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Definitive Guide to
come lax Planning for
Same-Sex Couples

BY SEAN R. WEISSBART, ROBERT R. LYONS, AND MICHAEL T. MELTZER

Following the Supreme Court’s decision in Windsor, which opened the door
to federal recognition of same-sex marriage, same-sex couples are faced
with more choices about ordering their relationships to take advantage of

tax planning opportunities.

Marriage comes with many joys. Un-
fortunately, income tax ramifications
are not often one of them. Married
same-sex couples were first exposed
to the federal income tax consequences
of marriage for tax year 2013, following
the Supreme Court's decision in Wind-
sor, 111 AFTR2d 2013-2385, which
ruled that the federal government must
recognize legal same-sex marriages,
and the IRS’s issuance of Rev. Rul.
2013-17, 2013-38 IRB 201, which
adopted a “place of celebration™ stan-
dard for recognizing all legal same-sex
marriages for tax purposes irrespective
of the couple’s place of domicile.
Although income tax rules do not
differentiate based on the gender com-
position of a married couple, the in-
come tax rules may nonetheless affect
same-sex couples differently than op-
posite-sex couples. Additionally, many
same-sex couples, particularly those
that have been together for a long time,
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will need to transition from an income
tax system that disregarded their rela-
tionship to one that now treats—and
taxes—their relationship as a single eco-
nomic unit. As already noted, in most
cases, the income tax results are not
usually favorable, though this article
certainly identifies the benefits of mar-
riage for the income tax. The article also
identifies the surprising and negative
ramifications of marriage so that same-
sex couples can be aware of these is-
sues as they enter into their nuptials
and enjoy the rights and expectations
that arise with marriage.

MARRIAGE VS. DOMESTIC
PARTNERSHIP FOR PURPOSES
OF THE INCOME TAX

Married taxpayers reach the highest
marginal rates of income tax at well
less than double the income of a single
taxpayer. For 2014, single taxpayers



paid the highest marginal rate of in-
come tax of 39.6% on all income
carned over $406,751. Married couples
reached the 39.6% rate on all income
collectively earned over $457,601-just
13% more than the income of a single
taxpayer.

This counterintuitive result and in-
equity has long made marriage a non-
neutral decision for income tax pur-
poses: married couples will have a
different tax bill than if the couple
continued to pay as two single tax-
payers. In many cases, these rates often
resultin a larger tax bill, creating what
is commonly known as the “marriage
penalty” (The rates do have the ability
to create a marriage bonus, which is
most often the case when one spouse
had no or very little income.)

Same-sex couples in legal mar-
riages were subject to the marriage
penalty for the first time in 2013 as
a result of the Supreme Court's deci-
sion in Windsor, which ruled that the
federal government must recognize
same-sex marriages. Subsequently, the
IRS issued Rev. Rul. 2013-17, stating
that it would recognize all legal same-

the federal government from recog-
nizing same-sex marriages. Like all
married couples, same-sex couples
who are legally married will face a dif-
ferent tax bill as a result of their federal
married filing status.

Application of the Marriage Penalty
to Same-Sex Couples in Marriage
Alternatives.

In Rev. Rul. 2013-17, the IRS ruled that
couples in marriage alternatives are
not considered married for purposes
of federal tax law. For federal tax pur-
poses, they are not taxed as a married
couple; rather, they file tax returns as
two single taxpayers and are not sub-
ject to the marriage penalty. Depend-
ing on state law, they may have a dif-
ferent filing status for state and local
tax returns.?

Impact of the Marriage Penalty on
Same-Sex Couples.

Although the long-term impact of the
marriage penalty on same-sex cou-
ples is currently unknown (because
same-sex couples first filed joint fed-
eral tax returns for calendar year

riage penalty directly translates to
same-sex couples,4 one thing is clear:
the marriage penalty makes marriage
anon-neutral decision for income tax
purposes. Below are three potential im-
pacts of the marriage penalty on
same-sex couples. The authors fully
recognize that these are just their own
hypotheses, and the long-term impact
of the marriage penalty on same-sex
couples of course remains to be seen.
1. Marriage will be less neutral for male
same-sex couples than couples of other
gender composilions. Based on data
extracted from US Census Bureau
American Community Survey
(ACS), the average income of
same-sex couples exceeds that of
opposite-sex couplessAdditionally,
according to data from 2012,
women make only 77 cents for
every dollar made by men.¢ Given
that the marriage penalty increases
alongside income, we can infer
that, generally, more male same-
sex couples will be negatively af-
fected by the marriage penalty
than female same-sex couples and
opposite-sex couples. If it is true

sex marriages for tax purposes. Pre-
viously, legally married same-sex
couples had to file federal tax returns
as two single individuals because the
Defense of Marriage Act? prohibited

2013), there has been an abundant
amount of research on the impact the
marriage penalty has had on oppo-
site-sex couples. Although not all of
the current scholarship on the mar-

that a higher income tax bill affects
the decision to marry, the income
tax rates imposed on married cou-
ples make marriage less neutral-
on a macro level-for male same-

1 TheIRS could have taken two approaches to recog-
nizing same-sex marriages: ‘place of celebration” or
“place of domicile.” By adopting a “place of celebra-
tion" standard, the IRS ruled that it will recognize all
legal same-sex marriages, including those of couples
domiciled in a jurisdiction that does not recognize
same-sex marriage. Alternatively, had the IRS
adopted a “place of domicile” standard, it would have
recognized fewer same-sex marriages. Under this
latter standard, the IRS would recognize legal same-
sex marriages of only couples domiciled in a juris-
diction that recognized the marriage. The distinction
is illustrated by the following example. Assume a
same-sex couple married in New York, where same-
sex marriage is legal, but then took domicile in a
state that does not perform or recognize same-sex
marriage; because the IRS adopted a “place of cele-
bration” standard, the couple’s marriage is recog-
nized for federal tax purposes; had the IRS adopted
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a “place of domicile” standard, the marriage would
not be so recognized.

P. L. 104-199, 9/21/96 (effectively repealed in part by
Windsor).

For example, couples registered as domestic partners
in California file a joint tax return for state purposes,
even though they are taxed as single taxpayers for
federal income tax purposes. See California Taxation
of Domestic Partners available at wwwftb.cagov/in-
dividuals/fag/dompart.shtml (‘domestic partners who
are registered with the California Secretary of State
are required to file using the married filing joint or
married filing separate filing status”).

A significant portion of the scholarship on the mar-
riage penalty to date has focused on the income dis-
parity between men and women and a woman’s re-
turn to the workforce after marrying. For an
interesting academic discussion of the issue, see, Mc-
Caffery, “Taxation and the Family: A Fresh Look at Be-
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havioral Gender Biases in the Code,” 40 UCLA L. Rev.
983 (1993).

Gates, “Same-sex and Different-sex Couples in the
American Community Survey: 2005-2011" (The
Williams Institute, UCLA School of Law, February
2013). The study concluded that same-sex couples
had average income of $94,000 and opposite-sex
couples had average income of $86000. The study
also found that in 2011 the average income of men in
same-sex relationships was $47000; the average in-
come of women in same-sex relationships was
$38000.

6 See Women's Earnings and Income available at
/www.catalyst.org/knowledge/womens-earnings-and-
incomefffootnotel_ dubwcwt Note that these figures
focus only on the overall earnings of women com-
pared with men and ignores, among other factors,
differences in income between ever-married and
never-married women.
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sex couples than couples of other
gender compositions.

2. The marriage penalty will affect the work
habits of the same-sex spouses. Like op-
posite-sex couples, the marriage
penalty could lead the lower-earn-
ing same-sex spouse to reduce or
cease work-place participation in
favor of leisure, child-raising, or
home care because that spouse’s
income will effectively be taxed at
a higher rate. Another possibility
is the marginalization of both
same-sex spouses with each one
reducing work hours in response
to the disincentive to work caused
by the marriage penalty.

3. Same-sex couples may choose marriage
alternatives to avoid additional tax. The
income tax rates imposed on mar-
ried couples create different tax
bills for same-sex couples of equal
incomes depending on whether
their relationship is recognized as
a marriage or marriage alternative.
Civil union spouses and domestic
partners file federal income tax re-
turns as single individuals; thus, for
these couples, marriage is tax neu-
tral. However, marriage is not neu-
tral for federal income tax pur-
poses because the couple is no
longer taxed as two single taxpay-
ers, but is instead taxed on their
joint income at the less preferential
rates imposed on married couples.
Accordingly, equal-income same-
sex couples would pay different
amounts of tax depending on the
legal status conferred on their re-
lationship. Generally speaking,
marriage is more likely to provide
a tax break to couples whose in-
come is derived largely or entirely
by one spouse; on the other hand,
couples whose income is derived
equally by both spouses—and par-

ticularly high-income couples-will
likely see an increased tax bill. Par-
adoxically, the income tax rates im-
posed on married couples may
create an unintended benefit of en-
tering into a marriage alternative:
avoidance of the marriage penalty.

Limited Planning Opportunity—
“Toggle” Marital Status.

As discussed above, same-sex couples
with the option to enter into a marriage
or marriage alternative might choose
the marriage alternative if the income
tax weighed heavily in their decision.
However, most same-sex couples will
not easily have this choice because most
jurisdictions that confer legal status on
same-sex relationships-be it marriage
or some alternative-do not give couples
a choice between one or the other. Thus,
a same-sex couple seeking legal status
and avoidance of the marriage penalty
might have to move to one of the
shrinking number of states—soon to be
zero?—that provides only a marriage
alternative (but not marriage) to same-
sex couples. For many, that is probably
too high a price to pay.

Interestingly, this strategy may be
available in California, which allows
same-sex couples to enter into do-
mestic partnerships or marriages.8 In
California, the couple could enter
into a domestic partnership and re-
ceive all the state-law benefits of
marriage (and a lower federal tax
bill); subsequently, the couple could
marry to take advantage of federal
tax benefits, such as the marital de-
duction from estate tax.® During the
period of the domestic partnership,
that couple would have to weigh the
tax savings against relegating them-
selves into a lesser status and not en-
joying the many federal benefits of
marriage. Intuitively, this planning
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opportunity is likely of interest to
only a handful of high-income tax-
payers that place great value on sav-
Ing income taxes.

INCOME TAX FILINGS: FILE
JOINTLY OR SEPARATELY?
The decision for a married couple to
file jointly or separately does not differ
between same- and opposite-sex
couples. Married couples that file
jointly pay income tax as one unit: all
income and expenses are lumped to-
gether to compute one ultimate tax li-
ability. Additionally, both spouses are
jointly and severally liable for the re-
turn. On the other hand, married cou-
ples that file separately treat all their
income and expenses separately, just
like single individuals, and are liable
only for their own return.

Married-filing-separate status is not
an escape from the marriage penalty:
the tax liability of married-filing-sep-
arate taxpayers is not computed using
the more favorable rates paid by single
taxpayers. The income tax rates of
married individuals that file separately
are exactly half the rates imposed on
married couples filing jointly. The rates
do not provide an advantage to filing
separately. Deductions aside, the over-
all rate of tax paid by a married couple
when each spouse has identical in-
come will not differ if the couple files
separately or jointly. When there is a
disparity in income, it often makes
sense to file jointly because the higher-
earning spouse’s income will reach the
highest rates less quickly.

Rates aside, below are some com-
mon reasons the majority of married
taxpayers file jointly:

1. Deductions, Exemptions and Credits Not
Available to Married-Filing-Separate
Taxpayer. The following are exam-
ples of deductions, exemptions,
and credits, not available to either
spouse when a married couple files
a separate tax return:

+ Tuition and fees deduction

(Section 222(d)(4)).
+ Student-loan interest deduction
(Section 221(e)(2)).

+ Adoption credit (Section

23(£)(1)).
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+ Exclusion of Social Security
benefits (Section 86(c)(1)(C)()).

+ Child and dependent care
credit (Section 21(e)(2)).

+ Earned income tax credit (Sec-
tion 32(d)).

2. Simplicity. All things being equal (or
nearly equal), married couples can
save the time and expense of filing
an extra return when they file
jointly. Additionally, married-fil-
ing-separately taxpayers may need
to jointly divide certain deductions,
adding further complexity to such
tax returns.

3. Parallel-Form Requirement. Married
taxpayers that file separately must
use the same method of claiming
their deductions. Thus, one spouse
could not take the standard deduc-
tion while the other spouse item-
izes deductions.

When to File Separately

The following are the most common

reasons married couples file sepa-

rately:

1. Reimbursable Medical Expenses. Under
Section 213, medical expenses are
reimbursable only to the extent
they exceed 10% of the taxpayer's
adjusted gross income. This thresh-
old is temporarily reduced to 7.5%
for taxpayer's ages 65 and olderm
When spouses file jointly, this
threshold is harder to reach be-
cause the government looks at the
income of both spouses. Thus, if
one spouse has significant medical
expenses in a given year, it may
make sense to file separately for
that year. In such cases, the other
spouse’s income is disregarded for
calculating the amount eligible for
the deduction. The deductions for
expenses incurred in connection
with assisted-reproductive tech-
nology and gender-confirming
procedures are addressed below.

2. Impending Divorce. Couples anticipat-
ing divorce may prefer to file sep-
arately to disconnect from each
other and avoid contentious battles
rgarding tax issues, namely splitting
tax refunds. Also, as noted above,
spouses are both liable for jointly
filed returns, providing another
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reason divorcing spouses may pre-
fer filing separately.

3. Capital Gains Rate Preferences. In 2013,
Congress increased capital gains
rates from 15 to 20% on joint tax-
payers with combined income
over the amount subject to tax at
39.6% (for 2014 status, $457,601).12
When spouses file under a separate
status, the threshold is reached at
half the amount: $228,801 of in-
come.® Thus, it may make sense to
file separately when the lower-
earning spouse has a significant
amount of capital gain income.
Doing so may prevent or limit the
amount of capital gain income
taxed at the 20% bracket. For ex-
ample, assume that Al and Bill are
married. In 2014, Al has $500,000
of taxable income. Bill's income
consists entirely of $50,000 of long-
term capital gain from the sale of
stock. By filing separately, no part
of Bill's $50,000 is taxed at 20%.

4. Nel Investment Income Tax (Section
1411). The net investment income
tax of 3.8% may be imposed on
passive income when a taxpayer’s
total income exceeds a certain
threshold. For married couples fil-
ing jointly, the threshold is
$250,000; when married couples
file separately, the threshold is
$125,000.14 Similar to the discussion
above on minimizing taxes on
capital gains, when the lower-
earning spouse has income that
would be subject to the net invest-
ment income tax, it may be possi-
ble to avoid the tax by filing sepa-
rately. The threshold amounts for
the net investment income tax are
not indexed to inflation.

Immigration Issues
Section 6013(a)(1) provides that a
married couple cannot file a joint re-

H

7 0n 1/16/15, the Supreme Court granted certiorari to
four cases addressing the constitutionality of same-
sex marriage. The Court's decision to grant certiorari
likely stemmed from the Sixth Circuit's decision to up-
hold state-level marriage bans. This created a split
among the Circuit Courts, all of which had previously
struck down such bans as constitutional.

See California Family Code 297-2975.

For a discussion on the federal estate tax benefits of
marriage, see Weissbart, “Strategies to Minimize Es-
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turn if at any point during the tax year
one spouse is a nonresident alien. Un-
der this rule, the US citizen or resi-
dent-alien spouse would file a return
using the married-filing-separate sta-
tus, not as a single taxpayer. Under
Section 6013(g), however, the couple
can elect to file under a married-fil-
ing-joint status. By making the elec-
tion, the nonresident-alien spouse’s
worldwide income will be subject to
US income tax and most tax-treaty
benefits exempting certain US-source
income from US taxation will not be
available to offset the income tax lia-
bility of the nonresident-alien spouse.

DEDUCTIONS, EXEMPTIONS
AND CREDITS

The deductions, exemptions and cred-
its available to married taxpayers do
not turn on the couple’s gender com-
position. That being said, same-sex
couples may be particularly interested
in the tax benefits for adoption ex-
penses and medical expenses incurred
for assisted-reproductive treatment
and gender-confirming procedures. In
fact, as explained below, recent case
law has addressed the latter two sub-
jects.

Adoption Credit

Section 23 allows taxpayers a credit
of up to $13,190 for adoption ex-
penses. The amount of the credit is in-
dexed to inflation and increases
yearly. Generally, taxpayers can claim
a tax credit for all expenses incurred
in adopting a child up to the maxi-
mum amount of the credit. Taxpayers
who adopt a special-needs child can
claim the maximum amount of the
credit, even if their expenses fall short
of this amount®® As mentioned pre-
viously, married taxpayers can claim
the credit only if they file jointly.

tate and Gift Tax for Same-Sex Couples,” 37 Estate
Planning 33 (February 2010).

10 Section 63(c)(6); Publication 504.
Section 213(f).

Section 1(N)(1D).

Section 1M

14 Section 1411(b).

Section 23@)(3).

16 Section 23((D.

-
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Couples planning to marry should
note that the adoption credit is not al-
lowed when one spouse is adopting
the child of the other spouse.” Thus,
couples may wish to complete the
adoption process prior to marriage.

Assisted Reproductive Treatment
(ART) and Procedures
The deductibility of expenses incurred
for in vitro fertilization or other ART
appears to turn on whether the tax-
payer could reproduce without the
medical care. In Ltr. Rul. 200318017,
the IRS allowed a deduction under
Section 213 for certain expenses in-
curred by a woman to obtain an egg
donor. The woman incurred these
costs after she unsuccessfully under-
went treatment to conceive using her
own eggs.’® The IRS permitted deduc-
tions for the following expenses:
+ Medical fees for egg donor.
+ Fees for time and expenses of the
egg donor®
+ Agency fee for finding the egg
donor and arranging the transac-
tion between donor and taxpayer.
+ Legal fees for contract between
the taxpayer and the egg donor.
However, the Tax Court reached
the opposite result in Magdalin, TCM
2008-293, affd 105 AFTR2d 2010-242
(CA-1, 2009), denying the taxpayer's
deductions for ART because the tax-
payer could clearly reproduce with-
out medical intervention. Magdalin
involved a male taxpayer who pre-
viously conceived naturally with his
ex-wife but now incurred expenses
for ART to have another child.

H

17 Section 23(A(A).

18 The Letter Ruling does not address the tax deductibil-
ity of these expenses.

19 |n Perez, 144 TC No. 4, the Tax Court ruled that fees
received by egg donors constitute taxable income.
Previously, egg donors claimed that their compensa-
tion was excluded from gross income under Section
104(a)(2). This decision has no impact on a same-sex
couple’s ability to deduct the expense.

20 The |RS could also issue new regulations resolving

the issue pursuant to its general rulemaking authority

(Section 7805(@)).

AOD 201133, IRB 2011-47.

Section 1041(b).

Section 1041(@)(2).

Section 267(d) provides a possible benefit to the trans-

feree upon subsequent sale of the property at a gain.

The rule provides that gain is recognized only to the

extent it exceeds the loss disallowed to the transferor.

2
2
2
2
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It is worth noting that both deci-
sions predate federal recognition of
same-sex marriage. Although the Tax
Court ruled that denying the deduc-
tion was not an issue of “constitu-
tional dimensions” and that a tax-
payer’s “gender, marital status, and
sexual orientation do not bear on
whether he can deduct the expenses
at issue” perhaps today the case
would be decided differently, partic-
ularly if the same-sex couple in Mag-
dalin was legally married. On one
hand, a court could reason that the
deduction should be permitted be-
cause married same-sex couples can-
not conceive without ART, thus med-
ical intervention is necessary. On the
other hand, a court, citing Magdalin,
could claim that such an argument is
meritless because marriage does not
change the couple’s inability to con-
ceive. Moreover, Section 215 is mar-
riage neutral-indeed, it applies equally
to single and married taxpayers of all
genders; if Congress intended to give
a tax break for the cost of ART to
married same-sex couples because
they cannot biologically reproduce
together, it should do so by enacting
new legislation.20 Nonetheless, the
recognition of same-sex marriage—
and the inability for same-sex couples
to conceive within their marriage-at
least presents a new argument for de-
ductibility under Section 213 (or the
enactment of new legislation).

Gender-Confirming Procedures

On 11/21/11, the IRS issued a notice
of acquiescence? agreeing to accept
the Tax Court's decision in O’'Donnab-
hain, 134 TC 34 (2010), which ruled
that a taxpayer could deduct expenses
for hormone therapy and sex-reas-
signment surgery as medical expenses
under Section 213(d)(1)(A). The Tax
Court decision stemmed from the
IRS’s denial of the deduction on
grounds that the taxpayer's treatment
was entirely cosmetic.

PRE- AND POST-TAX BENEFITS
AND DRAWBACKS

For income tax purposes, aside from
the rates, marriage comes with other
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benefits and drawbacks. As previ-
ously discussed, income taxes attempt
to treat married couples as one unit.
Accordingly, the rules allow spouses
to make transfers to each other with-
out recognizing gain or altering basis;
on the other hand, the rules disallow
losses and attribute one spouse's
ownership interests or voting rights
to the other. This section addresses
several of these benefits and draw-
backs.

The above issues will be particu-
larly relevant to individuals in long-
term relationships who are now mar-
rying. These individuals are now
transitioning from a tax system that
did not legally recognize their rela-
tionships to one that may treat their
spouses’ assets as their own.

Tax Benefits
The following points are tax benefits
resulting from marriage.

Non-recognition provision on transfers
betweenspouses. Section 1041 provides
that no gain or loss is recognized on
a transfer between spouses. Thus,
spouses can sell or gift property to
each other without any gain recogni-
tion. Section 1041 also provides for a
carryover basis: the donee-spouse
takes the basis of the donor-spouse
in the transferred property:22 The rule
also extends to transfers between for-
mer spouses, but only if the transfer
was related to the cessation of the
marriage.2 The income tax ramifica-
tions of divorce are discussed in
greater detail below.

The above rule (along with Section
267) also prohibits recognizing losses
on transfers between spouses. Al-
though this part of the rule is not tax-
payer friendly, Section 1041 provides
a silver lining that is not available
when Section 267 disallows a loss be-
tween other related parties, i.e. sib-
lings. When Section 267 disallows a
loss, the buyer takes a cost basis in the
property under Section 1012. Thus,
the transferor has "lost" the loss for-
ever24 As noted above, under Section
1041, the buyer-spouse takes the
seller-spouse’s basis, i.e, a carryover
basis, thus preserving the loss should
the buyer subsequently sell the prop-
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erty to an unrelated person. Section
267(g) provides that Section 1041
trumps the application of Section
267(a).

Double Exclusion of Gain from Sale of
Real Property. Section 121 excludes up
to $250,000 of gain from the sale of
real property provided the taxpayer
used the property as a primary resi-
dence for two years (in the aggregate)
of the five-year period ending on the
date of the sale of the property. How-
ever, the exclusion is doubled to
$500,000 provided the taxpayer files a
joint return with his or her spouse
and either spouse meets the above-dis-
cussed ownership requirement.2s
However, both spouses must meet the
two-year use requirement and neither
spouse may have sold a property to
which the exclusion under Section
121 applied within two years of the
date of the closings

Spousal IRA Rollovers. The surviving
spouse who is the sole beneficiary of
a decedent’s IRA has a choice un-
available to other beneficiaries: to treat
the IRA as his or her own.zZ The des-
ignation is simply made by “the sur-
viving spouse redesignating the ac-
count as an account in the name of
the surviving spouse as IRA owner
rather than as beneficiary2 Thus,
the surviving spouse can be treated
as the owner of the plans and would
not be required to take any with-
drawals until April 1 of the year after
he or she reaches 70'/222 Any with-
drawals would be based on the sur-
viving spouse’s life expectancy:s

IRA Contributions. For 2015, single
taxpayers can contribute a maximum
of $5,500 to an IRA or Roth IRA (if
income limitations permit) for the cal-
endar year3 However, married tax-
payers filing a joint federal return may
collectively contribute double that
amount ($11,000) per year, irrespective

[
25 Section 121(0)2)XAX).

26 Sections 121(b)X2)(AXIN) and (iii).

27 Sections 402(c)(9) and 408(d)3)C)i); Reg. 14088,
Q&A 5(@).

28 Reg.1408-8, Q&A 5(b).
29 Section 401@)(9)C).
30 Regs. 1401(@)(9)5, A5(b), A5(C)2)

31 According to IRS Publication 590A, the most that
can be contributed to a traditional IRA generally
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of which spouse earned the income,
and the contributions can be made to
the IRA of either spouse32 The in-
creased contribution limit is most sig-
nificant for couples when one spouse
does not earn sufficient income to
contribute to an IRA; the rules for
married couples effectively allow the
other spouse to double his or her
contribution. Before same-sex couples
could file federal tax returns jointly,
each member of the couple could
contribute only up to the amount al-
lowed for a single taxpayer:

Pension Benefits. On 4/4/14, the IRS
issued Notice 2014-19, 2014-17 IRB
979, to address the impact of Windsor
and Rev. Rul. 2013-17 on the applica-
tion of the qualified retirement plan
rules to same-sex married couples. In
the Notice, the IRS clarified the date
on which retirement plans must op-
erate in accordance with Windsor by
recognizing a same-sex spouse as the
legal spouse of a participant. Although
all retirement plans must now recog-
nize married same-sex spouses, the
date in which the plan was first re-
quired to do so turned on the domi-
cile of the same-sex married couple.

For same-sex married couples
domiciled in a jurisdiction that rec-
ognized the marriage, retirement
plans had to recognize same-sex
spouses as of the date of the Windsor
decision (6/26/13). The recognition
date for same-sex married couples
living in a jurisdiction that did not
recognize same-sex marriage is
9/16/13, the date the IRS issued Rev.
Rul. 2013-17. The basis for this dis-
tinction is that the IRS first adopted
a rule to recognize same-sex mar-
riages based on the “place of celebra-
tion” in the Revenue Ruling34 That
being said, the Notice permits and
provides a procedure for plan spon-
sors to amend plans to recognize

is the smaller of the following amounts: $5,500 or
the IRA owner's taxable compensation for the
year.

32 \When one or both spouses is age 50 or older, they

can contribute an additional $1.000 or $2000, respec-
tively (IRS Publication 590A).

33 Provided the lower-earning member of the non-mar-
ried couple had earned income above the IRA con-
tribution limit for the tax year, the higher-earning
member of the couple could have made an annual

same-sex spouses on an earlier date,
including dates prior to Windsor.

Tax Drawbacks
The following points are tax draw-
backs resulting from marriage.

Nonrecognition of Losses: Section
267(a)(1) (and Section 1041 discussed
above) does not permit an individual
to recognize a loss on property sold
to his or her spouse. Comparatively,
an unmarried person-including indi-
viduals in civil unions or domestic
partnerships—could recognize a loss
on the sale of property to his or her
partner. The ability for the one partner
to recognize a loss while the property
remains available for his or her use
(because it is owned by his or her
partner) creates enormous tax-plan-
ning opportunities3s Particularly if the
property is transferred back at a later
date, taxpayers should be wary of the
IRS calling this a pre-arranged trans-
action 3s

Automatic Grantor Trust Status. Sec-
tion 672(e)(1)(B) provides that a
grantor shall be treated as holding any
interest held by an individual who
became the spouse of the grantor for
the period after the individual be-
comes the grantor's spouse. With re-
spect to same-sex couples, a grantor
could create a trust that names his or
her unmarried partner as trustee
without being deemed the owner of
the trust for income tax purposes. If
the couple subsequently married, the
grantor would be automatically
treated as the owner of the trust and
would be forced to include all of the
trust's income and deductions on his
or her personal tax return from the
date of the marriage.

Attribution Rules. The Code is filled
with attribution rules that deem an
individual the owner of certain prop-
erty held by his or her spouse. These

exclusion gift of the IRA contribution amount to the
lower-earning member of the couple without any
negative income or gift tax consequences to either
of them.

34 See note 1supra.

35 For a discussion on this issue, see Cain, “DOMA and
the Internal Revenue Code,” 84 Chi-Kent L. Rev. 48],
501, 515 (2009).

36 See eg, Section 7701(0).
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rules arise in virtually every area of
the income tax. The policy reason for
these rules is that the Code-for better
or worse—views married couples as a
single economic unit and related in a
way that makes treating them as deal-
ing atarm's length unwise for tax pur-
poses. Despite the sensibility of these
rules, attribution does not generally
favor the taxpayer. The following are
a handful of common spousal attri-
bution rules that may have income
tax consequences to long-term cou-
ples who are now marrying:

H
37
38
39

Tax treatment of redemplion of stock:
Under Section 318(a)(1)(A)(), an
individual is treated as owning
the stock owned by his or her
spouse. When stock is redeemed,
if the redemption is considered
“substantially disproportionate”
or a “complete termination,” the
character of the income will be
capital gain; if not, the character
of the income will be dividend
income3” Thus, same-sex couples
who are both shareholders in
corporations may wish to exam-
ine the impact of marriage on
subsequent redemption of the
stock, particularly when one
spouse remains a shareholder. In
today’s world, although the in-
come tax rates on capital gains
and qualified dividends are the
same, it is still better for the char-
acter of the income to be treated
as capital gain because gain is
recognized only to the extent the
amount realized on the redemp-
tion exceeds the taxpayer’s basis
in the stock and any available
capital losses can be used to off-
set the gain.

Controlled foreign corporations: Under
Section 957, a foreign company
owned more than 50% by U.S.

Sections 302(b)(2) and (3).
Sections 4946(a)(N(D) and (d).

See, however, Reg. 534941(d)1(b) (exempting certain
established transactions from constituting self-deal-
ing).

40 Arkansas, Mississippi, and Tennessee are the only re-

maining states instructing the filing of single returns
on the state level, even if filing married returns on the
federal level. South Dakota and Texas do not have
state income taxes and therefore no state level return
is filed.

persons is treated as a controlled
foreign corporation (CFC). If a
CFC has what is known as "Sub-
part F income/ the U.S. sharehold-
ers will be taxed on their pro rata
share of the corporation’s Subpart
F income, even if the corporation
does not make a distribution to
the shareholders. In contrast, if a
corporation is not a CFC, a share-
holder is not generally subject to
taxation until the earnings and
profits are repatriated into the
United States as a dividend. Under
Section 958(b), the attribution
rules in Section 318(a) (with cer-
tain modifications) apply to deter-
mine whether an entity is a CFC.
Thus, marriage can turn an entity
into a CFC and create a huge
yearly tax bill that could have
otherwise been deferred.

Private foundation disqualified person
rules: Section 4946 defines a
spouse of a substantial contrib-
utor or foundation manager as
a disqualified person of the pri-
vate foundation.? Thus, by
marrying, spouses automatically
become disqualified persons of
the private foundation. It is bad
to be a disqualified person of a
private foundation because he
or she becomes subject to,
among other restrictions, the
self-dealing rules of Section
4941, which can impose excise
taxes on disqualified persons for
certain transactions, i.e., leases,
even though the transactions are
at arm'’s length.3®

Rev. Rul. 2013-17 also provides
that taxpayers can rely on the ruling
to amend tax returns up to the appli-
cable period of limitations. Under Sec-
tion 6511(a), a taxpayer generally may
file a claim for refund from the later
of three years from the date the return
was filed or two years from the date
the tax was paid. Taxpayers are not
under any obligation to amend a tax
return. Thus, same-sex couples who
were married for tax years in which
they may be able to amend their re-
turn should determine whether doing
so will result in any tax savings.

INCOME TAX PLANNING IN
STATES WHERE SAME-SEX
MARRIAGEISNOT
RECOGNIZED

Married same-sex couples that reside
in a state that does not recognize
their marriage have to file as two sin-
gle taxpayers for state income tax
purposes even though they file as a
married couple for federal tax pur-
poses. This disparity creates a prob-
lem for preparing state income tax
returns as the content is generally
based on the federal tax return.4°
Where this problem exists, states
have developed three different solu-
tions to address the issue:

+ The allocation approach. Married
same-sex couples allocate in-
come on their federal tax return
to two state tax returns as single
taxpayers using a state-provided
schedule. This has been the ap-
proach favored by Ohio and
North Dakota.

* The dummy federal return approach:

AMENDING PAST INCOME TAX
RETURNS

On 9/16/13, the IRS ruled in Rev. Rul.
2013-17 that it will recognize all legal
same-sex marriages for federal tax
purposes. Thus, married same-sex
couples must file a tax return using a
married-filing-jointly or separately
status for tax year 2013. Additionally,
married same-sex couples who filed
their 2012 return on or after 9/16/13
(because it was filed late or on exten-
sion) must also file using a married-
filing-jointly or separately status.
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Married same-sex couples com-
plete two pro forma “dummy”
federal tax returns as single tax-
payers. These tax returns are not
filed with the federal govern-
ment; rather, they are used solely
for the purpose of preparing two
state tax returns as single tax-
payers. This has been the ap-
proach favored by Georgia, Ken-
tucky, Louisiana, Michigan, and
Nebraska.

The ratio approach: Alabama was
alone in providing a ratio that

PERSONAL



married same-sex couples use to

apportion their income onto two

state tax returns as single taxpay-
ers. Same-sex marriage began in

Alabama on 2/9/15.

Given the ever-growing number
of states that recognize same-sex
marriage, this conundrum may be-
come irrelevant in the near future#
Nonetheless, until same-sex marriage
is recognized across the country,
which is scheduled to be addressed
by the Supreme Court, married
same-sex couples that reside in a
state that does not recognize their
marriage should be aware of this
complexity.

INCOME TAX RAMIFICATIONS
OF DIVORCE
Whether a married couple must file
as a married taxpayer or two single
taxpayers is determined based on
their marital status on the last day of
the tax year42 If a spouse dies during
the tax year, the determination is
based on the marital status at the time
of the spouse’s death.#2 Thus, said dif-
ferently, a married couple will be
treated as two single taxpayers for the
entire tax year only if they have ob-
tained a final decree of divorce or sep-
arate maintenance by the last day of
the tax year.44

State law determines marital sta-
tus and the date of its termination.
Thus, same-sex couples in marriage
alternatives, such as civil unions and
domestic partnerships, are not con-
sidered married for federal tax pur-
poses.45

Once a couple has divorced, Sec-
tion 1041 no longer applies to any
transfers of property between the
spouses, unless those transfers are “in-
cident to divorce” Thus, subsequent
transfers between divorced spouses
that are not “incident to divorce” will
constitute recognition events based on
general principles of the taxation of
property transactions.4

Section 1041(c) and the accompa-
nying regulations provide both two

PERSONAL

bright-line rules and a facts-and-cir-
cumstances analysis to determine
whether a transfer is “incident to di-
vorce! All transfers that occur within
one year of the date the marriage
ends-as defined under state law—will
continue to be treated as non-recog-
nition events under Section 1041. This
is true even if the transfer has nothing
to do with the divorce, including
when one former spouse transfers
property acquired after the cessation
of the marriage but within the one-
year period following the cessation
of the marriage. Transfers are also “in-
cident to divorce” if the transfer is (1)
pursuant to a divorce or separation
agreement and (2) occurs within six
years of the date the marriage ceases
(as defined under state law).#” If both
prongs are not met, Section 1041 will
still apply provided the taxpayer can
show facts and circumstances prov-
ing “that the transfer was made to ef-
fect the division of property owned
by the former spouses at the time of
the cessation of the marriage!s

Divorce can also raise the follow-
ing issues with dividing deductions
and expenses:

* Exemption for dependent children. Sec-
tion 152(c)(4)(B) provides that the
parent with whom the child
resided for the longest time is en-
titled to the exemption. If the
child spent an equal amount of
time with both parents, the
statute assigns the exemption to
the parent with a higher adjusted
gross income. Divorced parents
are free to deviate from these
rules by filing Form 8332, which
assigns the exemption to one of
the parents.4

H

41 As of 2/9/15, the following states/jurisdictions have le-
galized same-sex marriage: Alabama, Alaska, Arizona,
California, Colorado, Connecticut, Delaware, District
of Columbia, Florida, Hawaii, Idaho, lllinois, Indiana,
lowa, Kansas, Maine, Massachusetts, Minnesota, Mis-
souri, Montana, Nevada, New Hampshire, New Jersey,
New Mexico, New York, North Carolina, Oklahoma,
Oregon, Pennsylvania, Rhode Island, South Carolina,
Utah, Vermont, Virginia, Washington, West Virginia,
Wisconsin, Wyoming.

42 Section 7703@)M.

* Income and deductions. Generally, in
the year of divorce, each spouse
will report his or her wages and
income and deductions on sepa-
rately owned assets. Income and
deductions on jointly owned as-
sets are typically split. Couples
usually address this in a divorce
settlement.

* Deduction and gross income for al-
imony. Section 71(a) provides that
gross income includes alimony
payments. Similarly, the individ-
ual paying the alimony is entitled
to a deduction for the payment.
Alimony is an “above the line de-
duction! ie. it is deductible
whether or not the payor itemizes
deductions. Generally, only cash
payments qualify as alimony.so
If the payor-spouse agrees not to
take a deduction, the payee-
spouse does not need to include
the alimony in his or her gross
income; this must be done in a
divorce decree5 Note that child
support payments do not consti-
tute gross income to the child or
custodial parent nor are the pay-
ments deductible by the payor.

CONCLUSION

The income tax ramifications of mar-
riage may surprise same-sex couples,
particularly those that have been in
relationships long before marriage was
even possible for them. The joys of a
wonderful marriage are great. At the
very least, awareness of the income tax
ramifications discussed in this article
will eliminate any unfortunate sur-
prises that might otherwise take away
from one of life's greatest joys. ®

43 Id

44 Sections 7703(a)(2), 6013(d)(2).

45 See Rev. Rul. 201317

46 See generally, Sections 61(@)(3) and 1001,
47 See Temp. Reg. 1104HT(b), Q-6.

48 Id.

49 Section 152(e).

50 Sections 71(b)1) and 215(b).

5! Temp.Reg. 171T(b), Q-8.
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