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There are some people who be-
lieve that lawyers ask the wrong
questions just to receive the
wrong answers.1 A family law

practitioner who contemplates agreeing to
a property division dividing income de-
rived from his or her client’s labor or as-
sets, or both, may unhappily discover that
it is easy to ask the right questions and
still obtain, from a tax perspective, the
wrong answers. One reason for this enig-
ma rests in the discord between a com-
mon law principle of taxation commonly
referred to as the “assignment of income
doctrine” and § 1041 of the Internal Rev-
enue Code (“Code”). Another reason, en-
demic to the highly compensated spouse,
is the adverse tax consequence that can
result from the application of the assign-
ment of income doctrine to the division of
non-qualified deferred compensation plans.

This article attempts to unravel the
enigma by exploring the potential tax con-
sequences that may arise to a spouse or
former spouse where there has been a
failure to consider the applicability of the
assignment of income doctrine to a prop-
erty division. The article also considers
whether Code § 1041 provides a tax-free
safety net for “all” transfers of property be-
tween spouses or former spouses incident
to a divorce. Finally, the article discusses
tax commentators’ perspectives on the in-
consistent rulings addressing the tax con-
sequences of interspousal transfers.

Assignment of 
Income Doctrine

The assignment of income doctrine has
been described by the U.S. Supreme Court
as a first principle of taxation.2 This doc-
trine stands for the proposition that “the
one who earned the income is taxed on it
regardless of who receives the proceeds.”3

The doctrine first arose out of the 1930
U.S. Supreme Court case of Lucas v. Earl,4
where a husband and wife mutually as-
signed to one another, in joint tenancy, all
property that each had, or would there-
after acquire, including earnings from such
things as salary and fees. Since the hus-
band was the sole wage earner in 1920
and 1921, the IRS determined that he had
underpaid his taxes for those two years by
reporting only one-half of his income.The
husband claimed that by reason of the
prior assignment to his wife of one-half of
his income, he should be taxed only on the
remaining half. The Supreme Court held
that while the contractual assignment of
income by the husband to the wife was
valid under state law, it was ineffective to
shift income taxation to the wife. In an oft-
quoted passage from the decision, Justice
Holmes stated:

There is no doubt that the [income tax]
statute could tax salaries to those who
earn them and provide that the tax
could not be escaped by anticipatory
arrangements and contracts however
skillfully devised to prevent the salary
when paid from vesting even for a sec-
ond in the man who earned it. That
seems to us the import of the statute
before us and we think that no distinc-
tion can be taken according to the mo-
tives leading to the arrangement by
which the fruits [income] are attributed
to a different tree [person or income

producing property] from that on which
they grew.5
Ten years after its decision in Lucas,

the U.S. Supreme Court held in the case
of Helvering v. Eubank that anticipatory
or future assignments of income also are
taxable to the assignor.6 In the companion
case of Helvering v. Horst, the Supreme
Court held that income assigned from in-
come-producing property should be taxed
to the owner of the income-producing
property, on the theory that the power to
dispose of income is the equivalent of own-
ership of the income.7 Despite the appar-
ent simplicity of the assignment of income
doctrine, intriguing cases have arisen over
the years that have made the applicability
of the doctrine exceedingly complex. As
one commentator points out, “The fruit of
the tree doctrine is easier to state than ap-
ply.”8 Despite the difficulty where the doc-
trine is at issue, courts have generally fo-
cused on three key factors:9 who earned
the income;10 what was transferred;11 and
whether the transfer was for adequate
consideration.12

The reason the courts focus on the ques-
tion of “what was transferred” rests with
the fact that the assignment of income
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doctrine is not only applicable to those
cases where the transferred income was
earned by the labor of the taxpayer. As
noted above, in situations where income
was earned from income-producing prop-
erty owned by the taxpayer, the underly-
ing property,as well as the income derived
therefrom, must be transferred before the
assignment of income will be deemed ef-
fective to shift taxation. In deciding wheth-
er the underlying property has, in fact,
been transferred, many cases have cen-
tered on whether the transferor relin-
quished control of all of the benefits and
burdens of ownership and not simply ti-
tle.13

Noteworthy on the relinquishment of
control issue are those cases that hold that
the assignment of future income as collat-
eral is not sufficient to transfer the taxa-
bility of that income, based on the theory
that the transfer was a loan and not a sub-
stantive sale.14 Further illustrative of the
applicability of the doctrine and the tax
court’s consideration of what was trans-
ferred are those cases addressing gifts of
lottery and sweepstakes tickets. In the
case of the assignment of a lottery ticket,
there will be an effective transfer of in-
come to the donee only if the transfer of
the ticket is made prior to the selection of
the winning ticket.15 However, with an
Irish sweepstakes ticket that is trans-
ferred after the horse is selected but be-
fore the race, the assignment of income
doctrine can result in an allocation of in-
come between the transferor and the
transferee. This result can occur where
the horse that is selected by the transferor
causes the value of the ticket to appreci-
ate in the hands of the transferor prior to
the gift. In such a case, the transferor is
taxable on the guaranteed value of the
ticket at the time of transfer to the extent
it is in excess of his or her basis, but not on
the remaining proceeds eventually real-
ized (by the transferee) on a winning tick-
et.16

The third relevant factor in determin-
ing the applicability of the assignment of
income doctrine concerns the question of
whether the transfer has been at arm’s
length for adequate consideration. In cas-
es where there has been an arm’s-length
transaction involving an anticipatory as-
signment of income in return for consider-
ation, the transferor is taxed only on the
consideration received and the transferee
is taxed on the amount collected in excess
of his or her basis.17 However, as is com-
mon, assignments of income frequently
occur among family members, and as

such are closely scrutinized by the courts
to determine if there was, in reality, a gift
for less than adequate consideration with
the intent to avoid taxation.18

What Is Not Covered 
By Code § 1041

The law is clear that Code § 1041(a) pro-
vides a tax-free safety net for many trans-
fers of property between spouses or for-
mer spouses incident to a divorce. Enact-
ed in 1984 to alleviate the burden to tax-
payers resulting from the U.S. v. Davis19

decision and to provide a uniform federal
standard, § 1041(a) provides:

(a) General Rule—No gain or loss shall
be recognized on a transfer of prop-
erty 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.

“Intriguing cases have arisen
over the years that have 

made the applicability of the 
assignment of income doctrine

exceedingly complex.”

While the non-recognition of gain or loss
provisions of this Code section are manda-
tory20 and are frequently looked on as a
benefit by divorcing spouses, experienced
family law practitioners should be aware
that there can, nevertheless, still arise
problematic tax consequences resulting
from a transfer of property qualifying as a
Code § 1041 transaction.21 Further, while
the provisions of § 1041(a) are broad
enough to cover many transfers of proper-
ty between spouses and former spouses
(incident to a divorce) there exist Code
and common law exceptions negating tax-
free applicability of what could arguably
qualify as § 1041(a) transfers.22 For exam-
ple, the Code exceptions include transfers
of negative basis property into a trust;23

transfers of installment obligations into a
trust;24 transfers to non-resident alien
spouses;25 premarital transfers;26 and the
interest component of installment obliga-
tions between spouses.27 Not to be over-
looked are the consequences that can oc-
cur from transfers of property between
former spouses arising more than a year
after the divorce, which are not related to
the cessation of marriage.28

Further, since the 1984 enactment of
Code § 1041, the IRS, the tax courts, and
tax commentators have recognized in cer-
tain instances that the common law as-
signment of income doctrine qualifies as
an exception to the tax treatment normal-
ly afforded a transfer of property between
spouses or former spouses incident to a di-
vorce.29 Unfortunately, the nature and full
extent of the doctrine’s application to trans-
fers between spouses and former spouses
incident to a divorce remains unclear. One
commentator suggests that the lack of clar-
ity stems, in part, from the failure of Con-
gress to statutorily define in § 1041 the
tax treatment of (1) assignments of in-
come that accompany transfers of the un-
derlying asset or (2) a transfer of assets
that represent a right to receive income.30

Acting to fill the statutory vacuum left
by Congress and contributing further to
the current uncertainty in the law, in 1987
the IRS published Revenue Ruling (“Rev.
Rul.”) 87-112. This Ruling concerned the
issue of whether a transferor spouse who
transferred individually owned U.S. sav-
ings bonds to a former spouse incident to
a divorce was required to recognize as in-
come in the year of transfer the deferred,
accrued, and unpaid interest attributed to
the bonds.The IRS concluded:

Although § 1041(a) of the code shields
from recognition gain that would ordi-
narily be recognized on a sale or ex-
change of property, it does not shield
from recognition income that is ordi-
narily recognized upon the assignment
of that income to another taxpayer. Be-
cause the income here is accrued but
unrecognized interest rather than gain,
§ 1041(a) does not shield that income
from recognition.31

One treatise indicates that Rev. Rul. 87-
112 still represents the current view of
the IRS that “transfers of accrued income
such as accrued interest, dividends, or
rent to a spouse or former spouse incident
to a divorce remain taxable to the trans-
feror spouse without regard to § 1041.”32

While the IRS continues to maintain that
the assignment of income doctrine princi-
ples apply to what arguably could be con-
sidered Code § 1041(a) transfers, there re-
mains uncertainty as to how the tax court
views this issue.

In the 1992 Tax Court decision of Bald-
ing v. Commissioner,33 a wife, incident to a
divorce, relinquished her community prop-
erty interest in the husband’s military re-
tirement pay in return for a cash settle-
ment payable to her over three years.The
IRS argued that the wife’s relinquishment
of her community property interest con-
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stituted an anticipatory assignment of in-
come from the wife to the husband such
that the consideration she received from
the husband was immediately taxable to
her.The Tax Court disagreed with the IRS
argument and held that the transfer and/
or release by the wife of her community
property rights to the husband in return
for compensation was incident to a divorce
and thus was a non-taxable transfer un-
der Code § 1041.

However, in note 8 of the Balding deci-
sion, the Tax Court left open the question
of the potential future applicability of the
assignment of income doctrine, so as to
possibly require the wife to recognize in-
come at such time that the retirement plan
payments were in fact made to the hus-
band.34 This footnote, which has been sub-
ject to much discussion by commentators,
provides, inter alia:

We do not here deal with the tax conse-
quences to Petitioner (Wife) of retire-
ment payments made by the govern-
ment on account of Balding’s retire-
ment.Accordingly, we have no occasion
to consider whether the assignment of
income doctrine would require Petition-

er’s share of those retirement payments
to be taken into Petitioner’s income as
paid by the government to Balding, not-
withstanding Petitioner’s lack of enti-
tlement to such payments.35

While it appears to some experts that
the Balding court inferentially determined
that Code § 1041 supersedes the assign-
ment of income doctrine, tax commenta-
tors are of varying opinions. Some believe
that, in light of note 8, such a conclusion
is premature and the law is still develop-
ing in this area.36 Others believe that the
facts in Balding should be viewed as two
separate and independent transactions
for tax purposes. These latter commenta-
tors suggest that there is existing author-
ity to support the application of the as-
signment of income doctrine so as to tax
the wife on the husband’s receipt of the
wife’s relinquished community property
share of the retirement payments.37

It also is noteworthy in assessing the
complexity in this area that the IRS, in ar-
guing for the application of the assignment
of income doctrine in Balding, relied on a
state’s community property law to charge
the non-wage-earning spouse with having

assigned income to the actual wage earn-
er.

In 1994, two years after Balding, the
IRS once again asserted, in the case of
Kochansky v. Commissioner, the applica-
bility of the assignment of income doctrine
to a divorce-related transfer.38 In Kochan-
sky, the Tax Court upheld the IRS’s con-
clusion and found that the entire income
earned by the attorney/husband as a con-
tingent fee in a malpractice case was in-
cludable in his gross income, despite the
fact that the wife received a portion of the
contingent fee incident to a divorce settle-
ment. The Ninth Circuit, primarily rely-
ing on Lucas (discussed above), upheld
the tax court’s determination.39 It is im-
portant to note that the Ninth Circuit de-
cision did not discuss the possible applica-
bility of Code § 1041 to the transaction.40

Further, since the husband had not origi-
nally raised the issue in the Tax Court,
the Ninth Circuit refused to consider the
husband’s plausible defense that there
was no assignment of income because the
wife already had a community property
interest in the contingent fee that she was
awarded incident to the divorce.41
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Problematic Distributions
Since the enactment of the Employee

Retirement Income Security Act of 1974
(“ERISA”), non-qualified deferred com-
pensation plans have become an increas-
ingly popular vehicle for employers to fur-
ther compensate their executives and oth-
er highly compensated employees.42 The
plans have allowed employers to offer
their highly paid employees retirement
income approximating their pre-retire-
ment pay by avoiding the dollar limit re-
strictions imposed on employer contribu-
tions and benefits provided under tax-
qualified plans.43

While the non-qualified deferred retire-
ment plans have been proven to be rela-
tively free of regulating guidelines or re-
straint, they have not escaped the scruti-
ny of the IRS. In a request for a private
letter ruling following the entry of a di-
vorce decree, the IRS was asked, by the
former wife of a baseball player, to ad-
dress the question of which former spouse
owed the tax resulting from a court-or-
dered distribution to the wife from the
husband’s non-qualified deferred compen-
sation plan.44 Since the wife was required,
under the decree, to reimburse the hus-
band for any taxes he incurred,at his rate,
resulting from pension plan distributions
to the wife, she requested a ruling that
she be treated as the owner of the deferred
compensation amounts awarded to her
and thus be taxed at her rate.

The IRS found that,while Congress had
provided a statutory framework for divid-
ing “qualified” retirement plans between
ex-spouses, so that each spouse would be
taxed on the benefits he or she received,
no such framework existed relative to the
non-qualified deferred compensation plan
under consideration. As a result, relying
on the common law assignment of income
doctrine and note 8 of the Balding deci-
sion, the IRS held that the baseball player,
and not his former spouse, would be taxed
on amounts distributed to the wife from
the husband’s income-producing asset.
The IRS did not address the applicability
of Code § 1041(a) in its letter ruling to the
facts of this case.

Moreover, it is noteworthy that in arriv-
ing at its conclusion that the assignment
of income doctrine was applicable, the
IRS, as it had done in the Balding case,
sought to determine the parties’ owner-
ship interest in the non-qualified deferred
compensation plan under state law. In re-
viewing South Carolina law, the IRS con-
cluded that, while some types of pensions
had been held under state law to be mari-

tal property, and therefore subject to equi-
table distribution, there were no cases
that addressed the status as property of a
non-funded,unsecured,non-qualified com-
pensation plan. The IRS also did not find
any state cases that discussed the federal
income tax consequences of a transfer of
benefits under a non-qualified plan.

Conclusion
This article has attempted to make clear

that the discord between the assignment
of income doctrine and Code § 1041 is a
tax trap for the unwary family law practi-
tioner. Those tax scholars and practition-
ers who have considered the question are
reported to be in almost unanimous agree-
ment that, theoretically, the assignment
of income doctrine should not override 
§ 1041.45 Their concerns appear to rest
primarily with the assignment of income
doctrine undermining the statutory pur-
pose that led Congress to enact § 1041.46

In addition, a Colorado commentator sug-
gests that “if the assignment of income
doctrine prevails over § 1041, spouses
would have to determine their interests in
the property under state law, thereby in-
creasing the complexity of property trans-
fers.”47

Thus, until further clarity is forthcom-
ing in the tax laws, family law practition-
ers would be well served to maintain a
heightened sensitivity to the tax implica-
tions of property divisions, as well as us-
ing tax indemnification clauses in their
agreements so as to better effect the in-
tent of the parties.
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Workshop Treatise 1997, Ch. 13 at 13-15. ■
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Visit our website at www.cobar.org

TCL Readers:
Look for the

Five-Year Article Index
In Each December Issue
Each December issue of The Colora-

do Lawyer includes a five-year article
index. This index is cross-referenced
by title, author, subject matter, and
column or department, if appropriate.
The index is designed to be a quick
and easy reference to items that are
printed in The Colorado Lawyer.

Members of the Colorado Bar Asso-
ciation can access the article index on-
line at the CBA website: www.cobar.
org.This on-line index is available from
1992 to 1999. It is updated regularly.
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RREEMMEEMMBBEERR  TTHHEE  
CCOOLLOORRAADDOO  BBAARR  

FFOOUUNNDDAATTIIOONN
The Colorado Bar Founda-

tion, established in 1953, func-
tions exclusively for educational
and charitable purposes.Within
these definitions, the Founda-
tion promotes the advancement
of jurisprudence and the admin-
istration of justice in Colorado
through grants to help educate
the general public and provide
assistance to the state’s legal in-
stitutions.

Become a supporter of the
Foundation in the following
ways:

• Revise your own will, trust
agreement, and/or life in-
surance program so as to
provide for a legacy or gift
to the Foundation;

• Encourage your friends
and clients to name the
Foundation as legatee,
donee, or beneficiary in
their wills, trusts, and in-
surance policies;

• Make contributions in
memory or honor of anoth-
er lawyer. An acknowledg-
ment card will be sent to
the family of the deceased
member or to the honored
member, advising that a
gift has been made by you,
but without specifying the
amount.

• Include the Foundation
among those organizations
to which you personally
make contributions each
year.

All gifts to the Foundation
are deductible contributions for
federal income tax purposes.
Please send contributions to:
Dana Vocate, Colorado Bar
Foundation, 1900 Grant St.,
Ninth Floor, Denver, CO 80203.

Colorado Lawyers for the Arts Offers Arts Mediation Service
Colorado Lawyers for the Arts (“CoLA”) has established an Arts Mediation Service, a

partner in a National Arts Resolution Program. The Arts Mediation Service offers media-
tion to artists, nonprofit arts organizations, and arts businesses that need assistance in re-
solving or preventing disputes. The Service also trains nonartists, including lawyers and pro-
fessional mediators, and artists and arts administrators alike in arts mediation techniques.

CoLA is a nonprofit, tax-exempt organization that was founded in 1979 to provide arts-
related legal assistance to artists and arts organziations in all creative fields who are unable
to afford private counsel. In addition, CoLA works to prevent legal disputes through its ed-
ucational programs and takes an active role in the protection and improvement of artists’
rights. CoLA offers free in-house assistance, a lawyer referral service, educational pro-
grams, a research art law library, and a speakers bureau to help artists and arts organiza-
tions. For additional information, call CoLA in Denver at (303) 722-7994.


