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Introduction

Divorce is inherently expensive, even if you minimize your
legal costs and amicably agree upon all terms of the
divorce.

Unless one of you has a substantial new income source,
the impact of now financially supporting two households
instead of one will require a tighter budget and some
lifestyle changes.

However, there are multiple financial mistakes that you can make during a divorce (or legal
separation) which can damage your finances for many months or years to come.

| hope the information in this booklet can raise your awareness and help you avoid some of
the more common mistakes. However, the information contained herein should not be used
as an alternative to professional advice from a family law attorney or accountant.




Failure to Consider the Tax Consequences

Trading or Liquidating Investments

Be careful when trading between categories of assets, as some may be post-tax (such as a Roth

IRA or equity in a home) while others may be pre-tax (such as a 401(k) or stocks), and therefore
not equal dollar for dollar in a settlement proposal. To compare relative values, take into account
both the tax impacts and the expenses required for turning the investment into cash.

Capital gains taxes from cashing in marital assets such as mutual
funds, stocks, stock options, crypto-currencies and gold coins can
have a significant impact on your taxes. Start by determining what
the basis is for the asset (the amount you paid for it), then
determine what either the short-term (less than a year) or long-
term capital gains or losses will be.

Even if you don’t plan to sell or cash-in the asset for several years,
by assessing its’ current tax-adjusted value you can ensure you are
making an informed decision when dividing your marital assets.
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Failure to Consider the Tax Consequences

Real Estate Capital Gains

Depending on how you establish the terms
of a buyout or division of the marital home,
and the degree to which your home has
increased in value, you may be exposing
yourself to a large capital gains tax upon
selling the home.

If you can imagine selling the home at some
point in your life, you may be solely
responsible for this tax burden, and you
should take the impact of that decision into
consideration.

Properties having equal value (equity) at first glance may have considerably different
values when considering the capital gains tax implications.




Failure to Consider the Tax Consequences

Real Estate Capital Gains continued ...

The IRS allows for a $250,000 capital gains exclusion per spouse if you have been living in the home (as a

primary home) for 2 of the previous 5 years prior to the date of selling the home. For example, if you
purchased the home for $300,000 and spent $50,000 on repairs and remodeling, your basis is $350,000.

If you sold the home for S800,000 (after real estate expenses), there is a $450,000 increase in value. If the
home is being sold at the time of the divorce, both spouses may use the $250,000 capital gains exclusion
(5500,000 total), so you would not owe any capital gains.

However, if the house is transferred to one spouse in a divorce, and they later sell the house for $900,000,
they would pay capital gains tax on $400,000 ($900,000 sales price less $350,000 basis and $250,000 of
their own capital gains exclusion).

Furthermore, there are different capital gains rules if you acquired the property through a 1031 exchange.
Your original basis will be lower, (resulting in higher capital gains), if your original basis from a less valuable
property was rolled into your current property.

If you have a rental property, or you changed a rental property into your primary home, you will likely have
even more capital gains, as you need to recapture any of the depreciation that you previously claimed.
6




Failure to Consider the Tax Consequences

Real Estate Tax Benefits: Income Tax Deductions

|f it is worthwhile for one of you to itemize your tax
deductions, then the deduction for home mortgage
interest and property taxes can be a valuable benefit
that you don’t want to ignore.

The IRS requires you to file separately in the tax year
which your divorce is finalized. How will you share
these deductions during the year in which the
divorce occurred?

If you are co-owning the home, with both of you sharing the monthly mortgage costs for a
period of time post-divorce, how will you share these income tax deductions?

Make sure your divorce settlement agreement captures these benefits.




Failure to Consider the Tax Consequences

Retirement Account Withdrawal

Spouses amidst the divorce process often consider
simplifying their finances or debts by cashing out a
retirement account in order to pay off debts or a home
mortgage. Yet, this might be a significant financial
mistake for the following three reasons:

1. You pay the IRS a 10% early withdrawal penalty on the withdrawn amount if you haven’t
reached retirement age (currently 59 %).

2. Unless it is a Roth IRA (after-tax account), the amount you cash out will be taxed as
income, and added to your current annual income. This may also bump you into a higher
tax bracket.

3. Regardless of the fees and taxes, if your retirement account is historically earning an
average interest rate that is higher than the interest rate you are paying on a mortgage
or other debt, it may not be a wise financial decision.




Failure to Consider the Tax Consequences

Retirement Account Division

If done correctly, the transfer of a portion of a retirement account to

a spouse as part of a divorce settlement is one of the few times you
can avoid the 10% penalty tax for a distribution prior to age 59 %.

For certain types of retirement accounts, including most Pensions, 401(k) and 403(b) accounts,
this needs to be done with a separate court order called a QDRO (Qualified Domestic Relations
Order), which will result in the receiving spouse having a similar type retirement account with the
same early distribution rules. QDROs cost $600 - $800, and are completed by qualified attorneys.

The spouse who receives the distribution of a “qualified plan” such as a 401(k) may wish to cash
out part of the distribution. They can avoid the 10% penalty (if done correctly as part of the
divorce process), but they will still pay income taxes. The cash will be added to their taxable
income and subject to an automatic 20% withholding at the time of distribution. If the division of
your pre-tax retirement account is not done correctly by a knowledgeable professional, you may
end up paying the 10% early withdrawal penalty, and income taxes on the division.



Filing Status and Dependency Exemption

Filing Status the cost of raising a child

Raising children is expensive! As a part of your > US $245,340
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divorce can have significant financial impacts. T

For example, if parents have in their agreement that they are equally sharing parenting time
of their two children, then neither parent would technically have the benefit of filing as
“Head of Household,” a beneficial filing status which requires you to have a dependent
greater than 50% of time.

Instead, your settlement agreement should state that each of you has one of the children an
extra day per year, or if you have one child, you may set it up to alternate who is qualified to
use the “Head of Household” filing status. If you have two children that you are sharing
equally, you may want to clarify that each of you can file as “Head of Household” for one

of the children.
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Filing Status and Dependency Exemption

Dependency Exemption

The dependency exemption is not necessarily tied to whom a child primarily lives with. Even if
a child lives with one parent 90% of the time, the other parent is likely paying child support. As
you are still sharing the expenses of raising the children, why shouldn’t you share any tax
benefits associated with the children?

Unfortunately, the child dependency exemption is no longer valuable to many people since the
new tax code beginning January, 2019 has a much higher standard deduction. However,
determining who can file with the child as a dependent may affect your ability to claim other
child-related credits and deductions, including the child tax credit, childcare tax credit, and
credits for qualifying college expenses. For low-income households, the dependency
exemption might be important to qualify for earned income credit and a host of social
services, including State-sponsored health insurance.

To protect yourself regarding any of the subjects in this section, it is highly advised to consult
with a tax specialist for expert financial divorce advice before agreeing to any settlement

proposal.
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Life Insurance

Ensuring Child Support and Spousal Support Payments are Covered

It is standard for a divorce settlement agreement to require the party who is obligated to pay
child support, spousal support, or other future payments to obtain life insurance to cover the
cost of these payments in case they become deceased.

If you are the party receiving these
payments, you must make sure that you are
either the owner of the insurance policy, or
that you are an irrevocable beneficiary of
that policy.

You also will want to establish that the
insurance company is directed to inform you
if there are any changes, missed payments,
or attempts to cancel the policy.
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Knee-Jerk and Emotionalized Financial Decisions

The Poorly-Timed Shopping Spree

Whether you consider it “retail therapy” or justify the
purchase of a new car, furniture or bicycle as a requirement
for your post-divorce lifestyle, you may be creating future
hardship if you are taking on new debt or reducing your
safety net before several months of experience adjusting to

the realities of solely managing your monthly household
revenues and expenses.

The Unilateral Financial Decision

As a divorce mediator, | have regularly encountered situations in which one well-intentioned
spouse predicts what will be needed in the divorce and thus sells stocks, or obtains a new
checking account or home equity loan, without first discussing it with the other spouse. This

can have the unanticipated effect of generating mistrust and conflict during a time of high

anxiety, resulting in much greater divorce expenses.
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Knee-Jerk and Emotionalized Financial Decisions

Attachment to the Marital Home At All Costs

You may have multiple logistical and emotional reasons to maintain ownership of the marital
home, including consistency and ease for the children. However, if you have not adequately
assessed the affordability of the monthly costs of the mortgage, insurance, property taxes,
utilities, maintenance and repairs, you could be at risk of losing the home anyway and being in a
worse financial position to obtain a different home which may better fit your next phase of life.

For a deeper consideration of the options, advantages and challenges of how to handle the
marital home, read “Who gets the house in a divorce?”

Paying Off the “Wrong” Debts

| have seen couples who planned to pay off the $17,000 car loan (with a 3% interest rate) then
equally divide (without the resources to payoff) the $22,000 in credit card debt (with an 11%
interest rate.) If you are able to pay off any of your marital debts as part of the divorce, focus
your efforts first on the debts with the highest interest rate.
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Financial Mistakes with Alimony (Spousal Suport)

Don’t Quit Your Day Job!

| have heard threats from the higher-wage earning spouse that
they will quit, or cut back at their job to avoid paying alimony.
This would not only create a deficiency of resources to cover
the child and family’s expenses for both homes, but it is likely to
backfire in that a family court judge will find them responsible
for the spousal support amount commensurate with the
income they are “capable” of making.

{
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Underestimating Expenses

The heart of a fair and reasonable and spousal support agreement (amount and duration) is
the relative monthly budget of each spouse. Yet, one or both spouses may fail to accurately
estimate the sole household expenses post-divorce, or leave out substantial new monthly
expenses such as obtaining their own health, car, or life insurance policies, or their own phone
and internet plan. If the settlement involves one spouse continuing to occupy the marital

home, consider if it is fair for the other spouse to solely bear the financial cost of moving.
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Financial Mistakes with Alimony (Spousal Suport)

Tax Impacts of Spousal Support

While spousal support has historically been a transfer of taxable income from the higher-
wage earning spouse to the lower-wage earning spouse, the 2019 tax reform reverses that.
Now alimony is a cash (after-tax) payment. In other words, the person paying alimony will be
paying taxes on it (making the true cost 15-35% greater for the payer) while the receiver
does not. The impacts of these recent tax changes should be taken into account when
determining both the need and ability to pay alimony.

Non-Modifiable Alimony

Traditional monthly spousal support payments have the potential to be legally reduced if
there is a substantial change of financial circumstances, such as the economic hardship of the
payer losing their job or having a health crisis. However, some divorcing couples negotiate to
have a large one-time settlement payment at the time of the divorce in lieu of monthly
support payments. While this may feel like more of a “clean break,” it cannot be legally altered
later, thus there is no buffer for unanticipated, substantial future changes in financial

circumstances. y




Overlooked Assets and Debts

Overlooked Assets

With so many logistics, large financial decisions, parenting arrangements, etc. that are part

of a normal divorce, it is easy for people to overlook assets and debts that they rarely see or
manage.

Some of the most commonly overlooked assets include crypto-currency accounts, cash app
accounts such as paypal or venmo, airline mileage or credit card rewards accounts,
timeshare benefits, small savings bonds, or smaller stock accounts.

9

Overlooked Debts

Some of the most often overlooked debts in a divorce
include back taxes, liens against a property, medical
procedure bills (including orthodontics), veterinarian debts
small house repair loans (roof, water heater, furnace,
windows, etc.), and personal loans from family members.
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Hidden or Undervalued Assets

Finding Hidden Assets

While trust with your spouse tends to be at an all-time low during the divorce process, the
fear that they are hiding assets is much more common than the reality. However, the
financial separation in divorce is similar to the division of a business, and should be based
on verifiable information instead of trust.

You are each legally entitled to see both the joint and other spouse’s sole (and self-owned
business) tax returns and checking, savings and brokerage account statements for as many
prior years as you wish.

By taking time to look through these statements, you can identify any inconsistencies in
income, partnership or real estate holdings, unexplained large or regular withdrawals, or
payments or deposits. If you have a strong reason to believe your spouse is hiding assets,
you might consider hiring a forensic tax professional to review personal and business tax
returns to identify hidden income or investments.
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Hidden or Undervalued Assets

Properly Valuing Businesses and Investments

There are certain assets, such as defined benefit retirement plans (pensions), stock options, or
the value of a business, for which the true financial value may be difficult to establish. If you
are equally dividing these types of assets, it will be equitable and establishing the true value is
less important. However, if your settlement proposal involves anything different than an equal
division of this asset, it is probably worthwhile to pay an actuarial or valuation expert to
determine a more accurate current value for that asset.

Properly Valuing Personal Property

You may be resistant to negotiate about the “stuff,” but your furniture, appliances, tools, art,
jewelry, or other personal property may have significant value that you should consider as
part of the overall distribution. It may feel emotionally easier to just “walk away”, but when
you are facing an expense of $2,000 - $5,000 to purchase new appliances or furniture to set
up your next household, you will regret not having accounted for these property values.
Similarly, if one spouse’s car has a loan, needs considerable repairs, or is a lease, your autos

may have very different values that should be accounted for in a fair settlement.
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Credit, Debts and Liabilities

Protect Your Credit

One of the most common and expensive divorce mistakes is
the failure to protect your credit rating, which could be a
huge future burden as you are establishing your separate
financial life.

700-750 VW
Good

As long as your name and credit are still on the mortgage or o

other debt, lenders will still have the ability to enforce the
debt against both spouses.

While your divorce or legal separation agreement might legally specify the debt as one
spouse’s sole responsibility, which can be enforced with further court actions, it may not
entirely protect the other spouse from liability for the debt.

It is highly recommended that each of you obtain a copy of your credit report to identify all
accounts and any potential credit issues. You can obtain a free credit report one time per
year through this website.
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Credit, Debts and Liabilities

Protect Your Credit continued ...

As a part of the divorce process, you will want to pay off and close all joint loans and credit
accounts, and open new credit accounts in your name alone. If you are not currently able to
remove one spouse’s name from a credit account, as is the case when the spouse who is
awarded the marital home does not qualify for a refinance, then make sure your divorce
agreement has a specific future date by which that spouse will refinance or sell the property
to remove your name from the mortgage and free-up your credit potential.

In addition to your credit risk if the mortgage payments are late or discontinued, you may
find it difficult to qualify for a loan on your own home so long as your credit is tied up with
the marital home.

Even if your ex-spouse will be responsible for the expense on your divorce decree, if your
name remains on the account after the divorce, you will want to protect your credit by
having access to verify the monthly amounts due are consistently paid on time. You may
also want to include in your agreement that your ex is solely responsible for any additional

fees, charges or interest that result from their failure to pay the balance due on time.
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Credit, Debts and Liabilities

Property Liens and Liabilities

Some assets may have hidden liens or liabilities, that when later discovered, significantly reduce
the value of that asset. Before agreeing to a settlement proposal, make sure there are no loans
against a retirement account or life insurance policy, and do a title search to verify there are no
liens or unpaid property taxes against the home. Check the home and auto insurance to confirm
there are not outstanding insurance claims which may inflate future insurance rates.

While a car, business, or real estate may have been awarded to your ex-spouse in the divorce,
make sure your name is removed from the title or deed; otherwise, you may be included in a
lawsuit by somebody who is injured in association with that asset.

Tax Debt Liabilities

Dealing with an unexpected joint tax bill post-divorce is huge hassle that can be avoided with an
accurate estimate from a tax specialist and clear written plan on how to share the liability. Since
the IRS can perform an audit of a divorced couple’s tax return for up to three to seven previous
years, make sure your divorce agreement clarifies how you will handle any additional income tax

penalties (or refunds), interest, or audit expenses associated with the marriage.
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Inflated Divorce Process Costs

Choose Your Approach Wisely
' y \
There are several options for how to get a &\‘ﬁ\ '

divorce, and the option you choose can
severely affect your divorce-related
expenses.

For example, the total costs in working
together with a divorce mediator are
approximately 10-15% of the costs of
having attorneys represent and negotiate
for you.

Since you may obtain divorce advice from an attorney at any time during the mediation
process, you can have similar legal protections as you would with attorney representation at
a fraction of the cost.
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Inflated Divorce Process Costs

Resolve Issues at the Lowest Cost Level

There are many components of a divorce, and you will contain your expenses by resolving the
items you can at the lowest cost level. For example, if you can work out a holiday parenting
schedule between you, that is one less conversation you are paying the divorce professional to
facilitate. If you can resolve the custody, parenting plan, asset, debt and property distribution
through a mediator, yet are unable to reach an agreement on spousal support, you have then
focused and limited the issues you may be paying an attorney to resolve.

Weigh the Costs / Benefits of Your Battle

Pay attention to how much time you are spending arguing about a particular issue versus the
value of that issue. If you are both paying a mediator $200 per hour, or paying two attorneys a
combined $1,000 per hour to argue over a $130 lawn mower, and it is not easily resolved,
then you are probably making a poor business decision, despite the “principle” of it. Aim for
being smart instead of being right, to preserve your post-divorce financial resources.
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In Summary

The mistakes covered in this booklet are more prevalent, and expensive, when people try to

complete their own divorce without the assistance of an experience divorce mediator, family law
attorney, or divorce financial planner.

However, | have frequently been surprised to find mistakes such as these are made even when
people are receiving divorce advice from a professional, who might be focused upon obtaining a
certain agreement, or taking a certain position for their client, without analyzing the full impact
of that position. Hopefully, this article prepares you for some of the main financial divorce
mistakes to look out for and inquire about with your divorce professional.

- Stuart Watson, Family Mediator
Oreqgon Divorce Guides
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