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This is the second in a series of articles 
on contracts. Last time, I wrote about the 
first part of the process: creating con-
tracts. This time we deal with interpret-
ing contracts.

Contracts define our way of life. 
They’re everywhere, on computer 
screens, in printed word, faxes, even text 
messages. In today’s world, any person 
can create a contract about anything 
through any means.  

Our legal system reveres contracts. 
Once a contract is made, the law re-
quires each contracting party to live up 
to its agreement. If one should falter, the 
law will give the other a remedy.  

Courts enforce contracts. Under our 
system of law, judges have a duty to in-
terpret and enforce contracts according 
to the intent of the parties. That can be 
difficult, especially when a contract is 
poorly written. The simplicity of creat-
ing a contract often gives rise to the dif-
ficulty of interpreting it.

Since contracts are vital to the stabil-
ity of the marketplace, courts have ad-
opted specific “rules of consideration” 
for interpreting them. The rules provide 
basic standards that ensure contracts 
are interpreted consistently.

All these rules are predicated on one 
fundamental concept: A court must 
ascertain and carry out the intent of 
the parties, regardless of the outcome. 
Judges have no authority to judge the 
result of a contract, or to change the re-
sults, regardless of how unjust the out-
come may be. The court’s only function 
is to determine and carry out parties’ 
intent.

Rules to contract by

Four basic rules must be applied on a 
priority basis. Here’s a summary, by pri-
ority:

Rule 1: A court must ascertain the in-
tent of the parties from the plain mean-
ing of the words in the contract. The law 
presumes each party knew the meaning 

when they agreed to the contract.
Rule 2: If those words lack clarity, a 

judge may then consider the circum-
stances of the parties. Here’s an example 
of how that works:

Billy Bob owns a drive-in that is a 
well-known burger joint. He contracts 
with XYZ Bakery for “10 dozen buns to 
be delivered to Billy Bob’s Drive-In.” The 
words don’t clarify the type of bun to de-
liver, so in this case the judge may look 
to the circumstances of the parties. The 
court may consider that Billy Bob’s is a 
burger joint.

Rule 3: A judge may also consider the 
past dealings of the parties. Using the 
same example, the fact that XYZ Bak-
ery delivered hamburger buns on three 
previous occasions becomes relevant for 
consideration.

Rule 4: When all else fails, the court 
may consider “parole evidence,” includ-
ing oral testimony that sheds light on 
parties’ intent.

To illustrate, let’s assume Billy Bob 
sells hamburgers and hot dogs at the 
drive-in, and that XYZ Bakery deliv-
ered different types of buns in the past. 
In this case, neither circumstances nor 
past dealings shed any meaningful light 
on the type of bun described in the con-
tract. When this happens, a judge may 
consider oral testimony of the parties, 
including verbal statements exchanged 
when the contract was made. The fact 
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According to the late Zsa Zsa Gabor, 
“You never really know a man until you 
have divorced him.”

Some of my clients would add that 
you never really know how poor your 
ex-spouse is until you have been to court 
over child support or alimony! August’s 
article covered suggestions for navigat-
ing the financial maze of divorce, and 
this month we focus on the tax effects of 
certain decisions. 

Divorce is a complex process and causes 
pain to all concerned, but it is especially 
sad when children are involved. To add to 
the confusion, complicated rules affect the 
taxes you pay. One of the most common is 
child support and who gets the exemption. 
What’s important for you to know?

Tax issues: children

Child support is neither taxable to the re-
cipient nor deductible by the payor. Be sure 
to keep written records of support paid (and 
received) in case there is a dispute.

The child dependency exemption is 
automatically given to the custodial par-
ent. The exemption can be transferred 
to the noncustodial parent as part of a 
divorce settlement and can be for one 
year or for several years. Note that re-
gardless of the wording in the divorce 
settlement, federal law governs. To com-
ply, you must attach a signed Form 8332 
(or a written waiver signed by the relin-
quishing parent) to your tax return.

A partially refundable tax credit of 
$1,000 is available for children under age 17 
(2009), but phases out beginning at $75,000 
of adjusted gross income. This credit is 
available to whoever gets the dependency 
exemption. When a client and an ex are 

trading exemptions each year, I suggest 
my client schedules the exemption for the 
year the child is 16.

Parents with more than one child may 
split their exemptions.

The childcare (“daycare”) credit goes 
to the primary custodian parent.

I always recommend that both spouses 
run the numbers to see who has the most 
tax savings. Usually, it is wiser for the 
party who benefits the most from the ex-
emptions to claim all of them and consider 
compensating the other spouse. Be sure to 
include alimony in tax calculations.

Filing status matters

The custodial parent has the right 
to file as head of household and may be 
eligible for the Earned Income Credit as 
long as he or she provides over half the 
support for the child.

If you are separated on Dec. 31 but not 
divorced, you have the option of filing a 
joint return or a Married Filing Sepa-
rately return. In rare cases, you may 
have the option of filing Head of House-
hold, but be sure to check with your 
financial advisor to see if you qualify.

Generally, your taxes will be lower if 
filing a joint return. But have you ever 

wondered why the IRS offers tax breaks 
to couples filing jointly? Consider that 
when signing a joint return, you are 
accepting responsibility for everything 
reported on the return and for any tax 
due. If you have doubts about what your 
spouse is reporting on his or her return, 
filing separately may be better.

If you have filed a joint return with 
your spouse, the IRS will not allow you 
to amend to file separately. Obviously, 
this can be a very important decision if 
your relationship is contentious.

If you and your spouse file separate 
returns and one of you itemizes deduc-
tions, the other spouse must itemize, too.

Innocent Spouse Relief may be avail-
able in certain situations. See IRS Pub-
lication 971 or check with your financial 
advisor if you think you may qualify.

Handling divorce costs

Clients typically ask if the huge legal 
bills they have run up in the divorce are 
deductible. Unfortunately, the answer 
is generally no. If you itemize, however, 
you can write off certain costs pertain-
ing to the production or collection of 
gross income, such as legal fees to get 
alimony. You may also be able to deduct 
fees you pay to appraisers, actuaries, 
and accountants for services in deter-
mining your correct tax or in helping 
to get alimony. These fees are miscella-
neous itemized deductions subject to the 
2 percent-of-adjusted-gross-income limit.

Community Property 
states are different

If you and your spouse live in, or 

have lived in, a Community Proper-
ty state, special rules apply. For ex-
ample, in a CP state, deductions are 
generally divided equally between 
you and your spouse. The Commu-
nity Property states are Arizona, 
California, Idaho, Louisiana, Nevada, 
New Mexico, Texas, Washington, and 
Wisconsin. CP rules for assets owned 
while living there generally remain 
with you when you move to a non-
CP state, so be sure to check with a 
qualified professional if these rules 
may apply to you.

Final advice

If you have a choice of sharing a tooth-
brush or an attorney with your divorc-
ing spouse, I’d recommend you go with 
the toothbrush.

Emotions may rule temporarily, but 
the financial implications of divorce can 
last for the rest of your life. Take it slowly 
and get the best advice you can afford 
before you sign on any dotted lines. Best 
wishes during a difficult time and feel 
free to contact me if you have any ques-
tions about either of the articles in this 
series.
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that Billy Bob told XYZ that he wanted 
the buns for his upcoming “Burger for a 
Buck” program becomes a vital piece of 
evidence.

Be diligent

Getting a judge involved in your contract 
is expensive. If you have to go to court, keep 
the involvement short and simple. The easy 
way is to cover your bases.

Make sure your contract says what 

you want it to say. Also see that it has an 
“attorney fee provision” requiring the 
other party to pay your attorney fees. 
It’s a great way to keep someone from 
breaching the contract. 
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