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Section 1034 Rollover of Gain From

Sale of Residence

1034 provides that gain from the

sale of a principal residence shall
not be reporied during the year of
the sale if the taxpayer purchases a
new principal recidence either two
years before or within two years after
the sale.'The amount of the deferred
gain cannot exceed the nei pracesds
from the gale.

Any gain from the sale of the resi-
dence that cannot be deferred must be
reported on the return for the year of
the =ale, which often, as a practical mar
ter, requires an amended return, The
basis of the new residence is then low-
ered by the amount that qualified for
deferral,

Several issues arise when section
1034 is applied in the context of mar-
ital dissplutions. One concern is, if
the spouses jointly owned the resi-
dence that was sold, is each spouse
solely responsible for reporting one-
half of apy gain and entitled to one-
half of the amounr elipible for defer-
ral. (The rules in section 1034 and
attendanr repulations for determin-
ing the actual amount eligible for
deferral and the basis of a new resi-
dence are not relevant to this discus-
sion.)

In In re Marrigge of Harrington, 6
CalApp.dth 1847 (1992), the parties
gold their principal residence during
the pendenty of their dissolution zetion
and equally divided the gain.

Within ™wo years after the sale, the
husband purchased & new principal
residence and was able to defer the
entire amount of his half of the gain,
The wife, however, purchazed a new
principal residence that cost less than
her onehalf of the sale proceeds, re-
sulting in a tax Lisbility.

The court rejected the wife's
motion to require the hushand to pay
one=half of this tax liability. The court

Internal Revenue Code section

stated that at the tme of the judgment -

it was not appropriate for the Irial
court to speculate as to the potential
1ax liability of each party, since the
eventual liability would depend on
“individual income two years later,
individual savings, receipr of 51.&5 or
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Seversl issues arise when
the section is applied in the
dissolution context

inheritanee, ability to borrow money,
and other circumstances not pert-
nent to the division of community
property.”

It appears that the reasoning of
Harrington would not apply if the resi-
dence were sold two years before entry
of judgment, zince the tax liability is not
speculative,

robzbly the most important
P issue in the dissolution eontext
iz whether 2 residence can be
considered a spouse’s “principal res-
idence" if that spouse does not live in
the residence. ’
A typical situation iz one in which
one spouse ‘moves out of the resi-
dence and the residenee is then sold
with the out-spouse still on the title
to the residence,

The regulations provide that
whether 2 home is a principal resi-
dence “depends upon all the facts
and cirsumstances in each case,
including the good faith of the tax-
payer.” Treas, Reg. section 1.1084
1(e) (3) (i) 992).

An older case held that when a party
moves out of a residance, the test of
whether or not the residence remaing
that party's principal residence is
whether or not the party "abandoned”

the residence. Stolk v Commissioner,

326 F2d 780 (2d Cir. 1964, alfirming 40
TC. 345).

Young v Commissioner, T.C. Memo
1885127, is the only decision in the di
vorce context addressing the issue of
whether a residence is the “principal
regidence” of a spovse who moved out
of the family residence,

In Youngz, the divorce decree of the
parties awarded 75 percent of the fami-
ly residence; to the wife and 25 percent
to the husband. The decree further
provided that the wife was awarded the
exclugive use of the residence. The
husband moved out of the family resi-

- dence on the day the divorce decree

Was Bnteredg,
Twenty menths after the hushand
moved oul, he sald his interect in thé

residence, Then one year later he
bought anather residence,

‘The tax court held that section 1034
did not apply to the husband because
the family residence ceased to be the
husband's “principal residence” when
he moved out.

The court reasoned that in order for
aresidence to be considered a "princi-
pal residence,” the taxpayer must
have “actual use” of the residence
The court stated that “a divarce, while
often unpleasant and unwanted, is
uniquely personal and is not the type
of external, objective, circumstance
that allows a taxpayer not in pos
session of a home to be deemed a res-
ident therein for purposes of section
1034 (z)." Young, T.C. Memo 1985127
ar 1004,

On May 17, 1994, the 115, House of
Representatives passed the Tax
Simplification and Technieal
Corrections Bill of 1993 (H.E 3419),
which would provide some relief for
the outspouse by providing that cec-
tion 1034 applies if the following twe
conditions are met:

(1) the house is 2old pursuant to a
diveree decree or marital separation
agreement, ang

(2) the taxpayer used the resi
dence as his or her “principal resi-
dence” at any time during the two
years before the sale. However, the
Senate took no acHon on this issue
this term.

Until section 1034 iz amended, sev
eral solutions to the problem have been
suggested:

First, the inspouse could purchase
the out-spouse's half of the residence
immediately upen the ouk-sponse's
maving out This approach, however,
requires a very early determination
a5 to which party will be awarded the
residence. Also, the buy-gut amount
is usually related to the division of
the entire community property es-
tate and sometimes to support as
wall,

Second, the parties can continue to
reside together in the residence, a solu-
tion that is generally untenable to most
clients.

Third, the partiezs could aliernate
occupancy of the residence. II is
unclear whether the residence would
ytilt qualify as the principal residence of
the parties, however. See Hogoboom,
CaJ'v;{iJml'a Practice Guide, Farmily Law,
section 10:343,

tll anather issue arises if an

amended joint return is required

to report gain from the sale of
the residence and one party refuses to
sign the return.

If the reporting is required
becauge one party failed to qualify to
defer his or her half of the gain, then
thar party must still file the joint
return without the other party's sip-
nature, attaching a lemer explaining
that the other party refuses o sign
the retmurn. The party who cannot
defer his or her half of the gain is
responsihle for the entire amount of
taxes an the amount of pain reported
on the amended return.

This briel discussion highlights
some of the Issues involved in applying
section 1034 in the diszolation context.
One commentator recommends that
the family law practitioner tske one of
the following three precautions to
avoid malpractice lability before the
client signs a judgment or marita] set-
tlement 2greement:

(1) inform the client in writing that
the family law practiioner is not quali-
fied ta advise on the tax implications of
the setlement apreement and did not
purport to advise the client concern-
ing the tax implications of the agres-
ment; )

(2) recommend to the client that the
client seek the advice of a tax expert
before signing or achng upon the
agreement;

(3 retain on the family lawyer's own
account 2 tax specializt to pive advice
concerning the situation. Deferred Sals
gf Home Orders and Their Tax
Consequences, XV Farmily Law, News
and KReview, LA County BEar
Association no. 3, 13,

Ve believe, however, that family law
practitioners should hecome experts
on tax issues that adse in divorees,
since these issues occur regularly, At
the very least, they should he ahle to
spot tax issues and advise chents
aceordingly.

Practitioners should ke whawever
actions they believe are necessary to
protect their clients and ro aveid mal
practice a2 sgon as possible after learn
ing that a client has moved out of the
residence or that the residence of the
parties will be sold. OF cource, pract
tionera also should be gware that sec
tan 1034 could be amended in the near
future,





