Case Study—Federal Income Tax
The Supreme Court ruling that legalized marriage in all states for same-sex couples has important financial and tax implications that same-sex couples now need be advised upon in order to avoid any planning surprises down the road.  From a federal tax perspective, legally recognized marriage can provide certain benefits to same-sex couples.  However, it is equally important that these couples be advised as to the potential tax hikes they could see after marriage.
Your clients, Kristin and Ashley, are a same-sex couple in their 30s who are considering marriage.  Both Kristin and Ashley are respected and successful professionals in the medical field, each with an annual income in the low-to-mid six figures and generous employer-provided benefits.  Neither are taxed at the highest tax rate yet, however.  While Kristin and Ashley are interested in legally marrying, they first want to consider all of the financial issues that they could encounter post-marriage.  They know that marriage will simplify their estate planning, but are concerned about potential increases in tax liability, both immediately and in the future.  How do you advise?
Expert Analysis Using Tax Facts Online
As with any high-income couple, there are both tax benefits and burdens to marriage, and it is important that Kristin and Ashley evaluate all sides of the issue before filing to avoid surprises.  Tax Facts Online can help these clients identify  important issues and evaluate their choices.  Question 641 discusses the requirements for filing a joint return, while Questions 8516 and 8525 discuss the phaseout of personal exemptions and deductions for high-income taxpayers.

Married same-sex couples in all states may now file both joint federal and state income tax returns, rather than two separate returns, for the 2016 tax year, as well as for all other open years.  For couples who had filed separate federal returns for simplicity because they lived in a state that did not recognize same-sex marriage, amending a past year’s return could lead to higher returns in some cases.

For a high-income same-sex couple like Kristin and Ashley, however, choosing to marry and file a joint return can actually increase tax liability.  In the past, same-sex couples generally had the opportunity to file two single (or two head-of-household) tax returns without worrying about the “marriage penalty” for filing separately that applies to a legally married couple.  

As a result of the Supreme Court’s ruling, same-sex couples now must make the same cost-benefit analysis that applies to opposite-sex couples in determining whether to file jointly.  A single taxpayer crosses the earnings threshold into the 39.6 percent tax bracket when he or she earns more than $400,000 for the year—meaning that Kristin and Ashley could live together and earn almost $800,000 before entering the highest tax bracket.  If they choose to marry, on the other hand, they will become subject to this rate when they have combined earnings of only around $450,000 for the year.  

Similarly, if a couple is not married, they can earn about $400,000 ($200,000 each) before their itemized deductions and personal exemptions become subject to the phaseout rules that gradually reduce their value.  Once Kristin and Ashley are married, the penalties kick in at $250,000—total.  

The investment income tax, discussed in Tax Facts Online Question 8577, will also apply to a married couple earning a combined $250,000 (while two unmarried taxpayers could earn $400,000 before crossing the threshold).  

Same-sex couples who marry may find that a greater portion of their Social Security benefits may be subject to taxation, as the couple’s combined income could cause them to pass the thresholds that apply in determining whether (and to what extent) these benefits are taxable.

However, if Kristin and Ashley marry, they may take advantage of Social Security spousal benefits in the future.  A married spouse who never worked (or who is not ready to begin claiming benefits) is still entitled to claim Social Security spousal benefits when his or her spouse uses the “file and suspend” strategy.  Under this strategy, one spouse files for benefits and immediately suspends those benefits after the second spouse begins claiming spousal benefits.  This allows the couple to claim some Social Security benefits while allowing their earnings-based retirement benefits to grow.
While federal tax is not the only area that couples like Kristin and Ashley should be advised upon, these issues can have a major impact on many aspects of the couple’s financial picture.  Making sure higher income same-sex couples understand the costs and benefits is critical to avoiding surprises down the road.
Thumbs up/Thumbs down

What are your thoughts on:

1. The impact of the Supreme Court King v. Burwell decision on state-run health exchanges?
a. Bloink: If the decision had gone the other way, it would have provided a strong motivator for states to establish their own exchanges to ensure that taxpayers had access to federal subsidies.  Without that motivation, many states are cash-strapped enough that the costs of establishing a state-run health exchange are likely to exceed the benefits. Thumbs UP
b. Byrnes: The states that have established their own exchanges have experienced problem after problem—from massive computer glitches to long-term funding issues.  In fact, only a handful of states have bothered to establish their own exchanges, and there are rumors that some will be dropping those exchanges in favor of the federally managed exchange system.  If the state can give its citizens access to the same benefits without incurring the associated costs, why wouldn’t they let the federal government take over? Thumbs UP
2. Recent moves by cities, including Chicago, to impose new taxes on web-based subscription services like Netflix and LexisNexis?
a. Bloink: Chicago’s new tax on streaming-type subscription services is based on its currently existing amusement tax—9%--meaning that the tax will be higher than the sales tax imposed in most states.  What’s most confusing, however, is that who’s responsible for the tax depends on whether the company has a physical presence in the area.  So if Netflix is physically present in the area, it will tack the 9% on to the customer’s bill—but if Netflix isn’t, the customer is responsible for computing and paying the tax.  Given the prevalence of these services, saying that there will be confusion is an understatement, to say the least. Thumbs DOWN
b. Byrnes:  Taxes on web-based goods and services are meant to help brick-and-mortar businesses remain competitive.  If these services aren’t subject to any kind of tax regime, it makes it nearly impossible for traditional business owners to compete—as we’ve seen with the downfall of the local video rental store.  Those tax revenues have gone away, and now Chicago and other major cities are trying to replace it, looking to a source that is only logical. Thumbs UP
3. The impact of the Supreme Court same-sex marriage decision on the continued availability of employer-provided domestic partner benefits?
a. Bloink: Some spousal benefits are federally mandated—but domestic partner benefits can be completely optional.  Now that employers are required to provide spousal benefits to a wider range of individuals—all of whom have the right to legally marry—its less likely that they will continue to provide optional domestic partner benefits for either same or opposite sex partners, especially because many employers may have provided those benefits solely to provide equal benefits to same-sex couples. Thumbs DOWN
b. Byrnes: I agree with Professor Bloink that domestic partner benefits will likely be less common in the future.  Many employers currently only offer them to same-sex domestic partners.  Now that everyone can marry, it seems that employers would have to offer these benefits to all employees in a domestic partnership to avoid discrimination claims.  Employers might find it easier to discontinue the practice entirely. Thumbs DOWN
