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INSIGHT: Overlooked? During a
Divorce, Don’t Forget About Tax
Issues Related to Business Entities

By Habeeb ‘‘Hobbs’’ Gnaim
Chamberlain, Hrdlicka, White, Williams & Aughtry,
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When a high-net worth couple is going through a di-

vorce there are many important tax issues that need to
be examined and sorted through. Many divorce agree-
ments typically contain language providing for how the
divorcing couple will handle the reporting and payment
of taxes for years prior to, and including in the year of,
the divorce.

Further, with the passage of the Tax Cuts and Jobs
Act, many articles and press releases have focused on
the elimination of the alimony deduction for divorces
after 2018. While these are important tax items, in
many instances, the tax issues associated with a divorc-
ing couple’s business entities and the assets contained
within such business entities are overlooked or not
properly examined when the marital estate is divided
up. It’s important that an attorney experienced in tax
law, as well as business entity transactions, is con-
sulted. This is a complex topic that can go in many dif-
ferent directions, depending on the details of each di-
vorce, but consider the following as sampling of impor-
tant issues.

Tax Indemnification
A person getting divorced should consider whether

there needs to be more comprehensive tax indemnifica-
tion provisions related to business entities within their
marital estate. Although the intent may be to partition
ownership interests in business entities in a manner
that provides for a clean separation between the
spouses, this can be diminished by tax issues that may
arise post-divorce. Well-written indemnity language in
the divorce agreement may be the most viable means of
addressing these concerns.

For example, if ownership interests in any particular
business entity are being transferred to one spouse in
the divorce, the other spouse that will no longer have an
ownership interest in the business entity needs to be
protected. If the business entity is audited post-divorce
for a prior year in which the divorced couple was still
married, the spouse that now owns the business entity,
while the audit is going on post-divorce, will be in con-
trol. Does that mean the spouse in control of the busi-
ness entity makes all the decisions regarding the tax au-
dit, despite that fact that the other spouse (which no
longer has an ownership interest) may still be on the

hook for pre-divorce tax years? These are complicated,
sticky issues that should be addressed.

With the passage of new tax audit rules for entities
taxed as partnerships for federal tax income purposes,
which can shift the tax liability of an audit to other part-
ners in the entity, this issue has become more compli-
cated. The spouse that is giving up ownership in a busi-
ness entity should consider having more comprehen-
sive tax indemnity protections providing that the
spouse keeping the business entity is responsible for all
taxes, penalties, and interest that may arise in a post-
divorce audit of a prior year in which the couple was
still married. If the spouse that no longer has ownership
in the business entities is still hit with any tax liabilities
from the audit, these comprehensive tax indemnity pro-
visions can provide that such spouse shall be indemni-
fied by the other spouse for the tax liabilities (including
all reasonable legal and CPA fees in connection with
the matter), plus any gross-up amount required to cover
any taxes due on any such tax indemnification pay-
ments (as the party receiving an indemnification pay-
ment may owe taxes on such indemnification pay-
ments).

Division or Redemption Issues
Tax code Section 1041 generally provides for tax-free

transfers of property between spouses incident to di-
vorce. While it’s common in divorces to rely on Section
1041 to get assets from one spouse to the other spouse
in a tax-free manner, Section 1041 is not a cure-all pro-
vision and may not be applicable if there’s a need to get
assets out of a business entity to one of the spouses. De-
pending on the type of business entity (partnership vs.
corporation vs. LLC) and how such business entity is
taxed for federal income tax purposes (C corporation
vs. S corporation vs. partnership vs. disregarded entity),
this can be a complex situation packed full of potential
tax landmines. Accordingly, where a divorcing couple
owns significant assets in an entity, and wants to trans-
fer some of those assets to one or both spouses in con-
nection with a divorce, tax considerations take on an in-
creased importance.

In many states, a popular estate planning and asset
protection vehicle commonly utilized by high-net worth
couples is the family limited partnership (FLP), which
typically holds various marital assets, including owner-
ship interests in business entities, real estate, or invest-
ments in other companies. In many cases, winding
down an FLP is too complicated or a non-starter. Sell-
ing assets from the FLP to a spouse is typically not tax
efficient. Some divorcing couples decide to simply
transfer certain FLP assets out of the FLP to one spouse
in exchange for that spouse’s ownership interest (a re-
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demption transaction), so that the other spouse can
continue owning the FLP post-divorce. While that
sounds fairly simple on the surface, such a transaction
can be loaded with complex tax implications. It’s pos-
sible, if structured correctly, that a redemption can
work, but such a determination can only be made after
reviewing the FLP’s partnership agreement and analyz-
ing the relevant figures, such as the partners’ outside
basis in their respective partnership interests. If a re-
demption transaction is not tax-efficient, a partnership
division, in which an FLP is divided into two separate
FLPs under the state’s business statutes, may be a solu-
tion to achieve a tax-free separation.

A corporation (whether a C corporation or S corpora-
tion for federal income tax purposes) may also hold as-
sets that a divorcing couple wishes to extract out of the
entity. Consequently, the rules governing the tax conse-
quences of transferring property out of a corporation
are also relevant in the context of high-net-worth di-
vorces. There are various ways a divorcing couple can
remove assets from a corporation. The more simple
method allows the parties to use corporate distributions
to extract assets, but distributions from a C corporation
can have various tax implications depending on a num-
ber of factors such as the corporation’s earnings and
profits and a shareholder’s adjusted tax basis in his or
her stock. S corporations are pass-through entities,
similar to partnerships, that generally pass items of in-
come and loss through to their shareholders, without
imposition of a corporate-level tax. The biggest differ-
ence between partnerships and S corporations in the
context of extracting assets during divorce is the treat-
ment of distributions of appreciated property. In con-
trast to a partnership, which can generally distribute
appreciated property without triggering taxable gain
recognition, an S corporation’s distribution of appreci-
ated property typically triggers gain recognition. Such
gain is passed through to the shareholders, which is the
main reason why S corporations can be troublesome in
divorces.

If there’s a corporation involved in a divorce that con-
tains an active trade or business, a tax-free reorganiza-
tion under Section 355 may be an option. Such a tax-
free division of assets typically takes one of three forms
(a spinoff, a split-off, or a split-up), each of which

comes with complex rules and requirements, but the
gist of them is that they allow the division of assets in a
tax-free manner, and are an exception to the general
rules briefly discussed above, that the transfer of assets
out of a corporation triggers taxes.

Trusts Involved With Business Entities
Many high-net-worth married couples, as part of

their estate planning, transfer ownership interests in
business entities to trusts for the benefit of family mem-
bers (typically, their children). These trusts may be es-
tablished as Intentionally Defective Grantor Trusts
(IDGTs), which are complicated, but basically hold
ownership interests in a business entity and benefit
from the cash flow and appreciation of such ownership
interest. However, as an estate planning tool, the grant-
ors of the IDGT (typically, the parents that set up the
IDGT) pay the IDGT’s taxes on its income from the
business (despite the fact that the IDGT owns the busi-
ness interest). If a divorcing spouse transfers their own-
ership interests in a business entity to the other spouse,
they both will continue to owe the taxes on the income
of the IDGT. If a divorcing spouse will no longer have
anything to do with that business entity post-divorce,
the divorcing couple should consider whether they
want to turn off the grantor status of the trust. This is
just an example of the many tax issues that can arise in
a divorce when trusts are involved with family entities.

Conclusion
The takeaway here should be that there can be many

tax issues involved when a marital estate includes busi-
ness entities. This article is just a sampling of the poten-
tial tax issues. To avoid surprises, misunderstandings,
and potential disputes, it’s important to stay ahead of
these issues and consult with, or have your divorce
counsel consult with, an attorney experienced in taxa-
tion and business entities.
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