead credit pur-
poses, the marital property law applies only while both
spouses are domiciled in Wisconsin. [Wis.Stat.§71.10(6)(d).}
Effective May 3, 1988, the law generally applies for all
purposes only while both spouses are domiciled in Wiscon-
sin.

Domicile— A person’s domicile is his or her true, fixed, and
permanent home where he or she intends to remain perma-
nently and indefinitely and to which, wheneverabsent, heor
she intends to return.

Classification of Property — Under the marital property
law, all property that spouses acquire after the determina-
tion date is generally classified as “marital property” or
“individual property.” Note that these rules may not apply
for purposes of determining the basis of property upon the
death of a spouse. For more information on basis, see Part V.

Marital Property — Marital property is all property classi-
fied as marital property and all property acquired by either
spouse after the determination date, unless it is otherwise
classified by the marital property law. {Wis. Stat. § 766.31(1).]
The law presumes that all property owned by spouses is
marital property. [Wis. Stat. § 766.31(2).] Any person who
contends that certain property isn’t marital property rmust
prove that the property’s classification is something else.
Each spouse has a present, undivided one-half ownership
interestin eachitem of marital property. [Wis. Stat. §766.31(3).]

Marital property generally includes:

» Income earned or accrued by a spouse or derived from
marital property and nonmarital property owned by a
spouse during the marriage and after the determination
date.

“Income” means wages, salaries, commissions, bonuses,
gratuities, payments in kind, deferred employment ben-
efits, proceeds other than death benefits of any health,
accident, or disability insurance policy or of any plan,
fund, program, or other arrangement providing benefits
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similar to those forms of insurance, other econoric ben-
efits having value attributable to the effort of a spouse,
dividends, dividends on life insurance and annuity con-
tracts to the extent that the aggregate of the dividends
exceeds the aggregate premiums paid, interest, income
distributed from trusts and estates, and net rents and
other net returns attributable to investment, rental, li-
censing, or other use of property, unless attributable to a
returnofcapitalor to appreciation. [Wis, Stat. §766.01(10).]

» The substantal increase in value of nonmarital property
whichresulted from the substantial efforts of either spouse
that weren’t reasonably compensated. [Wis. Stat. §
766.63(2).1

» Nonmarital property that is mixed with marital property
and can no longer be identified by tracing. [Wis. Stat. §
766.63(1).]

Individual Property — Individual property is property
owned by one spouse alone under the marital property
system. After the determination date and during the mar-
riage, individual property includes:

» Property acquired by one spouse by gift or inheritance
during the marriage. [Wis. Stat. § 766.31(7)(a).1

» Property acquired in exchange for, or with the proceeds
of, individual property. [Wis. Stat. § 766.31(7)(b}.1

+ Theincrease in value ofindividual property, except to the
extent that this increase in value is classified as marital
property. {Wis. Stat. § 766.31(7)(c}.] (Predetermination
date unclassified property is treated “as if” individual
property. [Wis. Stat. § 766.31(9).))

» Income (and principal) to one spouse froma trust created
by a third person, unless the trust provides otherwise.
[Wis. Stat. § 766.31(7)(a).]

+ Income from a gift of property from one spouse to the
other spouse, unless the spouse making the gift provides
otherwise. [Wis. Stat. § 766.31(10).]

* Income or property designated individual property by a
marital property agreement or a court decree. {Wis. Stat.
§ 766.31(7){d).]

+ Income derived from the nonmarital property of a spouse
which thatspouse has designated ina unilateral staternent
as his or her individual income. [Wis. Stat. §§ 766.31(7p)
and 766.59.] :

» For marriages occurring after December 31, 1985, prop-
erty owned at a marriage by a Wisconsin-domiciled
person. [Wis. Stat. § 766.31(6).]
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Unclassified Property — Property owned by spouses be-
fore their determination date isn’t classified by the Marital
Property Act. Such unclassified property is treated as if
individual property during the marriage. Atdeath, property
of the decedent spouse acquired during the marriage and
before the determination date, which would have been
marital property if acquired after the determination date, is
treated as if it were marital property for certain elective
rights of the surviving spouse.

Mixed Property - If marital property is mixed with any
other type of property, the other type of property becomes
marital property, unless that other type of property can be
traced. This mixing rule doesn’t apply for income tax basis
purposes for property held in joint tenancy or tenancy in
common. See Part V for more information.

Marital Property Agreement — A marital property agree-
mentisanagreementsolely between spouses. Theagreement
must be in writing, and it must be signed by both spouses,
It remains in effect until replaced by another marital prop-
erty agreement. [Wis. Stat. § 766.58.] The law provides
special forms for “statutory property classification agree-
ments.” Spouses may use these agreements to classify their
marital property as the individual property of the owning
spouse or o classify all of their property as marital property.
If thereis no disclosure of assetsand liabilities, the agreement
terminates three years after the date both spouses sign the
agreement. However, if the spouses complete the disclosure
form which is provided as an attachment to the agreement
form, the agreement is effective unkil dissolution of the
marriage or death. Either spouse may, however, terminatea
statutory property classificationagreement unilaterally, [Wis.
Stat. §§ 766.588 and 766.589.)

Undlateral Statement — A unilateral staternent is a docu-
ment affecting the income from nonmarital property. The
statement must be in wriling, signed by the spouse who
owns the nonnarital property, and notarized. Within five
days after signing the statement, the spouse must deliver a
copy to the other spouse. A unilateral staternent applies only
to income accrued after it is signed. A unilateral statement
may be revoked at any time by delivering a copy of the
revocation to the other spouse. It does not apply to earned
income. [Wis. Stat. § 766.59.]

W II. INCOME, DEDUCTIONS, AN

TAX FAYMENTS ’
A. Reporting Marital Property Income
Federal Treatment

The Wisconsin Marital Property Act may change the manner
of reporting income and claiming deductions on federal
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income tax returns. Witha few limited exceplions, the Marital
Property Act provides that income earned or accrued by a
spouse after the determination date is marital property.
[Wis. Stat. § 766.31(4).] Income is defined by the statute as
including, among other things, wages, interest, dividends,
and economic benefits attributable to the efforts of a spouse.
[See Wis. Stat. § 766.01(10).] Generally, interest and dividend
income will be marital property even if the property that
generates the income is not marital property. For example,
dividends received after the determination date on stock
purchased before the determination date would still be

marital property.

The most notable exception to the rule that all income is
marital property has to do with appreciation in value of
individual property. The appreciation in value of individual
property of a spouse is individual property, unless it can be
attributed to effortsof either spouse that were not reasonably
compensated. [Wis. Stat. §§ 766.31(7){c) and 766.63.] Thus,
for example, if real estate that was purchased prior to mar-
riage increases in value because of market conditions, the
increase in value is individual property. If, however, the
increase in value is due to improvements to the property
made by either spouse after the determination date that
were not reasonably compensated, the increase in value is
marital property. [Wis. Stat. § 766.63.]

Under the Act, each spouse hasan undivided 50% interestin
marital property. [Wis. Stat. § 766.31(3).] I spousesfilea joint
return, there is no tax impact from marital property law,
because all income of both spouses (including any marital
property income)isreported ononereturn, But when spouses
file separate returns, the spouses must determine how to
divide the income. In common law states, this is not difficult.
Each spouse reports his or her own wages or other income
from his or her labors, and any income attributable to
property he or she owns. Under community property
principles, since each spouse has a half interest in income
that is marital property, each spouse should report half of
that income. [Foe v. Seaborn, 282 U.S. 101 (1930).]

‘The reporting of marital property income is best illustrated
by the following examples:

Example 1: Hand W were married during 1988. During
1990, Hisunemployed and receives no wage income. W
receives wagesof $20,000. She has $5,000 of withholding
fromwages. In thiscase, if Hand W file separate retums,
each would report income of $10,000 (one-half of the
wagesreceived by W), Eachalso would report half of the
withholding,

Example 2; Hand W were married during 1986, During
1990, H receives wages of $50,000. W owns a service
business and makes a profit of $80,000. H also receives
interest of $2,000 on a savings account started prior to
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marriage. W receives dividends of $2,500 on stock she
bought before marriage. W sells the stock for a profit of
$3,000. On their separate returns, each would report the

following:

Item A H : w
Wages earned by H $25000  $25000.
Business income of W " 40,000 40,000
Interest 1,000 1,000
Dividends 1,250 1,250
Capital gain on stock 0 3.000
Total income reported $67,250 $70,250

All of the income in this example is marital property,
except for the income from the sale of the stock. This
income is notmarital property, becauseitisappreciation
in value of individual property. Yet the dividends from
the same property are marital property and should be
split if separate returns are filed.

Ineitherof the above examples, each spouse could claimhalf
of the credit for any federal income tax withheld. Similarly,
with certain exceptions, each spouse could claim half of any
deductions. :

As will be discussed later, spouses can change the effect of
the Marital Property Act with respect to the reporting of
income and deductions by entering into a marital property

agreement.

Although splitting marital property income is the correct
way toreportit, filing a return in this manner could result in
future contacts from the Internal Revenue Service. In the
examples above, W-2 Forms would be issued in the name of
one spouse alone. When a W-2 Form is sent to the IRS by the
employer, it is reported as though it is entirely the income of
one spouse.

The Internal Revenue Service matches information received
under social security or taxpayer identification numbers
with filed returns to ensure thatall income isreported. In the
examples above, when thematching process takes place, the
W-2 Form will not reconcile with the retumn, unless the
return contains an explanation, If there is noexplanation, the
IRS will contact the taxpayer. To avoid this contact, it is
necessary to explain the discrepancy on the return. The
easiest way to do this is to use a Reconciliation Worksheet for
Community Property which is included in Internal Revenue
Service Publication 555, Communify Property and the Federal
Income Tax. Thus, under Example 1 above, the husband’s
and wife’s reconciliation worksheets for community prop-
erty would reflect the amounts indicated in Exhibits 1 and 2
that follow.
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Wisconsin Treatment

As for federal purposes, Wisconsin’s Marital Property Act
generally won't affect spouses who file a joint Wisconsin
income tax return. However, spouses who file separate
Wisconsin income tax returns, or persons who become di~
vorced during the tax year, are likely to be affected by the
Marital Property Act. Since each spouse has an undivided
50% interest in marital property income, each spouse gen-
erally must report half of that income on separate retums.
Examples 1 and 2 above also illustrate the reporting of
marital property income for Wisconsin purposes.

Married who file separate returns, or persons who
file individually because they are divorced during the year,
are likely to be questioned if it isn’t clear to the Department
of Revenue how they haveallocated theirincome, deductions,
or credits or if it appears that they haven’t reported all of
their income. Therefore, such persons who file separate or
individual Wisconsin returns should attach a copy of the
Worksheet for Married Persons Filing Separate Returny end
Persons Divorced in 1990, which is included in the back of
Wisconsin Publication 109, Tax Information for Married Per-.
sons Filing Separate Returns and Persons Divorced in 1990. On
this worksheet they show how they figured the income,
deductions, and credits that each is reporting.

Thus, under Example 1 above, the husband's and wife's
worksheets would reflect the amounts indicated in Exhibits
3 and 4 that follow. In this example, assume that $1,000 of
Wisconsin incoime tax is withheld from W's wages.

If spouses or former spouses treat items on their separste or

individual returns inconsistently, the Department will con-

tact both of them in order to resolve the discrepancies. For-
example, the Department may question a spouse who re--
ports one-half of the wages he or she eamed but claims all of:
the withholding from those wages.

B. Exception to Marital Property Reporting -—
Innocent Spouses

Federal Treatment

As discussed earlier, by virtue of the Marital Property Act, if
aspousefilesa separatereturn, heor she isrequired toreport -
one-half of the wages eamed by the other spouse as income.
This can create problems when, as frequently happens,
spouses do not live together and do not communicate.
Congress recognized this problem and enacted section 66 of

‘the Internal Revenue Code to deal with it.

-Section 66 allows speuses to ignore community property

reporting rules in certain circumstances. It has two separate
sectionsthatcould grantreliefto spouses. The first provision,
section 66(a), is general in effect, which means that if it



Federal and Wisconsin Income Tax Reporting Under the Marital Property Act

EXHIBIT 1
Husband’s

Reconciliation Worksheet for Community Property

1 2 3
Reported on Information Reported on This Difference Between
Forms (W-2, 1099, etc) Return Colurmns 1 and 2

. Wages (each employer) -0- $10,000 $10,000

. Interest Income (each payer)

. Dividends (each payer)

. State Income Tax Refund *

. Capita} Gains

6. Pension Income

7. Rents, Royalties, Partnerships, Estates, Trusts

. Taxes Withheld -0- ' $2,500 $2,500

. Other items such as: Soclal Security Benefils, Business &
Farm Income or Loss, Unemployment Compensation,
Mortgage Interest Deduction, ete.

REASONS FOR LISTING AMOUNTS DIFFERENT THAN
THOSE PROVIDED WITH INFORMATION RETURNS
(Please Explaln Below)

Spouses are reporting their income and tax withholding pursuant to the Wisconsin Marital Property Act.

Spouse’s Name:

Spouse’s SSN:
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EXHIBIT 2
Wite's

Reconciliation Workeheet for Community Property-

1 2 3
Reported on Information Reported on This Difference Between
Forms (W-2, 1099, etc) Return Columnsland2
1. Wages (each employer) $20,000 $10,000 $10,000
2. Interest Income {each payer)
3. Dividends (each payer)
4. State Income Tax Refund
5. Capital Galns
6, Pension Income
7. Rents, Royalties, Partnerships, Estates, Trusts
8. Taxes Withheld _ ) $5,000 $2,500 $2,500
9. Other items such as: Social Security Benefits, Business &
Farm Income ar Loss, Unemployment Compensation,
Mortgage Interest Deduction, etc.

REASONS FOR LISTING AMOUNTS DIFFERENT THAN
THOSE PROVIDED WITH INFORMATION RETURNS
(Please Explaln Below)

Spouses are reporting their income and tax withholding pursuant to the Wisconsin Marital Property Act.

Spouse’s Name:

Spouse’s SSN:
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EXHIBIT 3
Husband’s
Worksheet for Married Persons Filing Sebarate

Returns and Persons Divorced in 1990
Auach to your 1990 Wisconsin income tsx retorn

Fill in your name and saclal securily pumbes

10.
11,
12.

‘Total marital Marital property Other amount Total amount you
property of you amount you you are #re reportlng on
and your spovse are reporting ° reporting your 1990 return

Wages, salaries, tips, etc. $20,000 $10,000 -0- $10,000
Interest income '

Dividends

Business income or (loss)
Capital gains or (losses)
Pensions, IRA distributions,
and annuities

Rents, royalties, partnerships,
estates, trusts, etc.

Farm income or (loss)

Unemployment compensation

Social security benefits
Other income
Wisconsin taxes withheld $1,000 $500 -0- $500
‘Wisconsin estimated
tax payments

Check the box which explains how you are figuring the amounts to report on your 1990 Wisconsin income tax return,

OO O O O®

Tam figuring my income and withhelding for 1990 based on Wisconsin's marital property law.

I'became married in 1990. 1 am figuring my income and withholding based on Wisconsin®s marital property law for the period
from ) . ’

I became divorced in 1990, I am figuring my income and withholding based on Wisconsin's marital propesty law for the period
from 1o - My former spouse’s name and social security number are

I 'was a part-year Wisconsin resident, or T was married to 2 part-year Wisconsin resident, in 1990. [ am figuring my income and
withholding based on Wisconsin’s marital property law for the period from 10

I'am figuring my income and withholding to reflect a marital propenty agreement or unilateral statement.

Other reason—explain here.
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EXHIBIT 4
Wife's .
Worksheet for Married Persons Filing Separate

‘Returns and Persons Divorced in 1990
Amach to your 1990 Wisconsin income tax retumn

Flil jn your same snd social security number

I T o L

10.
11,
12,

Total marital Marlital property Other amount Total amount you
property of you amount you you are are reparting on
and your spouse are reporting reporting your 1990 return

$20,000 $10,000 -0- $10,000

‘Wages, salarics, tips, etc.
Interest income
Dividends =
Business income or (loss)
Capital gains or (losses)

Pensions, IRA distributions,
and annuities

Rents, royalties, partnerships,

estates, trusts, etc.

Farm income or (Joss)
Unemployment compensation
Social security benefits

Other income

Wisconsin taxes withheld $1,000
‘Wisconsin estimated
tax payments

Check the box which explains how you are figuring the amounts 1o report on your 1990 Wisconsin income tax return.

oo o 0o Oo®

1 am figuring my income and withholding for 1990 based on Wisconsin's marital property law.

I became married in 1990, I am figuring my income and withholding based on Wisconsin's marital property law for the period
from 10 .

I became divorced in 1990. I am Figuring my income and withholding based on Wisconsin's marital property law for the period
from 0 . My former spouse’s name and social security number are

I was a pant-year Wisconsin resident, or I was married to a part-year Wisconsin resident, in 1990.Tam figuring my income and
withholding based on Wisconsin's marital property law for the period from to

I am figuring my income and withholding to reflect a marital property agreement or unilateral statement.

Other reason-—explain here.
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applies, spouses do nat report most community property

income under community property rules. The second sec-
tion, 66(c), is a more specific provision. Itis the community
property equivalent of an “innocent spouse” provision. It
removes the burden of reporting half of certain items of

community property income from a spouse. Both 66(a) and -

(c) have specific requirements that must be met, if they are to
apply.

Section 66(a) provides that if:

1. The spouses are married to each other at any time
during the calendar year,

2. The spouses live apart at all times during the calendar
year,

3. The spouses do not file a joint return for the calendar
year,

4. One or both spouses had earned income that is com-
munity property, and

5. Nopartofthe communityincomeis transferred between
the spouses during the calendar year {this does not
include child support or de minimis amounts),

then for most purposes, community property reporting
rules will be ignored.

If section 66(a) applies, eamed income {other than trade or
businessincome) is taxed to the spouse who earned it. Trade
or business (Schedule C) income is treated as the husband’s
unless the wife exercised substantially all management and
control over the business. Income from a partnership is
taxed to the partner spouse, Community income derived
from separate property of one spouse is treated as the
income of that spouse. All other community income is
treated as provided under the applicable state community

property law.

The second relief provision, section 66(c), is notasbroad and
may apply to all items of community property or only a few.
This section provides that if:

1. The spouse did not file a joint return,

2. Thespousedid notreport an item of community income
on an income tax return,

3. Thespousedid notknow, or have reason to know; of the
item of community income, and .

4. Considering all facts and circumstances it would be
inequitable to require the spouse to include the itemin
gross income,
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then the unreported item of income will be taxed wholly to
the other spouse, and not split.

The third requirement of section 66{c), that the spouse did
notknow or have reason to know of the community income,
hasbeen interpreted strictly by the courts. If a spouse iseven
aware that the other spouse is earning or receiving com-
maunity income, that spouse will not qualify for section 66{c)
velief. If he or she knows that the other spouse is earning
income, thenheor she had “reason to know of the community
income.” It does not matter whether heor she does not know
how muchincome was earned. [Rimple v. Commissioner, T.C.
Memo 1985-245; Sanders v. Commissioner, T.C. Memo 1986~
26, affirmed, 812 F2d 715 (9th Cir. 1987), cert. denied, 484 US.
B30 (1987); and Thatcher v. Commissioner, T.C. Memo 1988-
537.] Whether a spouse can meet the requirements of section
66(c) will depend on the facts.

Because section 66 has been interpreted so strictly, it has not
solved all of the income reporting problems created by
community property laws. Many spouses do not know
where their husbands or wives are. Some spouses refuse to
provide information about their earned incomes. A spouse
who has to deal with these problems may not know whether
he or she can get help from section 6. In those situations, if
it is possible, the spouse should notify his wife or her
husband of theamount of his or her income and ded uctions.
He or she also should request the same information in
return. Then, if the taxpayer still does not have enough
information to report the marital property income, he or she
should report his or her income, deductions, and withhold-
ing, ignoring community property law principles (i.., re-
port and pay the tax on 100% of the income earned or
produced by that spouse). The return should state that
although the taxpayer may be responsible for reporting
marital property income that is not shown on the return,
income, deductions, and tax paymentsarebeingreported on
a common law basis because it is impossible to determine
the community income share.

- ¥ the Internal Revenue Service subsequently audits the

return and determines, that the taxpayer qualifies under
section 66, no changes would have to be made to the retumn.
However, if the taxpayer does not qualify for section 66
relief, the Internal Revenue Service could, nevertheless,
recalculate the tax dueusing community property principles.
Still, this manner of filing the return should relieve this
taxpayer of any penalties for failing to report the community
income. .
Ataxpayer who has this problem and is reporting income in
this way, or wants to benefit from section 66, must tell the
other spouse of the amount of any community income he or
she knows about. Section 66 contains a section (§ 66(b)) that
allows the IRS to require a spouse to report 100% of an item
of community property. This section only applies if a spouse
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fails to notify the other spouse before the filing date of the
nature and amount of that item of community property.

Thus for example:

. Hand W are married. H earns $25,000in wages for 1990.
Under Wisconsin law, the wages are marital property. H
and W file separate returns for 1990. H does not tell W
how much income he earned for 1950 before April 15,
1991, the due date of 1990 returns. The IRS could require
H to report the entire $25,000 in income under section
66(b). A taxpayer who does not know where his or her
spouse is should not have to meet the notice require-
ment.

Wisconsin Treatment

Wisconsin does not follow the federal “living apartall year”
rule found in TRC section 66{a). Although the Department of
Revenue had proposed that a similar Wisconsin rule be
included in the marital property trailer bill, the Legislature’s
Special Committee on Marital Property Implementation
rejected this approach because the Wisconsin Marital Prop-
erty Act applies to spouses until the dissolution of the
marriage. Instead, the Legislature created a much broader
Wisconsin “innocent spouse” rule [Wis, Stat. § 71.106)(b),
which states:

A spouse filing a separate return may be relieved of

liability for the tax, interest, penalties, fees, additions to
tax and additional assessments under this chapter with
regard to unreported marital property income in the
manner specified in section 66(c) of the internal revenue
code. Thedepartment may notapply ch. 766 inassessing
a taxpayer with respect to marital property income the
taxpayer did not report if that taxpayer failed to notify
the taxpayer’s spouse about the amount and nature of
the income before the due date, including extensions,
for filing the return for the taxable year in which the
income wasderived. Thedepartment shall include all of
that marital property income in the gross income of the
taxpayerand excludeall of that marital property income
from the gross income of the taxpayer’s spouse. -

Substantially the same treatment apﬁlies for formerly mar-
ried and remarried persons. [Wis. Stat. § 71.10(6m).]

Wisconsin adjusted gross income is defined as federal ad-
justed gross income as determined under the Internal Rev-
enue Code in effect for Wisconsin purposes, with certain
modifications. [See Wis. Stat. §§ 71.01(13) and 71.05(6) to
(12), (19), and (20).] Among the required modifications are
additions to or subtractions from federal adjusted gross
incorne, as appropriate, for the amount necessary to reflect

A-50

e The inapplicallnility of the federal “living apart all year”
rule (IRC § 66(a)},

» Theapplicability of the Wisconsin rules regarding “inno-
cent spouses;” marital property agreements, and. part-
r residents and nonresidents of Wisconsin (Wis. Stat.

§ 71.10(6)() to (d)}, and ‘

- » Any other differences between the treatment of marital

income for federal income tax purposes and the treatment
of marital income for Wisconsin income tax purposes.

. [Wis. Stat. § 71.05(10X8), (), and (h).]

Under the Wisconsin “innocent spouse” statute, theburden
is on the earner spouse to notify the nonearning spouse
about the amount and nature of marital property income. If
the nonearning spouse isn’t notified, he or she is an “inno-
cent spouse” with respect to that marital property income.
The statute provides that notification is timely only if made
by the due date, including extensions, for filing the earner
spouse’s tax return. This timing for notification may causea
hardship for the nonearning spouse when the earner spouse

~ delays notification to the last day or obtains an extension.

Nevertheless, the nonearner will have to file an amended
return to report the additional income. [Joyce A. Benmett vs.
Wisconsin Department of Revenue, W.T.A.C., Docket No. 88-I-
542 (November 15, 1989).

Section 71.10(6)(b), Wis. Stats., does not require the earner
spouse to make notification for income tax purposes. (There
may, however, be a property law requirement to provide
notification of marital property income.) If the earner spouse
doesn’t provide notification about the nature and amount of
matital property income over which he or she had control,
the earner spouse must report all of that marital property
income. Thus, failure to make notification may result in

“fiatment similar to that provided in the federal “living

apart all year” rule or to that available if the spouses had
signed a marital property agreement to classify theirincome
as individual property. By not making notification, each
spouse would be an innocent spouse with respect to the
other’s marital property income. It should be noted that the
spouse with the higher income will pay additional tax as a
result and, therefore, may notify in order to secure the
income-splitting benefit. Consequently, aspouse who doesn't
provide notification may be taxed on more than half of the
couple’s total marital property income. The spouses may
wish to enter into an agreement that neither spouse will
provide notification; however, such an agreement would
not be binding on the Department of Revenue should one
spouse violate the agreement and make notification.

The following example illustrates the problem that may
arise.
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H and W are married. W doesn’t notify H about the
marital property income her services and property pro-
duced but instead reports the entire amount on her
separate return which she files before the April 15 due
date. After filing her return, W receives notification
about the nature and amount of the marital property
income H's services and property produced. Provided
H'snotification is timely, W must amend her retumand
report one-half of the marital property income H’s ser-
vices and property produced. If H notifies before April
15, there is the possibility that W may still notify him by
April 15 of the nature and amount of her marital prop-
erty income and report one-half of the combined marital
property income on an amended return. However, if H
has an extension to file until August 15 and provides
notification on August 1, W cannot then notify him
about her marital property income since it is after the
due date of her return. Thus, W must file an amended
return reporting all of her marital property income and
one-half of H's marital property income, whereas H
would report one-half of his marital property income.

Inaddition, the statute doesn’t specify how notification is to
be made. (Due to opposition from the Legislature’s Marital
Property Implementation Comumittee, the Department had
toabandon its attempt to promulgate an administrative rule
concerning notification. It was felt that a rule would unduly
limit the innocent spouse protection and that it would be
better to let the courts determine whether notification was
sufficientunder the factsof a particular situation.) Therefore,
the Department of Revenue has no guidance for determin-
ing whether proper notification has taken place and will
issue assessments in the alternative when a problem arises.

Ithenoneaming spousedisputes thatnotification occurred,
the eamer spouse should be prepared to prove when notifi-
cation was made, what it consisted of, and how it was
accomplished. Although the Department cannot state that
either of the following two methods is adequate notice, it
appears that (1) notification made by mail may beevidenced
by sending itby certified mail, return receipt requested, and
retaining a copy of what was sent, and (2} notification made
in person could be done in front of a disinterested person
whosigns anaffidavit witha copy of theincome information
attached. Inaddition, although the Department cannot state
what the notice must contain, it probably isn’t sulficient to
give just a total dollar amount of income, since the spouse
won’t know how to report it. The Department believes that
sufficient information to file a tax return is the “goal” of
notification.

The notification of marital property income and failure to
notify about expenses, deductions, and withholding related
to that income will not enable the earner spouse to claim the

entire amount of those items. Certain negative income items -

must be allocated in the same manner as the income is or
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would be aflocated, and a similar rule applies for withhold-
ing. [See Wis. Stat. §§ 71.01(16) and 71.64(1)(c).] Such incom-
plete notification may result in the conclusion that no noti-
fication took place and the earner spouse must réport all of
the marital property income.

Whenever it is apparent to the Department that there is a
dispute as to whether notification has occurred, the Depart-
ment will issue assessments in the alternative. For example,
if the earner spouse reports one-half of the marital property
income his or her property and services produced and the
nonearning spouse fails to report the other half, the Depart-
ment will issue assessments in the alternative, which will
reflect more than the total income of both spouses. The
earner spouse will be assessed tax on 100% of the income his
or her property and services produced, thus denying that
propernotification occurred. The nonearner will beassessed
tax on one-half of that income, thus denying that spouse’s
claim to be an innocent spouse. Upon final determination of
the proper income reperting, the Department will adjust
either or both spouses’ incomes, expenses, and deductions,
as appropriate.

The following example further illustrates assessmentsin the
alternative.

H and W are married. H's efforts produce $50,000 of
wages, and he has $3,000 of Wisconsin tax withheld. W’s
efforts produce $14,000 of wages, and she has $700 of
Wisconsin tax withheld. H claims to have notified W
about his wages but she claims that she wasn’t notified.
The spouses agree that W didn't notify H about the
amountof her wages. On his Wisconsin return, H reports
$25,000 of wages and claims $1,500 of withholding. On
her Wisconsin return, W reports $14,000 of wages and
claims $700 of withholding. The Department will issue
assessments in the alternative, as follows:

H will be assessed the tax on $50,000 of wages (all of his
wages) and will be allowed credit for $1,500 of with-
holding (one-half of his withholding). W will be as-
sessed the tax on $39,000 of wages (all of her wages and
one-half of H's wages). She will be allowed credit for
$700 of withholding (all of her withholding). After the
Tax Appeals Commission determines whether proper
notification was made, the assessments will be adjusted
accordingly. The notification issue may also be resolved
between the spouses by agreement, thus avoiding a
hearing on the issue.

Comparison of Federal and Wisconsin
Innocent Spouse Treatment

Suppose that a husband and wife are married and their
determination date is January 1, 1986. The husband’s
efforts produce $40,000 of wages. Stocks gifted tohimin
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1988 as individual property produce $1,000 of dividend
income. The wife operates a business which generates
$10,000ofincome. In addition, acorporatebond thatshe
inherited in 1986 produces $500 of interest income, and
real estate that she inherited in 1986 produces net rental
income of $1,500. Al! of the income is marital property.
Their income would be reported as follows:

Federal Returns
 IIRCSec.66(2)  IfIRC Sec. 66(a)
Applies Does Not Apply
Husband Wife. Husband Wife
Wages $40,000 $ 0 $20,000 $20,000
Interest 0 500 250 - 250
Dividends 1,000 0 500 500
Business income 0 10000 5000 5000
Net rental income 01500 750 750
Total income reported  $41,000 $12,000  $26500 $26,500
+
Wisconsin Returns
If Neither Spouse If Both Spouses
Natifies Notify
Husband Wife Husband Wife
Wages $40,000 $ 0 $20,000 $20,000
Interest 0 500 250 250
Dividends 1,000 0 500 500
Business income 0 10,000 5000 5,000
Net rental incoine )] 1,500 750 750
Total income reported  $41,000 $12,000  §26,500 $26,500
If Only Hoshand If Only Wile
Nolifies Notifies
Hushand  Wife Husband  Wife
Wages $20,000 $20,000 $40,000 $ 0
Interest 0 500 250 250
Dividends © 500 500 1,000 0
Business income 0 10,000 5,000 5,000
Net rental income 0 1,500 750 750
Total income reported  $20,500 $32,500 $47,000 $ 6,000

C. Estimated Tax Payments
Federal Treatment

There are no significant community income reporting
problems with estimated tax payments where spousesfilea
joint return. But, in those situations where the spouses file
separate returns, they need to exercise caution in claiming
estimated tax payments. Where spouses file a joint 1040-ES
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(Estimated Tax) Form with estimated tax payments, each
spouse may claimhalf the payment asa creditagainst the tax
due. But, where a 1040-ES Formis filed in the name and tax
identification number of only one spouse, the paymentcan
becredited only to that spouse, and his or her spouse cannot
claim a credit for half of it. [Janus v. United States, 557 F2d
1268 (9th Cir. 1977); and Morris v. Commissioner, T.C. Memo
1966-245.] This is true even if the money for the estimated tax
payment is cormmunity (marital} property.

Theoretically this rule of law could lead to some harsh
results, A spouse may be required to report half of the
community income and yet be unable to claim half of an
estimated tax payment.

For example:

Hand W aremarried. Hoperatesabusiness thatisa sole
proprietorship. For the year 1990, the business earns
$50,000. H files a separate declaration of estimated tax
and makes a payment of $10,000 toward his 1990 federal
income tax liability. If H and W file separate returns,
each would be required to report half of the profit from
the business, or $25,000, However, since W did not join
in making the estimated tax payment, she couid not take
credit for half of the estimated tax payment. This is a

. potential problem that can be avoided through a joint
declaration of estimated tax.

This should not cause problems for spouses who are subject
tofederalincome taxwithholdingand donotmakeestimated
tax payments. Federal withholding is treated as marital
property and should be splitequally between the spouses if
the income is being split. In any event, the withholding
credits should be treated in a manner consistent with the
reporting of income,

Wisconsin Treatment

Wisconsin’s estimated tax statutes are patterned after the
federal regulations and court decisions. If married persons
file a joint return, it makes no difference whether they have
made joint or separate estimated tax payments, as the full
amount may be claimed. However, difficulties do arise if
married persons fileseparate Wisconsinreturns. On separate
returns, joint estimated tax paymenis can be divided any
way that the spouses choose. If the spouses can't agree, the
Department will divide the payments in proportion to the
tax Hability shown on the separate returns, [(Wis. Stat. §
71.09(16).) If spouses make separate estimated tax pay-
ments, no part of the payment may be allocated to the other
spouse. [Wis. Stat. § 71.09(16).] Withholding, as previously -
indicated, mustbeallocated in the same way that the income
is or would be reported. [Wis. Stat. § 71.64(1)(c).]
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D. Marital Property Agreements

Federal Treatment

The Service will recognize the validity of marital property
agreements for federal income taxreporting purposesif they
provide that any future income earned by either spouse for
personal services will be the individual property of that
spouse, rather than the marital property income of both
spouses. Itis even possible to have such agreements provide
that a percentage of what would normally be marital prop-
erty income would be considered individual property.
However, never more than 50% of the total marital property
income can be reclassified as the income of the nonearner
spouse,

By way of an example, assume that one spouse has
$10,000 of earned income and the gther spouse has no
income. The nonearning spouse is entitled to $5,000 of
this earned income as his or her share of marital prop-
erty. Suppose, however, that to take advantage of tax
deductions that might otherwise be missed, the spouse
earning income chooses to execute a marital property
agreementassigning more than $5,000 to thenonearning
spouse, The Service would not recognize such an
agreement because it involves the contracting away of
property that was notowned by the wage earner because
he or she is only entitled to 50% of the eamed income
under the Marital Property Act. |

Provisions are also made under the Marital Property Act to
allow parties to “opt out” of the Act for prescribed periods.
Earlier legislation permitted this on a one-year basis which
expired January 1, 1987. Subsequent trailer bill legislation
has extended that provision o three years under what is
known as a statutory opt out agreement, Also, a provision
under the Marital Property Act allows a spouse who owns
individual property, which generates income, to serve a
unilateral staternent on the other spousead vising him or her
that he or she is not entitled to treat that income as marital
property. Although the Service recognizes these agreements
and unilateral statements for federal tax reporting purposes,
they do have their limitations which are discussed under the
sections on divorce, basis, and delinquent taxes. The en-
abling statute prescribes notice requirements on these
agreements in terms of altering creditor rights. The Internal
Revenue Service does not prescribe a notice requirement,
and will accept marital property agreements at the time of
taxpayer contact forincome reporting purposes. The marital
property agreement wilbonly be recognized prospectively
from the date it was executed. The IRS does not recognize
retroactive reclassification agreements. For reasons dis-
cussed in the sections on divorce and delinquent taxes, it is
generally a good idea to serve a copy of the agreement with
the Internal Revenue Service at the time it is executed. These
agreements should be mailed to the following address:

Internal Revenue Service
Attn: Special Procedures Staff
PO. Box 963

Milwaukee, Wisconsin 53201

Amarital property agreement may not beeffective to change
the character of income that has already been received or
eamed from marital property to individual property, retro-
actively, for federal income tax reporting purposes.

Wisconsin 'Itea'ntment

For Wisconsin income tax purposes, as well as federally,
spouses cannot use a marital property agreement to retroac-
tively reclassify income previously received, whether from
marital property income to individual income or vice versa,
and a court may not order such a retroactive reclassification
either. An agreement may classify income received -only
from the date of signing forward.

There are several important differences between the federal
and Wisconsin treatment of marital property agreements.
First of all, the Department of Revenue, unlike the Internal
Revenue Service, willrecognizean agreementwhichallocates
more than half of the marital property income to the
nonearning spouse. Second, the Department of Revenue
isn’t bound by any marital property agreement or unilateral

_statement not provided to the Department before the issu-
" ance of an assessment. [Wis. Stat. § 71.10(6)(c).] Third, such

an agreement or statement isn’t effective for state purposes
for any time that both spouses aren’t domiciled in Wiscon-
sin. [Wis. Stat. § 71.10(6)(c).] Fourth, such agreements or
statementsdon‘taffect claimsfor refund. {Wis. Stat. § 71.75(6).]
Finally, a marital property agreement or unilateral state-
ment can’t be used in computing income, property taxes
acerued, or rent constituting property taxes accrued for
homestead credit purposes. |Wis. Stat. § 71.52(6), (7}, and
8.

Since the Departmentof Revenue isn’t bound by any marital
property agreement not provided to the Department before
the issuance of an assessment or billing, spouses may want
to send a copy of any agreement to the Department at the
time it is executed. Send marital property agreements to the
following address: )

Wisconsin Department of Revenue
Custodian of Files

P.O. Box 8903

Madison, Wisconsin 53708

Note that the Department does notacknowledge the receipt
of unsolicited agreements and does not review them.
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E. Divorce

Federal Treatment

The tax impact of the Marital Property Act takes on a severe
implication in those situations in which a divorce action is
pending, with the spouses separated and living apart. Except
for the innocent spouse provisions {(IRC section 6013} and
IRC section 66, which was discussed under income report-
ing, little is available to ameliorate the difficulties encoun-
tered when spouses do not communicate tax information.
Because of the requirement that marital property income be
equaily divided, there is often a taxing of income to one
spouse even though he or she did not receive the income. In
essence, even though the parties are separated, living apart,
and not communicating, the marital property statute (Wis.
Stat. § 766.01) provides that the marital property estate can
bedissolved only through divorce, annulment, or adecreeof
legal separation or separate maintenance. This means that
absent a marital property agreement, which is only prospec-
tive in nature, the parties must report their respective shares
of marital property income even though a divorce petition
has been filed.

Since enactment of the Marital Property Act, divorce liti-
gants have attempted, through a marital property agree-
ment, to reclassify income in the year of decree or in the year
in which a petition is filed into individual income versus
marital property income. Undoubtedly, this rechar-
acterization of income would be the easiest way to handle an
already difficult situation. Regrettably, this is not possible
since the marital property income was already actually or
constructively received. This situation is compounded fur-
ther by the fact that the parties, in the year in which the
decree is rendered, would have income for a portion of the
year repottable as marital property income and for the
portion of the year subsequent to the decree reportable as
income of the spouse whoearned it. There area few solutions

to thisdilermma. Oneis tohavea marital property agreement

take effect at the beginning of the next tax year; another is to
have the decree rendered on December 31, which would
make the entire prior year subject to marital property in-
come reporting.

The following example illustrates the tax reporting prob-
lems confronting a husband and wife undergoing a divorce.

For this illustration assume H and W are divorced. The
divorce decree was rendered on March 31. H earned a
total of $48,000 in income and had $8,000 in federal
income tax withholding. W earned $18,000 and had
$4,000 withheld for federal income tax. There is no
marital property agreement.

In this situation, all income earned before March 31 is
marital property. All income earned after March 31 is
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the property of the spouse who earned it. Since Hand
W were married for three months, 3/12 of the income
earned by each should be splitand reported by the other
spouse, and 9,/12 should be reported by the spouse who
earned it. '

Therefore, income should be reported as follows:

W's H's
Total Share Share

3/12 W's wages ‘

{marital property share}  $4,500 $2250 $2250
3/12 H's wages

(marital property share) 12,000 6,000 6,000
9/12 W's wages 13,500 13,500 -0
9/12 H's wages 36,000 - 36,000
Total to be reported $66,000 $21,750 $44,250

Federal withholding credits should beclaimed asfollows:

W's H's
Total Share Share

3/12 W’s withholding :

(marital property share)  $1,000 $ 500  § 500
3/12 H's withholding

(marital property share) 2,000 1,000 1,000
9/12 W's withholding 3,000 3,000 -0
9/12 H's withholding 6,000 -0- 6,000
Total withholding $12,000 $4500  $7500

Of course, theabove exampleassumes thatboth spouses
are employes and their earnings are relatively constant.
Dividing income by the number of months {or days, if |
appropriate) would approximate the actual amount of
money earned before and after the divorce. If, however,
either spouse’searnings vary during theyear, thedivision
would have to be made based on how much money was
actually earned prior to and after the divorce.

As you can see in the above example, in the year of divorce
this ex-husband ends up with less income and withholding
than his W-2 Form indicates, and his ex-wife ends up with
more income and withholding. Again, as in the situation
with “married filing separately,” these individuals, who will
likely be filing single returns in the year of divorce, must
attach some form of explanation (preferably the suggested
worksheetin the rear of Publication 555, Community Property
and the Federal Income Tax) which reconciles the discrepancy
of their tax returns with the amount reported to the Internal
Revenue Service. The remarks section of the form should
indicate the date on which the divorce decree was entered.
Itis not necessary to attach a copy of the decree.
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Wisconsin Treatment

For Wisconsin purposes 'as well as for federal purposes,
incorne earned by spouses after they separate but prior to the
date of divorce continues to be marital property and mustbe
treated as such on their income tax returns. The federal
example of how income and withholding up to the date of
divorceisallocated also appliesfor Wisconsin purposes. The
only exceptions to this treatment are if (1) the spouses
entered into a marital property agreement at the time of
separation to classify the income subsequently received as
the individual income of the recipient, or (2) the innocent
spouse rule in Wis. Stat. section 71.10(6)(b) or (6tn) applies.

Cautionmustbe exercised in the drafting of marital property
agreements ‘since the Department won't recognize agree-
ments which retroactively reclassify income. An agreement
which states that in the year a divorce s granted the income
of the spouses will be individual income, is still retroactive
since the granting of the divorce decree is what triggers the
dlassification of income received before the decreeis granted.
If a future event is to trigger the redassification of income,
that event must occur before the income is generated. For
example, anagreementthat provides thatall income received
after the filing of a petition for divorce will be the individual
income of the earner spouse would be acceptable, provided
that the agreement is signed before the income is earned.

The innocent spouse rule for persons who will file individ-
ual returns for the year of divorce is the same as the notifi-
cationrule previously discussed for separatereturns. It must
be remembered that the innocent spouse rule doesn‘t re-
classify marital property income to individual income for
purposes of determining whether alimony is deductible by
the payer spouse and taxable to the recipient (see Part F
below). Indivorcesituations, the questionarisesas to whether
the disclosure of income in the divorce proceedings is ad-
equate notification. Since the courts have not issued any
opinions in this area, the Department is unable to provide
any guidance. The Department suggests that the spouses’
accountants and/ or attorneys try to get the spouses to agree
on whether they will or will not notify each other of the
amount and nature of their marital property income.

E  Alimony

Federal Treatment

Further complications arise in computing the alimony de-
duction under comununity tax law standards. Ordinarily,
IRC section 215 permits a deduction for alimony or separate
maintenance by the payer and section 71 requires the corre-
sponding reporting of that payment as income by the re-
cipient. Since community property law already equally di-
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vides the income between the spouses, any alimony pay-
ment below that 50% level is not deductible since reporting
that half of the income is already required for the receiving
spouse until the date of the divorce decree. {See Furgaich v,
Commissioner, 74 T.C. 1205 (1980).]

By way of example, assume that the husband earnad
§20,000 and was ordered to pay $500 a month of tempo-
rary support, and that the decree rendered on December
31 provided for & permanent support allowance of $500
amonth.Inthe tax yearinwhichthedecree wasrendered,
the husband would nothave an IRC section 215 alimony
deduction because the $6,000 support payment ($500 X
- 12 months) is less than the wife’s share of marital prop-
erty income of $10,000. In fact, under the reporting re-
quirements, the husband’s return would reflect $10,000
of earned income and the wife’s return would reflect her
share, or $10,000, of marital property income. The year
subsequent to the decree, after the marriage had been
dissolved, theex-husband’s return would reflect $20,000
of earned income and a $6,000 alimony deduction. The
ex-wife's return would show this $6,000 as income.

These special rules only apply until there i5 a “dissolution.”
After dissolution, earnings or other income of a former
spouse would no longer be marital property, and each
former spouse would own an undivided half interest in any
former itern of marital property. [Wis. Stat. § 766.75.] Dis~
solution occurs if there is a decree of dissolution, diyorce, or
annuiment, or decree of legal separation or separate main-
tenance, [See Wis. Stat. § 766.01(7).] At this time, as the above
exampleassumes, it is the position of the IRS thata temporary
order for support or maintenance {see Wis, Stat. § 767.23] is
nata dissolution for purposes of the Marital Property Act.

Wisconsin Treatment

Wisconsin’s treatment of alimony income and deductions is
the same as the federal treatment described above.

In the above example, if the husband notifies the wife of
the amount and nature of his marital property income,
thespouses would each report $10,0000f marital property
income on their Wisconsin returns, the same as for
federal purposes. If the husband doesn’t provide notifi-
cation, he must report the entire $20,000 of marital
property income, while his wife would report nothing.
Since the innocent spouse rule doesn’t change the clas-
sification of property, the husband wouldn‘t have an
IRC section 215 atimony deductionand the wife wouldn‘t
have any alimony income. For the year subsequent to
divorce, the ex-husband's Wisconsin return would show
$20,000 of income and a $6,000 alimony deduction. The
ex-wife’s retumn would show $6,000 of alimony income.
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G. Payment of Taxes

Federal Treatment

When the marital estate is divided pursuant to a divorce
decree, provisions are sometimes made for the payment of
federal income tax. Generally, these provisions will provide
thatone spouse is responsible to pay any taxes owed the last
year a joint income tax return was filed. Typically, joint
returns are filed pending the divorce action since those tax
Tates are more favorable than the married filing separate
rates, Caution needs to be exercised in this area because
those decrees affixing federal income tax responsibilities are
not binding upon the Intemal Revenue Service. In the situ-
ation involving a joint return, the tax liability is joint and
several, Therefore, the Service will enforce collectionagainst
either party and leave the compliance with the decree pro-
vision as a matter for the spouses, or former spouses, to
resolve with the State Court. The best course of action for
divorcing spouses is to ensure that these taxes are paid with
the filed return or to verify, before the decree is rendered,
that the joint tax return liability has been satisfied. Either
spouse can authorize a disclosure of joint return information
to his or her power of attorney, and the easiest way to secure
thisinformation is by signing a Form 2848-D, Tax Information
Authorization and Declaration of Representative, which will
permit the Service to disclose whether all payments have
been made. ‘

If pre-divorce tax relief is not available through application
of IRC seclion 66{c) income reporting and the income stream
was not terminated through a marital property agreement,
theonly otherrelief available would be the application of the
“innocent spouse” provision, which is contained in IRC
section 6013, Many of its provisions are very specific in
nature and require a threshold to be met before judgmental
factors come into play. Following is a brief summary of the
IRC section 6013 requirements:

1. Thata joint return was filed for the tax year involved,

2. That there was a substantial understatement attribut-
able to the grossly erroneous items of the other spouse,

3. Thatin signing the return, the spouse seeking relief did
not know and had no reason o know that there was a
substantial understatement on the return, and

4. Taking into account all the facts and circumstances, itis
inequitable to hold the spouse seeking the relief liable
for the deficiency in tax attributable to the substantial
understatement for the applicable tax year.

The requirement that there be a substantial understatement
means that if the spouse’s adjusted gross income for the

preadjustment year is $20,000 or less, the proposed defi-
ciency, plus interestand penalties, must be more than 10% of

. that amount. If the spouse’s adjusted gross income for the

preadjustment year is $20,000 or more, the proposed defi-
ciency, plus interestand penalties, must be more than 25% of
that amount. The preadjustment year is the most recent tax
yearor the yearending before the year the notice of deficiency
is mailed. In either event, the understatement must exceed
$500.

The requirement that the understatement be attributable to
grossly erroneous itemns of a spouse means that the retumn
must contain a claim of a deduction, credit, or basis thathas
no basis in fact or law, or, omit an itern of gross income. The
grossly erroneous item must be attributable to the other

spouse.

If the above requirements are met, community property law
is disreganded. This means the computation can be made
without the necessity of having a share of marital property
income imposed on the spouse seeking relief. Utilizing IRC
section 6013 in a community property state presents some
burdens. A spouse involved in a divorce action must report

. community incomeas married filing separately or filea joint

return and be subjected to joint and several liability which
can only be avoided through the section 6013 “innocent
spouse” provision. This latter option presents a number of
problems. For example, in applying the gross income limi-
tation, gross sales of a business must be considered rather
than net profit. .

Lack of knowledge on the part of the spouse seeking reliefis
also difficult since constructive awareness can be imposed.
It even comes down to a “reasonably prudent” person
concept in terms of being cognizant of the other spouse’s
behavior. This situation frequently arises in criminal conduct
on the part of the other spouse (typically embezzlemant)
where the spouse seeking relief under section 6013 should
have known of the acts engaged in by the guilty spouse.
Benefiting from the omitted income imputes knowledge, .
but doesn’t include normal support. However, the transfer -
of property which may result from adivision of assets under
adivorce decree could be considered abenefit that precdludes
relief, Examples where the benefit provision won't preclude
relief are when the guilly spouse is:

1. Usingtheomitted income for persunal purposes such as
payments to third parties,

- 2. Purchasing assets in his/her individual name, .

3, Engaging in an extravagant lifestyle not enjoyed by the -
other spouse,

4, Squandering the money on gambling activities.
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Payments for ordinary support do not constitute benefit. In
summary, because of the numerous case decisions falling on
both sidesof this Code provision, caution should beexercised
in filing a joint return with the expectation of subsequently
seeking innocent spouse relief.

Wisconsin Treatment

Married persons who file a joint Wisconsin incorne tax
return are jointly and severally liable for the tax due, the
same as for federal purposes. Likewise, a divorce decree or
other court order affixing state income tax liabilities isn't
binding on the Departinent of Revenue. Additionally, a
spouse may be relieved of liability on a joint Wisconsin
return in the manner specified in IRC section 6013(e), as
described above, except that the amount and percentage of
the understatement requirements don’t apply. [Wis. Stat. §
71.10{6)(a).]

H. Deductions

As was the case of joint income reporting and the election to
file a joint return, the Marital Property Act creates no new
problems for claiming income tax deductions. However,
there is some impact for deductions in the case of income
reporting under the married filing separate status. Follow-
ing are the rules for claiming deductions:

1. Itemized Deductions
Federal Treatment

If.the expenses are associated with marital property
income, then those expenses are equally divided be-
tween the two spouses’ returns, If one spouse has in-
dividual income as a result of a marital property agree-
ment, then that spouse can deduct only expenses
attributable to that individual property, provided that
the payments were made from individual funds. If the
expenses were paid from marital property funds, then
half of the expenses are deductible by each spouse.

Wisconsin Treatment

Although itemized deductions cannot be claimed for
Wisconsin purposes, certain itemized deductions may
be used in the compulation of Wisconsin's itemized
deduction credit. The Wisconsin treatment of expenses
allowed in the computation of the itemized deduction
credit is the same as the federal treatment of these
expenses, Expenses incurred to earn or produce marital
property income are generally divided equally between
the spouses. Expenses incurred to earn or produce in-
dividual income are allocated to the spouse who owns
the income, provided that spouse paid the expenses
from his or her individual property. Expenses thataren’t
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attributable to any spedific income, such as medical
expenses or charitable contributions, are deductible by
the spouse who pays them. However, if these personal
expenses are paid from marital property funds, then the
amounts are divided equally between the spouses.

2. Exemptions for Dependents
Federal Treatment

This deduction could be clatmed on either return pro-
viding that support arose from marital property funds.

Wisconsin Treatment

Since a $50 credit is provided for each person for whom

-the taxpayer is entitled to an exemption under IRC
section 151(c), the Wisconsin reatment is the sameas the
federal treatment. When more than one dependent is
supported with marital property funds, the spouses
may divide the number of dependents between them-
selves on separate returns in any manner they choose.
No division of a $50 credit is allowed.

3. Casualty Loss Deductions
Federal Treatment

This retains the same character as the property that was
subject to the loss. If it was a marital property asset that
was destroyed through fire or theft, or other sudden
unexpected events, then the deduction would beequally
divided.

Wisconsin Treatment

The loss retains the same character as the property that
was subject to the loss, the same as federally. Note that
casualty losses allowed asiternized deductions for federal
purposes aren’t deductible or allowable in the itemized
deduction credit for Wisconsin purposes.

4. IRA Deductions
Federal Treatment

The right to this deduction is predicated upon earned
income; therefore, the payment into a separate IRA
could only be claimed on the spouse’s return to the
extent of IRA limitations imposed, e.g., cap on adjusted
gross income. In other words, if there is a nonworking
spouse, half of the marital property income earned by
theotherspousecould notbereported on thenonworking
spouse’s separate return in order to claim an IRA de-
duction.
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Wisconsin Treatment

Wisconsin’s treatment of IRA deductions is the same as
the federal treatiment. The deduction is based on each
spouse’s earnings, determined without regard to the
marital property law.

5. Charitable Deductions

Federal Treatment

The Marital Property Act causes some questions to arise
in charitable gifts in which both spouses do not concur
in the transfer. Under Wis. Stat. section 766.70(6), a right
is created on the behalf of one spouse who does not
coneur in a gift of marital property to a third party the
opportunity to seek recovery against that third party or
the gifting spouse. This right exists up until one year
after becoming aware of the transfer, and could cause
complete restoration of the transfer during the lifetime
of the grantor. If the giftis made toa charitable institution
and if thereisa nonconsenting spouseinvolved with the
gift, aquestioncould beraised thatit wasnotacompleted
gift, which would allow an itemized charitable deduc-
tion. Under the provisions of section 766.53, this prob-
lem would not arise for gifts under $1,000 (permitted
without consent) or for larger gifts depending on the
economic circumstances of the donor. It is possible to
donate without consent large sums of money or prop-
erty if the donor wereinsuch an economic situation that
the amount conveyed would be negligible in compari-
son to the donor’s fotal worth.

If the threshold question is met on the basis that one
spouse cannot make a charitable, tax-deductible gift of
marital property without the consent of the other, then
the question arises about what events could take away
the possibility of later challenge by the Internal Revenue
Service. Obviously, the best approach would be to have
both spouses concur in the transfer, or have the noncon-
senting spouse subsequently affirm the gift. Under the
Wisconsin Statute, if one year passes after the
nonconsenting spouse became aware of the transferand
no steps were taken to set itaside, it isa completed gift.
This type of event legitimately raises the question, just
when did the gift take place? It would seem that the
charitable contribution might be deductible one year
after the other spouse has notice of the gift, since itison
this date that the other spouse can no longer contest the
gift. [See Wis. Stat. §§ 766.53 and 766.70(6)(a).} Another
possibility would be that the deduction is allowable in
the year the gift is ralified by the other spouse.

In summary, this tentative position taken by the Service

has raised a number of questions that have not been
fully resolved. Itis possible a problem could never arise
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due to the fact that it may only result in moving a
deduction between tax years with negligible effect. Or,
in the alternative, the deduction was allowable in the
year of the gift and would not be subject to challenge
unless the nonconsenting spouse subsequently brought
a canse of action that caused the restoration of the
donated property. Then, theamount of deduction would
be required to be reported as income in that year under
a tax benefit doctrine.

Wisconsin Treatment

The federal treatment of charitable gifts also applies for
Wisconsin purposes.

6. Business Expenses
Federal Treatment

In a situation where a Schedule C is filed with a tax
return with the business generating marital property
income, those expenses associated with thebusinessare
divided equally between the spouses. In deducting
business expenses, other limitations under the Internal
Revenue Code may apply.

Wisconsin Treatment

Wisconsin follows the federal treatment of business
expenses,

B IV, COLLECTION OF DELINQUENT TAXES
A. Delinquent Taxes and the Marital Property Act

Federal Treatment

Generally, when a taxpayer fails o pay back taxes after
receiving a notice that they are owed and a demand for
payment from the Internal Revenue Service, a lienis created
in favor of the IRS. This lien attaches to all of the delinquent
taxpayer’s property and rights to property. [IRC § 6321]
Except for certain exemptions recognized by federal law, the
IRS could collect any property subject to the lien to pay the
tax liability.

The major impact of the Marital Property Act is to alter
spouses’ property rights. If a taxpayer’s property rights are
changed, the IRS lien will be affected in the same way,
because it attaches to the taxpayer’s property and rights to
property. Thus, for example, if state law gives a delinquent
taxpayer a half interest in marital property, the IRS' lien
would attach to that half interest, since it is a right to

property.
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Also, the Marital Property Act classifies debts and gives
creditors different collection remedies depending on the
type of debt. These state remedies also may be used by the
IRS in addition to the collection authority given under
federal law. .

The most important classification of debts under Wisconsin
law iswhether they “arose” beforeor after the “determination
date.” The “determination date” is the date that spousesand
their property become subject to the Marital Property Act.
[Wis. Stat. § 766.01(5).] This date is after all of the following
have occurred:

1. January 1, 1986,
2. The date the spouses were married, and

3. The date that both spouses were “domiciled” in Wis-

congin.

As previously stated, the term “domicile” is alegal term that
is similar to establishing permanent legal residency.

As will be discussed in the sections that follow, there are
different federal tax collection consequences depending on
whether the debt “arose” before or after the spouses became
subjectto the Marital Property Act. The date the debt “arises”
would be the date that the act or omission that created the
obligation occurred. Thus, an income tax liability may “arise”
at the end of the tax year or no later than the due date of the
return. It would not arise when the IRS assesses the liability
or demands payment.

Wisconsin Treatment

Wisconsin income taxes not paid by the due date are delin-
quent, and the Department of Revenue will begin collection
action. Any unpaid tax is a perfected lien in favor of the
Department upon all of the debtor s property and rights to
property. The lien is effective at the time taxes are due or at
the time an assessment is made, and it continues until the
liability is satisfied. [Wis. Stat. § 71.91(4).]

Special presumptionsapply to the collection of taxdebtsand
other debts owed to the state. Generally, tax debts are
classified based on when the debt was incurred. The type of
debt determines what property the Department of Revenue
can take to satisfy the debt. ‘

All tax debts, including interest, penalties, and costs, in-
curred during marriage by a spouse after December 31,1985,
or after both spousesare domiciled in Wisconsin, whichever
i5 later, are incurred in the interest of the marriage or the
family. [Wis. Stat. § 71.91(3).] For Wisconsin income tax
purposes, a tax debt, including interest, penalties, and costs,
isincurred on the date of the Department’s initial assessment

or notice of the amount due. [Wis. Stat. §71.91(2).] This
treatmentapplies for debtsincurred for the 1986 tax year and
later years.

Asa result of these special presumptions which apply to the
collection of delinquent Wisconsin taxes, the property of
spouses available to satisfy delinquent federal and state tax
debts may differ. These differences will be discussed in th

. sections that follow. ) :

B. Delinquent Taxes Arising Before
the Determination Date

Federai Treatment

As already discussed, the IRS has different collection rights
depending on when the obligation was incurred. It is the
position of the Internal Revenue Service that, with regard to
delinquent taxes arising before the determination date (j.e.,
before the marriage, January 1, 1986, or the date both
spousesdomiciled in Wisconsin), the lability canbecollected
from any of the following sources:

1. Allofthe property of the spouse who owes the taxes that
is not marital property,

2. Any part of marital property that would have been
" property of the spouse but for the marriage or the
enactment of marital property law, and

3. Theintemstinmrim}pmpertyofthedelinquentspouse '
{presumably half).

The creditor’s rights to collect from the first two sources
listed above are granted by the Marital Property Act. [Wis.
Stat. § 766.55(2)(c) 1. and 2.] The right of the federal gov-
ernment to collect from half of marital property is a federal
law consequence of the state law that gives each spouse a
half interest in marital property.

The impact of the marital property law on tax debts that
arose before the determination date is Hustrated by the
following example:

H and W are married during 1988. H owes taxes that
arose before marriage. Both Hand W are employed and
earn wages. H hasreal estate that was purchased during
1985. W owns stocks that she purchased during 1986.
Under the Marital Property Act, the wages of both
Spousesare marital property; however, H'swages would
have been his property alone but for the marriage. The
real estate is treated as if it were the individual property
of H. The stocks are treated as if they were the individual
property of W, Therefore, the IRS could collect the
delinquent taxes from all of H's wages, half of W's
wages, and all of H's rea! property. The stocks and half
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of Wr's wages, as the property of W, would not be
available to the IRS.

Although the Marital Property Act does not allow collection
of predetermination date debts from marital property [see Wis.
Stat. § 766.55(2)(c}1. and 2.], these restrictions are not ap-
plicable to the collection of unpaid federal taxes. Since
federal law gives the Internal Revenue Service a lien against
all of the delinquent taxpayer’s property and rights to
property, the federal tax lien would attach to the delinquent
taxpayer’s half interest in marital property without regard
tostatelawrestrictions. [Vorhies . Z Management, 87-1U.S.T.C.
9200, 59 A.FT.R.2d 87-658 (W.D. Wis. 1987); Medaris v. United
States, 884 F.2d 832 (5th Cir. 1989); In re Ackerman, 424 F2d
1148 (9th Cir. 1970); In re Overman, 424 F2d 13142 (9th Cir,
1970); and Brodayv. United States, 455 F2d 1097 (5th Cir. 1972).]

Wisconsin Treatment

As previously indicated, for Wisconsin purposes a tax debt
isincurred on the dateof the Department’sinitial assessment
ornotice of the amount due. [Wis. Stat. § 71.91(2).] However,
this system of debt collection first applies to the 1986 tax
year.Pre-1986 taxyear debtsarecollected as predetermination
datedebts. Thus, the debtmay be collected from thefollowing
sources:

1. All nonmarital property of the spouse wha incurred the
debt, and

2. That part of the marital property which would have
been the debtor spouse’s property if unmarried.

Thecollection of Wisconsinincome tax debtsisillustrated by
the following examples:

Example 1: Assume that the facts are the same as in the
federal example above. The Department of Revenue
issues Fl an assessmentin 1989 for the tax year 1985. The
Department may collect the 1985 tax debt from H’s
wages and H's real property. W's wages and W's stock
are not available to the Department to satisfy H's 1985
tax debt. :

Example 2: Assume the same facts as in example 1, but
the Departmentissues an assessment to Hin 1989 for the
tax year 1986. Tax debts for the 1986 tax year and later tax
years are incurred on the date of the Department’s

assessment. Therefore, H's 1986 tax debtisconsidered to .

beincurred in the interestof the marriage and the family
becauseit was assessed after the determinationdateand
during marriage. In this case, the debt is collected as
explained in Part C below.

C. Delinquent Taxes Arising
After the Determination Date

Federal 'Ikeatmént

1f the federal tax liability arose after the determination date
{i.c., after the date of marriage, January 1, 1986, and the date
both spouses domiciled in Wisconsin), the property that the
IRS may use to satisfy delinquent taxes is different from that
which may be used to satisfy a predetermination date debt.

The Marital Property Act classifies post-determination date
debits as follows:

1. Those that are incurred in the interest of the marriage
and the family (family purpose obligations), and

2. Those that are not incurred in the interest of the mar-
riage and family (non-family purpose obligations).

[See Wis. Stat. § 766.55(1).] The remedies available to the IRS
are different for each type of debt.

There is a presumption under the Marital Property Act that
debtsarising after marriage and after the effectivedate of the
Act are family purpose obligations. The law therefore as-
sumes that the debt was incurred in the interest of the
marriage or family, unless the taxpayer shows otherwise.
[Wis. Stat. § 766.55(1).] It is the position of the Internal
Revenue Service at this time that taxes and most penalties
are family purpose cbligations.

With regand to family purpose obligations arising after the:
determination date, these debits can be collected from any of
the following sources:

1. Allofthe property of the spouse who owes the taxes that
is not marital property, and

2. All marital property.

[See Wis. Stat. § 766.55(2)(b).]-

With regard to non-family purpose obligations arising after
marriage and after January 1, 1986, these debts can be

collected from any of the following sources:

1. Allof the property of the spouse who owes the taxes that
is not marital property, and

2. 1/2 of marital property.
[Sez Wis. Stat. § 766.55(2)(d).)
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This effect of the marital property law in these situations is
illustrated by the following example:

H and W were married during 1987. For 1988, Hfiled a
separate income tax return reporting a tax liability, but
did not pay the tax due. H and W both are earning
wages. Hownsreal estate that he bought during 1986. W
has stock she bought during 1986. The wages of both
spouses are marital property. The real estate is the
individual property of H, and the stock is the individual
property of W. An income tax liability incurred after
marriage is probably a family purpose obligation.
Therefore, the IRS could collect the tax due from ajl of
either spouse’s wages, or the real estate. The stock
would not be subject to the claim, because it is not
marital property or the individual property of thespouse
who owes the tax liability. If the tax liability was not a
family purpose obligation, the IRS could only collect the
debt from one-half of each spouse’s wages and the real

property. ’
Wisconsin Treatment

As for federal purposes, the type of debt determines what
property the Department can take to satisfy it. Tax debts,
including interest, penalties, and costs, for 1986 and later tax
years incurred during marriage by a spouse after the deter-
mination date are incurred in the interest of the marriage or
the family. Therefore, the following property is available for
collection:

1. All marital property, and
2. All other property of the spouse who incurred the debt.
[See Wis. Stat. §§ 71.91(3), 766.55(2)(b), and 859.18.]

If the Department determines that one spouse is an “inno-
cent spouse” and, therefore, is relieved from liability for the
debt, the Department may coliect the debt from the follow-

ing property:

1. Allnonmarital property of the spouse who incurred the
debt, and

2. The debtor spouse’s interest in marital property, in that
order.

[See Wis. Stat. §§ 71.91(3) and 766.55(2)(d).] Therefore, even
though a spouse may be an “innocent spouse” under Wis.
Stat. section 71.10(6), a portion of the marital property
income that his or her property or services produced may be
used to satisfy a tax debt of the other spouse.
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D. Bankruptcy Marital Property Implications

Federal Treatment

The impact of the Marita]l Property Act on bankruptey is
greatestin situations where only one spouse owes taxes, and
that spouse files a separate bankruptcy petition without his
or her spouse. Where this happens, all marital property, in-
cluding the interest of the spouse wha is not in bankruptcy,
may be subject to the bankruptcy proceeding.

Under federal law, property that is part of the bankruptcy
proceeding is referred to as being part of the “debtor’s
estate.” The amount that creditors receive from the bank-
ruptcy often depends on the value and amount of property
thatis included in the estate. If more property is included in
the estate, it is more likely a ereditor will be able to collect an
unpaid debt.

Under section 76655 of the Wisconsin Statutes, debts in-
curred in the interest of the marriage or family may be
satisfied from all marital property. All debts incurred by
either spouse after the marriage are rebuttably presumed to
be incurred in the interest of the marriage or family, Because
a creditor could collect a debt from both spouses’ halves of
anitem of marital praperty, that item would be included in
the bankruptcy estate. This is so even though one spouse is
not in bankruptey. ‘

Where a spouse who owes taxes files a separate petition in
bankruptcy, the Internal Revenue Service, like any other
creditor, attempts to collect as much tax as it is entitled to by
law. In that case, the IRS will:

1. Decide if the spouse who is not in bankruptcy has
delinquent tax liabilities, and

2. Decide if all assets that should be included in the
bankruptcy estate have been disclosed.

Where only one spouse owes taxesand the other spouse files
aseparate bankruptcy petition, the Internal Revenue Service
may file aclaim in the bankruptcy relating to the liability of
the spouse who is not in bankruptcy. This protects the
Internal Revenue Service’s claim to any marital property.

Because of the complexity of applying federal bankruptey
and tax laws to the Marital Property Act, the Internal Rev-
enue Service will be cautious in taking enforcementaction in
all bankruptcy cases involving the separate bankrupicy
petition of a spouse. These cases will be monitored by the
Special Procedures Staff in the Milwaukee Office.
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Wisconsin Treatment

The Marital Property Act impacts various aspects of bank-
ruptcy law in cases of married persons filing for relief under
the bankruptey code. A “claim against the debtor” includes

aclaimagainst the debtor or the debtor’s property. [11US.C. |

§102(2).] Additionally, the bankruptcy estate under 11 U.S.C.
section 541(a) includes nonmarital property of the spouse
filing for bankruptcy, together with the marital property of
both spouses, even if one spouse doesn’t join in the bank-
ruptey petition. Since marital property of spouses can be
reached in varying degrees by a creditor of either spouse in
the case of a marital, premarital, or predetermination date
debt, creditors pursuing debts incurred by the spouse who
is not filing for bankruptcy will now participate in separate
bankruplcy petitions filed by the other spouse.

When a spouse who doesn’t owe delinquent taxes files a
separate bankruptcy petition and the Department has a
matrital, premarital, or predetermination date tax delin-
quency against the other spouse, the Department may filea
proof of claim representing the taxes owed by the spouse
who isn't filing for bankruptcy. If both the spouse who is
filing for bankruptcy and the spouse who isn’t joining in the
bankruptcy petition have incurred tax liabilities, proof of
claim will be filed covering both spouses’ obligations. In the
case of a joint bankruptcy petition, proof of claim will be
filed for both spouses’ obligations. Generally, the Depart-
ment handles bankruptcy matters on a case-by-case basis.

E. Refund Offset Program

Federal Treatment

Section 6402(a) of the Internal Revenue Code gives the
Internal Revenue Service authority to take current year tax
refunds and apply them to unpaid taxes from prior years.
Sections 6402(c) and (d) give the Internal Revenue Service
authority to offset refunds for debis owed other feceral
agencies or for past due child support. This procedure is
referred to as a “refund offset.”

The enactment of the Marital Property Act affects the refund
offset procedlures largely in the area of so-called “injured
spouse” claims. Aninjured spouse claimarises wherespouses
file a joint return claiming a refund. The IRS will offset the
entire refund if either or both spouses are liable for past due
child support, back taxes, or other federal obligations. Ifonly
oneof the spouses isliable for the debt, the Internal Revenue
Service will still offset the entire refund. This is done even
though the other spouse may have a claim to part of the
refund. The spouse who does not owe the obligation (the
“injured spouse”) could file a claim for his or her portion of
the refund. These types of claimsare called “injured spouse”
claims.
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Currently, the Internal Revenue Service has been encourag-
ing spouses to file injured spouse claims with their original
returns. Where a claim is received, the IRS would only offset
the portion of the refund that belongs to the taxpayer who
owes the debt. If no claim is filed, however, the Internal
Revenue Service will still offset 100% of the refund.

Whether taxpayers live in community property states or
common law states, the question that must be answered in
processing an injured spouse claim is the same: What por-
tion of the refund rightfully belongs to the injured spouse?
Incommonlaw states, each spouse’s tax liability is calculated
separately based on their separate earnings or income.
Payments arealso divided between the spouses and applied
to their separate liabilities. This allows the IRS to decide the
amount of each spouse’s separate share of the refund. {See
Revenue Ruling 80-7, 1980-1 C.B. 296, and Revenue Ruling
80-8,1980-1C.B. 298 ] Since the Marital Property Act changes
spouses’ property rights, it also changes the formula for
determining each spouse’s interest in an income tax refund.

Under the Marital Property Act, the allocation would be
based on distinguishing between marital and individual
property. Marital property income is split equally between
the spouses. Income that is not marital property will be
allocated to the spouse who owns it. If itis not clear from the
return whether the income is marital property, the income
will be treated as marital property. The Internal Revenue
Service will make thisassumption because the Marital Prop-
erty Actcreatesarebuttable presumption thatall property of
spouses is marital property. [See Wis. Stat. § 766.31(1) and
(2).] Withholding from wages and payments from a joint
declaration of estimated tax will be treated asmarital property
and split equally between the spouses. Payments received
from a separate declaration of estimated tax will be treated
as the separate property of the spouse who made the dee-
laration. But the analysis does not stop here.

Aswasdiscussed, adecision mustbermnade whether thedebt
being offset arose before or after the determination date G.e.,
after the date of marriage, January 1, 1986, and the date both
spouses domiciled in Wisconsin). If the liability was in-
curred after the determination date, then it must be decided
whether it was incurred in the interest of the marriage or
family.

Where the debt arose before the determination date, the
Internal Revenue Service can retain the portion of therefund
that is the individual property of the spouse who owes the
debt and any property that would havebeen the property of
that spouseif the Marital Property Act had not been enacted
or the spouseshad not married. [5ee Wis. Stat. § 766.55(2)(c)1.
and 2.] Thus, for example, the entire portion of the refund
attributable to the withholding of the spouse who owes the
debt could be applied to the debt. This is because the
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withholding would have been the sole property of that
spouse if not for the marriage or the enactment of the marital
property law.

Also, as a consequence of federal law, the IRS may retain hatf
of theportion of the refund that would be considered marital
property, but would not have been separate property of that
spouse except for the marriage or the enactment of the
Marital Property Act. This means that the IRS could retain
halfof the portion of therefund that can be traced to the other
spouse’s withholding.

However, if the debt arose after the determination date, the
debt may be satisfied from all marital property and the in-
dividual property of the spouse who incurred the liability.
As was already discussed, there is a presumption under
Wisconsin law that all debts incurred during marriage arein
the interest of the marriage or family. [See Wis. Stat. §
- 766.55(1).] This means that the law will assume that a debtis
family purpose, subject o the spouse’s right to establish
otherwise. If the debt is family purpose, the Internal Rev-
enue Service may retain any portion of the refund that s the
individual property of the spouse who owes the debt. The
IRSaiso may retain all of the rest of the refund thatis marital
property. This would include, for example, 100% of any
portion of the refund attributable to either spouse’s with-
holding. If an injured spouse claim is filed here, it probably
will be dended, unless the injured spouse made a separate
declaration of estimated tax.

If the debt was incurred after the determination date, but not
in the interest of the marriage or family, it may be satisfied
fromproperty of the spouse who owes the liability thatisnot
marital property and from that spouse’s half interest in
marital property. [See Wis. Stat. § 766.55(2)(d).] Generally,
this means half of the refund can be used to satisfy the claim,
urless either spouse made a separate declaration of esti-

Wisconsin Treatment

Chapter 71 of the Wisconsin Statutes contains special rules
for the application of averpayments, refundable credits, or
refunds claimed on joint, separate, or individual returns
againstamounts owed to the Department of Revenue, debts
owed to other state agencies, or delinquent child or spousal
support. As previously explained, for Wisconsin purposes,
any tax debt is incurred on the date of the Department’s
initial assessment or notice of the amount due. [Wis. Stat.
§71.91(2).] All tax debts incarred by a spouse during mar-
riageafter the determination date areincurred in theinterest
of the marriage or the family and may be satisfied only from
all marital property and all other property of the incurring
spouse. {Wis. Stat. §§ 71.91(3), 766.55(2)(b), and 859.18.]
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However, if an “innocent spouse”™ exists (that is, a spouse is
relieved of liability under Wis. Stat. § 71.10(6)a) or (b) or
(6m)), the obligation of the other spouse may be satisfied
only from property of the debtor spouse that isn’t marital
property and from that spouse’s interest in marital property,
in that order. [See Wis. Stat. §§ 71.91(3) and 766.55(2)(d): see
also the set-off provisions under §§ 71.55(1), 71.61(1), and
71.80(3) and (3m).]

A claim for refund ona separate return must be issued to the
filer of that return, and a refund payable on a joint return
maust be issued jointly to the persons who filed that return.
[Wis. Stat. § 71.75{8).] In addition, a marita! property agree-
mentoraunilateral statement cannotaffectclaims forrefund.
[Wis. Stat. § 71.75(6).)

1. " Joint Return

‘The Department must give notice to spouses who have
filed a joint return that it intends to reduce an over-
payment, credit, or refund claimed by theamountofany
liability. Theamountwill becredited against the Liability
unless, within 20 days of the notice date, the spouse who
didn’t incur the debt shows by clear and convincing
evidence that the refund is his or her nonmarital prop-

 erty. If a spouse doesn’t receive notice of the proposed
offsetand if the refund isincorrectly credited, a claim for
refund of the incorrectly credited amount may be filed
within 2 years.

Notwithstanding Wis. Stat. section 766.55(2)(d), the De-
partmentmay apply an overpayment fromajointreturn
as follows:

= Against any liability from a joint return, unless an
“innocent spouse” exists.

* Against any separate Liability incurred during mar-
riage by either spouse after the determination date,
unless the spouse who doesn’t owe the debt is an
“innocent spouse.”

* Against any amount owed the Department of Rev-
enue that was incurred before January 1, 1986, or
before marriage, whichever is later, to the extent that
the refund is based on the Wisconsin adjusted gross
income which would have been the property of the
incurring spouse but for the marriage,

* Against any separate lability incurred by either
spouse before the determination date to the extent
that the refund is based on the Wisconsin adjusted
gross income which would have been the property of
the incurring spouse but for the marriage.

[Wis. Stat. § 71.80(3m).}
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If an “innocent spouse” exists, the overpayment is pro-
rated based on theratio of the amount that would be the
“guilty” or incurring spouse’s income if not married to
the total income of the spouses.

2. Separate or Individual Return.

The Department of Revenue presumes that an overpay-
ment, credit, or refund claimed on a separate or indi-
vidual return is the nonmarital property of the filer. The
Department may credit such an overpayment against
amounts owed the Department, debts owed other state
agencies, or delinquent child or spousal support owed
by the filer. However, the spouse or former spouse of the
filer may be able to claim a refund of amounts credited.
‘The claim for refund must be made within 2 years after
the overpayment was credited. The spouse who didn’t
incur the debt must be able to show by clear and con-
vincing evidence thatall or partof the overpayment was
his or her nonmarital property.

Overpayments from separate or individual returns may
be applied as follows:

» Against any separate liability incurred by the filer of
the return.

¢ Against any liability from a joint return, unless the
filer is an “innocent spouse.”

[Wis. Stat. § 71.80{3}.}
F. Offers in Compromise

Federal Treatment

The Service is permitted to compromise delinquent tax
liabilities, based upon “doubt as to collectibility.” [[RC §
7122.) Inan offer in compromise, the Service may acceptless
than the full amount of tax due, if the taxpayer can show that
the amount he is offering is greater than the Service would
collect by selling the taxpayer’s assets or from future in-
come.

Based on the type of liability involved (pre-or post-determi-
nation date), and subject to the rules regarding collection
.sources discussed in the Delinquent Taxes sections of this
publication, the Service may consider all or part of existing
marital property assets in evaluating the sufficiency of an
offer in compromise.

Also as part of the compromise arrangement, it is not un-
usual to have the delinquent taxpayer provide for contingent
future payments based on increases inincome. This arrange-
ment is called a collateral agreement. As appropriate, a

revenue officer may consider the income potential of the
spouse who does not owe tax based on marital property.

Wisconsin Treatment

The Department of Revenue is also permitied to compro-
mise delinquent tax liabilities in cases where the yeris
unable to pay the full amount. [Wis. Stat. §71.92.} The
Department may consider the income of the spouse who
doesn't owe the tax.

B V. FEDERAL TAX BASIS ~
Federal Treatment

The chart identified ag Exhibit 5 summarizes the tax basis of
marital property under IRC section 1014. Inapproaching the
questions of tax basis, the Service is governed by Revenue
Ruling 87-98, 1987-2 C.B. 206, which states that property
classified as marital property under state law would receive
the double basis adjustment under IRC section 1014(b}6).
The Wisconsin Marital Property Act presumes that property
owned by thespousesis marital property (§766.31(2)) which
can be rebutted. By the same token, property that is mixed
can be reclassified to marital (§ 766.63(1)}. Based upon the
rationale of Revenue Ruling 87-98, the Service has taken the
position that any time property is “titled” in a common law
estate, butis marital property under Wisconsin law, it would
qualify for the double basis adjustment under IRC section .
1014(b}(6). Applying Wis. Stat. section 766.60, property titled
in joint tenancy or tenancy in comunon would be considered
marital property under the following conditions:

A. Acquisitionaffer thedeterminationdate{January 1, 1986,
or date of marriage if later) in joint tenancy between
spouses would be considered survivorship marital
property and, thus, receive a double basis adjustment
upon the death of a spouse unless the property had been
acquired by gift where the donor provided otherwise.
fWis. Stat. § 766.60(4)(b)1.a.)

B. If the property was acquired as tenants in common after
the determination date (January 1, 1986, or subsequent
date of marriage) exclusively between the spouses, it
would be considered marital property. [Wis. Stat. §
766.60(4)(b)1.b.]

In applying the above revenue ruling to the types of prop-
erty holdings, it is clear that property titled in the name of
one spouse after the determination date becomes marital
property absent contrary provisions in a marital property
agreement. This means that post-determination date con-
veyances which reflect ownership asjoint tenants, tenants in
common, survivorship marital property, or a single name
are all presumed to be marital property.
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Departing from these types of arrangements casts some
doubt about receiving a double basis adjustment under IRC
section 1014(b)(6). This is illustrated as follows:

A. Property considered as marital property ~ Under the
Act, a surviving spouse was provided an election under
Wis. Stat. section 861.02 to have predetermination date
property treated as marital property. It is the Service’s
position that community property under IRC section
1014(b)(6) must exist at the time of decedent’s death.
[Murphy v. Comm., 342 F.2d 356 (9th Cir. 1965).] Since the
spouse’selectioncan only take place after the decedent’s
death, and only involves predetermination date prop-
erty that was obviously held in a common law estate, the
estate could not receive the double basis adjustment.

Of course, any property or interest in property that was

included in the decedent’s estate would receive a basis-

adjustment to fair market value under IRC section
1014(a). Thus, for example, if a decedent and his spouse
held property acquired prior to the determination date
in joint tenancy (a common law estate), the decedent’s
half of the property would be adjusted to fair market
value under IRC section 1014{a).

B. Transfers to a spouse which are returned to the donor
spouse after death of the donee within one year — It is
possibleunderamarital property agreement fora spouse
owning nonmarital property to transmute that property
into marital property by way of a marital property
agreement. If this property is converted to marital prop-
erty, and the original “nontitled” spouse dies withinone
year bequeathing the marita] share back to the trans-
ferring spause, IRC section 1014(e) prohibits a double
basis adjustment. This means that the donor spouse
who reacquires the property receives the portion from
decedent using that adjusted basis prior to death, and
receives no basis adjustment on the marital half owned
by them. There is an interesting question in the applica-
tion of IRC section 1014(e) on whether there is a basis
increaseon the surviving spouse’s one-half of the marital

is 53 yearsof age, and they wish to sell the property
to takeadvantage of the IRC section 121 exemnption
from gain (§125,000 capital gain exemption). As-
sume further that they convert this to a marital
property asset through a marital property agree-
ment, and plan to sell the home and file a joint
return. Under IRC section 121{a} it is provided that
if one spouse meets the requirement (principal
home for three years out of the five years preceding
thesale), then both husband and wife are treated as
satisfying the age, ownership, and use require-
ments which permits the $125,000 exemption. Un-
der this hypothetical situation, A owned the
property for more than ten years and used itas a
principal residence, but was not 55 years of age; B,
on the other hand, used the property as principal
resiclence for ten years and was 55 years of age, but
did not have ownership until the marital property

+ agreement. This situation fails the requirements of
IRC section 121(a). This stems from the fact that no
one spouse meets all of the requirements and,
further, their qualifications cannot be combined to
exempt the sale.

C. Exchange of marital property as part of estate admini-

property that was retained as a result of the transfer.

Formal ruling has not been rendered on this question,
but it would appear that the denial by IRC section
1014(e) of a basis adjustment to the decedent’s one-half
would also foreclose an adjustment to the surviving
spouse’s half, This poinis out the problem of property
transfers returning to the donating spouse within one
year, but there are other code sections that create similar
. problems.

As an example, assume that A and B had been
married ten years and, during that time, resided in
a house owned by A that was acquired before the
determination date (1/1/86 or date of marriage if
later). Assume that B is now 55 years of ageand A

E.

stration — Under Trailer Bill I (Wis. Stat. § 857.03(2))
the surviving spouse and other heirs of the estate are
allowed to exchange probate property in order to mini-
mize fractional interest. Although Wis. Stat. section
71.05(12)(d) allows for carry-over basis as though the
exchange were a gift, it is the position of the Intornal
Revenue Service that these provisions do not apply for
federal tax purposes and, therefore, the basis of prop-
erty would be established at the moment of death. This
means that basis adjustment takes place on all marital
property held by the estate, ;

Joint tenancy and tenancy in common acquired before
determination date-— Absent a marital property agroe-
ment, this form of ownership will not be dlassified as
marital property and, therefore, only receives a basis
adjustment on the half includable in the estate.

Joint tenancy and tenancy in common acquired with
third party — It is also the Service’s position that the
addition of a third party to joint tenancy and tenancy in
common precludes the possibility of ever classifying
that property as marital property under the position
that the name of a nonspouse commits the property to
common law estate treatment. Examples of this situa-
tion would be a farm arrangement where husband,
wife, and child title the land in the names of all three
before or after the determination date,

Marital property component — Under Wis. Stat. section
766.63(2), it is possible to have a marital property com-
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ponent arising from nonmarital property where either

_spouse provides substantial efforts that caused appre-
ciation. For this situation to receive a double basis ad-
justinent, the spouse contributing services must not be
reasonably compensated and there can be no third party
title holder as indicated above.

As an example, if one spouse owns nonmarital
property worth $50,000 that was increased in value
to $100,000 solely through the efforts of either
spouse, that $50,000 appreciation in value would
be a marital property component which would
receive the benefits of IRC section 1014(b}(6).

Wisconsin Treatment

The Wisconsin basis of property acquired froma decedent s
determined under section 1014 of the Internal Revenue
Code, as illustrated in Exhibit 5. However, a modification
may be necessary to recognize any difference between the
federal estate tax and Wisconsin inheritance tax values.
[Wis. Stat. § 71.05(10)(e).] Caution: A basis adjustment may
be down as well as up.

For Wisconsin income tax purposes, the exchange of former
marital property interests betweena surviving spouseand a
distributee of the decedent spouse is a nontaxable exchange.
Any gain or loss recognized on such an exchange for federal
income tax purposes is treated as a subtraction from or an
addition to federal adjusted gross income, as appropriate,
onthe Wisconsinincometax return. [Wis.Stat. §71.05(6)a)16.
and {b)12.] The exchange is treated for basis purposes as if
each asset received in the exchange were acquired by gift
from the other party. [Wis. Stat. § 71.05(12)(d).]

W VI. S CORPORATIONS

A. S Corporation Elections
Federal Treatment

Under a temporary Treasury Regulation, section 18.1362-
2(b)2), there is a requirement that in a community property
state where a nonshareholder spouse is entitled to owner-
ship in the stock or the income from that stock, he or she
would be required to join in the S-Corporation election.

~To@mom o mo cwp
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EXHIBIT §

Basls Adjustment Under IRC Section 1014

Assets which will receive a double basis adjustment (i.e., both the decedent's and the surviving spouse’s shares are adjusted to
fair market valus):

Property acquired after the spouses’ determination date titled as marital property

Property acquired after the spouses’ determination date titled as survivership marital property

Joint tenancy property exclusively between the spouses acquired after the determination date (this is survivorship marital
property) .

Tenancy in common property exclusively between the spouses acquired afterthe determination date (this is marital property)
Praperty acquired befora the spouses’ datermination date reclassified as marital property by a marital property agreement
or court order

Joint tenancy property exclusively between the spouses acquired before the determination date which is reclassified as
marital property by a marital property agreement '

Tenancy in common property exclusively batween the spouses acquired befora the determination date which is reclassified
as marital property by a marital property agreement

Predetermination date property titled in one spousa's name which has become marital property as a result of mixing
Untitied property acquired before or after the determination date that is classified as marital property

Assets which will receive a basis adjustment to the extent included in the decedent’s estate for death tax purpeses:

Joint tenancy property exclusively between the spouses acquired befora the determination date

Tenancy in common property exclusively between the spouses acquired before the delermination date

Joint tenancy property held by a nonspouse and spouse, regardiess of when acquired

Tenancy in common property held by a nonspouse and spouse, regardless of when acquired

Individual property

Predetermination date property titled in one spouse’s name

Property subject 1o the surviving spouse's slective rights: deferred marital property and the augmentad marital property estate

[Note: Possible exceptions to the above exist in unusual circumstances.]
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There was considerable lack of awareness on the applicabil-
ity of this regulation following the enactmient of the Marital
Property Act, coupled witha large number of S-Corporation
elections after TRA 86, This resulted in subsequent renewals
of 5-Corporation elections in order to perfect the original
request by including the signatures of both spouses. The
Kansas City Service Center, which processes these requests,
hastaken the position that the practitioners are aware of this
regulation, and will not treat an election as valid unless both
spouses sign the original request form.

Wisconsin Treatment

For Wisconsin purposes, a tax-option (S) corporation is

defined as a corporation which is treated asan § corporation
under Subchapter $ of the Internal Revenue Code and has
not elected out of tax-option corporation status under Wis.
Stat. section 71.365(4)a). If a federal S election isn't valid
because both spouses didn’t sign it, then the election won’t
be valid for Wisconsin purposes either.

B. Income and Losses From an S Corporation

Federal Treatment

Anumber of questions have been raised about the reporting
of income and losses from an $ corporation on separate
returns when the S corporation stock is the nonmarital
property of one spouse. S corporation income is reportable
for income tax purposes even though it isn‘t distributed to
the shareholders. The marital property law defines “in-
come” to include dividends, but specifically excludes net
returns attributable to retumn of capital or to appreciation.
[Wis. Stat. § 766.01{10).] The statute doesn't classify un-
* distributed S corporation income. Is the S corporation income
which is earned but not distributed marital property which
must be divided equally between the spouses on separate
returns? Alternatively, is only the income which is distrib-
uted during the taxable year marital property? These
questions are being studied.
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Losses incurred by an S corporation are passed through to
and deductible by its shareholders. However, IRC section
1367(b)2)(A) limits the deduction for Josses to the S corpo-
rationshareholdersbasisin the company. If the S corparation
stock is the nonmarital property of one spouse, are losses
divided equally between the spouses on separate returns?
May the nonowning spouse claim cne-half of the loss even
though he or she has no basis in the $ corporation stock? Or
is the entire loss deductible by the owner spouse? These
questions are also being studied.

Wisconsin Treatment

Wisconsin is likely to follow the federal treatment of S
corporation income and losses.

® VIL ADDITIONAL INFORMATION

If, after reading this publication, you have further questions
about the federal or Wisconsin treatment of items under
Wisconsin’s Marital Property Act, please contact the follow-

mng:

Federal Questicns
Internal Revenue Service
Attn: Technical Referral Area
PO. Box 493
Milwaukee, Wisconsin 53201
Telephone: (414) 297-3500

Wisconsin Questions

Wisconsin Department of Revenue
Technical Services Staff

P.O. Box 8933

Madison, Wisconsin 53708

Telephone: (608) 266-2772






BASIS ADJUSTMENT FOR MARITAL PROPERTY

Background

The Wisconsin basis for the recognition of gain or loss in a transfer is
dependent on the Internal Revenue Code, with a modification made for property
inherited fram a decedent, under sec. 71.05(1)(g), Stats., to recognize any
difference between the federal estate tax and Wisconsin inheritance tax values.
Wisconsin amended that subsection to provide a basis adjustment similar to
that under I.R.C. § 1014(b)(6)} for both components of marital. property, the
decedent's ogne-half and the surviving spouse's one-half. This double-basis
adjustment is permitted whenever at least one-half of the marital property is
includable for purposes of computing the federal estate tax on the decedent's
estate. Questions have arisen with respect to basis adjustment. The Depart-
ment has made a request for'a ruling on several of these questions, which
request is still pending.

1. Wisconsin Follows I.R.S. Determination as to Whether Wisconsin's
System of Marital Propéerty is a Form of Community Property, Per
I.R.C. § 1634(b)(6) , ‘

The Wisconsin income tax basis is tied to the federal determination of
whether the Wisconsin marital property system is a form of community
property. As of the time of the writing {September 1986) of this paper,
no official determination has been pade by the Internal Revenue Service.
However, the Department expects tha: the Service will determine
Wisconsin's marital property system to be a type of community property,
consistent with the expressed intent of the Legislature, sec. 766.002(2),
Stats., and the other provisipns of Chapter 766. Accordingly, the Depart-
ment will provisienally treat marital property as receijving a double-basis
adjustment te the date-of-death value, under sec. 71.05(1)(g), Stats.
Should the Service render a contrary determination, assessménts may be
issued to adjust for the basis differences.

Question has also arisen whether Wisconsin's survivorship marital property
would be treated as marital property by the Service. Again, until a
determination is made by the Service, the Department will provisionally
treat survivorship marital property as marita) property with the subse-
quent possibility of assessment for basis differences, should the Service
rule contrary to this position,

Wisconsin law presumes that all property of the spouses is marital property
[sec. 766.31(2), Stats.], and indicates that when nonmarital and marital
property is mixed, a reclassification occurs of the property, exéept to
the extent that the nonmarital portion can be identified [secs. 766.31(1)
and 766.63(1), Stats.]. Accordingly, it is possible, and even probabie,
that assets will exist with both marital and nonmarital compenents. One
example of this process would be an improvement made to a Jdintly-owned
summer cabin originally purchased before January 1, 1986. If the improve-
ment is paid for out of 1986 or later income, it would be a mixing of a
marital property improvement with the traceable nonmarital cabin. In this
situation, it is not clear if the marital property component receives a
double-adjustment, or whether a transmutation of the marital property com-
ponent into a nonmarital one has occurred, in which no double-adjustment
can eccur, . ’ '
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I1.

III.

Until guidance is received from the Internal Revenue Service, the
Department will treat mixed-compenent assets as receiving basis adjust-
ment according to the nature of the component--i.e., an asset solely-
owned by the decedent which has a 20% marital property component will
receive the pre-1986 basis adjustment as to 80%, and a double-basis

adjustment of the 20% marital property component. [See Section III.
for. examples. ]

Internal Revenue Code § 1014(e).

Internal Revenue Code § 1014(e) provides that where a decedent is

gifted appreciated property within one year of the death, and the prop-
erty is reacquired by the donor (or the spouse of the donor), the basis

of the property will“be the adjusted basis in the hands of the decedent
immediately prior to the decedent's death. The tax basis in the hands

of the decedent is "carried-over" into the hands of the donor {and spouse}.
Consequently, there is no basis adjustment on account of the death. This
provision has equally applied for Wisconsin, and will continue to do so.

It should be noted that, for income tax purposes, I.R.C. § 1041, defines
any transfer between spouses, even those for full and adequate considera-
tion, as having been acquired by gift. Consequently, any transfer to the
decedent by the decedent's spouse may result in an 1.R.C. § 1014(e) basis
adjustment denial. .

There is a lack of clarity as to the result if the surviving spouse had
been the transferor and the transferred property is marital property at
death. For example, if the spouses signed a marital property agreement
reclassifying all their nonmarital property as marital, to pass to the
surviver of the two at death, it is unclear whether the surviving spouse's
one-half of the newly-reclassified marital property receives a basis
adjustment. (It is clear that there is no basis adjustment to the
decedent's one-half.)

Commentators often acknowledge that Congress clearly did not intend to
permit the basis adjustment, but also state that until the regulations
deny it, or the statute is clarified, such basis adjustment might be
permitted. It is the Department's position, again contingent upon a con=
trary ruling by the Internal Revenue Service, that if an I.R.C. § 1014(e)
denial exists for the decedent's cne~half, it is also denied for the
surviving spouse's one-half.

Basis Adjustment Method and Examples.

Basis adjustment is done in three steps:

1. Amount subjec% to death tax; plus
2. Amount of marital property not adjusted above; plus
3. Amount of original basis not adjusted above.

Prior to 1986 (and continuing for nonmarital property assets), only
steps 1 and 3 were utilized. For example, a solely-owned asset worth
$100,000 on date of death, but having a basis of $40,000, was adjusted
to $100,000 (step 3 was omitted as all the basis was adjusted)., If the
same asset had been a tenancy-in-common, owned_SO% by the decedent and

A-70



50% by the surviving spouse and passing to the surviving spouse, the
surviving spouse's new basis would have been $70,000, determined in the
following manner:

1. Amount subject to death tax
(1/2 x $100,000 = $50,000) $50,000

3. Amount of original basis not
adjusted above
(1/2 x $40,000 = $20,000) 20,000

$70,000

After 1985, the surviving spouse's marital property must be considered.

Assume a $100,000 date-of-death value, $40,000 original basis titled as

a tenancy-in-common,:.and having a 20% marital property component. The

new basis to the surviving spouse receiving the asset upon death would

be $76,000, determined in the follewing manner: :

1. Amount subject to death tax; plus
Nonmarital-(1/2 of 80% x $100,000 = $40,000)
Marital-(1/2 of 20% x $100,000 = $10,000) $50,000

2. Amount of marital property not
adjusted above; plus
(1/2 of 20% x $100,000 = $10,000) 10,000

3. Amount of original basis not
adjusted above
(1/2 of B0% x $40,000 = $16,000) 7 16,000

$76,000

I the surviving spouse is not the recipient of the tenancy-in-common
asset at death, the basis of the surviving spouse in the one-half
retained would be the original basis (1/2 of 80% x $40,000 = $16,000),
plus the marital property adjustment (1/2 of 20% x $100,000 = $10,000),
or $26,000, and the distributee's basis would be $50,000.

If the asset is 100% marital property, step 3 is omitted. Assume a
$100,000 date-of-death value marital property asset, with a $40,000
basis, passing to the surviving spouse. The new basis in the hands of )
the surviving spouse would be $100,000, as determined in the following
manner:

1. Amount subject to death tax; plus
(1/2 x $100,000 = $50,000) - $ 50,000

2. -Amount of marital property not
adjusted above; plus
{1/2 x $100,000 = $50,000) 50,000

3. Amount of original basis not
adjusted above -0~
(Full basis adjusted above) $100, 000
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Section 71.05{1)(g), Stats., has the same requirement as I.R.C.

§ 1014(b)(6) that no double-basis adjustment is accorded unless at
Jeast one-half of all marital property is includable in the computation
of federal estate tax. [A federal estate tax payment need not be made,
nor a return filed, in order to meet the test of includability. ]

The failure to have at least one-half of the marital property component

of a single asset being inciudable in the decedent's federal estate will
result in a denial of the adjustment of all of the surviving spouse's half
of marital property, including those assets where one-half of the marital
property component was includable. The decedent's cne-half of marital
property, to the extent it was included in the estate, will receive a
basis adjustment. Consequently, the basis adjustment would be the same

as was done prior to'marital property--only the surviving spouse's mari-
tal property will not receive an adjustment.

Summary

Subject to a contrary position being taken by the Interna]‘Revenue Service:

1. The Department will provisioﬁal]y allow a basis adjustmeht to the surviving
spouse's half of marital property, in addition to the decedent’s half of
marital property, subject to I.R.C. § 1014(e) denial.

2. The Department will provisionally treat survivorship marital property as
marital property for purposes of basis adjustment.

3. The Department will provisionally treat an asset containing marital property
as if it had a marital property component, subject to double-basis adjust-
ment, and a nonmarital property component, subject to basis adjustment of
only that portion included in the estate. The marital and nonmarital com-
ponents will be adjusted on a proportionate basis, fellowing the three
steps outlined above,

4. No basis adjustment of the surviving spouse's marital property will occur

if less than one-half of the marital property is includable in the deter-
mination of the federal estate tax.
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ADDENDUM TO “BASIS ADJUSTMENT FOR MARITAL PROPERTY"

The previous position paper, dated October 2, 1986, dealt with the basis
adjustment of assets owned exclusively by spouses. The basis adjustment of
assets owned 1n part by non-spouses and containing marital property is some-
what different. Caution--this addendum is again provisional only, awaiting
direction from the Internal Revenue Service.

In determining the basis adjustment of assets owned in part by non-spouses, it
must be kept in mind that the marital component no longer represents an undivided
part of the whole, but a part of only the spouse's interest in the whole. The
spouse's jnterest represents the maximum value that the marital component can
obtain, since to do otherwise would be taking of the non-spouse's interest.

Steps 1 and 2 will thus deal only with the decedent spouse's interest in the
whole. Step 3 will deal only with the non-spouse's interest, as the whole of
the decedent spouse’s interest will be adjusted in Steps 1 and 2. This proce-
dure is illustrated as follows:

Assume a $120,000 date-of-death value asset owned by the decedent and

child as a tenancy-in-common (the decedent's interest in the whole of

the asset is $60,000), original basis.$80,000, and a marital component
worth $40,000:

1. Amount subject to death tax, plus
Nonmarital - ($60,000 - $40,000 marital = $20,000)

Marital ~ (% x $40,000 = $20,000) $ 40,000
2. Amount of marital property not adjusted above, plus

(% x $40,000 = $20,000) : $ 20,000
3. Amount of original basis not adjusted above

(% x $80,000 = $40,000) $_40,000

$100,000

If the surviving spouse received the decendent's interest in the tenancy at
death, the spouse's basis would be $60,000--$40,000 from the decedent's estate
(Step 1) and the marital property adjustment of $20,000 (Step 2)--in one-half
of an asset worth $120,000; the child would retain a $40,000 basis in one-half
of an asset worth $120,000.

If the child had received the decedent's interest at death, the child's basis
would have been $80,000--$40,000 from Step 1 and $40,000 of the retained origi-
nal basis; however, the child would not own the entire asset, as the surviving
spouse would retain one-half of the farmer marital property component in the
decedent's interest--$20,000; and consequently, the child would have a basis

of $80,000 in a $100,000 portion of the asset.



1f the decedent's entire interest in the above example had been marital, the

basis adjustment would have been as follows:

1. Amount subject to death tax, plus
Nonmarital - None

Marital - (% x $60,000 = $30,000)

2. Amount of marital property not adjusted above, plus
(% x $60,000 = $30,000)

3. Amount of original basis not adjusted above
(% x $80,000 = $40,000)

$ 30,000

$30,000

$ 40,000
$100,000

If the surviving spouse received the decedent's interest at death, the basis
would remain $60,000--$30,000 from Step 1 and $30,000 from Step 2--in ope-half
of an asset worth $120,000 and the child would retain a $40,000 basis in the

other half of the $120,000 asset.

If the child had received the decedent's interest at death, the basis would be
$70,000 ($30,000 from Step 1 and $40,000 from Step 3) in an $90,000 asset--the

surviving spouse would have a $30,000 basis in the one-half of the former ma

property worth $30,000.
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DOR UPDATES - MARITAL PROPERTY POSITIONS

Marital property became the taw of Wisconsin on January 1, 1986. The original
tegislation, 1983lwis. Act 186, has seen many changes: 1985 Wis. Act 29, deal-
ing with tax provisions; 1985 Wis. Act 37, the first "trailer hin®; 1987

Wis. Act 27, again dealing with tax provisions; and most recently, 1987 Wis.
Act 393, the second "trailer bill". Since the marital property law hecame
effective, the Department has {ssued various position papers: foyr dated
October 2, 1986 - “Marital Property's Impact on Inheritance and Gift", "Retro-
active Reclassification of Income Received under Marital Property Law", "Def-
inition of Wisconsin Adjusted Gross Income" and "Basis Adjustment for Marital
Pfoperty“; “Homestead Credit Under Marital Property Law" dated November 5,
1986; and an addendum to the "Basis Adjustment for Marital Property" paper,
dated Ju1y 21, 1987. The Department also puts out a yearly document,‘Publica-
tion 109, which, since 1985, has given general information about marital prop-
erty and its tax effects, titled "Tax Information for Married Persons Filing
Separate Returns and Persons Divorced in __" These position papers are avail-
able from the Department by requesting them--write to Technical Services,

P.0. Box 8933, Madison, WI 53708.

The Internal Revenue Service has also issued various documents regarding Wisconsin
marital property law. Revenue Ruling 87-13, 1987-1 C.B. 20, stated that
Wisconsin's marital property system was a version of community property that
would be recognized for income splitting purposes. The Mjlwaukee District

Office has issued four Tax Practitioner Newsletters-in January and November of
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1986, January of 1987, and April of 1988. The Internal Revenue Service also
has general publications dealing with community property concerns: Publication
555, "Community Property and the Federal Income Tax" and Publication 551, "Basis

of Assets."

It now is appropriate to review these documents and update or correct posi-
tions that have been changed. One general change is that all of Chapter 71

has been renumbered, effective in 1989, The new statutory citation is re-

flected in [brackets].

1. "Definition of Wisconsin Adjusted Gross Income" Position Paper

This paper, consisting of two pages of‘narrative and 33 pages of examples,
demonstrated how the Department expected the Internal Revenue Service and the
Depdftment to view a variety of income tax situations under marital property
law. The paper noted that Wisconsin does not have the federal “living separate
and apart” treatment of I.R.C.§ 66(a}, so that marital property law would apply
for Wisconsin income tax purposes in some marriages when it doesn't for federal
income tax purposes. It listed thrge sections of Wisconsin law that the Internal
Revenue Service does not have: Section 71.01(1g) [71.10{6){c)], Stats., states
that a marital property agreement or unilateral statement is effective only if
filed with the Department before an asséssment is issued and that such documents
are not effective for any period one or both spouses are not domiciled in Wis-
consiny section 71.01(1r) [71.10(6)(d}], Stats., states that income of spouses
will be reported without regard to marital property law during any period one or

both spouses are not domiciled in Wisconsin; and Section 71.11(2m) [71.10(6)(b)],
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Stats., which states that the Department may not apply marital property Taw‘in
assessing a taxpayer filing a separate return for unreported marital property
income if the taxpayer failed to notify his/her spouse of the amount and nature
of the income before the due date of the return (an "innocent spouse” provision
based in part on I.R.C.§ 66(c)). The paper alsc indicated that it was unclear
whether marital property Taw continued to apply for federal purposes should one
spouse be domiciled outside Wisconsin. For MWisconsin income tax purposes,
marital property law would cease, due to section 71.01(1r)[71.10(6)(d)], Stats.,
but it may still continue for.federal purposes.. The paper's examples assumed
that marital property income would still be created, even after one spouse was
no longer a Wisconsin domiciliary, for federal purposes since it was not clearly
incorrect and because it increased the contrast between Wisconsin and Federal

treatment.

Changes:

A. " Wisconsin's 1987 Act 393 has clarified the domicile question. Starting
from May 3, 1988, marital property law generally applies only while both
spouses are domiciled in Wisconsin. As a consequence, the examples in
the position paper where a domicile change occurréd now are accurate only
up un;i]uuay 2,.1988; on May 3, 1988, and thereafter, the Wisconsin and
federal gross incomes for a resident/non-resident situation will not

differ because of that fact.

B.  Wisconsin has added an “innocent spouse" provision for individuals who

file returns after a divorce or remarriage - Section 71.11(2r) [71.10(6m}],
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Stats. This provision, effective for the 1988 tax year, is patterned -
after the separate return "innocent spouse” provision and covers the

person filing an individual return or separate or joint returns with a

new spouse.

NOTE - The Department's joint return "innocent spouse provision" - Section 71.11(2}
[71.10(6){a)], Stats., is based upon I.R.C § 6013(e), except that no percentage

of adjusted gross income or threshold amount of 1iability exists for Wisconsin.

Caution The Internal Revenue Service has indicated (January 1986 Newsletter)
that a marital property agreement could provide that any income would be that
spouse's separate, or individual, income and that the Internal Revenue Service
would recognize the agreement. However, the Internal Revenue Service urged
caution where such agreements shift income to one spouse while the underlying
property remains in the hands of the other. It is not clear if the Internal
Revenue Service position includes income from wages {i.e., husband agrees that
income from his future services wauid be individual income of his wife). For

Wisconsin income tax purposes, such agreements could be valid.

2. "Marital Property's Impact on Inheritance and Gift."

This paper, consisting of three pages, provided some general information about
marital property and its gift and death effects. 1t indicated that gifting
of marital property by both spouses resulted in a joint gift, regardless of
title, and that gifts by one spouse would be presumed to be of property the
donor could gift alone. It cited sec. 72.86(4), Stats., as providing relief
in the situation where gifted marital property is recovered by the non-donor

spouse.
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In the April 1988 Newsletter, the Internal Revenue Service indicated that
gifts of marital property to charities in excess of the $1,000 safe harbor
would not be deductible for income tax purposes until the year the transfer
can no longer be recovered by the nonconsenting spouse; that the signing of a
joint return containing such a deduction would be considered evidence of
consenting to the gift, making that year the proper year of deduction, but
that the Service would not shift the deduction to the technically correct year
if the two tax years were similar. Wisconsin no longer has a deduction for
charitable gifting. Instead, Wisconsin has an -itemized deduction credit
{Section 71.09(6r)(a)(71.07(5}], Stats.) that is dependent upon I.R.C.§ 170.
Consequently, the Wisconsin income tax position will be controlled by the

Internal Revenue Service position, despite the differences in approach,

The inheritance tax portion of the paper indicated that the Wisconsin basis

for property received from a decedent was dependent upon I.R.C.§ 1014 with the
Wisconsin value used instead of the federal estate tax value, with marital
property acquiring a full basis adjustment. (See Section 3, below, for changes
on basis). The paper also indicated that the failure of a surviving spouse to
exercise his/he; statutory recovery rights to the marital property components
in insurance, retirement benefits, and other assets, would be treated as equiv-

alent to a disclaimer for. inheritance tax purposes and thus taxed to the person

entitied to receive,

3. “Basis Adjustment for Marital Propeﬁty“.

This position paper again indicated that Wisconsin's basis adjustment was

dependent upon the federal system. While awaiting a determination from the
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Internal Revenue Service, the Department indicated it would provisionally .
grant marital property and survivorship marital property a double basis adjust-
ment (both the decedent's one-half and the surviving spouse's one-half of such
property would get a basis adjustment) including marital property that was a
component in an asset due to mixing marital property with nonmarital property.
The paper also indicated that, if a [.R.C.§ 1014{e) denial of basis adjustment
applied for the decedent's one-half of marital property, a basis change would
also be denied for the surviving spouse's oné-ha1f, pending a contrary Internal
Revenue Service position: It was indicated that 1.R.C.§ 1014{e) appiies where
property is gifted'to a decedent with{n a year of the decedent's death and is
reacquired by the donor from the decedent. The Internal Revenue Service has
commented on the §.1014(e) situation as needing more clarification [November

1986 Newsletterl,

Changes:

A. The November 1986 Tax Practitioner Newsletter indicated that marital

property would receive a basis adjustment as community property. Accord-
ingly, the Department's provisional granting of such double-basis adjust-

ment is permanent,

B. The April 1988 Tax Practitioner Newsletter indicated that survivorship

marital property would also be considered marital property and receive a
basis adjustment as such. Accordingly, the Department's provisional

granting is again permanent.
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The April 1988 Tax Practitioner Newsletter also indicated that property

acquired before the determination date_in either joint tenancy or tenancy

in common exclusively between the spouses after marriage would be‘"deferred
marital property" and w6u1d receive a basis adjustment.as marital property.
The Department considered this position to be in error as such property is
not a classification of marital property, but merely a shorthand term for
property owned by a decedent that would have been marital property if ac-
'quired under marital property law. chh property is subject to the election
by the surviving spouse as a-substjtuté for the one-third elective share the
marital property legislation repealed. .The Department is informed that the
Internal Revenue Service H;s reconsidered its position and now agrees with
the Department that such property would not receive a_marita? property basis
adjustment. (Unpublished Tetter of July 18, 1988, by L. M. Phillips,
Milwaukee I.R.S. District Director.) The Internal Revenue Service also
indicated that the faugmented marital property estate” property is not to
receive a marital property basis treatment for the same reason. The property
incTuded in the decedent's estate will still receive a basis adjustment

to date of death value.

The Department's understanding of the I.R.S. position on joint temancies
exclusivelymbetweaanpqysesfigythgp marital property and joint tenancies
are incompatible ownership forms, so that a joint tenancy, whether all
marital property or containing assets that.previousTy were marital property,
will not receive a marital property basis adjustment. Section 766.60(4)(a),
Stats., is cited as a basis for this position for common Jaw tenancies
created before the determination date; for joint tenancies created
exclusively between spouses after the determination date, the provision

1ndicétes that the property is survivorship marital property.
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However, the unpublished letter cited in C. above indicated that a marital
property agreement can reclassify a joint tenmancy into marital property
under state law and will thus receive a basis treatment by the Internal
Revenue Service as marital property. This is a constructioﬁ apparently based
on Revenue Ruling 87-98, 1987-2 C.B. 206, cited in the April 1988 Newsletter.
That ruling, which did not deal with Wisconsin law, held that if state law
characterized a joint tenancy as community property, the Internal Revenue
Service would treat the asset as community property for basis purposes.

This Internal Revenue Service position was previously mentioned in the
November 1986 Newsletter in a discussion of sec. 1014(e), I.R.C., where

the Service indicated that it "would likely recognize" a marital property

agreement reclassifying a common law tenancy.

The Department's position paper provisionally granted a marital property
basis adjustment for marital property components in a joint tenmancy. The
Internal Revenue Service position is contrary to the provisional position
taken by the Department, and will control for Wisconsin income tax purposes
under present law. Consequently, absent a marital property agreement, a
joint tenancy will not Be treated at death as containing marital property
for basis purposes by Wisconsin. It would also appear that a marital
property agreement must reclassify the whole of the commen law tenancy,

under the Internal Revenue Service position.

1t is the Department's understanding that the Internal Revenue Service

position on tenancies in common is the same as for joint tenancies, but

. that there is little case law or other authority on the question, and that
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this position would be reevaluated as case Taw occurs,
Section 766.60(4)(b)1.b., Stats., provides that a tenancy in common
created exclusively between the spouses after the determination date is

marital property.

The Department's position paper provisionally granted & basis adjustment
for marita1:property components in a tenancy in common. Since the Internal
Revenue Service position, although not apparently as strongly held as the
Joint tenancy position, is still contrary to the provisional position
taken by the Department, it will control for Wisconsin income tax purposes

under present law.

The April 1988 Tax Practitioner NewsTetter indicates that it is possible to

Create a marital property component in separate property under sec. 766.63(2),
Stats. That provision states that marital property is created when a spouse
applies substantial labar or skill to either spouse's nonmarital property if
substantial appreciation of the property results and if the reasonable com-
pensation was not received for the labor (often called the "substantial efforts"
rule}). The Department believes that the Newsletter's use of "separate" prop-
erty was inadvertent,'as was the reference to the efforts being made by only
the "non-title, spouse”. Whether the result of the "substantial efforts" rule,
or the addition of marital property to a solely-owned asset, another statute,
sec. 766.63(1), Stats., provides that a reclassification of the entire asset
to marital property occurs unless the nonmarital property component of the
asset can be traced (popularly called the "mixing" rule). The Department's
position paper assumed that the "mixing" rule resulted in marital property

that would receive a basis adjustment as such. The Internal Revenue Service
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position does not indicate whether the mixing rule would reclassify th;
entire asset.r The Department will continue to assume that a reclassification
of the entire asset to marital property occurs whenever the nonmarital
property portion cannot. be traced. Where the nonmarital portion is traceable,
the Internal Revenue Service position would seem to require a marital

propert} basis adjustment for the marital property component only.

4. Addendum to "Basis Adjustment for Marital Property".

This position paper covered basis adjustment of assets owned by one or both
spouses with a non-spouse. The Internal Revenue Service position, as stated
in the April 1988 Newsletter and the unpublished letter, is that there can be
ne maéita1 property in an asset held with a non-spouse. The Department had
assumed that the "substantial efforts" and "mixing" rules could result in
either reclassification of the spouse's interest or recognition of the iden-
tified marital property component. Accordingly, there will be no adjustment
on a marital .property basis of such an asset on the federal level, and

correspondingly, on the state level under existing Taw.

5. Retroactive Reclassification of Income Received Under Marital Property

Law".
This position paper indicated that once income had acquired a character, it

was not possible to reclassify the income federally. Since Wisconsin's starting

point for income determination was the federal adjusted gross amount, the same
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situation applied for Wisconsin, It was also indicated that retroactive reclass-
ification was not possible for tax purposes whether attempted by marital property
agreement or order of a divorce court. The January 1987 Newsletter contained

Tanguage which supported this position.

Caution The Department has become aware of a number of agreements which would
also be ineffective attempts at retroactive reclassifications. Examp1e:. Hus~
band and wife agree on December 20, 1988, that in the year of their divorce, all
the income from January 1 of that year until the divorce decree is individual
property of the earning spouse. Since the year the divorce decree is granted
is an unknown, income will have a marital property character until the decree
is granted, at which time the agreement would attempt to reclassify it as in-
dividya] income from that date back to January 1 of tﬁat year. The agreement,
while dealing with future income, still attempts to reclassify income that will
be received before a described (but unknown) date, just as if the spouses had
agreed to reclassify their prior income at the time of the divorce proceeding.
‘In essence, if the spouses wish to have their income be individual income in
order to simplify their téx filings, they must do so by picking future periods
which are ascertainable at the time of the signing of the agreement, such as:

1989 and thereafter; January 1, 1989 to December 31, 1991; etc,

Caution The Department has also become aware of language being used in marital
property agreements that is potentially troublesome. Some agreements recite
that income is rec1assified-“for income tax reporting purposes only". It is
the Departmentis belief that classifications for income tax reporting purposes
only, without there being a corresponding property law classification, is not

effective,



6. “Homestead Credit Under Marital Property Law®.

This paper indicated that since the starting point for income for homestead credit
purposes is the Wisconsin adjusted gross income, the provisions affecting income
for tax purposes also applied for homestead credit purposes, such as the "innocent
spouse" provision separate filer and sec. 71.01(1r), [71.10(6)(d)], Stats. The
position paper dealt primarily with spouses who were filing separate retufns and
no changes have occurred. As to spouses who file joint income tax returns, it
should be emphasfied that the Departmenht wilt follow thie marital property presump-
tion that all property (including income) is marital property, owned one-half by
each spouse. When a spouse has filed a joint return and applies for homestead
credit, the Department will thus be initially requiring the applicant to report
one-half of the joint return income, even if the applicant never had possession

or control of that amount.

The applicant may report a smaller amount of income for homestead credit purposes
from a joint return, but the applicant will have the burden to show the Department

that the unreported income was the individual income of the other épouse.

NOTE For determination of the real estate taxes, the position paper indicates
that marital property law presumed that all property of spouses is marital pro-
perty, and Example 1 dealt with a home acquired in joint tenancy exclusively by
the spouses before January 1, 1986. The position paper atso indicated mixing
marital property into other property would reclassify the other property into
marital property, unless the nonmarital property component could be traced. The

Internal Revenue Services positions on joint tenancies, tenancies in common and
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“mixing" raise questions about the Department's position. However, there is no
need to change any of the examples, including Example 1, since the indicated

amounts are unchanged under the Internal Revenue Service treatment also.
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Wisconsin Tax Bulletin #60
(Excerpt of Pages 11, 12, 13, and 14)

TAX RELEASES

(“Tax Releases™ are designed to provide answers to the specific
lax questions covered, based on the facis indicated. However, the
answer muy not apply to all questions of a similar pature. in
situations where the facts vary from those given herein, it is
recommended that advice be sought from the department, Unless
otherwise indicated, Tax Releases apply for all periods open to
adjustment. All references to section numbers are to the Wiscon-
sin Statutes unless otherwise noted.)

The following Tax Releases are included:

Individual Income Taxes
1. Basis Adjustment Under Wisconsin's Marital Property Law
®-11)
. Corporation Franchise or Income Taxes

1. Carryovers in Certain Corporate Acquisitions (p, 14)
2. Manufacturing for Purposes of the Manufactirer’s Sales
Tax Credit (p. 15)

3. Unrelated Business Income - Exemption for State and
Other Units of Government (p. 15)

Sales/Use Taxes o

1. Cooling Towers - Real or Personal Property/Manufacturing
. 16) _

2. Discount Cards (p. 16)

County Sales/Use Taxes

1. County Tax: Transitional Provisions Relating to Services

®. 16} :

INDIVIDUAL INCOME TAXES

- L. Basis Adjustment Under Wisconsin's

Marital Property Law
Statutes: Section 71.05(10)(e), Wis. Stats. (1987-88)
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Note: This Tax Release applies with respect to deaths occurring
on or after January 1, 1986.

Backeround: Generally, Intemal Revenue Code sec. 1014 pro-
vides that the basis of real or personal property acquired from a
decedent is its fair market value on the date of the decedent’s death
{or on the alternate valuation date, if chosen). In community
property states, a husband and wife usnally are considered as each
owning half of the community property. If either spouse dies, the
surviving spouse’s half of the community property, as well as the
decedent spouse’s half, isentitled to a basisadjustment to the date~
of-death value (IRC sec. 1014(b)(6)). For this double-basis ad-
justment 1o apply, at least half of the community property must be
includable in the decedent’s gross estate for federal estate 1ax
Purpases.

Internal Revenue Code sec. 1014{e) provides that where a dece-
dent receives a gift of apprecialed property within oae year of
death, and the property is reacquired by the donor or the donor’s
spouse, the decedent’s adjusted basis immediately priar o the
decedent’s death is carried over and becomes the donor's (and
donor’s spouse’s) basis in the property. Consequently, there is no
basis adjustment on account of the death. For income tax pur-
poses, IRC sec. 1041 defines any transfer between spouses, even
those for full and adequate consideration, as having been acquired
by gift. Therefore, any transfer to the decedent by the decedent’s
spouse may resultinan IRC sec. 1014{e) basis adjustment denial.

For Wisconsin purposes, the basis of real or personal property
acquired from a decedent is determined under the Intemnal Reve-
nue Code. However, a modification is required, under sec.

71.05(10%e), Wis. Stats. (1987-88), for any difference between -

the federal estate tax value and the Wisconsin inheritance tax
value.

Noig: Throughout this Tax Release, it should be understood that
marital property and survivorship marital property can be created
only while the classification rules of ch. 766, Wis. Stats., apply to
the marriage. These rules apply “during marriage™ which is
defined as that period in which both spouses are domiciled in
Wisconsin that begins at the delermination date and ends at
dissolution of the marriage or at the death of a spouse (sec.
766.01(8), Wis. Stats. (1987-88)).

Qnestion 1: Under Wisconsin’s marital property law, upon the
death of one spouse, will the property of both spouses receive a
double- basis adjustment under sec. 1014(b)}(6), IRC, to the date-
of-death value?

Answer_1: The Intemal Revenue Service has determined that
Wisconsin's marital property system is a type of community
property (Rev.Rul. 87-13, 1987-1 C.B. 20). Therefore, for federal
and Wisconsin tax purposes, cernain property of spouses will
receive a double-basis adjustment under sec. 1014(b)(6), IRC.
However, the Internal Revenue Service has indicated that certain
assets cannot be classified as marital property or as containing
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marital property and, therefore, will nok receive a double-basis:
adjustment upon the death of one spouse.

~ The follbwing-pmpeuy will receive a double-basis adjusiment for

both federal and Wisconsin purposes:

a. Propertyacquiredafter the spouses’ determination date which
*» titled as marital property.

b. Propertyacquiredafter the spouses’ determination date which
is titled as survivarship marital property.

¢. Propertyacquired after the spouses’ determination date which
is classified as marital property or survivorship marital prop-
enty by operation of law (sec. 766.60(4)(b)1. and 2., Wis.
Suats. (1987-88)). For example, if a document of title ex-
presses an intent Lo establisha ienancy incommon exclusively
between spouses after their determination date, the property is
marital property. If a document of title expresses an inlent 1o
establish a joint tenancy. exclusively between spouses after
their determination date, the property is survivorship marital
property.

d. Property acquired before the spouses’ determination date
which is reclassified as marital property by a marital property
agreement or court order. If a marital property agreement of
court order reclassifies the whole of joint tenancy or ienancy
incommon property as marital property, the property will be
treated as marital property for basis adjustment purposes
(Rev. Rul. 8798, 1987-2 C.B. 206).

€. Property acquired before the spouses’ determination date and
titled solely in one spouse's name if, as a resull of mixing, it
is not possible to trace the nonmarital property component.
Mixing can occur in two ways and can resull in éither the
whole of the property, or only a portion, being classified as
marital property.

First, marital property (either cash or assets) can be mixed
with nonmarital property. For example, if one spouse pur-
chased a home prior 10 the marriage and marital property
wages are used to make mortgage loan payments or substan-
tial home improvements, the hame is mixed property. If the
nonmarital property component cannot be traced, the mixing
rule will reclassify the whole of the hame as marital property.
If the nonmarital property component can be traced, only the
remaining component would be classified as marital property.

Second, a marital property component is created when there
is substantial appreciation of nonmarital property resulting
from the substantial effons of either spouse, for which reason-
able compensation was not received.

f. Untitled property acquimdlbefme the spouses’ determination
date where the presumption that the property is marital prop-
enty isa’t rebutied.



8. Untitled property acquired afler the spouses’ determination
- date which the marital property law classifies as marital
property. :

The following property of sponses will not receive a double-basis
~ adjustment for either federal or Wisconsin purposes:

8. Property acquired before the spouses’ determination date in
Jointtenancy solcly between the spouses, It is the department’s
-understanding that the Intecnal Revenue Service’s position is
that marital property and joint tenancy are incompatible
ownership forms; therefore, property held in a joint tenancy
form that was acquired in whole or in part with mariial
property will not receive a double-basis adjustment, even if it

were otherwise classified by the mixing rule as marital prop-

erty, (However, see the exception in previous part ¢.) The
portion of the joint tenancy in the decedent’s estate for death
tax purposes will receive a basis adjustment 1o the date-of-
death value for both federal and Wisconsin purposes. -

b. Property acquired before the spouses’ determination date in
tenancy in common exclusively between the spouses. Itis the
department’s understanding that the Internal Revenue Service's
position on tenancies in common is the same as for joint
tenancies. Therefore, for both federal and Wisconsin pur-
poses, only the property included in the decedent’s estate for
death tax purposes wifl receive a basis adjustment to the date-
of-death valne.

c. Property owned by one or both spousesmlhanotha'person
either as joing tenants or tenants in common, The Internal

Revenue Service has indicated that there can be no marital

property in an asset held with a nonspouse. It appears that a
marital property agreement cannot classify such an asset as
marital property. A basis adjustment to the date-of-death
value will occur only upon the death of the titled spouse; the
death of the nontitled spouse will not result in a basis adjust-
ment. :

d. Property owned by a decedent that would have been marital
property if acquired under the marital property law, called
“deferred marital property,” and “augmented marital property
estate” property. Despite the Internal Revenue Service's pre-
vious statement to the contrary, the Internal Revenue Service
now agrees with the department that such property will not
receive a double- basis adjustment. However, the property

included in the decedent’s estate for death tax purposes will ‘

still receive a basis adjustment to the date-of-death value,

Ezample: A husband and wife were married and domiciled in
Wisconsin on January 1, 1986. They did not have a marital
property agreement. On September 1, 1988, the wife died. The
hosband is the sole beneficiary of the wife's estate. At the date of
death, the husband and wife owned the following property:

a. Home acquired in 1960in jointtenancy for $35,000. Substan-
tial improvements costing $25,000, which were paid for out of

marital property funds, were made in 1987. The home's fair
market value on September 1, 1988, was $150,000.

-b. Rental property acquired in 1975 in tenancy in common for

$100,000. Mortgage payments made in 1986, 1987, and 1988
were from marital property. Depreciation of $59,250 was
claimed. The property's fair market value was $350,000 on
September 1, 1988,

¢. Stock A acquired in 1970 by the wife by inheritance. Its fair
market value in 1960 was $1,000 and on September 1, 1988
was $100,000.

d. Smck B acquired in 1986, titled as marital property, for
$10,000. Tts fair market value on September 1, 1988, was
$11,000.

e. Stock C acquired in 1980 by the wife for $15,000 using her
wages, and tided in her name alone, lis fair market value on
September 1, 1988, was $20,000,

The husband’s new basis in the property is computed as follows:

a. Home
Amount subject 1o death tax
(1/2 x $150,000), plus $ 75000
Amount of original basis not adjusted
above (172 x $60,000) 30,000
Total basis of home $105,000
b. Rental property
Amount subject to death tax
(1/2 x $350,000) $175,000
Amount 'of original basis not adjusted
y above (1/2 x ($100,000 - $59,250)) 20375
Total basis of rental property $195,375
c. Stock A
Amount subject to death tax
(100% x $100,000) ‘ $100,000
Amount of criginal basis not adjusted
. above (full basis adjusted above) -0-
Total basis of stock A $100,000
d. Stock B
Amount subject to death tax .
(122 x $11,000) 3 5500
Amount of marital property not adjusled
© above (1/2 x $11,000) 5,500
Total basis of stock B $ 11,000
¢. StockC '
Amount subject to death tax
(100% x $20,000) $ 20,600
. Amount of original basis not adjusted
above (full basis adjusted above) -0-
Yotal basis of stock C $ 20,000

AN



COnpestion 2: If spouses use a marital property agreemeat o
reclassify their property as marital property, to pass to the survivor
of the two atdeath, and one spouse dies within one year of making
the agreement, will either the decedent’s onc-half o the surviving
spouse’s one-half of the newly-reclassified marital property re-
ceive a basis adjustment?
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Answer2: Under IRC sec. 1014(e), the transfer to the decedent by
the decedent’s spouse would yesult in the denial of a basis
adjustment to the decedent's one-half of such property that passes
back to the spouse. However, it is unclear whether the surviving
spouse’s one-half of such property will receive a basis adjustment.
It is the department’s position, contingent upon a contrary ruling
by the Intemal Revenue Service, that if a sec. 1014(e), IRC denial
exists for the decedent’s one-half, a basis adjustment is also
denied for the surviving spouse's one-half of the preperty.

o



Supplemental Committee Note to 1985 Act 37
(Subsection 766.51(4))

Clarifies that a gift of
marital property to a 3rd person by a spouse who hag the
right to manage and control the marital property is
"subject to remedies provided under ch. 766". The revised
language replaces the rule that the right te manage and
control marital property permits gifts of that property
*only to the extent provided in s. 766.53". The revised
language assumes that, even if a remedy is available, the
gift was made when the transfer occurred. '

A-93






Appendix B

Rev. RuL 66-283 ... ...ttt B-3

Rev. Rul 68506 . ........................coeeeeeeeeaene ... B
Rev.RuL 69-346 . ...ttt B-6
Rev. RuL 71-51 ....... e e B-7
Rev.RuL 73-390 . ... i, B-8
Rev.Rul 76-490 . ... ..., B-9
Rev. Rul 77-359 . .. ... i i, B-11
Rev.RuL 81-221 .. ... . it B-12
Rev.RuL 87-13 ... ... e B-13
Rev.RuL 8798 ............. e e e e it B-14
Rev. RuL 87-112 ... ... i e e B-15
LRC§1014 ..ot e e B-17
LRC §1041 ... B-20

B-1






SECTION 1014.—BASIS OF PROPERTY ACQUIRED FROM
- A DECEDENT

26 CFR 1.1014-2: Property acquired Rev. Rul. 66-283
from a decedent.

(Also Sections 2033, 2036, 2038 ; 20.2083-1,
20.2036-1,20.2038-1.)

A husband and wife transferred their California community prop-
erty to a revocable trust, reserving to themselves a life income in-
terest therein. Upon the death of one of the spouses, one-half of the
valune of the community interest in the property held in the trust is
includible under sections 2033, 2036(a) (1) and 2038(a) (1) of the
Internal Revenue Code of 1954 in determining the value of the deced-
ent’s gross estate. The property which represents the surviving
spouse’s one-half interest in the community property held in the
revocable trust is considered nnder section 1014 (b) (6) of the Code
to have been acquired from or to have passed from the decedent
and its basis is determined in accordance with the provisions of sec-
tion 1014 (a) of the Code.

Advice has been requested with respect to the application of section
1014(b) (6) of the Internal Revenue Code of 1954 to the income tax
basis of a surviving spouse’s one-half interest in California ecommunity
prg})erty which has been transferred to a revocable trust.

and W are husband and wife and domiciliaries of the State of
California. Under California community property law a hushand
and wife may by agreement characterize their property as community
or separate. Section 158 of the California Civil gode; Mears v.
Mears (1960) 4 Cal. Rptr. 618; Tomaier v. Tomaier (1944) 146 P. 2d
905. Under California law, community property may also be held
by a trustee without losing its character as such. Berniker v. Berniker
(1947) 182 P.2d 557. In 1958 H and W executed a revocable trust and
transferred to it certain property held by them as community prop-
erty under the laws of California. The trust instrument provides that
the property transferred to the trust shall retain its character as
community property. Under the terms of the trust, & and W, as
long as both are alive, may at any time alter, amend or revoke the
trust in whole or in part, provided that any part of the trust estate
so withdrawn shall be transferred to & and W as community prop-
erty. The net income from the trust is community property, and is
to be paid to or applied for the benefit of the grantors.

Upon the death of either & or W, the trust estate is to be divided
into two equal shares, each to be held and administered as a separate
trust. One share is to consist of the community interest of Z, and
the other of the community interest of W. During the lifetime of the
survivor, the trustee is to pay to the survivor all of the net income
from his or her share, and to pay to the survivor and another desig-

. nated beneficiary the net income from the decedent’s share. The trust
consisting of the community interest of the decedent is to be irrevoca-
ble, but the trust consisting of the survivor’s community interest may
be altered, amended, or revoked by the survivor at any time.

One of the spouses died in 1965. As of the date of the decedent’s
death, the trust had not been altered, amended or revoked.

Section 1014(b) (6) of the Code provides, in pertinent part, that
in the case of decedents dying after December 81, 1947, property which
represents the surviving spouse’s one-half share of community prop-
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erty held by the decedent and the surviving spouse under the com-
munity property laws of any State, is considered, for purposes of
section 1014 (a) of the Code, to have been acquired from or to have
passed from the decedent if at least one-half of the whole of the com-
munity interest in such property was includible in determining the
value of the decedent’s gross estate under chapter 11 of subtitle B
(sec. 2001 and following, relating to estate tax).

Section 676(2) of the Code, dealing with power to revoke, treats
the grantor as the owner of any portion of & trust where he has at
any time the power to revest in himself title to such portion. Section
671 of the Code provides, generally, that where the grantor is treated
as the owner of any portion of a trust under subpart E (sec. 671 and
following), part I, subchapter J, chapter 1 of the Code, the items
of income, deductions, and credits aganst tax of the trust whic[. are
attributable to that portion of the trust shall be included in computing
the taxable income and credits of the grantor.

For purposes of section 1014(b) (6) of the Code, # and W are
considered as continuing to own the property transferred by them
to the revocable trust as their community property.

Under section 2033 of the Code the value of the gross estate includes
the value of all property to the extent of the interest therein of the
decedent at the time of his death.

Section 2036 (a) (1) of the Code provides that the value of the gross
estate shall include the value of all property to the extent of any
interest therein of which the decedent has at any time made a transfer
(except in case of a bona fide sale for an adequate and full considera-
tion in money or money’s worth), by trust or otherwise, under which
he has retained for his life or for any period not ascertainable without
reference to his death or for any period which does not in fact end
before his death the possession or enjoyment of, or the right to the
income from, the property.

Section 2038 (a) (1) of the Code provides that the value of the gross
estate shall include the value of all property to the extent of any
interest therein of which the decedent has at any time after June 22,
1936, made a transfer (except in case of a bona fide sale for an adequate
and full consideration in money or money’s worth), by trust or other-
wise, where the enjoyment thereof was subject at the date of his death
to any change through the exercise of a power (in whatever capacity
exercisable) by the decedent alone or by the decedent in conjunction
with any other person (without regard to when or from what source
the decedent acquired such power), to alter, amend, revoke, or termi-
nate, or where any such power is relinquished in contemplation of
decedent’s death. _

In this case, one-half of the value of the community interest in the
property held in the revocable trust is includible under sections 2033,
9036 (a) (1), and 2038(a) (1) of the Code in determining the value
of the gross estate of the first spouse to die, because both spouses had
retained for their lives the right to the income from the community
property held in the trust and possessed at the date of the decedent
spouse’s death a power to alter, amend or revoke the trust. The
property which represents the surviving spouse’s one-half interest in
the community property held in the revocable trust is considered under
section 1014 (b) (6) of the Code to have been acquired from or to have

assed from the decedent and, accordingly, its basis is determined
under the provisions of section 1014 (a) of the Code.



SECTION 1014—BASIS OF PROPERTY ACQUIRED FROM A
‘ DECEDENT

26 CFR 1.1014-1: Basis of property acquired © Rev. Rul. 68-506
from a decedent.
{Also Section 691; 1.691(a)-1.)

Advice has been requested whether, for Federal income tax pur-
poses, any part of a lump-sum ecash distribution paid to a retiring
employee is property acquired from a decedent under the circumstances
described below.

4 and his wife B lived in a community property state. B died
intestate in 1965, leaving A as her only heir. A Federal estate tax
return was not required to be filed. In 1966, A received upon retire-
ment a lump-sum cash distribution payable to him from an employee’s

trust exempt from tax under section 501 (aa) of the Internal Revenue
Code of 1954 as an organization described in section 401(a)} of the
Code. The amounts to be credited in the account were completely
vested at the time of B’s death. Under the provisions of section 402
(2)(2) of the Code, the excess of the distribution over A’s contribu-
tions to the trust is long-term capital gain.

If property acquired by a husband and wife is commnunity property
under the laws of their state and, if on the death of one of them at
least one-half of the whole of the community interest in such property
is includible in determining the value of tﬁe decedent’s gross estate,
then that part of the property which represents the surviving spouse’s
one-half share of community property is considered to have been ac-

uired from the decedent under section 1014(b) (6) of the Code and
the one-half share of community property which is includible in the
estate of the decedent is considered to have been acquired from the
decedent under section 1014 (b) (1) of the Code. Under section 1014(a)
of the Code the basis of property in the hands of the person acquiring
the property from the decedent is its fair market value at the date of
death or other applicable valuation date.

Although £’s one-half community interest in the amount to be dis-
tributed from the employees’ trust was includible on her death in her
gross estate for Federal estate tax purposes, the income element em-

odied in the interest did not lose its character as income for Federal
income tax purposes, and was inherited by A as a right to income in
respect of a decedent. See sections 402 (a) and 691 (a) of the Code. The
basis rules under section 1014 of the Code are inapplicable to income
in respect of a decedent. See section 1014 (c) of the Code.

Accordingly, the amount that represents B’s vested interest in the
employees’ trust attributable to the capital gain element in the lump-
sum distribution from the employees’ trust does not acquire a basis
under section 1014(a) of the Bode. Furthermore, this amount is in-
cludible in the gross income of A as income in respect of a decedent at
the time he recelves the lump-sum distribution.

With respect to 4’s one-half community interest in the employees’
trust, which undér the provisions of section 1014(b) (6) of the Code is
considered to have passed to him from the decedent, the income element
embodied in the interest did not lose its character as income. Inasmuch
as it is deemed to have passed to him from the decedent, it too is income
in respect of a decedent and, as such, acquires no basis under section
1014(a}) of the Code. Compare Stanley et al v Commissioner, 338 T,
2d 434 (1964), involving the analogous principle relative to install-
ment obligations.
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3 CFR 25.2511-2: Cessation of donor’s

dominion and control.
The efective date of a gifi, under on ogree-
mwen! whareby a wile ag to tronsfer her

comenunily interest in her husband's csiote 1o o
mstomentary irust for her benefil when bhis
wiole is seiiled, is the dote of her hushand’s
death.

Rev. Rul. 69-346

Advice has been requested as to the
eflective date of a transfer of property
for Federal gift tax purposes pursuant
to section 2511 of the Internal Revenue

., Code of 1954 under the circumstances
described below.

The taxpayer and her husband, both
domiciliaries of the State of Washing«
ton, entered into an agreement that
was properly executed in compliance
with section 26.16.120 of the Revised
Code of Washington. Under the terms
of the instrument the taxpayer agreed
that if her hushand would make pro-
viglons for her comfort in a trust to be
ereated under his will, she would trans-
ler her one-half interest in their coms-
munity property to the trust. However,
the agreement provided that the tax-
payer would not be required to transfer
her interest to the trust until the exe-
tutor had completed its admin!stration
o the husband's estate and had as-
aumed its duties as trustee.

The taxpayer's husband died In 1867
leaving a will consistent with the agree-
ment. At the time of his death, the
value of the property that the taxpayer
was required to transfer was greater
than the interest that she acquired.
As of December 31, 1367, the trust
under the husband’s will was not yet
established and the taxpayer was not
required to transfer ownership of her
interest to the trustee. The question
presented is when, for Federal gift tax
purposes, the taxpayer will he deemed
to have made s completed gift.

Sectlon 26.16.120 of the Revised Code
of Washington provides that no law of
the State of Washingion shall prevent
8 hushand and wife from lointly enter-
ing into any agreement concerning the
status or disposition of the whole or
any portion of the community prop-
erty then owned by them or afterwards
to be acquired by them, which agree-
ment shall take effect upon the death
of either, It has been held that an
agreement entered into in conformance
with that statute is an enforceable
contract, which contract becomes com-
pletely executed when one of the par-
ties to the contract dles, In Re Witl«
man’e Estate, 58 Wash, 2d 841, 365 P.
2d 17 (1961): In Re Brown's Estate, 29
Wash, 2d 20, 185 P, 2d 125 (194D,

Section 2501 of the Code imposes &
tax on the transfer of property by
gift. Generally, a transfer is complete
when the donor has so parted with
dominion or control as to leave in him
ne power to change its disposition,
whether for his own benefit or for the
benefit of another. Section 25.2511-2
(b} of the Gift Tax Regulations.

Revenue Ruling 69-347, this page,
this Bulletin, holds that the efiective
date of a gift for Federal gift tax pur-
poses is the date upon which a promise
to make a future transfer becomes en-
forceable under State law, and not the
date upon which an actual transfer of
property is made, provided the gift is
susceptible of valuation at the time it
becomes enforceable.

In the above-described circum-
stances, the agreement between the
taxpayer and her husband was enforce-

able at the time entered into. However,.

it was not determinable at that time
whether the taxpayer had made & gift
and, if so, of what value. Accordingly,
it is neld that the taxpayer in the in-
stant case s not considered to have
made a taxable gift until the death of
her husband, at which time the amount
of the gift first became susceptible of
valuation. Compare Pacific National
Bank of Seattle, Execulor v. Commis-
siomer, 40 B.T.A. 128 (1939), acquies-
cense, C.B. 1939-2, 28; Estale of
Emma Bressani v. Commissioner, 45
T.C. 313 (1966}, acquiescence, CB,
1966-2, 4.
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Section 2h56.—Bequests, etc.,
to Surviving Spouse

26 CFR 20.2056(b)~1: Marital deduciion;
limitation in case of life estate or oiher
“terminable interest”,

{Alse Section 2036; 20.2036-1.)

Jointly owned property, restricted
by a joint and mutual wil! as to its
uftimate distribution, and life insur
ance proceeds passing to a surviv
ing wife qualify for the marital de
duction and the total value thereof
is includible in her gross estate.

Rev. Rul. 71-51

Advice has been requested as to the
treatment, for Federal estate tax pur
poses, of jeintly owned property and
the proceeds of life insurance under
the circumstances described below.

A husband and wife owned certain
property as joint tenants. The husband
owned several insurance policies on hi
life in which his wife was designated
beneficiary. In 1955 they executed 3.
joint, mutual, and contractual will that
provided ‘that all property, real as well
as personal, of whatever kind and
wherever situated at the time of th
death of either, was to be held by the
survivor during his or her life with
the right to the income therefrom for
Hfe. Upon the death of the survivor,
the remainder interest in the prop-
erty was to be distributed to their
children,

In 1964 the husband died. His gross
estate consisted mainly of the afore-
mentioned jointly held property and
the proceeds of the policies of
insurance.

The surviving wife died in 1968.
The property originally held jointly
with her husband and the insurance
proceeds remained substantially intact
and were distributed to the children as
required by the terms of the joint and
mutual will,

The following specific questions
arose.

Question ]. In view of the outstanding
joint and mutuai will, does the interest in
property that passed to the surviving wile
upen the deith of her hushand qualily for
the marital deduction?

Question 2. Is the value of property
eriginally held jeintly with her hushand and
the vatue of the procceds of the insurance

on his life includable in the deceased wife's
gross estate?

Scction 2036{a) of the Inteimnal
Revenue Code of 1954 provides that
the value of the gross estate shall in-
clude the value of all property to the
extent of any. interest therein transfer-
red by the decedent without considera-
tion, by wust or otherwise, under
which he has retained for his life the
possession or enjoyment of, or the right
ta the income from the property.,

Section 2056{a) of the Code pro-
vides that in determining the value of
the taxable estate for Federal estate
t2x purposes a marital deduction shall
be allowed from the value of the gross
estate in an amount equal to the value
of any interest which passes or has
Passed from the dezedent to his surviv-
ing spouse, subject to certain condi-
tions and limitations. Sectien 2056(b)
of the Code provides, however, that if
the interest passing to the surviving
Spouse is a “terminable interest,” no
deduction shall be allowed for such in-
terest. Scetion 2056(e) (5) of the Code
Provides that property interests de-
volving upon the surviving spouse as
Surviving coowner with the decedent
Under anv form of ioint ownershio

under which the right of survivorship
existed are considered as passing from
the decedent to his surviving spouse.
Under the general rule relating to
joint tenancies, a joint tenant who sur-
vives does not take the interest of the
other tenant from him as his successor,
but takes it by right under the instru-
ment by which the tenarcy was cre-
ated. Thus, joint tenancy property
passes outside of a will even though the
interest that vests in the surviving
tenant is limited by the tenus of the in--
“strument. Similarly, the proceeds of
life insuranee pass to the nauned bene-

" ficiary by reason of the dwsignation in

the insurance contract and no under
the will or pursuant to any contractual
provision in the will. Any restriction
limiting the surviving tenant’s (bene-
ficiary’s} interest to a lile estate is not
placed on the property by the dece-:
dent, but arises out of the contract vel-
untarily emered into by the sunvivor,
Estate of Emmet Aictry v. Commis-
sioner, 221 F. 2d 749 (1935, IV, R.
McLean v, United States, 224 F. Supp.
726, affirmed, 15 AFTR 1353, 63-2
LSTC 12,326 (1963}, and United
States . La Rue Ford, 377 F. 2d 93
19673,
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Accordingly. it is held in answer to
Question I that complete ownership
of the jointly held property and the
proceeds of insurance passed from the
decedent to the surviving wife within
the meaning of 2056(e) of the Code.
Such complete ownership is a nons
terminable interest that qualifies for
the marital deduction under section
2036(a) of the Code notwithstanding
that such property is subject to the re-
striction of the joint and wsstual will
as to its ultimate distribution.

The surviving wifc's survivorship in-
terest in the jointly held property and
the insurance proceeds ripencd into ab-
solute ownership upon the death of her
husband. However, under the con-
tractual aspects of the joint and mutual
will that were irrevocable at the death
of the hushand. the wife's fee interest
in the property was reduced to a life
estate, the remainder interest passing
to the children. Thus, the wife is
deemed to have made a transfer in
1964 of the entire value of the prop-
erty, under which she retained for her
life the right to the income from thy
property. -

Accordingly, it is held in answer to
Question 2 that the entire valuc of the
remainder of the property held jointly
with her husband and the proceeds of
insurance on his life is includible in the
deceased wife's gross estate under sec-
tion 2036 of the Code.



26 CFR 1.61-1: Gross income.

Community income; separate
earnings agreement; Catifornia. In-
come earned by either a husband
or wife for personal services, sub-
sequent to a valid agreement under
California law that the earnings of
each would be the separate prop-
erty of the earner, is treated as
the separate income of the spouse
earning the income and not as
community income; G.C.M. 18884
superseded.

Rev. Rul. 73-390*

The purpose of this Revenue Rul
ing is to update and restate, under
the current statute and regulations,
the position set forth in G.C.M. 18884,
1937-2 C.B. 58.

The question presented is whether,
under the circumstances deseribed
below, the separately earned income
of spouses residing in California is
treated as their separate or community

* Prepared pursusnt to Bev. Proc. 67-6, 1967-1 £.B,
576,

income, for Federal income tax pur-
poses.

A husband and wife, residing and
working in California, entered into a
valid agreement whereby it was stated
that any income subsequently earned
by either of them for personal serv-
ices. would be his or her separate
property.

Under California law, the respec-
tive interests of the husband and wife
in community property during con-
tinuance of the marriage relation are
present, existing, and equal. See sec.
tion 5105 of the Civil Code of Cali-
fornia. The ecarnings of a husband
and a wife during marriage are nor-
mally community property of the
spouses. Thorpe v. Thorpe, 75 Cal
App. 2d 605 (1946); Sbarbaro v.
Rosa, 48 Cal. App. 2d 584 (1942).

Under California law, either hus-
band or wife may enter into any en-
gagement or transaction with the
other, or with any other person, re-

" specting property, which either might

if unmarried, subject, In transactions
between themselves, to the general
rules which control the actions of per-
sons occupying confidential relations
with each other. See section 5103 of
the Civil Code of California.

Where a husband and wife, resid-
ing in California, entered into a valid
agreement that the wife’s earnings
would be her separate property, such
earnings could not be taxed as com-
munity income. See Dale Van Every
v. Commissioner, 108 F.2d 650 (1940),
certiorari denied, 309 T.S. 689
(1940); Helvering v. Hickman, 70
F.2d 985 (1934), XIII-2 C.B. 274
(1934). See also Rev. Rul. 73-391,
this page, which involves the treatment
of amounts paid by a partnership to a
husband for services where the hus-
band and his wife are members of the
partnership.

Accordingly, in the instant case,
since' the husband and wife entered
into a valid agreement under the law
of California, whereby any income
subsequently earned by either of them

B-8

for personal services would be his

her separate property, such incon
earned by either of them after tl
agreement was consummated is treat:
as the separate income of the spou
earning the income and not as cor
munity income, for Federal incon
tax purposes.

G.C.M. 18884 is hereby supersede
since the position set forth therein
restated under current law in
Revenue Ruling.



26 CFR 25.2511-1: Transfers in general,
(Also Section 2503; 25.2503-3.)
Insurance policy transferred to
irrevocable trust; employer's plan,
Life insurance premiums voluntar-
ily paid by an employer with re-
spect to a group term pelicy held
" by an irrevocable trust created by
an employee are subject to tax as
indirect transfers by the employee
and qualify as a gift of a present

interest for purposes of the annual
$3,000 excl usion.

Rev. Rul. 7 6490

Advice h.as been requested whether
certain life insurance premiums paid by
an employ er with respect to a group
term policy held by a trust created by
an employee are subject to the gift
tax under section 2501 of the Internal
Revenue Code of 1954 as indirect
transfers under section 2511 of the
Code, under the circumstances de-
scribed bhelow, and if so whether the
gift is a gift of a present interest that
qualifies for the annual exclusion
under scetion 2503(h),

In 1970, X Company entered into
an agreement with an insurance com-
pany providing for a master group
term inisurance policy insuring the
lives of its employees. Only an m-
ployee "was entitled to be insurea. By
the tenms of the insurance contract,
premiuns were to be paid monthly in
advance, on the first day of each
month, by X Company. On January
31, 1975, 1D, an employee of X Com-
pany, created an irrevocable trust and
assigned thercto all right, title and
interest in J} group term life insurance
policy on JD's life issued pursuant to
the master jpolicy. Under the terms of
the trust, the beneficiary or the bene-
ficiary’s estate was to receive the full
proceeds of the policy immediately on
D’s death.| :

The policy assigned to the trust
provided finsurance. coverage in ara
amount of 200x dollars until D reache .4
age 63, or ceased employment with
X Company, whichever occurred fi rst.
Neither D nor the trust had a r.op-
tractual right to require X Com pany
to maintain the group contract. The
premiums paid by X Company with
respect to D's group insurance cover-
age were not reperted as gifv, by D
in 1975. D did not report sur:h sums
as gifts because of D's belief that, by
reason of the assignment, X Com-
pany paid the premiums for the direct
benefit of the trust benefici ary.
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Section 2501 of the Code imposes a
tax on the transfer of property by gift
during a calendar quarter by any in-
dividual, Section 2511 provides that,
subject to certain limitations, the gift
tax applies whether the transfer is in
trust or otherwise, direct or indirect,
and whether the property transferred
is real or personal, tangible or intangi-
ble. '

Section 25.2511-1(c) of the Gift
Tax Regulations provides that:

# & # a1} transactions whereby property
or property rights or interests are gra-
tuitously passed or conferred upon another,

regardless of the means or device employed,
constitute gifts subject to tax.

Section 25.2511-2(b) of the regula-
tions provides, in part, as follows:

As to any property, ot part thereof or
interest therein, of which the donor has
so parted with dominion and control as to
leave him no power to change its disposi-
tion, whether for his own benefit or for the
benefit of another, the gift is complete.

Section 25.2511-1(h) (8} of the
regulations provides, in part, as fol-
lows:

If the insured purchases a life insurance
policy, or pays a premium on a previ-
ously issued policy, the proceeds of which
are payable to a beneficiary or beneficiaries
other than his estate, and with respect to
which the insured retains no reversionary
interest in himself or his estate and ne
power to revest the economic benefits in
himself or his estate or to change the bene-
ficiaries or their proportionate benefits
{or if the insured relinguishes by assign-
ment, by designation of a new beneficiary
or otherwise, every such power that was
retained in a previously issued policy},
the jnsured has made a gift of the value
of the policy, or to the extent of the
premium paid, even though the right of
the assignee or beneficiary to receive the
benefits is conditioned upon his surviving
the insured, * * *

Section 2503(b) of the Code per-
mits the exclusion of $3,000 of gifts
made to any one donee during the
calendar quarter (except gifts of fu-
ture interests in property), less the
aggregate of the amount of such gifts
to such person during all preceding
calendar quarters of the calendar
year, in determining the total amount
of gifts for the calendar quarter. The
entire value of any gift of a future

interest must be included in the total
amount of gifts for the calendar quar-
ter in which the gift is made.

Section 25.2503-3(a) of the regula-
tions provides, in part, as follows:
“Puture interests” i a legal term, and
includes reversions, remainders, and other
interests or estates, whether vested or
contingent, and whether or not supported
by a particular interest or estate, which
are limited to commence in use, posses-
sion or enjoyment at some future date or
time. The term has no reference to such
contractual rights as exist in a bond,
note * * * or in a policy of insurance, the
obligations of which are to be discharged
by payments in the future, (Emphasis
added,} -

Section 25.2503-3(c), Example (6)

of the regulations, provides:
L pays premiums on a policy of insurance
on his life. All the incidents of ownership
in the policy (including the right to sur-
render the policy) are vested in M. The
payment of premiums by L constitutes a
gilt of a present interest in property.

The interest in the group policy
that the employee assigned to the ir-
revocable trust had no ascertainable
value at the time it was transferred
since the employer could have simply
failed to make further premium pay-
ments. Therefore, no taxable gift oc-
curred. ‘

As to the payment of the premniums
by the employer, it is well established
for purposes of various estate tax pro-
visions that, in an appropriate case, a
transfer by an employee can take place
where, in consideration of an em-
ployee’s past and future services, the
employer promises to pay a survivor’s
benefit. Estate of Bogley v. United
States, 514 F. 2d 1027 (C. Cl. 1973);
Estate of Tully, Sr. v. United States,
528 F. 2d 1401 (Ct. Cl. 1976) ; Estate
of Fried, 3¢ T.C. 805 (1970), aff’d,
445 F, 2d 979 (2d. Cir. 1971), cert
denied, 404 U.S, 1016 (1972). Com-
pare Rev. Rul. 76-304, page 269, this
Bulletin. Of course, the exact timing of
when the transfer takes place would.
depend on all the facts and circum-
stances. Although the case under con-

sideration involves the gift tax, rather .

than the estate tax, the provisions
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dealing with both taxes should,
possible, be interpreted in pari mai
rig, Sanford v. Commissioner,
U.S. 39 (1939), 1939-2 C.B. 340.

Each time 3 premium was paid |
X Company additional compensati
was conferred on D. By irrevocat
assigning the insurance policy to t
trust and continuing participation
the group term life insurance contra
D caused the economic benefit of th
additional compensation to inure
the assignee as each payment w
made.

Accordingly, in the instant ca
each premiym payment made by tl
employer for group term life insu
ance on the life of D, where D irre
ocably assigned the policy to tl
trust, is deemed an indirect transf
by D to the assignee of the policy f
purpases of section 2311 of the Cod
and subject to the gift tax imposed 1
section 25Q1.

In addition, the payment of ea
monthly premium for the group ter
life insurance is not a gift of a futu
interest in property and, therefor
qualifies for the $3,000 annual excl
sion provided by section 2503(b)
the Code.




26 CFR 1.61-1: Gross incomas.
(Also Section 2511; 25.2511-1.)

Community property; conversion
from separate; Washington State,
The tax treatment is set forth for
a hushand and wife, residing in
Washington State, who agree in
writing or orally that all presently
owned and subsequently acquired
real and personal property will be
community property; G.C.M. 19248
superseded.

Rev. Rul. 77-3591

The purpese of this Revenue Ruling
is to update and restate, under the
‘current statute and regulations, the
_position set forth in-G.C.M. 19248,
'1937-2 C.B. 59, concerning the effect,
for Federal income tax purposes, of
‘community property agreements en-
‘tered into between a hushand and wife
residing in the State of Washington.

The taxpayers, husband and wife,
are residents of the State of Washing-

ton. Each presently owns property sep-’

arately, and each expects to separately
acquire property in future years, Dur-
ing 1975, the taxpayers agree in writ-
ing that all presently owned property
and all property to be acquired there-
after, both real and personal, will be
community property.

1 Prepared punment to flev. Proc. 67-6, 19631 C.B.
576.

The specific question presented is
whether such an agreement changes
the status of presently owned separate
property and subsequently acquired
separate property of one spouse to
community property under the laws of
the State of Washington.

The Supreme Court of the State of
Washington in Vol v. Zang, 113
Wash. 378, 194 P. 409 (1920), held
that a written agreement between hus-
band and wife that each parcel of land
wherever situated, both presently
owned or thereafter to be acquired,
should be deemed community property
was a valid contract and operated to
convert separate real property into
community property, In reaching this
conclusion, the court said that under
the laws of Washington husband and
wife were given the right to deal in
every possible manner with their prop-
erty, and that the husband and wife
could change the status of separate
property to community property.

The theory of Voiz v. Zang has been
followed by Washington courts in
more recent cases concerned with this
subject. See Estate of Shea, B0 Wash,
2d 810, 376 P. 2d 147 (1962), Neeley
v. Lockton, 63 Wash, 2d 929, 389 P,
2d 909 (1964), Estate of Verbeek, 2
Wash. App. 144, 467 P. 2d 178
(1970), and Merrimen o. Curl, 8
Wash. App.. 894, 500 F. 2d 765
(1973).

In Estate of Verbeek, the court
stated that it is also true that under
the laws of the State of Washington,
the status of real property as distin-
guished from personal property cannot
be changed by mere oral agreement of
the spouses, See also Leroux v, Knoll,
28 Wash. 2d 964, 184 P. 22 564
(1974}, and Revised Code of Wash-
ington Annotated, Title 26, Section
26.16.050 {1962).

Accordingly, where a hushand and
wife residing in the State of Washing-
on agree in writing that all presently
owned property and all property to be
acquired thereafter, both real and per-
sonal, will be community property,
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such agreement changes the status of
presently owned separate property and
subsequently acquired separate prop-
erty to community property.

Further, if such an agreement is en-
tered into orally, it changes the status
of presently owned separate personal
property and subsequently acquired
separate personal property to commu-
nity property., However, the status of
separate real property located in the
State of Washington can be changed
to community property only by a
proper written agreement.

To the extent that the agreement
affects the income from separate prop-
erty and not the separate property it-
self, the Service will not permit the
spouses to split that income for Federal
income tax purposes where they file
separate income tax returns, See Com-
missioner v. Harmon, 323 US. #4
(1944), 1944 C.B. 166.

Whether the agreement affects only
the income from separate property or
the property itself, the Federal gift tax
is applicable to the conversion of sepa-
rate property into community prop-
erty. Under section 2511 of the Inter-
nal Revenue Code of 1954, a single
gift will take place with respect to the
conversion of the separately owned
properties and the value of the single
gift will be the net difference between
the value of the husband's (or the
wife’s) separate property before its
conversion into community property
and the value of the husband's (or the
wife's) interest in the community
property resulting from the conversion.
Compare Rev. Rul. 69-503, 1969.2
C.B. 179. Additional gifts will occur
with respect to separate properties ac-
quired in future years that will be con-
verted into community property by
reason of the 1975 agreement between
the spouses. The value of the addi-
tional gifts will be determined in the
manner indicated herein with: respect
to the presently-owned separate prop-
erties.

G.C.M. 19248 & superseded since
the position set forth therein is restated

under current law in this Revenue
Ruling.




Sectioch 2036.—Transfers
With Retained Life Estate

26 CFR 20.2036-1: Transfers with retained life
esiale.

Texas community property; de-
cedent's interest in separate prop-
erty. Separate property under Texas
community property law that a
decedent transferred to the spouse
prior to death and which was held by
the spouse as separate property, is
not inciudible in the decedent's
gross estate. Rev. Rul. 75-504 re-
voked.

Rev. Ruf. 81-221
I1SSUE

The Internal Revenue Service has
been asked to reconsider Rev. Rul. 75.
504, 1975-2 C.B. 363, in view of the
Fifth Circuit's opinion in Estate of
Wyly v. Commissioner, 610 F.2d 1282
(5th Cir. 1980), which considers
whether the value of property that is
considered separate property under
Texas community property law is in-
cludible in the gross estate of a dece-
dent under section 2036 of the Inter-
nal Revenue Code when the decedent
transferred separate ownership of that
property to a spouse prior to death.

FACTS

In Rev. Rul. 75-504, A4 gave
$15,000 in cash to spouse B. Prior to
the transfer, 4 held the above amount
as separate property. Upon receipt of

the gift, B placed the entire $15,000 in
a separate savings account. B contin-
ued to hold the money, together with
$3,058 in interest that subsequently
accrued, in a separate savings account
until the death of 4.

Rev. Rul. 75-504 states that under
Texas community property law, al-
though the separate property of one
spouse may be transferred to the other
spousc as separate property, the
donor-spouse retains the right to one-
half the income from the transferred
property subsequent to the transfer.
Accordingly, Rev. Rul. 75-504 con-
cludes that where a deceased Texas
spouse transferred separate property
to the other spouse, one-half of the
value of the transferred property to-
gether with one-half of the accumu-
lated income therefrom isincludible in
the gross estate of the deceased donor-
spouse under section 2036(a)(1) of the
Code. .

LAW AND ANALYSIS

Section 2036(a)(1) of the Code pro-
vides that the value of the gross estate

shall include the value of all property
to the extent of any interest therein of

which the decedent has at any time
made a transfer under which the dece-
dent retained for life the possession or
enjoyment of, or the right to income
from, the property. ,

Section 20.2036-1(a) of the Estate
Tax Regulations provides that if the
decedent retained an interest with re-
spect 1o only a part of the property
transferred, the amount to be in-
cluded in. the decedent’s gross- estate
under section 2036 is the propor-
tionate amount of corpus.

In Estate of Wyly v. Commissioner,
the Fifth Circuit considered the ap-
plicatibn of seccion 2036 in a fact sita-
ation similar to that presented in Rev.
Rul. 75-504. The court reviewed
Texas community property law and
concluded that the donor-spouse’s
community interest in the income of
the transferred property was not a gen-
eral community interest subject to
joint management and control. The
court stated that the donor-spouse had
inchoate rights in the transferred
property that could be asserted only if
the donee mismanaged the property in
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certain ways. Thus, the donor-spo
has a mere expectancy and not a rj,
to the income from the property tra
ferred 1o the other spouse. Accordi
ly, the Fifth Circuit concluded ¢
none of the property transferred
one spouse 1o the other spouse was
ciudibie in the deceased don
spouse’s gross estate under sect
2036(a)(1) of the Code.

In view of Estate of Wyly v. Co
missioner, the Service has determin
that the interpretation of Texas co
munity property law contained in R

- Rul, 7%-504 is incorrect. Under Te;

community property law, as int
preted by the Fifth Circuit, wh
property is transferred from o
spouse o another spouse, the donc
spouse does not possess. a right to «
income from the transferred propernt

HOLDING

The value of property that is co
sidered separate property under Tex
community property law is not i
cludible in the gross estate of
decedent under section 2036 of
Code when the decedent transferr
separate ownership of that property
a spouse prior 1o death.

EFFECTS ON OTHER REVENUI
RULINGS

Rev. Rul, 75-504Ais revoked.



Section 61

26 CFR 1.61~1: Grost income.
{Also Section 66.)

Community property; Wisconsin. Un-
der the provisions of the Wisconsin Mar-
ital Propcny Reform Act, the rights of
spouses in Wisconsin are community
property rights.

Rev, R, 87-13
1ISSUE

How must earned income and invest-
ment income be reported by married in-
dividuals who are domiciled in Wisconsin
in 1986 and file separate federal income
tax retumns?

FAC'I‘S

During all of 1986, A and B were mar-
ried individuals domiciled in the State of
Wiscansin. A and B separated during 1986,
Pricr to the end of 1986 there was no
decree of legal separation or separate
maintenance. During 1986, A realized
$64,000 in wages, and B realized $20,000
in wages and $28,000 in self- -emplayment
income derived from a service business.
B also received $7,200 in dividends from
securities acquired by B before marriage
ang derived $8,000 in capital gains from
the sale of certain publicly held securities,
some of which B acquired before mar-
riage and some of which B acquired dur-
ing marriage by reinvesting the proceeds
of property acquired before marriage. A
and B filed separate income tax returns
for 1986. The provisions of section 66 of
the Internal Revenue Code do not apply
to them. They have not entered into a
marital property agreement or otherwise
modified their statutory property rights.

I..AW AND ANALYSIS

The question presented is whcther, for
“purposes of determining their liabilities
- for 1986 income tax, A and B each real-
ized as income 50 percent of the wages,
business earnings, and investment income
received by the other.

The Wisconsin Maritzl Property Re-
form Act (the Act), Wis. Stat. Ann. sec-
tions 766.001-766.97 {West Supp. 1986),
was enacted on April 4, 1984, cffective
January 1, 1986. The Act is based upon
the ‘Uniferm Marital Propenty Act and
creates a new system of property rights
applicable to property owned by married
residents of Wisconsin,

Under the Act, each spouse has a pres-
ent, undivided 50 percent interest in mar-
ital property. Generally, marital property
consists of property acquired by spouses
“during marriage” and on or afier the
“determination date.” The term “during

marriage” is defined as the period that
begins at marriage and ends at (1) the
death of a spouse, (2) termination of the
matriage by a decree of dissolution, di-
vorce, annutlment or declaration of in-
validity, or (3) entry of a decree of legal
separation or separate maintenance. Wis,
Stat. section 766.01(7) and (8). The “de-
termination date” is the last to occur of
(1) marriage, (2) date of establishment of
marital domicile in the state, or (3) Jan-
uary 1, 1986.

Marital property includes interest, div-
idends, rents and other income from in-
vestment property that is marital property.
Marital property also includes income de-
rived during marriage and after the de-
termination date from the individual
property of a spouse. Income represent-
ing appreciation in the value of the indi-
vidual property of one spouse, however,
remains individual property, unless there
is substantial appreciation due to the sub-
stantial undercompensated efforts of ei-
ther spouse. Wis. Staf. section 766.31.

Generally, individual property is prop-
erty owned by one of the spouses before
the determination date, property ac-
quired by ene of the spouses during mar-
fiage and after the determination date by
gift or inheritance, and property acquired
during marriage and after the determi-
nation date.in exchange for individnal
property or with the proceeds of its sale.

Although not relevant to the present
situation, the Act also provides that spouses
and persons intending to marry may make
enforceable marital property agreements.

Poe v. Seaborn, 282 1.S. 101 (1930),
IX-2 C.B. 202 {1930), holds that where
state law gives cach spouse a present vested
interest in community income and prop-
erty, the gross income of each spouse in-
cludes half of the community income,
Commissioner v. Harmon, 323 U.S. 44
{1944), 1944 C.B. 166, adds that each
spouse s vested half interest in community
property must be dictated by state law as
an incident of marriage. Community
property laws are in cffect in the states of
Arizona, California, [daho, Louisiana,
Nevada, New Mexnoo. Texas, and Wash-
ington.

Unless the rights of the spouses are al-
tered by agreement, the Act automati-
cally vests a 50 percent interest in marital
property in each spouse. Under the pro-
visions of the Act, therefore, the rights of
spouses in Wisconsin are community
property rights. Married individuals who
are not subject to a decree of legal sep-
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aration or separate maintenance, who were
domiciled in Wisconsin during a year gov-
erned by the Act, who file separate re-
tums, and who have not altered their
property rights through a marital property
agreement must cach report 50 percent of
the earnings and investment income. re-
ceived by either spouse during the mar-
riage (as that term is defined by the Act).

HOLDING

Under the relevant provisions of Wis-
consin law, A and B must each report as
income $59,600 (half of the total wages
of $84,000, plus half of the $28,000 self-
employment income, plus half of the $7,200
dividend income). B must report the en-
tire $8,000 capital gain as separate income
because, under Wisconsin law, income
representing the substantial appreciation
in value of the individual property of one
spouse is itself individual property, unless
either spouse’s substantial undercompen-
sated efforts produced the appreciation.




Section 1014.—Basis of Property
Acquired from a Decedent

28 CFR 1.1014-1: Basis of property acquired
Jrom o decedent.

Basis; property acquired from de-
cedent; communitly property. Prop-
erty held in joint ienancy is commu-
nity property for purposes of section
1014(b}(6} of ihe Code if its status

Wwas COmmunity property under state
law.

Rev. Rul. 87-98
ISSUE

If property is held in a common
law estate but, for state law pur-
poses, the property is characterized
as community property, then is that
property community property for
purposes of section 1014(b)}6) of the
Internal Revenue Code?

FACTS

D and D's spouse S, residents of
community property state X, pur-
chased real property in X with com-
munity funds and rook title as joint
tenants with rights of survivorship.
However, D and 5§ later executed
joint wills in which they declared the
property to be a community asset.

Although X is a community prop-
erty state, under the laws of X,
spouses may hold property in joint
tenancy or other common law estate,
Because the laws of X do not make
specific provision for the coexistence
of a common law estate and a com-
munity property interest, taking title
in a common law estate raises the
presumption that the spouses in-
tended 10 terminate the communiiy
interest, effectively transmuting the
property’s character from community
to separate. This presumption is
overcome by evidence thar the
spouses intended for the property not
to be transmuted to separate prop-
erty, in such a case, the community
nature of the property is preserved.
Under the law of X, an express
statement of such intent in joint wills
preciudes transmutation by reason of
taking title in joint tenancy.

D died in 1985. At the time of D's
death, the fair market value of the
property was 100x dollars. The value
of [¥s one-half interest in the prop-
erty was included in D's estate for
federal estate tax purposes.

LAW AND ANALYSIS

Section 1012 of the Code provides
that the basis of property shall be the
cost of such property.

Section 1014(a) of the Code pro-
vides that the basis of praperty in the

hands of a person acquiring the
property from a decedent or to
whom the property passed from a
decedent shall be the fair market
value of the property at the dece-
dent’s death.

Section 1014(b)(6) of the Code pro-
vides that the surviving spouse’s one-
half share of community property
held by the decedent and the surviv-
ing spouse under the community
property laws of any state shalli be
considered to have been acguired
from the decedent if at least one-half
of the whole of the community inter-
est in the property was includible in
determining the value of the dece-
dent’s gross estate for federal estate
tax purposes.

Rev. Rul. 68-80, 1968-1 C.B. 348,
concerns property that was obtained
by a husband and wife as tenants in
common. Even though acquired in
exchange for community assets, it
constituted separate property under
state law. The ruling holds that the
property was not community prop-
erty for purposes of section 1014
(bX6). Accordingly,
spouse’s interest did not take a fair
market value basis on the death of
the first spouse. However, the con-
trolling factor was the state law de-
termination that the property did not
constitute community property. See
Morgan v. Commissioner, 309 U.S.
78 (1940) (focal law creates legal

rights and interests; federal law deter- -

mines the federal tax trcatment
thereof).
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the surviving -

In the present situation, under the
faws of X, the property remained
community property. Even though
the property was held in joint ten-
ancy, a common law estate, the clear
intention of D and S, as expressed in
their joint wills, prevented its trans-
mutation to separate property. Be-
cause it is community property under
state law, it is also community prop-
erty within the meaning of section
1014(b}6). Therefore, §’s interest in
one-half of the property receives a
fair market value basis under section
1014(a). The interest in the one-half
of the property that was considered
to have padded from D and that was
included in D’'s estate also receives a
fair market value basis pursuant to
the provisions of section }014(a).
Accordingly, after D’s death, § owns
the entire property with a basis of
100x dotiars.

HOLDING

If property held in & common law
estate is community property under
state law, it is community property
for purposes of section 1014{b)(6) of
the Code, regardless of the form in
which title was taken.



Section 1041.—Transters Of
Property Between Spouses Or,
incigent To Divorce

26 CFR 1.J041-IT: Treatmens of iransfer of
property beiween spouses or incident lo
divorce. )
{Also Sections 61, 454; 1.61-7, I.454-1)
Transfer of property between
spouses or incident to divorce. The
deferred, accrued interest on U.S.
savings bonds is includibie in the
transferor’s gross income in the tax-
able year in which the transferor
transfers the bonds to the trans-
feror's spouse or former spouse in a
transfer described in section 1041(a)
of the Code, The transferee’s basis in
the bonds immediately after the
transfer is equal to.the transferor's
basis in the bonds increased by the
interest income includible by the
transferor as a result of the transfer
of the bonds.

Rev. Rul. 87-112

ISSUES

(1} If a taxpayer transfers United
States savings bonds to the taxpayer’s
spouse or former spouse in a transfer
described in section 1041(a) of the
Internal Revenue Code, must the

taxpayer include the deferred, ac-
crued interest on the bonds in gross
income in the year of the transfer?

(2} What is the basis in the bonds
of ithe taxpayer's spouse or former
spouse immediately after the transfer
of the bonds?

FACTS

A, an individual who uses the cash
receipts and disbursements method of
accounting, held Series E and EE
bonds with marturity dates after 1985,
The bonds were registered in A's
name and purchased entirely with A's
funds. A had not elected pursuant to
section 454 of the Code currently to
include in income any interest ac-
crued on the bonds. In taxable year
1985, as part of a divorce property
seitiement, A transferred the bonds
to 8, A’s former spouse. B redeemed
the bonds in 1986.

LAW AND ANALYSIS

Section 61(a) of the Code provides
that, unless otherwise excluded by
law, gross income means all income
from whatever source derived, includ-
ing interest.

Under section 454(c) of the Code
and section 1.454-1(a) of the Income
Tax Regulations thereunder, if a tax-
payer holds a United States saving
bond issued at a discount and re-
deemable for fixed amounts increas-
ing at stated intervals, the increase in
redemption value is includible in
£rOsS income as interest income for
the taxable year in which the bond
matures, is redeemed, or is disposed
of, whichever is earlier, unless the
taxpayer elects under section 454 to
report this interest income in the
years in which increments in the
redemption value of the bond occur.

Under section 1.454-1(a)(1) of the
regulations, an owner of Series E
bonds may elect 10 report the incre-
ment on these bonds each year. This
election is cxercised by reporiing as
interest income, with respect to
bonds owned at any time during a
taxable year, the increments that oe-
curred in taxable yeats up to and
including the taxable year for which
the income is reported. The same
rules are applicable to Series EE
bonds.

Section 1041(a) of the Code pro-
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vides that no gain or loss will be
recognized on a transfer of property
from an individual to {or in trust for
the benefit of) (1) a spouse, or {2) a
former spouse (but only if the trans-
fer to the former spouse is incident
to the divorce). The effect of section
1041 is to defer the tax consequences
(recognition of gain or loss) until the
transferee disposes of the property.

Although section 104i(a) of the
Code shields from recognition gain
that would ordinarily be recognized
on a sale or exchange of property, it
does not shield from recognition in-
come that is ordinarily recognized
upon the assignment of that income

to another taxpayer. Because the in- -

come at issue here is accrued but
unrecognized interest, rather than
gain, section 1041(a) does not shield
that income from recognition. The
transferred bonds in the present situ-
ation contain an interest element that
has not been included in income.
Accordingly, the specific rule of sec-
tion 1.454-1(a) of the regulations for
dispositions of interesi-deferred obli-
gations applies to require that the
transferor include the accrued interest
in income in the year of the transfer.
See Rev. Rul, 55-278, 1955-1 C.B.
471 (interest accrved on bonds prior
to reissue Lo transferee includible in
transferor’s gross income for taxable
year in which gift made), and Rev.
Rul. 54-143, 1954-1 C.B. 12
(transferor recognizes interest accrued
on bond upon transfer of interest in
bond to daughter).

Section 1041(b)(1} of the Code pro-
vides that, in the case of any transfer
of property described in section
1041(a), for purposes of subtitle A,
the property will be treated as ac-
guired by the transferee by gift.
Section 1041(b)X2)} provides that, in
the case of any transfer of property
described in section 1041(a), the basis
of the transferee in the property will
be the same as the adjusted basis of
the transferor. In general, section
1041(b)(2) is intended to operate in
the same manner as section 1015(a),
which applies 1o property acquired by
gift in transfers not described in
section 1041{a). The difference be-
tween the two provisions is that
under section 1041(b)(2) the carryover

- basis rule applies to property having
a fair market value less than the
transferor’s basis as well as to prop-
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erty having a fair market value equal
to or greater than the transferor’s
basis. See section 1.1041-1T(d) of the
Temporary lncome Tax Regulations
under the Tax Reform Act of 1984,

Rev. Rul. 79-371, 1979-2 C.B.
294, considered the donee's basis
under section 18015 for an installment
note in a situation where the donor's
transfer of the note to the donee
resulted in the recognition of gain to
the donor. The gain was required to
be recognized under the former vet-
sion of section 453B(a} and (b) of the
Code (section 453(d)(1) and {2) of the
Code as in effect immediately prior
to the enactment of the Iastallment
Sales Revision Act of 1980, 1980-2
C.B. 489). Under section 1015(a), the
donor's basis in the installment obli-
gation at the time of the gift became
the donee’s basis in the instaliment
obligation. That revenue ruling holds
that for this purpose the donor’s
basis is increased to include the gain
resulting from the disposition. Ac-
cordingly, in the instant case, imme-
diately after the transfer the
transferee’s basis in the bonds is the
sum of the transferor’s basis in the
bonds immediately prior to the trans-
fer plus any income recognized by
the transferor under section
1.454-1{(a) of the regulations as a
result of the transfer of the bonds.

HOLDING

(1) The deferred, accrued interest
on United Siates savings bonds is
includible in the transferor's gross
income in the taxable year in which
the transferor transfers the bonds to
the transferor’s spouse or former
spouse in a transfer described in
section 1041(a} of the Code. The
deferred, accrued imterest from the
date of original issuance of the bonds
to the date of transfer of the bonds
to B is includible in A’s gross in-
come. Only the deferred, accrued
interest on the bonds from the date
of the transfer to the date of redemp-
tion of the bonds by 8 is includible
in B's gross income. See Rev. Rut.
54-143.

(2) The transferee's basis in the
bonds immediately afier the transfer
is equal to the transferor's basis in
the bonds increased by the interest
income includibie by the transferor as
a result of the transfer of the bonds.



[Sec. 1014]
SEC. 1014. BASIS OF PRQPERTY ACQUIRED FROM A DECEDENT.

" [Sec. 1014(a)]

(a) IN GENERAL.—Except as otherwise provided in this section, the basis of property in the hands of a
person acquiring the property from a decedent or to whom the property passed from a decedent shall, if
not sold, exchanged, or otherwise disposed of before the decedent’s death by such person, be—

(1) the fair market value of the property at the date of the decedent’s death, or

(2) in the case of an election under either section 2032 or section 81 1(j) of the Internal Revenue
Code of 1939 where the decedent died after Qctober 21, 1942, its value at the applicable valuation

date prescribed by those sections, or

(3) in the case of an election under section 20324, its value determined under such section.

Amendments
P.L.96-222, § 107(a)(2XA)
Amended Code Sec. 1014(a}(3) by changing “section

2032.1" to “section 2032A", applicable 10 estates of dece-
dents dying after December 31, 1976,

P.L. 95-600, § 702(c)1)(A), (cX10):

Amended Code Sec. 1014(a} to read as above, effective as if
such amendment, was included in amendments made by P.L.

94-455 [Sec. 2003(e}, applicable to estates of decedents dying
after December 31, 1976]. Before amendment, such section
read:

“(a) IN GENERAL.~Except as otherwise provided in this
section, the basis of property in the hands of a person
acquiring the property from a decedent or to whom the
property passed from a decedent shall, if not soid, exchanged,
or otherwise disposed of before the decedent’s death by such
nerson. be the fair market value of the property at the date of

the decedent’s death, or, in the case of an election under
either section 2032 or section 811(3) of the Internal Revenue
Code of 1939 where the decedent died after October 21 , 1942,

its value at the applicable valuation date prescribed by those
sections.”

[Sec. 1014(b)]

{b) PROPERTY ACQUIRED FROM THE DECEDENT.—For purposes of subsection (a), the following
property shall be considered to have been acquired from or to have passed from the decedent;

(1) Property acquired by bequest, devise, or inheritance, or by the decedent’s estate from the
decedent; '

(2) Property transferred by the decedent during his lifetime in trust to pay the income for life to
or on the order or direction of the decedent, with the right reserved 1o the decedent at all tirmes before
"his death to revoke the trust; ’

i (3} In the case of decedents dying after December 31, 1951, property transferred by the
‘decedent during his lifetime in trust to pay the income for life to or on.the order or direction of the
decedent with the right reserved to the decedent at all times before his death to make any change in
the enjoyment thereof through the exercise of a power to alter, amend, or terminate the trust;

(4) Property passing without full and adequate consideration under-p: general power of
appointment exercised by the decedent by will; ) ‘ .

(5) In the case of decedents dying after August 26, 1937, property acquired by bequest, devise,
or inheritance or by the decedent's estate from the decedent, if the property consisis of stock or
securities of a foreign corporation, which with respect to its taxable year next preceding the date of
the decedent’s death was, under the law applicable to such year, a foreign personal holding company.
Tn such case, the basis shall be the fair market value of such property at the date of the decedent's
death or the basis in the hands of the decedent, whichever is lower;

(6) In the case of decedents dying after December 31, 1947, property which represents the

surviving spouse’s one-half share of community property held by the decedent and the surviving

. spouse under the community property laws of any State, or possession of the United States or any

foreign country, if at least one-half of the whole of the community interest in such property was

includible in determining the value of the decedent’s gross estate under chapter 11 of subtitle B

{section 2001 and following, relating to estate tax) or section 811 of the Internal Revenue Code of
1939,

(7) In the case of decedents dying after October 21, 1942, and on or before December 31,1947,
such part of any property, representing the surviving spouse’s one-half share of property held by a
decedent and the surviving spouse under the community property laws of any State, or possession of
the United States or any foreign country, as was included in determining the value of the gross estate
of the decedent, if a tax under chapter 3 of the Internal Revenue Code of 1939 was payable on the
transier of the net estate of the decedent. In such case, nothing in this paragraph shall reduce the
basis below that which would exist if the Revenue Act of 1948 had not been enacted;
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(8) In the case of decedents dying after December 31, 1950, and before January 1, 1954,
property which represents the survivor’s interest in a joint and survivor's annuity if the value of any
part of such interest was required to be included in determining the value of decedent’s gross estate
under section 811 of the Internal Revenue Code of 1939, ’ : :

(9) In the case-of decedents dying after December 31, 1953, property acquired from the
decedent by reason of death, form of ownership, or other conditions (including property acquired
through the exercise or non-exercise of a power of appointment), if by reason thereof the property is
required to be included in determiring the value of the decedent’s gross estate under chapter 11 of
subtitie B or under the Internal Revenue Code of 1939. In such case, if the property is acquired
before the death of the decedent, the basis shall be the amount determined .under subsection.(a)_
reduced by the amount allowed to the taxpayer as deductions in computing taxable income under
this subtitle or prior income tax laws for exhaustion, wear and tear, obsolescence, amortization, and
depletion on such property before the death of the decedent. Such basis shall be applicable to the
property commencing on the death of the decedent. This paragraph shall not apply to—

(A) annuities described in section 72;

(B) property to which paragraph (5) would apply if the property had been acquired by
bequest; and : ‘

(C) property described in any other paragraph of this subsection.

(10) Property includible in the gross estate of the decedent under section 2044 (relating to
certain property for which marital deduction was previously allowed). In any such case, the last 3
sentences of paragraph (9) shall apply as if such property were described in the first sentence of
paragraph (9).
Amendments P.L. 94-455, § 1901{c}B):
P.L. 97-448, § 104(a)(1)(A): A
Added Code Sec. 1014(b)(10), above. Effective as if such Struck out “Territory,” following “State,” in Code Secs.
amendment had been inchuded in the prevision of P.L.97-34  1014(b)(6) and 1014(b)7). Applicable to taxable years
_to which it relates. beginning after December 31, 1976.

[Sec. 1014(c)] ‘

~ (c) PROPERTY REPRESENTING INCOME IN RESPECT OF A DECEDENT.—This section shall not apply to
property which constitutes a fight to receive an item of income in respect of a decedent under section 691.

[Sec. 1014(d)]

{d) SPECIAL RULE WrrH RESPECT TO DISC STOCK.~If stock owned by a decedent in a DISC or former
DISC (as defined in section 992(a)) acquires a new basis under subsection (a), such basis (determined
before the application of this subsection) shall be reduced by the amount (if any) which would have been
included in gross income under section 995(c) as a dividend if the decedent had lived and sold the stock at
its fair market value on the estate tax valuation date. In computing the gain the decedent would have had
if he had lived and sold the stock, his basis shall be determined without regard to the last sentence of
section 996(eX(2) (relating to reductions of basis of DISC stock). Fer purposes of this subsection, the estate
tax valuation date is the date of the decedent’s death or, in the case of an election under section 2032, the
applicable valuation date prescribed by that section. :
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Amendments
P.L.96-223, § 401(a) .

Repealed Code Sec. 1014{d) as amended by P.L. 94-455,
Act Sec, 2005(aX1), applicable in respect of decedents dying
after December 31, 1976. However, in the case of a decedent
dying after December 31, 1976 and before November 7,
1978, the executor of an estate may make a special election of
the carryover basis rules. The text of Act Sec. 401(d) which

* authorizes such an election is reproduced beiow.
. Prior to repeal, Code Sec. 1014(d) read as follows; )

(d) DECEDENTS DVING AFTER DECEMEER 31, 1979 —In the
case of a decedent dying after December 31, 1979, this
section shall not apply to any property for which a carryover
hasis is provided by section 1023.
P.L.96-223, § 401(b): .

Revived Code Sec, 1014(d) before its amendment by P.L.
94-455 and P.L. 95-600, applicable in respect of decedents
dying after December 31, 1975, ’

P.L. 96-223, § 401{d) provides:

(d) ELECTION OF CARRYVOVER Basts RULES BY CERTAIN
Estates—Notwithstanding 2ny other provision of law, in
the case of a decedent dying after December 31, 1976, and
before November 7, 1978, the executor (within the meaning
of section 2203 of the Internal Revenue Code of 1954) of such
decedent’s estate may irrevocably elect, within 120 days
following the date of enactment of this Act and in such

- manner as the Secretary of the Treasury or his delegate shall
prescribe, to have the basis of all property acquired from or
passing from the decedent (within the meaning of section
1034(b) of the Internal Revenue Code of 1954) determined
for all purposes under such Code as though the provisions of
section 2005 of the Tax Reform Act of 1976 (as amended by
the provisions of section 702(c) of the Revenue Act of 1978)
applied to such property acquired or passing from such
decedent,

P.L. 95-600, § 515(1):
Amended Code Sec. 1014{d), effective on November 7,
1978, by striking out “December 31, 1976™ and inserting in

place thereof *“December 31, 1979" in the caption and text of
such section. )
P.L. 94-455, § 2005(a)X1), (£X1):

Amended Code Sec. 1014(d) to read as above, applicable in
respect of decedents dying after December 31, 1979, as
amended by P.L. 95-600, §515(6). Prior to amendment,
Code Sec. 1014(d) read as follows: :

(d) SPECIAL RULE WITH RESPECT T0 DISC STOCK ~1f stock

"owned by a decedent in a DISC or former DISC (as defined in

section 992(a)) acquires a new basis under subsection (a),
such basis (determined before the application of this subsec-
tion) shall be reduced by the amount (if any) which would
have been included in gross income under section 995(c) as a

- dividend if the decedent had Hved and sold the stock at its

fair market value on the estate tax valuation date. In
computing the gain the decedent would have had if he had
lived and sold the stock, his basis shall be determined without
regard to the last sentence of section 996{e}(2} (relating to
reductions of basis of DISC stock). For purposes of this
subsection, the estate tax valuation date is the date of the
decedent’s death or, in the case of an election under section
2032, the applicable valuation date prescribed by that sec-
tion.

P.L.92-178, § 502(f): ) -

Added Code Sec. 1014(d) to read as above before amend-
ment by PL. 94.455. Effective date is governed by the
effective date for Code Sec. 992.

P.L. 85320, § 2:
-. Repealed 1954 Code Sec. 1014(d).

Prior to repeal, Sec. 1014(d) read:

“(d) Employee Stock Options.—This section shall not
apply to restricted stock options described in section 421
which the employes has not exercised at death.”

Applicable with respect to taxable years ending after

12-31-56, but only in the case of employees dying after such
date.

[Sec. 1014(e)}
(e} APPRECIATED PROPERTY ACQUIRED BY DECEDENT BY GIFT WITHIN 1 YEAR OF DEATH.—

(1) IN GENERAL.—In the case of a decedent dying after December 31, 1981, {f—

(A) appreciated property was acquired by the decedent by gift during the 1-year period
ending on the date of the decedent’s death, and ' :

(B) such property.is acquired from the decedent by (or passes from the decedent to) the
donor of such property {or the spouse of such denor), :

the basis of such property in the hands of such doner {or spouse) shall be the adjusted 'basis of such
property in the hands of the decedent immediately before the death of the decedent.

(2) DEFINITIONS.—For purposes of paragraph (1)—

{(A) APPRECIATED PROPERTY.—The term “appreciated property” means any property if the
“Tair market value of such property on the day it was transferred to the decedent by gift exceeds

its adjusted basis.

(B) TREATMENT OF CERTAIN PROPERTY SOLD BY ESTATE.—In the case of any appreciated
property described in subparagraph (A) of paragraph (1) sold by the estate of the decedent or by
a trust of which the decedent was the grantor, rules similar to the rules of paragraph (1) shall
apply to the extent the donor of such property (or the spouse of such donor) is entitled to the

proceeds from such sale,

Amendments
PL.97-34, §425(a): . . )
Added Code Sec, 1014(e) to read as above, applicable to
property acquired after Aligust 13, 1981 by decedents dying
after December 31, 1981, - . T
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[Sec. 1041]
SEC. lOfl. gf&ONRSgEERS OF PROPERTY BETWEEN SPOUSES OR INCIDENT TO

[Sec. 1041(a)]
(2) GENERAL RULE.—No gain or loss shall be recognized on a transfer of property from an individual

to (or in trust for the benefit of}—
(1) a spouse, or

(2) a former spouse, but only if the transfer is incident to the divorce,

[Sec. 1041(b)]
tb) TRANSFER TREATED AS GIFT; TRANSFEREE HAS TRANSFEROR'S Basis—In the case of any

transfer of property described in subsection (a)—

{1} for purposes of this subtitle, the property shall be treated as acquired by the transieree by

gift, and

(2) the basis of the transferee in the property shall be the adjusted basis of the transferer.

[Sec. 1041(c)]
(€} INCIDENT T0 INVORCE ~Fur purposes of subseetion ta w20, a transfer of property is incident to

Lthe diverce il such transier—

(1) occurs within 1 year after the date on which the marriage ceases, or

(2) is related to the cessation of the marriage.

[Sec. 1041(d))

{d) SPECIAL Ruu: WHERE SPOUSE Is NONRESIDENT ALIEN.—Subsection (a) shall not apply if the
spouse (or former spouse} of the individual making the transfer is a nonresident alien.

. Amendments
P.L. 100647, § 10183XAHB):
Act Sec. 1018(0)3)A)-(B) amended Code Sec. 1041{d) by
striking out “Paragraph (1) of subsection (a)" and inserting |
in Heu thereof “Subsection {a)"; and by striking out “the

spouse” and inserting in heu thereof “the spouse (or former
spouse)’.

The above amendment is eﬁcctwe with respect to
transfers after ]\me 21, 1988.

[Sec. 1041(e)] _
(e) TRANSFERS IN TRUST WHERE LIABILITY EXCEEDS BASIS ~Subsection (a) shall not apply to the

transfer of property in trust to the extent that—

(1) the sum of the amount of the liabilities assumed, plus the amount of the Hiabilities to which

the property is subject, exceeds

(2) the total of the adjusted basis of the property transferred.

Proper adjustment shall be made under subsection (b) in the basis of the transferee in such property to
take into account gain recognized by reason of the preceding sentence.

- Amendments
P.L.99-514, § 1842(b):

Act Sec. 1842(b) amended Code Sec. 1041 by adding at
the end thereof new subsection (£) to read as above.

The above amendment is effective as if included in the
provision of P.L. 08-369 to which such amendment
relates,

P.L. 98-369, § 421(a):

Act Sec. 421(a) amended Part I of subchapter Q of
chapter 1 by adding at the end thereof a new section 1041 to
read as above.

The above amendment applies to transfers after July
18, 1984 in tax years ending after such date. Speciai rules
appear below.
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P.L. 98-369, § 421(d)(2)(4) provides:

(2) Election To Have Amendments Apply To Transfers
After 1983~If both spouses or former spouses make an
election under this paragraph, the amendments made by this
section shall apply to all transfers made by such spouses (or
former spouses) after December 31, 1983,

(3) Exception for Transfers Pursuant to Existing
Decrees—Except in the case of an election under paragraph
(2), the amendments made by this section shall not apply to
transfers under any instrument in effect on or before the date
of the enactment of this Act unless both spouses {er former
spouses) elect to have such amendments apply to transfers
under such instrument.

(#) Election~-Any election under paragraph (2) or (3}
shall be made in such manner, at such time, and subject to
such conditions, as the Secretary of the Treasury or his
delegate may by regulations prescribe.



Index

Active apprediation rule, 7 (fn. 18), 9
Adjustment in basis, 2
double, avoiding, 3
for both spouses share of marital property, 2
of joint tenancy property, 4
of tenancies in common, 4
Appreciated property, 10
Augmented marital property estate
election, 9
treatment of life insurance as part of, 32

B

Basis, adjustment to, 1, 2, 11
for marital property, 6
general rule for determining, 1
in community property, 2
manipulation of, 10
new rule for determining, 1 (fn. 5)
obtaining new, at death, 2
of depreciable property, 13
Boomerang basis rule, 12
Business interests, 28
effect of double basis adjustment rule on, 28
tax planning for, involving marital property, 28
Bypass estate plan, 26
Bypass planning, effect of marital property rules on, 26
Bypass trusts, 40

C

Community property, basis of, 2
held in a revocable trust, 2
new basis of, 4
Conflict of interest, in relinquishment of rights in a life insurance policy, 36
Contractual wills, 46
problems with, 46
Crummey powers, 42

D

Deferred employment benefit plan, problems with retained interests in, 25
Deferred marital property, 9
definition of, 9
rights to, as nonreciprocal, 9
Depreciable property, held by a decedent, basis of, 13
Depreciation, of former marital property following death, 13
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INDEX

Disclaimers
effect of marital property law on, 27
to avoid subsequent tax, 28
Disclaimers of property, 27
Double adjustment in basis, see Adjustment in basis, double, 3

E

Estate planning
bypass, 26
opportunities, 29
Estate taxation
avoidance of, by disclaimers, 27
of life insurance trusts, 40

Family trusts, 26
Federal income tax basis, of survivorship marital property, 8
Federal marital deduction statute, 48
Federal tax law, similarity of, to Wisconsin tax law, 3
Forced choice plans, 47

treatment of, under the federal marital deduction statute, 48
Forced election plan, 47

G

Gift taxation covering life insurance proceeds, 37
Gifts
effect of, on the surviving spouse’s unified credit, 23
of life insurance, 34
of life insurance policy transferred to trust, 42
of marital property, taxation of, chapter 5
Gifts between spouses, unintended retained interest problems in, 25
Gifts, unintended, 20

H
Homestead tax credit, determination of, pursuant to a marital property agreement, 19
I

Income in respect of a decedent, 13
.Income tax basis, see Basis
Income taxation
consequences of, on gifts of marital property, 49
of life insurance trust, 42
Insurance, life, 29, 34, 42
Irrevocable coordinated plans, problems with, chapter 4
IRS, recognition of marital property component in joint tenancies by, 7

I-2



INDEX

Joint tenancies
containing marital property, 6
full basis adjustment in, 4
marital property component in, 7
reclassification of, 5
treatment of, as survivorship marital property, 4

L

Life insurance
as a gift, 34
as nonmarital property, 30
classification of, 29
determining marital property component in, 30
employer-sponsored, 31 o
estate taxation of, 40
gift tax implications of allowing proceeds of, to go to a third party, 37
gift tax implications of allowing reclassification of, policy, 37
on life of a spouse, where a third party is named owner, 33
on life of third party, owned by spouse, 34 -
on the life of a spouse, where that spouse is also the named owner, 30
on the life of a spouse, where the other spouse is named owner, 33
ownership of policy of, 29, 32
release of rights by spouse in, 35
rights to management and control of, 32
spouse’s elective right to part of the nonmarital component of, 32
straddle formula used to determine marital property component of,
policy, 31, 33, 34, 36
taxation of, 29, 36
transfer of, policy to trust, 42
trusts, 40 .
use of marital property agreements to deal with, 36

M

Marital property
basis adjustment for, 6, 11
parinership interests as, 13
Marital property agreement
as means to control disposition of property at death of surviving spouse, 47 -
avoiding the unintended gift by use of, 21 ‘
effect of, on credit for married persons filing a joint return, 19
effect of, on division of refunds on a joint return, 20
irrevocability of, at death of spouse, 45
prohibition of modifications by, 46
provision for nonprobate transfer of property in, 45
reclassifying property in, 3
use of, to avoid unintended retained interests, 25
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INDEX

Marital property agreement (continued)

use of, to have the incidents of traditional joint tenancy or tenancy in common, 5
Mixed property

active apprecdiation rule regarding, 8

definition of, 8

reclassification of, 8
Mixing rule, 7 (fn. 18)

N
Nonprobate elections under the Marital Property Act, 48
P

Partnership interests, 13
Planning techniques and precautions, 20
Probate elections under the Marital Property Act, 48

Q

Qualified disclaimer of property, 27
Qualified redemptions, 28

Reclassification
by gift, 15
methods of, 15 _
of mixed property, §
pursuant to a coordinated plan, 12
pursuant to a marital property agreement, 12
Reclassification of income
by agreement or unilateral statement, 19
in joint tenancy, 8
IRS treatment of, 18
retroactive, 18
spedial problems in, 17
Redlassification of property, 5 (fn. 14), 15
boomerang basis rule, application of, 12
immediate tax consequences of, 16
position of IRS as to, 7
Retained interest
and life insurance trusts, 40
avoiding problem with, 41, 42
problem of, with life insurance, 41
unintended, 24
Revocable trusts, problem of unintended retained interests in, 24
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Spouse
as beneficiary of life insurance trust, 42
disposition of property at death by, 47
life insurance policies on the life of a, 30 -
ownership of life insurance by, 34
release of rights in insurance policy by, 35
use of disclaimers by, 27

Straddle formula, 31, 33, 34, 36

Survivorship marital property, 8
status of, under LR.C,, 8
treatment of, as community property for federal income tax basis purposes, 8

T

Taxation of

gifts of marital property, chapter 5

life insurance, 36
Tenancies in common

containing marital property, 6

full basis adjustment in, 4

redassification of, 5

treatment of, as survivorship marital property, 4
Transfer tax, consequences of gifts of marital property, chapter 5
Transfers within one year of death, 10
Trusts, life insurance, 40

U

Unintended gift

as a result of life insurance policy, 33

to third parties, advantages and disadvantages, 20
Unintended retained interests, 24

in deferred employment benefit plans, 25

in outright gifts between spouses, 25

problem of, 24

w

Washington will provision, 45
Will substitute agreements, 45








