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Overlooked implications of same-sex
marriage decision

Since the U.8. Supreme
Court's June 26 epochal decizion
in [nited States v, Windsor,
hundreds of articles have been
written about itz income tax,
estate tax, health care, family law
and other implications. Those
implications are far-reaching
and still evolving, However,
there are at least two tax
implications relating to real
estate that have been little noted.
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The first little-noted Windzor
-~ impact relates to the most
=) common capital gain transaction
; facing the average citizen: the
A sale of the personal residence.
1 Y'T \. Internal Revenue Code Section
: 121 iz titled "Exclusion of gain
from zale of principal residence.”
Subzection (a) provides that "Gross income shall not include gain from the sale or
exchange of property if, during the 5-vear period ending on the date of the sale or
exchange, auch property has been owned and used by the taxpayer as the taxpaver's
principal residence for periods agzregating 2 years or more.” The amount excluded
cannot exceed $250,000. However, “In the case of a husband and wife who make a
joint retum for the taxable vear of the sale or exchange of the property” the exclusion
can be 3500000 if only one spouse meets the ownerzhip requirement, This excluzion
of an additional $250,000 for a married same-sex couple can be worth az much az
$82,500 in California (approximately 33.3 percent of $250,000 - 20 percent federal
capital gains rate + 13.3 percent state capital zains rate).



Example 1: Carol and Alice are married in 2005, That same year Carol buys a home
in Westwood for $300,000{ ™y the two of them to live in, Five vears later Carol sellz the
home for 3300,000, Even thtugh they are married, because it pre-dates Windzor,
Carol iz only able to exclude $250,000 of the S500,000 capital gain from her taxable
income,

Example 2: Clandia and Ann are married in 2010, That same year Clandia buyz a
home in Santa Monica for $600.000 for the two of them to live in, Five vears later
Clandia sells the home for $1,100,000. Because they are married and it is after
Windsor, Clandia iz able to exclude the entire $500,000 capital gain from her taxable
income,

There iz another important principal residence exclusion benefit now available to
zame-3ex couples that was not available before Windsor, Internal Bevenue Code
Section 121(b)(4) provides that if one of the spouszes dies, the surviving zpouse can =till
benefit from the $500,000 exclusion if the sale occurs within two vears of the first
zpouse's death,

There are at least two tax implications relating
to real estate that have been little noted.

Example 3: Joe and Bob are married in 2000. That same vear Joe buys 2 home in
Encino for $300,000 for the two of them to live in. Unfortunately, Bob dies in 2005,
Joe z&lls the home in 2007 for $300,000., Since this is before Windsor, Joe is only able
to exclude from hiz taxable income $250.000 of the $500,000 capital gain,

Example 4: James and Ben ars married in zo1o. That same vear James buys 2 home
in Tarzana for 3600,000 for the two of them to live in. Unfortunately, Ben dies in 2015,
James sells the home in 2017 for $1,100.000, Since this is after Windsor, James is able
to exclude the entire $500,000 capital gain from his taxable income.

Yet another common real estate transaction iz the zale of investment real estate, One
way to not be forced to recognize all of the taxable gain in the year of the zale iz to enter
into a tax-deferred exchange under Internal Revenue Code Section 1031, However, that
means that the "seller” is still going to be invested in real estate. What if the seller
wants to be out of the real estate business? Another way not to be forced to recognize all
of the taxable gain in the year of the sale i to enter into an installment agreement with
the buyer, IRC Section 453. For example, on each $5,000,000 of promissory note
received by the buyer, a California taxpayer might defer $1,667, 000 of tax, However,
the seller now must rely on the buyer's credit worthiness, and that may be a rizk the
zeller is ot interested in taking, even if it is secured by the property.



There is 2 post-Windsor disadvantage. Before Windsor, Joe could sell hiz investment
property to his spouse Bob and take back Bob's promiszory note, Bob would hold the
property long enough to have a capital zain basis. Then Bob could zell the property to
an outside cash buyer and receive the cash without recognizing anv gain since Bob'z
basziz was equal to the note, After Windsor, in the same transaction, zince Bob iz a
related person for income tax purposes, Bob's basiz iz the zame as Joe's bazis, IRC
Sections 453(2)(1), (f)(1), and 218(a)(1)(A)(i). However, that can be overcome if Bob
holds the property for more than two vears before he zells to the outside cash buver.
Section 453(e)(2)(A).

One related item is 2 potential post-Windzor same-sex marriage benefit. The holder
of a note must pav interest to the Internal Revenue Service and California Franchize
Tax Board on the deferred tax if the note exceeds $5,000,000, IRC Section 4534(a)(1);
Rev, & Tax. Code Section 17551(a). The rate - which is what the [RS charges for
underpavments - iz currently 3 percent, However, for community property, the limit iz
$10,000,000, 50 if Joe owns the property, he can gain the $10,000.000 limit by
declaring it to be community property with his spouze Bob.

Az we continue to live with this happy new post-Windsor world, more interesting tax
consequences, with real estate and other important areas of commerce, will continue to
unfold.
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