The filing status you use when you file your
return determines the tax rates that will
apply (1.2) to your taxable income. Filing
status also determines the standard deduction
you may claim (73.1) if you do not itemize
deductions and your ability to claim certain
other deductions, credits, and exclusions.

This chapter explains the five different
filing statuses: single, married filing jointly,
married filing separately, head of household,
and qualifying widow/widower. If you are
married, filing a joint return is generally
advantageous, but there are exceptions
discussed in (1.3). If you are unmarried and
are supporting a child who lives with you,
you may qualify as a head of household
(1.12), which will enable you to use more
favorable tax rates than those allowed for
single taxpayers. If you were widowed
in either 2015 or 2014 and in 2016 a
dependent child lived with you, you may be
able to file as a qualifying widow/widower
for 2016, which allows you to use joint
return rates (1.11).

Special filing situations, such as for
children, nonresident aliens, and deceased
individuals, are also discussed in this chapter

Your personal or family status also
determines the number of personal exemptions
you may claim on your return. For 2016,
each personal exemption you claim is the
equivalent of a $4,050 deduction (27.1).
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1.1 o

@ Planning Reminder

Getting Married Can Raise Your
Taxes
The so-called marriage penalty is faced by
couples whose joint return tax liability exceeds
the combined tax they would pay if they had
remained single. This is generally the case where
each spouse earns a substantial share of the total
income. Legislation has substantially reduced the
marriage penalty by allowing married couples
filing jointly a standard deduction (13.1) that is
double the amount allowed to a single person,
and by allowing joint filers a 15% bracket (1.2)
that is twice as wide as that for a single person.
On the other hand, if one spouse has little or
no income, there generally is a marriage bonus
or singles penalty, as the couple’s tax on a joint
return is less than the sum of the tax liabilities
that would be owed if they were single.

Which Filing Status Should You Use?

1.1 Which Filing Status Should You Use?

Your filing status generally depends on whether you are married at the end of the year, and, if
unmarried, whether you maintain a houschold for a qualifying dependent. The five filing statuses
are: single, married filing jointly, married filing separately, head of household, and qualifying widow
or widower.

If you are married at the end of the year, you may file jointly (1.4) or separately (1.3). If you lived
apart from your spouse for the last half of 2016 and your child lived with you, you may qualify as
an “unmarried” head of household (7.12) for 2016, which allows you to apply more favorable tax
rates than you could as a married person filing separately.

If you are unmarried at the end of the year, your filing status is single unless you meet the tests for a
head of household or qualifying widow/widower. Generally, you are a head of household (7.12) if you
pay more than 50% of the household costs for a dependent child or relative who lives with you, or for
a dependent parent, whether or not he or she lives with you. For 2016, you generally are a qualifying
widow/widower (1.11) if you were widowed in 2014 or 2015 and in 2016 you paid more than 50%
of the household costs for you and your dependent child. The tax rates for heads of household and
for qualifying widows/widowers are more favorable than those for single taxpayers (7.2).

The filing status you use determines the tax rates that apply to your taxable income (7.2), as well
as the standard deduction you may claim (73.1) if you do not itemize deductions. Certain other
deductions, credits, or exclusions are also affected by filing status. For example, if you are married,
certain tax benefits are only allowed if you file jointly, dut more deductions overall may be allowed
in certain cases if you file separately (1.3).

Marital status determined at the end vi the year. Ifyou are divorced or legally separated
during the year under a final decree of civoice or separate maintenance, you are treated as unmar-
ried for that whole year, assuming yo 1 have not remarried before the end of the year. For the year
of the divorce or legal separation. filz as a single person unless you care for a child or parent and
qualify as a head of househeld [ 7:72).

If at the end of the yeir you are living apart from your spouse, or you are separated under a
provisional decree that has'not yet been finalized, you are not considered divorced. If you care for
a child and meet the ower head of household tests (7.12), you may file as an unmarried head of
household. Otherwise, you must file a joint return or as a married person filing separately.

If at the end of the year you live together in a common law marriage that is recognized by
the law ¢ the state in which you live or the state where the marriage began, you are treated as
marricd.

[t vour spouse dies during the year, you are treated as married for that entire year and may
file a joint return for you and your deceased spouse, assuming you have not remarried before
year’s end (1.10).

Same-sex marriage. Lawfully married same-sex couples are treated as married for a// federal
tax purposes. The IRS recognizes your marriage to a same-sex spouse if the marriage was legally
entered into in one of the 50 States, the District of Columbia, Puerto Rico, U.S. territory or pos-
session, or foreign country. However, registered domestic partnerships, civil unions, and similar
relationships that are recognized by state law (or foreign law) but that are not treated as marriages
under state law are not treated as marriages for federal tax purposes.

As a married couple, you and your spouse must file your federal return using a filing status of
married filing jointly (7.4) or married filing separately (1.3). However, if you lived apart for the
last six months of 2016 and one of you maintained a home for a child or other qualifying relative,
that spouse may be able to file as a head of household (7.12).

At irs.gov, the IRS has tax details for same-sex couples (“Answers to Frequently Asked Questions
for Individuals of the Same Sex Who Are Married Under State Law”, at https://www.irs.gov/uac/
answers-to-frequently-asked-questions-for-same-sex-married-couples). These question-and-answer
guidelines reflect Revenue Ruling 2013-17 (9/16/13), which was issued after the Supreme Court
declared in its Windsor decision (6/26/13) that the provision in the Defense of Marriage Act
(DOMA) that had prohibited same-sex marriages from being recognized for federal tax purposes
was unconstitutional on equal protection grounds.

10 | J.K. Lasser’s Your Income Tax 2017



Tax Rates Based on Filing Status ¢ 1.2

1.2 Tax Rates Based on Filing Status

The most favorable tax brackets apply to married persons filing jointly and qualifying widows/
widowers (1.11), who also use the joint return rates. The least favorable brackets are those for mar-
ried persons filing separately, but filing separately is still advisable for married couples in certain
situations (1.3). See 1able 1-1 for a comparison of the 2016 tax rate brackets.

If you have children and are unmarried at the end of the year, do not assume that your filing status is
single. Ifyour child lives with you in a home you maintain, you generally may file as a head of household
(1.12), which allows you to use more favorable tax rates than a single person. If you were widowed in
either of the two prior years and maintain a household for your dependent child, you generally may
file as a qualified widow/widower, which allows you to use favorable joint return rates (1.11).

If you are married at the end of the year but for the second half of the year you lived with your
child apart from your spouse, and you and your spouse agree not to file jointly, you may use head
of houschold tax rates, which are more favorable than those for married persons filing separately.

What is your top tax bracket and effective tax rate? Your top marginal tax rate for
ordinary income (such as salary or interest income) can be 10%, 15%, 25%, 28%, 33%, 35%
or 39.6%, depending on your taxable income (22.1). Rates on qualified dividends (4.2) and net
capital gain (5.3) can be either 0%, 15%, 20%, 25%, or 28%, depending on the amount of your
other income and type of asset sold; see below.

The 2016 rate brackets that apply to income other than net capital gain or qualified dividends are
shown below in 7able 1-1. If your top bracket is 25%, for example, this means that each additiena!
dollar of ordinary income will be taxed at 25% for regular income tax purposes. However, beciuce the
rate brackets are graduated, your effective tax rate may be significantly lower than your top (merginal)
rate. For example, if in 2016 you are single with taxable income of $39,480, all of whith is ordinary
income, your marginal rate is 25%, but the first $9,275 is taxed at 10%, the next $28,375 ($37,650 —
$9,275) is taxed at 15%, and only the last $1,830 ($39,480 — $37,650) is taxed 4r->5%. The total tax
is $5,641, which represents an “effective rate” of 14.29% ($5,641/$39,480 taxasle income), reflecting
the fact that most of your taxable income is taxed in the 10% and (especicily, the 15% brackets.

If you have substantial employee compensation and /or self-employ iient net earnings in excess
of the applicable threshold for your filing status (28.2), you will Le subject to an additional 0.9%
Medicare tax on the excess earnings. Further, to the extent thatyeu'earn income over the thresholds
for the phaseout of itemized deductions (13.7) or personal =xcmptions (21.12), the effective rate
on those excess earnings will be higher than the regular raw for such income.

The tax rate on qualified dividends (4.2) and net capital gains (5.3) is generally
lower than your top bracket rate on crdinary income. Depending on your top rate
bracket for ordinary income (7able 1-1), the rave tor most qualified dividends and net capital gains
is either 0%, 15%, or 20% (5.3). This does not include 28% rate gains or unrecaptured Section
1250 gains (5.3), which are not eligible for the 0%, 15% and 20% rates. For unrecaptured Section
1250 gains, the rate cannot exceed 25%; for 28% rate gains the maximum rate is 28%.

If your top bracket is 10% or 15% (7able 1-1) and you do not have 28% or unrecaptured Sec-
tion 1250 gains, you do not owe any tax on your net capital gains or on your qualified dividends
(4.2); the rate is zero (0%). For taxpayers whose top bracket exceeds 15%, some net capital gains
(except for 28%/unrecaptured Section 1250 gains) and qualified dividends may escape tax under
the 0% rate, while others are subject to the 15% or 20% rate (5.3).

If you are subject to the additional Medicare tax on net investment income because your modi-
fied adjusted gross income exceeds the threshold for your filing status, you will have to pay an
additional 3.8% tax on some or all of the net investment income (28.3).

Use the proper table or worksheet to compute regular income tax liability. To actually compute
your 2016 regular income tax, you will look up your tax in the Tax Table (22.2) or use the Tax
Computation Worksheet (22.3) if you do not have net capital gains or qualified dividends. If you
have 2016 net capital gain or qualified dividends, use the Qualified Dividends and Capital Gain
Tax Worksheet or the Schedule D Tax Worksheet. Depending on your income, you may also be
liable for the additional Medicare taxes. Chapter 22 explains these alternatives.

AMT. If you are subject to alternative minimum tax (AMT) on Form 6251, you generally ap-
ply either a 26% or 28% rate to your AMT taxable income (as reduced by the applicable AMT
exemption), but the favorable regular tax rates for net capital gains and qualified dividends also

apply for AMT purposes (23.1).
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1.3 e Filing Separately Instead of Jointly
Table 1-1 Taxable Income Brackets for 2016 Ordinary Income
10% bracket 15% bracket ~ 25% bracket ~ 28% bracket  33% bracket 35% bracket  39.6%
applies to applies to applies to applies to applies to applies to bracket
taxable in- taxable in- taxable taxable taxable taxable applies to
come in 2016  come in 2016 income in income in income in income in taxable
up to— up to— 2016 upto— 2016upto— 2016upto— 2016 upto— income in
2016 over—
Married filing $9,275 $ 37,650 $ 75,950 $115,725 $206,675 $233,475 $233,475
separately
Single 9,275 37,650 91,150 190,150 413,350 415,050 415.050
Head of household 13,250 50,400 130,150 210,800 413.350 441,000 441,000
Married filing jointly 18,550 75,300 151,900 231,450 413,350 466,950 466,950

or Qualifying
widow/widower

@ Planning Reminder

Changing From Separate to Joint
Return

If you and your spouse file separate returns
(including a return as a head of household if
eligible (7.12)), you can file an amended return
(Form 1040X) to change to a joint return. You
generally have three years from the original due
date (without extensions) of the separate returns
to file the amended return.

However, if you file separate returns and
either of you has received a notice of deficiency
from the IRS, you cannot file a Tax Court
petition in order to switch from separate returns
to a joint return. The IRS and Tax Court have
held that this rule applies not just to spouses who
filed as married filing separately, but also where
one of the spouses mistakenly files as head of
household. The Eighth Circuit Court of Appeals,
as well as the Fifth and Eleventh Circuits take
a more favorable view. For example, the Eighth
Circuit in 2015 reversed the Tax Court and
held that the prohibition against changing to a
joint return after a notice of deficiency and Tax
Court petition applies to married persons filing
separately, but not to a spouse who has filed as

head of household.

1.3 Filing Separately Instead of Jointly

Filing a joint return saves taxes for a married couple where one spouse earns all, or substantially all,
of the taxable income. If both you and your spouse earn taxable income, you should figure your tax
on joint and separate returns to determine which mefhod provides the lower tax.

Although your tax rate (7.2) will generally be'higtlier on a separate return, filing separately may
provide an overall tax savings (for both of you togcther) where filing separately allows you to claim
more deductions. On separate returns, lareer amounts of medical expenses, casualty losses, or
miscellaneous deductions may be decirc ible because lower adjusted gross income floors apply.
Unless one spouse earns substantia!'y itiore than the other, separate and joint tax rates are likely to
be the same, regardless of the type o teturns filed. The Mike & Fran Palmer Example below illustrates

how filing separately can save you taxes.

Suspicious of your.spcuse’s tax reporting? If you suspect that your spouse is evading taxes
and may be liable cn a joint return, you may want to file a separate return. By filing separately, you
avoid liability for ui:paid taxes due on a joint return, plus interest and penalties.

If you do file;jointly and the IRS tries to collect tax due on the joint return from you personally,
you may be able to avoid liability under the innocent spouse rules (7. 7). If you are no longer married
to or.ar= s=parated from the person with whom you jointly filed, you may be able to elect separate
liatiliey treatment (1.8).

Standard deduction restriction on separate returns. Keep in mind that if you and your
spouse file separately, both must either itemize or claim the standard deduction, which is $6,300
in 2016 for married persons filing separately (13.3). Thus, if your spouse itemizes deductions on
Schedule A of Form 1040, your standard deduction is zero; you do not have the option of claiming
the $6,300 standard deduction and must itemize your deductions on Schedule A even if they are
much less than $6,300.

Certain benefits require joint return and some benefits harder to claim if filing
separately. If married, you must file jointly to claim certain tax benefits, and other tax breaks are
much harder to claim on separate returns. For example, you must file jointly to claim the following
education-related benefits: the American Opportunity credit or Lifetime Learning credit (33.7),
the tuition and fees deduction (if extended by Congress) (33.13), the premium tax credit (unless
a spouse is a victim of domestic violence) (25.12), and the deduction for student loan interest
(33.14). You also must file jointly to deducta contribution to an IRA for a nonworking spouse (8.3).

Some benefits are allowed on separate returns only if you live apart from your spouse for all or
part of the year. The adoption credit, dependent care credit and the earned income credit (Chapter
25), must be claimed on a joint return unless you live apart for the last six months of the year. If
you want to take advantage of the $25,000 rental loss allowance (70.2) or the credit for the elderly
and disabled (Chapter 34), you must file jointly unless you live apart for the whole year.
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Filing Separately Instead of Jointly e 1.3

IRA contributions are restricted on separate returns. Roth IRA contributions generally may not
be made by a married person filing separately because of an extremely low phase-out range (8.20).
Similarly, deductions for traditional IRA contributions are restricted on separate returns where the
spouses live together at any time during the year and either is an active plan participant (8.4).

In figuring whether you are subject to alternative minimum tax (AMT), your exemption amount
is half that allowed to a joint return filer (23.1).

If you receive Social Security benefits, 85% of your benefits are subject to tax on a separate return

unless you live apart the entire year (34.3). Similarly, for purposes of figuring Medicare Part B and
Part D premiums, harsher premium surcharge rules apply to married persons filing separately who
live together at any time during the year (34.10).

EXAMPLE

Mike Palmer’s 2016 adjusted gross income (AGl) is $84,775, and Fran, his wife, has AGI
of $60,000. Neither of them has dependents. They are both under age 65. Mike has
unreimbursed medical expenses of $10,104 (771) before taking into account the 10%
of AGl floor (77.1); Fran's unreimbursed medical expenses are $1,000. A tornado dam-
aged property owned by Mike in his own name, and he has a casualty loss of $20,078
prior to taking into account the $100 floor and the 10% of AGI floor (78.13). Mike has
unreimbursed miscellaneous expenses of $2,996 and Fran has $500 prior to taking inta
account the 2% of AGI floor (79.7). Mike has deductible mortgage interest expenses
of $5,000 and Fran has $1,900. Mike's deductible state and local taxes are $2,223;
Fran's are $1,000. If they file separately and Mike itemizes deductions, Fran mu<. also
itemize even though the standard deduction would give her a larger deduction (13.2).

As the example worksheet below shows, filing separate returns saves Mike and Fran
an overall $2,082, because they can deduct more on separate returnc. v they filed jointly,
their deductible casualty loss and miscellaneous expenses ‘xu.d be substantially
lower and they would receive no deduction for medical exp=:ises because it would
be eliminated by the adjusted gross income floor.

Item Mike Fran Joint
(Separaiely)  (Separately) Return
. AGI 3 4,175 $ 60,000  $ 144,775
2. Medical expenses 10,104 1,000 11,104
Less 10% of AGlI 8,478 6,000 14,478
Allowable medical 1,626 0 0
3 Taxes 2,399 1,000 3,399
. Mortgage interest 5,000 1,900 6,900
5. Casualty loss 20,078 0 20,078
he;ig)mo and 10% of AGI 8,578 14,578
Allowable casualty 11,500 5,500
6. Miscellaneous expenses 2,996 500 3,496
Less 2% of AGlI 1,696 1,200 2,896
Allowable miscellaneous 1,300 0 600
; Total itemized (Lines 2-6) 21,825 2,900 16,399
8. Personal exemptions 4,050 4,050 8,100
9. Itemized plus exemptions 25,875 6,950 24,499
10. m‘:'gf jnccel Lol inns 58,900 53,050 120,276
. l;g}:ome tax for 2016 (Tax on Line 10,496 9,034 21,612
Total tax filing separately (Line 11) 19,530
Savings from filing separately $ 2,082
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1.4 e Filing a Joint Return

‘1%()? Filing Tip

Spouse in Combat Zone

If your spouse is in a combat zone or a qualified
hazardous duty area (35.4), you can sign a joint
return for your spouse. Attach a signed explana-
tion to the return.

1.4 Filing a Joint Return

If you are married (7.1) at the end of the year, you may file a joint return with your spouse. Same-
sex marriages that are legally entered into are recognized for all federal tax purposes; see 1.1.

You may not file a 2016 joint return if you were divorced or legally separated under a decree of
divorce or separate maintenance that is final by the end of the year. You may file jointly for 2016
if you separated during the year under an interlocutory (temporary or provisional) decree or order,
so long as a final divorce decree was not entered by the end of the year. If during the period that
a divorce decree is interlocutory you are permitted to remarry in another state, the IRS recognizes
the new marriage and allows a joint return to be filed with the new spouse. However, courts have
refused to allow a joint return where a new marriage took place in Mexico during the interlocutory
period in violation of California law.

Would you be better off filing separately instead of jointly? Filing jointly saves taxes
for many married couples, but if you and your spouse both earn taxable income, in some cases
overall tax liability is reduced by filing separately. This is particularly true where one spouse has
deductible expenses that could be claimed on a separate return but not on a joint return because
of floors based on adjusted gross income (7.3).

Once you file jointly, you cannot switch to separate returns for that year after the due date for the
return has passed. The only exception is for the executor of a deceased spouse, who has one year from the
due date (plus extensions) to change to a separate return for the deceased (1. 14). Once you file separately,
you generally may file an amended return to change to a icinc return; see the Planning Reminder in 7.3.

Both spouses generally liable on joint rcturn but “innocent” spouse may be
relieved of liability. When you and your spoucs file jointly, each of you may generally be held
individually liable for the entire tax due, plusiarirest and any penalties. The IRS may try to collect
the entire amount due from you even if vovispouse earned all of the income reported on the joint
return, or even if you have divorced under an agreement that holds your former spouse responsible
for the taxes on the joint returns-you filed together. However, there are exceptions to this joint
liability rule for “innocent” spcuscs and for divorced or separated persons.

You may be able to obtait. innocent spouse relief where tax on your joint return was understated
without your knowledge besause your spouse omitted income or claimed erroneous deductions or
tax credits. In such a.cas¢, you may claim innocent spouse relief on Form 8857 within two years
from the time the IR begins a collection effort from you for taxes due on the return (7.7).

If you are diveiced, legally separated, living apart or the spouse with whom you filed jointly has
died, you may be able to avoid tax on the portion of a joint return deficiency that is allocable to your
ex-spouse by claiming separate liability relief on Form 8857 (1.8) within two years of the time the
IRS Yegin: collection efforts against you. In some cases, it may be easier to qualify for relief under
the separate liability rules than under the innocent spouse rules because innocent spouse relief may
be denied if you had “reason to know” that tax was understated on the joint return, whereas the
IRS must show that you had “actual knowledge” of the omitted income or erroneous deductions
or credits to deny a separate liability election.

Signing the joint return. Both you and your spouse must sign the joint return. Under the
following rules, if your spouse is unable to sign, you may sign for him or her.

If, because of illness, your spouse is physically unable to sign the joint return, you may, with the oral
consent of your spouse, sign his or her name on the return followed by the words “By , Husband
(or Wife).” You then sign the return again in your own right and attach a signed and dated statement
with the following information: (1) the type of form being filed, (2) the tax year, (3) the reason for the
inability of the sick spouse to sign, and (4) that the sick spouse has consented to your signing.

To sign for your spouse in other situations, you need authorization in the form of a power of
attorney, which must be attached to the return. IRS Form 2848 may be used.

Ifyour spouse does not file, you may be able to prove you filed a joint return even if your spouse
did not sign and you did not sign as your spouse’s agent where:

* You intended it to be a joint return—your spouse’s income was included (or the spouse
had no income).

*  Your spouse agreed to have you handle tax matters and you filed a joint return.

* Your answers to the questions on the tax return indicate you intended to file a joint
return.

*  Your spouse’s failure to sign can be explained.
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Community Property Rules ¢ 1.6

EXAMPLE

The Hills generally filed joint returns. In one year, Mr. Hill claimed joint return filing
status and reported his wife’'s income as well as his own; in place of her signature on
the return, he indicated that she was out of town caring for her sick mother. She did
not file a separate return. The IRS refused to treat the return as joint. The Tax Court
disagreed. Since Mrs. Hill testified that she would have signed had she been available,
her failure to do so does not bar joint return status. The couple intended to make a
joint return at the time of filing.

1.5 Nonresident Alien Spouse

If you are married and at the end of the year one of you is a U.S. citizen or resident alien (1.18)
and the other spouse is a nonresident alien (7.16), a joint return may be filed only if both of you
make a special election to treat the nonresident alien spouse as a US. resident, which means you
will both be taxed on your worldwide income. The same rule applies if one spouse is a “dual status”
taxpayer for the year. Thus, if you are a U.S. citizen and your spouse is a nonresident alien at the
beginning of the year who becomes a resident during the year, the special election must be made
to file jointly. The election is made by attaching a signed statement to the joint return, indicating
your intent to be treated as full-year U.S. residents. If you and your spouse make the election, you
must keep books and records of your worldwide income and give the IRS access to such bookg-and
records.

If the election is not made, you may be able to claim your nonresident alien spouse as «n ¢xemp-
tion on a return filed as married filing separately, but only if the spouse had no incomejand could
not be claimed as a dependent by another taxpayer (21.2).

Once the election is made to treat a nonresident alien spouse as a U.S. r=sitlent, the election
applies to later years unless you revoke it, or it is suspended or terminate< -ander IRS rules. A
revocation before the due date of the return is effective for that returni:An election is suspended
if neither spouse is a citizen or resident for any part of the taxable y<ar. if an election is suspended
it may again become effective if either spouse becomes a U.S. citizen or resident. If either spouse
does not keep adequate records or provide the necessary inforination on world-wide income to the
IRS, the election is terminated. An election also terminates it you legally separate under a decree of
divorce or separate maintenance; the termination applies as of the beginning of the year in which
the separation occurs. The election automatically terminates in the year following the year of the
death of either spouse. However, if the survivor-s a U.S. citizen or resident and has a qualifying
child, he or she may be able to use joint retursi raies as a qualifying widow or widower (7.71) in the
two years following the year of the spousc’s d=dth. Once the election is terminated, neither spouse
may ever again make the election to file jointly.

1.6 Community Property Rules

If you live in Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, or
Wisconsin, the income and property you and your spouse acquire during the marriage is generally
regarded as community property. Community property means that each of you owns half of the
community income and community property, even if legal title is held by only one spouse. But note
that there are some instances in which community property rules are disregarded for tax purposes;
these instances are clearly highlighted in the pertinent sections of this book.

Form 8958 required if filing separately. If the community property rules apply for tax
purposes and you and your spouse file separate returns instead of filing jointly, then on your sepa-
rate returns each of you must report half of your combined community income and deductions
in addition to your separate income and deductions. You must attach Form 8958 to your separate
Form 1040 to show how the allocations between you were made.

Separate property may still be owned. Property owned before marriage generally remains
separate property; it does not become community property when you marry. Property received
during the marriage by one spouse as a gift or an inheritance from a third party is generally separate
property. In some states, if the nature of ownership cannot be fixed, the property is presumed to
be community property.

‘w‘o@ Filing Tip

Election To File a Joint Return

Where a U.S. citizen or resident is married to a
nonresident alien, the couple may file a joint re-
turn if both elect to be taxed on their worldwide
income. The requirement that one spouse be a
U.S. citizen or resident need be met only at the
close of the year. Joint returns may be filed in
the year of the election and all later years until
the election is terminated.
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1.6 o

0 IRS Alert

Registered Domestic Partners
Must Split Income

Registered domestic partners in California, Ne-
vada, and Washington are subject to the federal
income tax community property rules. Each
registered domestic partner must report half of
the combined community property income (as
determined by state law) on his or her federal
tax return, whether from earnings for personal
services or income from property.

For federal tax purposes, registered domestic
partners are not considered married (7.1) and
may not file joint returns. They must file as single
taxpayers unless eligible for head of household
status.

Legally married same-sex couples are treated
as married for all federal tax purposes; see 1.1.

Community Property Rules

In some states, income from separate property may be treated as community property income. In
other states, income from separate property remains the separate property of the individual owner.

Divorce or separation. Ifyouand your spouse divorce, your community property automatically
becomes separate property. A separation agreement or a decree of legal separation or of separate
maintenance may or may not end the marital community, depending on state law.

Community income rules may not apply to separated couples. If a husband and
wife in a community property state file separate returns, each spouse must generally report one-
half of the community income. However, a spouse may be able to avoid reporting income earned
by his or her spouse if they live apart during the entire calendar year and do not file a joint return.
To qualify, one or both spouses must have earned income for the year and none of that earned
income may be transferred, directly or indirectly, between the spouses during the year. One spouse’s
payment to the other spouse solely to support the couple’s dependent children is not a disqualify-
ing transfer. If the separated couple qualifies under these tests, community income is allocated as
follows:
* Earned income (excluding business or partnership income) is taxed to the spouse who
performed the personal services.
* Business income (other than partnership income) is treated as the income of the spouse
carrying on the business.
* Partnership income is taxed to the spouse entitléa to a distributive share of partnership
profits.

Innocent spouse rules apply to cominvinity property. As discussed above, community
property rules may not apply to earned i:ccme where spouses live apart for the entire year and file
separate returns. In addition, a speuie wno files a separate return may be relieved of tax liability
on community income that is atriibutable to the other spouse if he or she does not know (or have
reason to know) about the inceine and if it would be inequitable under the circumstances for him
or her to be taxed on suchincome. Even if you fail to qualify for such relief because you knew (or
had reason to know) ahcut tiie income, the IRS may relieve you of liability if it would be inequi-
table to hold you liatle.

The IRS may disregard community property rules and tax income to a spouse who treats such
income as if it were solely his or hers and who fails to notify the other spouse of the income before
the due aare of the return (including extensions).

Reitevfrom liability on joint return. Ifyou file jointly, you may elect to avoid liability under
the innocent spouse rules (7.7) and the separate liability rules (7.8). In applying those rules, items
that would otherwise be allocable solely to your spouse will not be partly allocated to you merely
because of the community property laws.

Death of spouse. The death of a spouse dissolves the community property relationship, but
income earned and accrued from community property before death is community income.

Moving from a community property to a common law (separate property)
state. Most common law states (those which do not have community property laws) recognize
that both spouses have an interest in property accumulated while residing in a community property
state. If the property is not sold or reinvested, it may continue to be treated as community property.
If you and your spouse sell community property after moving to a common law state and reinvest
the proceeds, the reinvested proceeds are generally separate property, which you may hold as joint
tenants or in another form of ownership recognized by common law states.

Moving from a common law to a community property state. Separate property brought
into a community property state generally retains its character as separately owned property. However,
property acquired by a couple after moving to a community property state is generally owned as com-
munity property. In at least one state (California), personal property that qualifies as community

property is treated as such, even though it was acquired when the couple lived in a common law state.
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1.7 Innocent Spouse Rules

Unless you qualify for relief, you are personally liable for any tax due on a joint return you have
filed, whether you are still married to the spouse with whom you filed the joint return or you have
since divorced or separated.

If you are still married and living with the same spouse, the only way to avoid personal liability
on the joint return is to qualify as an innocent spouse under the rules in this section, or to apply
for equitable relief from the IRS (1.9).

If you are divorced, legally separated, living apart, or your spouse has died, you may either seek
relief under the innocent spouse rules below or you may be able to claim separate liability treatment

(1.8) or seek equitable relief (7.9) from the IRS.

Qualifying tests for innocent spouse relief. You must satisfy all of the following condi-
tions to qualify for innocent spouse relief:

1. 'The tax shown on the joint return was understated due to the omission of income by your
spouse, or erroneous deductions or credits claimed by your spouse. This means that your
actual tax liability is more than the amount shown on the joint return. Innocent spouse
relief is not available if the right amount of tax was reported on the return but it was not
paid. However, where tax was underpaid, you may request equitable relief (7.9).

2. When signing the joint return, you did not know and had no reason to know that tax oi:
the return was understated.

In considering whether you had “reason to know” of the tax understatement trie'IRS
and Tax Court will ask whether a reasonable person in similar circumstances. vould have
known of it. All facts and circumstances will be taken into account including 3 ur education
level, business experience, involvement in the activity that gave rise to 1. anderstatement,
and whether you failed to ask about items on the joint return or aboveomissions from the
return that a reasonable person would have questioned.

Although the “knowledge” test can be a significant hurdle, pardal relief may be available.
If you knew or had reason to know that there was “some” taz understatement on the return
but were unaware of the extent of the understatemeny; innocent spouse relief is available
for the liability attributable to the portion of the uhderstatement that you did not know
about or have reason to know about.

3. Taking all the circumstances into account;it would be inequitable to hold you liable for
the tax. The IRS and courts will ccrisider the extent to which you benefitted from the tax
underpayment, beyond receiving normal support. Thus, it is possible to be held liable for
a tax understatement that you did not know about or have reason to know about, on the
grounds that you benefitted from the underpayment in the form of a high standard of living.
The IRS will also consider whether you later divorced or were deserted by your spouse.

4. You file Form 8857 to request innocent spouse relief.

Request for relief must be filed on Form 8857. You must file Form 8857 to request
innocent spouse relief. You must provide details concerning your finances and your involvement in
preparing the joint returns for which relief from liability is sought. The request must be made no
later than two years from the date that the IRS first begins collection activity against you for tax due
on the joint return, such as (1) by reducing a current refund by an amount the IRS says you owe
on the prior joint return, or (2) garnishing your wages to recover tax the IRS says you owe on the
joint return. If the request is not made by the end of that two-year period, you will not be granted
innocent spouse relief even if you meet the above qualification tests. However, for equitable relief,
the two-year deadline for filing a request is extended to 10 years (1.9).

Tax Court appeal. If the IRS denies your request for innocent spouse relief, you have 90 days
to petition the Tax Court for review. If you petition the Tax Court, the non-electing spouse has
the right to intervene in the proceeding.

Innocent Spouse Rules e

1.7

Caution

Knowledge May Bar Innocent
Spouse Relief

The IRS may try to defeat your claim for inno-
cent spouse relief on the grounds that you knew,
or should have known, that tax was understated
on the joint return.

m Law Alert

IRS Must Notify Non-Electing
Spouse

After the filing of Form 8857, the IRS is required
to notify the non-electing spouse (or former
spouse) of an electing spouse’s request for relief
and allow the non-electing spouse an opportunity
to participate in the determination. If the IRS
makes a preliminary determination granting full
or partial relief to the electing spouse, the non-
electing spouse may file a written protest and
obtain an Appeals Office conference.
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1.8 e Separate Liability Relief for Former Spouses

(0) Caution

Actual Knowledge Bars Relief

Separate liability relief generally allows you to
avoid liability for the portion of a tax deficiency
that is allocable to the other spouse. Such relief
is unavailable, however, to the extent that you
had actual knowledge of the omitted income or
deducted item that gave rise to the tax deficiency.

1.8 Separate Liability Relief for Former Spouses

If the IRS attempts to collect the taxes due on a joint return from you and you have since divorced
or separated, you may be able to avoid or at least limit your liability by filing Form 8857 to request
separate liability relief. If you qualify, you will be liable only for the part of the tax liability (plus
interest and any penalties) that is allocable to you. If a tax deficiency is entirely allocable to your
former spouse under the rules discussed below, you will not have to pay any part of it. However,
you may not avoid liability for any part of a tax deficiency allocable to the other spouse if you had
actual knowledge of the income or expense item that gave rise to the tax deficiency that the IRS is
trying to collect. See below for details of the knowledge test.

Furthermore, you may not avoid liability to the extent that certain disqualified property transfers
were made between you and the other spouse. Relief may be completely denied for both spouses
if transfers were made as part of a fraudulent scheme.

As with innocent spouse relief (1.7), separate liability relief applies only to tax understatements
where the proper tax liability was 7of shown on the joint return. If the proper liability was shown
but not paid, equitable relief (7.9) may be requested.

Are you eligible for separate liability relief? You may request separate liability relief on
Form 8857 if, at the time of filing:

1. Youare divorced or legally separated from the spouse with whom you filed the joint return,
or

2. You have not lived with your spouse (with whet you filed the return) at any time in the
12-month period ending on the date you fiie tke election, or

3. 'The spouse with whom you filed the j¢int return has died.
You must be prepared to explaiiite-the IRS which items giving rise to the tax under-
statement are allocable to you ahd vhich are allocable to the other spouse. However, you
do not have to actually compi wwyour separate liability on Form 8857.

Deadline for relief requast. To request separate liability relief, you must file Form 8857 no
later than two years after tne IRS begins collection activities against you.

Actual knowlecge of the item allocable to the other spouse bars relief. If you re-
quest separate liability treatment and the IRS shows that at the time you signed the joint return you
had actual knowiedge of an erroneous item (omitted income or improper deduction or credit) that
would orherwise be allocated to the other spouse, you may not avoid liability for the portion of a
deficichcyattributable to that item. However, if you signed the return under duress, separate liability
iswoubarred despite your knowledge because a return signed under duress is not considered to be a
joint return. You are not liable for tax due on that return and you will be treated as filing separately.

The actual knowledge test is intended by Congress to be more favorable to the taxpayer than
the “had reason to know” test under the innocent spouse rules (7.7). Congressional committee
reports state that the IRS is required to prove that an electing spouse had actual knowledge of an
erroneous item and may not infer such knowledge. According to the Tax Court, the IRS must
prove actual knowledge by a “preponderance of the evidence.” If the IRS proves actual knowledge
of an erroneous item, that item is treated as allocable to both spouses, so the IRS can collect that
portion of the deficiency from either spouse.

Where income attributable to your spouse was omitted from your joint return, you will be
considered to have “actual knowledge” of it, and separate liability relief will not be allowed, if
you knew your spouse received the income, even if you did not know whether the correct taxable
amount was reported on the return; see Example 1 below.

In the case of a disallowed deduction, the Tax Court requires the IRS to prove that you had actual
knowledge of the “factual circumstances” that made the item nondeductible in order for relief to
be denied. In one case, the Tax Court denied relief to a spouse who prepared the joint returns on
which unsubstantiated Schedule C deductions attributable to her former husband’s business were
claimed. She had “actual knowledge” because she had access to the business records and knew the
extent of the substantiation available for the deductions when she prepared the returns.
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Separate Liability Relief for Former Spouses e 1.8

In cases involving limited partnership tax-shelter deductions, the IRS may be unable to prove
that the spouse claiming relief had disqualifying knowledge, but relief may still be partially denied
if he or she received a tax benefit from the deductions; see Example 3 below.

EXAMPLES

1. Cheshire knew that her husband had received an early retirement distribution. She
knew that the distribution had been deposited into their joint account and used to
pay off a mortgage, buy a truck, pay other family expenses and provide start-up
capital for the husband’s business. Cheshire’s husband falsely told her that a CPA
had determined that most of his retirement distribution was not taxable. After they
divorced, Cheshire requested separate liability election to avoid tax on the unreported
income. She claimed that she was entitled to relief because she did not know that
the taxable amount of the retirement distribution had been misstated on their joint
return. The Tax Court held that she could not obtain relief because she knew about
the retirement distribution. It is immaterial that she did not know that the reporting
of the distribution on the tax return was incorrect. The Court of Appeals for the Fifth
Circuit affirmed. The District of Columbia Circuit has also denied a wife's claim for
relief because she had actual knowledge of her husband’s retirement income.

2. You file a joint return on which you report wages of $150,000 and your husband
reports $30,000 of self-employment income. The IRS examines your return and
determines that your husband failed to report $20,000 of income, resulting in
a $9,000 deficiency. You file a claim for separate liability relief with the IRS aftor
obtaining a divorce.

Assume that the IRS proves that you had actual knowledge of $5,000 of the un-
reported income but not the other $15,000.You are liable for 25% of the riciziency,
or $2,250, allocable to the $5,000 of income that you knew about ($2 22 = $5,000
+$20,000 x $9,000).Your former spouse is liable for the entire defic.zciuy since the
unreported income was his.The IRS can collect the entire deficiar ¢y from him, or
can collect $2,250 from you and the balance from him.

3. Mora’s husband arranged an investment in a cattle-breein y tax shelter partner-
ship. He put the partnership in both of their names, althc:ich Mora did not sign any
of the partnership papers. On their joint returns, thsy ciaimed partnership losses
which turned out to be inflated; deductions were based on overvalued cattle. After
their divorce, the IRS disallowed the partnershi; losses and Mora elected sepa-
rate liability relief. The IRS refused, claiming that she participated in making the
investment so the claimed losses were a!lccable to her as well as her husband.The
Tax Court held that Mora was not invalved in making the investment and so the
partnership losses are allocable to whe Husband unless Mora knew the factual basis
for the denial of the deductions o sie received a tax benefit from the deductions.
She did not know about the overvaluation of the cattle, which was the factual basis
for the IRS' denial of the deductions. In fact, the IRS conceded that neither spouse
understood the nature of their investment or the basis of the deductions.This may
often be the case where passive investors claim deductions passed through to them
by a limited partnership. For this reason, the IRS argued that the “knowledge of
the factual basis” test makes it too easy for limited partnership investors to obtain
relief. TheTax Court responded that the law does not distinguish between passive
and active investments and there is no policy reason for the courts to create a dis-
tinction. Furthermore, although the husband also lacked knowledge of the factual
basis for the disallowance of the losses, he cannot avoid liability for the deficiency
since the erroneous deductions would be allocable to him on a separate return.

Despite Mora’s “win” on the actual knowledge issue, she remained partially
liable for the deficiency because she received a tax benefit from the erroneous
deductions. Under the tax benefit rule discussed below, the deductions first offset
the income that would have been reported by the husband had he filed a separate
return. The balance of the deductions benefitted Mora by reducing her separate
return income. If she benefitted from 25% of the deductions, she would remain
liable for 25% of the deficiency.
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1.8 e Separate Liability Relief for Former Spouses

Allocating tax liability between spouses. Generally, if you claim separate liability relief, you
are liable only for the portion of the tax due on the joint return that is allocable to you, determined
as if you had filed a separate return. If erroneous items (omitted income or improper deductions
or credits) are allocable to the other spouse but you had actual knowledge of the items as discussed
above, you cannot avoid liability and the IRS remains able to collect the tax due from either of
you. Where deductions are allocable to the other spouse and you are not barred from relief by the
actual knowledge test, you can still be held partially liable if you received a tax benefit from the
deductions; see the discussion of the tax benefit rule below.

In general, the allocation of a tax deficiency depends on which spouse’s “items” gave rise to the
deficiency. The items may be omitted income or disallowed deductions or credits. Items are generally
allocated to the spouse who would have reported them on a separate return. If a deficiency is based
on unreported income, the deficiency is allocated to the spouse who earned the income. Income
from a jointly owned business is allocated equally unless you provide evidence that more should be
allocated to the other spouse. Similarly, if a deficiency is based on the denial of personal deductions,
the deficiency is allocated equally between you unless you show that a different allocation is appropri-
ate. A deficiency based on the denial of business deductions is allocated according to your respective
ownership shares in the business. If the IRS can show fraud, it can reallocate joint return items.

On Form 8857, you do 7ot have to figure the portion of the deficiency for which you are liable.
The IRS will figure your separate liability (and any related interest and penalties).

EXAMPLES

1. After you obtain a divorce, the IRS cxamines a joint return you filed with your
former husband and assesses a tix <=ficiency attributable to income he failed to
report. If you did not know abaul the omitted income and timely elect separate
liability treatment, you ar= not iable for any part of the tax deficiency, which is
entirely allocable to your tctmer husband who earned the income. You are not li-
able even if the IRS is t'nable to collect the tax from your former husband and you
have substantial assats from which the tax could be paid.

2. The IRS assessvs a ioint return deficiency attributable to $35,000 of income that
your former cvouse failed to report and $15,000 of disallowed deductions that
you claimea. Both of you may make the separate liability election and limit your
respactive liabilities.

If veu claim relief, your liability will be limited to 30% of the deficiency, as your
aiza'lowed deductions of $15,000 are 30% of the $50,000 of items causing the defi-
cioncy. If your former husband makes the claim, he will be liable for the remaining
70% of the deficiency (his $35,000 of unreported income is 70% of the $50,000 of
items causing the deficiency).

If either of you does not make a relief claim, the non-requesting person could
be held liable for 100% of the deficiency unless innocent spouse relief is available
or the IRS grants equitable relief.

Tax benefit rule limits relief based on erroneous deductions or credits. The tax
benefit limitation is an exception to the general rule that allocates items between the spouses as if
separate returns had been filed. If you received a tax benefit from an erroneous deduction or credit
that is allocable to the other spouse, you remain liable for the proportionate part of the deficiency.
You are treated as having received a tax benefit if the disallowed deduction exceeded the income
that would have been reported by the other spouse on a hypothetical separate return.

Transfers intended to avoid tax. You may be held liable for more than your allocable share
of a deficiency if a disqualified asset transfer was made to you by your spouse with a principal
purpose of avoiding tax. Transfers made to you within the one-year period preceding the date on
which the IRS sends the first letter of proposed deficiency are presumed to have a tax avoidance
purpose unless they are pursuant to a divorce decree or decree of separate maintenance. You may
rebut the presumption by showing that tax avoidance was not the principal purpose of the transfer.
If the tax avoidance presumption is not rebutted, the transfer is considered a disqualified transfer
and the value of the transferred asset adds to your share of the liability as otherwise determined
under the above election rules.
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If the IRS proves that you and your former spouse transferred assets between you as part of a
fraudulent scheme, neither of you will be allowed to claim separate liability relief; both of you will
remain individually liable for the entire joint return deficiency.

EXAMPLE

On a joint return, you report wages of $100,000 and your husband reports $15,000 of
self-employment income. You divorce the following year.The IRS examines the return
and disallows a $20,000 business expense deduction claimed by your former husband,
resulting in a $5,600 tax deficiency. You elect separate liability relief. Of the $20,000
deduction, $15,000 is allocable to your former husband as that amount offset his entire
income. The $5,000 balance offset your separate income and thereby gave you a tax
benefit. Your former husband will be liable for 75% of the deficiency ($4,200) and you
will be liable for the 25% balance ($1,400).

If your former husband had reported income of $30,000 instead of $15,000, you would
not be liable for any part of the deficiency under the tax benefit rule. The deduction is
attributed entirely to his income, so the entire deficiency is allocated to him.

These allocations assume that the IRS does not show that you had “actual knowl-
edge” (see above) of the deductions attributable to your former husband.To the extent
you had such knowledge, the deductions are allocable to both of you, so both of you
remain liable for that part of the deficiency.

Appeal to Tax Court. You may petition the Tax Court if the IRS disputes your claim er vour
allocation of liability. The petition must be filed within 90 days of the date on which the IiXS-nails
a determination to you by registered or certified mail if the IRS mailing is within six.months of
the filing of the election. If an IRS notice is not mailed within the six-month period, « Tax Court
petition may be filed without waiting for an IRS response or, if you do wait, yor:have until 90 days
after the date the IRS mails the notice to file the petition.

The IRS may not take any collection action against you during the 90:day period and if the Tax
Court petition is filed, the suspension lasts until a final court decision'is made.

1.9 Equitable Relief

The IRS may grant equitable relief for liability on a joint rerurn where innocent spouse relief (7.7)
and separate liability (1.8) are not available. For example, separate liability relief and innocent
spouse relief are not available where the proper amoutit of tax was reported on a joint return but
your spouse failed to pay the tax owed. If you signed a correct return on which tax was owed and,
without your knowledge, your spouse used the funds intended for payment of the tax for other
purposes, the IRS may grant you equitai’e =clief. A request for equitable relief is made on Form
8857. The IRS may also grant equitable relief in cases where the proper amount of tax was under-
stated on the joint return if it would be inequitable to hold you liable.

Threshold conditions you must meet for relief. Each of the following conditions must
be met before the IRS will even consider granting you equitable relief:

1. You filed a joint return for the year that relief is sought.

2. Relief is not available under the innocent spouse (1.7) or separate liability (7.8) rules.

3. No assets were transferred between you and your spouse as part of a fraudulent scheme.

4. Your spouse did not transfer assets to you for the purpose of tax avoidance. If there was
such a transfer, relief can be granted only to the extent income tax liability exceeds the
value of these assets.
You did not file or fail to file the return with fraudulent intent.

6. 'The income tax liability for which you are secking relief is attributable to the other spouse
(with whom the joint return was filed). There are exceptions to this requirement if commu-
nity property law applies, you have nominal ownership of property subject to a deficiency,
the other spouse misappropriated funds intended for payment of the tax without your
knowledge, or you did not challenge the treatment of items on the joint return because
of prior abuse that made you fear retaliation by the other spouse.

N

Deadline for requesting equitable relief. If the IRS claims that you are liable for unpaid
tax on the joint return, you may submit a claim for equitable relief until the statute of limitations
on IRS collections expires, which generally is 10 years after the tax has been assessed. Before July

Equitable Relief e 1.9
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1.10 o

@ Court Decision

Equitable Relief for Interest and
Penalties Based on Own Income

The Tax Court held that a business owner was
entitled to equitable relief for late-filing and
late-payment penalties and most of the interest
assessed by the IRS although the underlying
tax liability was attributable to his own income.
The taxpayer had relied on his spouse to handle
the books for the business and deal with their
accountant. She had the accountant prepare
their 2003 joint return and the taxpayer signed
it, but she never mailed the return, for reasons
unknown. After she died in 2005, the taxpayer
discovered that the return had not been filed,
and in September 2006 he filed a 2003 return
reporting his income (the wife had no 2003
income) but did not pay the tax due on the return.

The taxpayer asked the Tax Court for
equitable relief from the IRS’ interest charges
and penalties but not for the tax on the
underpayment itself, which he had the legal
obligation to pay. The Court noted that the
IRS’ own guidelines (Revenue Procedure 2013-
34) allow equitable relief to be granted where
the other spouse’s fraud was responsible for the
nonpayment of tax, even though the liability was
attributable to the requesting spouse (threshold
condition 6 (1.9)). Here, the taxpayer’s wife
misled him into thinking that the return
had been filed and the tax paid. It would be
inequitable to hold him liable for the late
filing and payment penalties and for the portion
of interest that accrued while he reasonably
believed that the tax had been paid (the interest
from the due date of the 2003 return until he
signed and filed the return in September 2006).

Death of Your Spouse in 2016

25,2011, the IRS required a request for equitable relief to be made within two years of the first IRS
collection activity (the general deadline for requesting innocent spouse relief (1.7)), but in response
to strong opposition, the two-year deadline was eliminated (Revenue Procedure 2013-34). A taxpayer
whose equitable relief request was denied solely due to the prior two-year limit can reapply on Form
8857 if the 10-year collection statute of limitations for the tax years involved has not yet expired.

Relief granted in streamlined determination. If you meet the threshold requirements
(shown above) for obtaining equitable relief, the IRS will grant relief in a streamlined determination
if you are no longer married, you would face economic hardship if relief were not granted, and you
did not know or have reason to know that tax was understated on the joint return or that the tax
shown would not be paid. Streamlined relief will not be denied even if you had such knowledge or
reason to know, if you were subjected to abuse by the other spouse or you were unable to challenge
how items were treated on the joint return or why the tax due was not paid because the other spouse
controlled the household finances. If the conditions for streamlined relief are met, the other factors
normally taken into account (discussed below) will not be considered.

Factors the IRS will consider. If the threshold conditions are satisfied and you do not qualify
for streamlined relief as just discussed, you must convince the IRS that equitable relief is appropri-
ate. The IRS will consider all the facts and circumstances.

The following is a nonexclusive list of factors that the IRS will take into account (Revenue Pro-
cedure 2013-34) in determining whether to grant equitable relief: whether you are separated or
divorced from the spouse with whom you filed the jeiit return, whether you would suffer economic
hardship (i.e., be unable to meet basic living expet'ses), whether you received any significant benefit
from the unpaid tax or item giving rise to th= deficiency (beyond normal support), whether you
knew or had reason to know that tax wes understated on the joint return or that the tax would
not be paid, whether you were obligatcd-+» pay the outstanding tax liability by a divorce decree or
other legally binding agreement, wizther you have made a good faith effort to comply with the
tax laws in later years, and wherlice.you were in poor health (physical or mental) when you signed
the joint return or you requeste i relief.

In considering whethei to grant equitable relief, the IRS has expanded the weight that it gives
to abuse of the spouseise=King relief by the other spouse (with whom the joint return was filed),
or the other spousc’s financial control. If you are requesting equitable relief and were the victim
of physical or psychiological abuse, or were unable to challenge how items were treated on the
joint returt: ¢r why taxes were not paid because the other spouse controlled the family finances,
the abusc.or'lack of financial control may mitigate other factors that might otherwise weigh
againsu.gianting equitable relief (Revenue Procedure 2013-34). For example, ordinarily, if you
knéw or had reason to know that income was omitted from the joint return, or that the other
spouse would not or could not pay the tax due on the return, such “knowledge or reason to
know” would be a factor weighing against your request for equitable relief. However, if you were
abused or unable to challenge the tax treatment or nonpayment because the other spouse con-
trolled the finances, this will favor the granting of relief even if you knew or had reason to know
that there was a tax understatement or that the tax would not be paid.

Appeal to Tax Court. If the IRS denies your request for equitable relief, you may petition the
Tax Court for review of the IRS decision. The petition must be filed with the Tax Court no later
than the 90th day after the date that the IRS mails its final determination notice to you.

1.10 Death of Your Spouse in 2016

If your spouse died in 2016, you are considered married for the whole year. If you did not remarry
in 2016, you may file a 2016 joint return for you and your deceased spouse. Generally, you file
a joint return with the executor or administrator. But you alone may file a joint return if you are
otherwise entitled to file jointly and:
1. The deceased did not file a separate return, and
2. Someone other than yourself has not been appointed as executor or administrator before
the due date for filing the return. An executor or administrator appointed after the
joint return is filed may revoke the joint return within the one-year period following
the due date.
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Qualifying Widow/Widower Status for 2016 If Your Spouse Died in 2015 or 2014 e

If you do file jointly, you include on the return all of your income and deductions for the full
year and your deceased spouse’s income and deductions up to the date of death (1.14).

For 2017 and 2018, you may be able to file as a qualifying widow/widower if a dependent child
lives with you (1.11).

Joint return barred. As a surviving spouse, you may not file a joint return for you and your
deceased spouse if:

1. You remarry before the end of the year of your spouse’s death. In this case you may file
jointly with your new spouse. A final return for the deceased spouse must be filed by the
executor or administrator using the filing status of married filing separately.

2. You or your deceased spouse has a short year because of a change in annual accounting
period.

3. Either of you was a nonresident alien at any time during the tax year; but see 1.5.

Executor or administrator may revoke joint return. Ifan executor or administrator is later
appointed, he or she may revoke a joint return that you alone have filed by filing a separate return for
the decedent. Even if you have properly filed a joint return for you and the deceased spouse (as just
discussed), the executor or administrator is given the right to revoke the joint return. Buta state court
held that a co-executrix could not refuse to sign a joint return where it would save the estate money.
To revoke the joint return, the executor must file a separate return within one year of the due
date (including extensions). The executor’s separate return is treated as a late return; intecest
charges and a late filing penalty apply. The joint return that you filed is deemed to be your seperace
return. Tax on that return is recalculated by excluding items belonging to your deceased spuuse.
Signing the return. A joint return reporting your deceased spouse’s income shoriid Jist both of
your names. Where there is an executor or administrator, the return is signed by you as'the surviving
spouse and the executor or administrator in his or her official capacity. If yot-we the executor or
administrator, sign once as surviving spouse and again as the executor or adiizistrator. Where there is
no executor or administrator, you sign the return, followed by the words “Liing as surviving spouse.”

Surviving spouse’s liability. Ifa joint recurn is filed and thelesiite cannot pay its share of the

joint income tax liability, you, as the surviving spouse, may be liable for the full amount. Once the

return is filed and the filing date passes, you can no longer chai.ge the joint return election and file

a separate return unless an administrator or executor is avpointed after the due date of the return.
In that case, as previously discussed, the executo: inay disaffirm the joint return.

1.11 Qualifying Widow/\idower Status for 2016 If Your
Spouse Died in 2015 or 2014

If your spouse died in either 2015 or 2014 and you meet the following three requirements, your
2016 filing status is gualifying widow or widower, which allows you to use joint return rates on an
individual return:

1. You have not remarried as of the end of 2016. If you did remarry in 2016, you may file a
2016 joint return with your new spouse.

2. You are entitled to claim as your dependent (21.1) for 2016 a child, stepchild, or adopted
child who lived with you during 2016 and you paid over half the cost of maintaining your
home. The child must live with you for the entire year, not counting temporary absences
such as to attend school or take a vacation. A foster child is 7oz considered your child for
purposes of these rules.

3. You were entitled to file jointly in the year of your spouse’s death, even if you did not do so.

If you meet all these tests and do not itemize deductions (Schedule A, Form 1040), use the
standard deduction for married couples filing jointly (13.1). To figure your regular income tax li-
ability, you generally use the IRS Tax Table or Tax Computation Worksheet (22.2) for qualifying
widows or widowers, the same one used by married couples filing jointly.

Spouse’s death before 2014. If your spouse died before 2014 and you did not remarry by
the end of 2016, you may be able to use head of houschold rates for 2016 if you maintain a home
for a child or other qualified person under the rules discussed in 7.12.

1.11

10&°§ Filing Instruction
Reporting Income of Deceased
Spouse

If your spouse died during the year and you are
filing a joint return, include his or her income
earned through the date of death.

@ Planning Reminder

Possible Estate Insolvency

If you will be appointed executor or administra-
tor and are concerned about estate insolvency,
it may be advisable to hedge as follows: (1) File
separate returns. If it is later seen that a joint re-
turn is preferable, you have three years to change
to a joint return. (2) File jointly but postpone
being appointed executor or administrator until
aftter the due date of the joint return. In this way,
the joint return may be disaffirmed if the estate
cannot cover its share of the taxes.
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1.12 e Qualifying as Head of Household

‘1%0? Filing Tip

Advantages of Head of Household
Status

Tax rates are lower for a head of household than
for those filing as single. The standard deduction
is also higher. For a married person who lived
apart from his or her spouse during the last half
of the year, qualifying as a head of household
allows use of tax rates that are more favorable
than those for married persons filing separately.

1.12 AQualifying as Head of Household

You can file as “head of household” for 2016 if you are unmarried at the end of 2016 and you
maintained a household for your child, parent, or other qualifying relative. You must be a U.S.
citizen or resident (18.1) for the entire year. Tax rates are lower for a head of household than for a
person filing as single (7.2) and the standard deduction is higher (Chaprer 13). If you are married
but for the last half of 2016 you lived apart from your spouse, you may be treated as unmarried
and able to qualify for head of household tax rates and standard deduction, which are more favor-
able than those for a married person filing separately; see Test 1 below.

Head of household tests. You must meet both of these tests to qualify as a head of household:

1. You were unmarried at the end of the year or you are treated as unmarried (Test 1 below).
2. You paid more than half of the year’s maintenance costs for the home of a qualifying person
(Test 2 below). A qualifying person other than your parent must live with you in that
same house for over half the year, disregarding temporary absences. A qualifying parent
does not have to live with you.
Details of the tests are in the following paragraphs.

Test 1: Are you unmarried? You are “unmarried” for 2016 head of household purposes if
you are any one of the following:

o Single as of the end of 2016.

*  Awidow or widower and your spouse died beji+2 2016. If a dependent child lives with
you, see 1.11 to determine if you may use'the even more advantageous filing status of
qualifying widow/widower. If your spcuse died in 2016, you are treated as married for
the entire year and cannor qualify ac 2. 2016 head of houschold, but a joint return may
be filed (1.10).

* Legally separated or divorcvi under a final court decree as of the end of 2016. A
custody and support order does not qualify as a legal separation. A provisional decree
(not final), such as a sipp ort order pendente lite (while action is pending) or a temporary
order, has no effect for tax purposes until the decree is made final.

* Married but liviag apart from your spouse. You are considered unmarried for 2016
head of hotsehold purposes if your spouse was not a member of your household during
the lastsix. months of 2016, you file separate 2016 returns, and in 2016 you maintained
a hourehold for more than half the year for a dependent child, stepchild, or adopted
ciild: A foster child qualifies if he or she was placed with you by an authorized placement
agency, or by a court judgment, decree, or order. You must be able to claim the child as
your dependent, but you are treated as meeting this test if you are the custodial parent
who waives the right to the exemption to the noncustodial parent (21.7). You are not
considered to be “living apart” if you and your spouse lived under the same roof during
the last six months of the year.

* Married to an individual who was a nonresident alien during any part of 2016 and
you do not elect to file a joint return reporting your joint worldwide income (1.5).

Test 2: Did you maintain a home for a qualifying person? You must pay more than
half the costs of maintaining a home for a qualifying person.

Qualifying person. A child or relative can be your qualifying person for head of household
purposes only if he or she is a qualifying child or a qualifying relative under the exemption rules
for dependents (21.1). However, you may be eligible for head of household status even if you are
unable to actually claim the person as your dependent. For example, an unmarried child who meets
the definition of a qualifying child (27.1) but who cannot be claimed as your dependent because of
one of the additional tests (21.1) is nonetheless a qualifying person for head of household purposes.
If, under the special rules for divorced or separated parents (21.7), you are the custodial parent and
you waive your right to the exemption for your child in favor of the other parent, you may claim
head of household status; the other parent may not.

A married child must be your dependent to be a qualifying person for head of houschold pur-
poses unless the only reason you cannot claim the dependency exemption for the child is that you
are the dependent of another taxpayer (21.1).
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Your parent or any other qualifying relative can be your qualifying person for head of household
purposes only if you can claim an exemption for him or her as your dependent (21.1). However,
even if you can claim the exemption, you are not eligible for head of household status if the relative
is your dependent only because (1) you have a multiple support agreement granting you the right
to the exemption (21.6) or (2) he or she is your qualifying relative under the member-of-household
test (21.4).

Maintaining a household. For a qualifying person other than your parent, the home that you
maintain must be the principal residence for both of you for more than half the year, disregarding
temporary absences; see Example 2 below. If the qualifying person is your parent, it does not matter
where he or she lives, so long as you pay more than half of the household costs.

You must pay for more than half of the rent, property taxes, mortgage interest, utilities, repairs,
property insurance, domestic help, and food eaten in the home. Do not consider the rental value
of the lodgings provided to the qualifying person or the cost of clothing, medical expenses, educa-
tion, vacation costs, life insurance, or transportation you provide, or the value of your work around
the house.

Temporary absences disregarded. In determining whether you and a qualifying person lived
in the same home for more than half the year, temporary absences are ignored if the absence is due
to illness, or being away at school, on a business trip, on vacation, serving in the military, or staying
with a parent under a child custody agreement. The IRS requires that it be reasonable to expect
your qualifying child or relative to return to your household after such a temporary absence, and
that you continue to maintain the houschold during the temporary absence. Under this rule, yeu
would lose the right to file as head of houschold if your qualifying person moved into hig-a: her
own permanent residence before the end of the year.

EXAMPLES

1. Your mother lived with your sister in your sister’s apartment, wh ch cost $12,000
to maintain in 2016. Of this amount, you contributed $7,000 anc' your sister $5,000.
Your mother’s only income is from Social Security and she did not contribute any
funds to the household. You qualify as head of househe! fuor 2016 because you
paid over half the cost of maintaining the home for you: niother, who qualifies as
your dependent (217.7). A child or dependent relative c*her than your parent would
have to live with you to enable you to file as hecd o1 household.

2. Doctors advised McDonald that her mentally i\! son might become self-sufficient
if he lived in a separate residence, but one nearby enough for her to provide su-
pervision. She took the advice and kert ur a separate home for her son that was
about a mile from her own home. S::e fraquently spent nights at his home and he
at hers. TheTax Court agreed with = IRS that McDonald could not file as head of
household since her principal residence was not the same as her son’s.

1.13 Filing for Your Child

‘The income of your minor child is zo¢ included on your return unless you make a special election
to report a child’s investment income (24.4). A minor is considered a taxpayer in his or her own
right. If the child is required to file a return but is unable to do so because of age or for any other
reason, the parent or guardian is responsible for filing the return.

A tax return must be filed for a dependent child who had more than $1,050 of investment in-
come and no earned income (for personal services) for 2016. If your child had only earned income
(for personal services) and no investment income, a tax return must be filed if the earned income
exceeded $6,300. See page 4 for further filing threshold rules.

If the child is unable to sign the return, the parent or guardian should sign the child’s name in
the proper place, followed by the words, “by [signature], parent [or guardian] for minor child.”
A parent is liable for tax due on pay earned by the child for services, but not on investment
income.

A child who is not required to file a return should still do so for a refund of taxes withheld.

Social Security numbers. A parent or guardian must obtain a Social Security number for a
child before filing the child’s first income tax return. The child’s Social Security number must also
be provided to banks, brokers, and other payers of interest and dividends to avoid penalties and

Filing for Your Child e

1.13

@ Planning Reminder

Special Separate Household Rule
for Parent

If your dependent parent is the qualifying per-
son, you may claim head of household status
even if he or she does not live with you. You
must pay over half of your parent’s household
expenses, whether your parent lives alone, with
someone else, or in a senior citizens residence.

Caution

Meeting Member-of-Household
Test Insufficient

Under the qualifying relative rules, you may
be able to treat as your dependent a friend or
distant relative that you support in your home.
Even if you meet the “member of houschold”
test and can claim an exemption for that person
(21.4), head of household status is not allowed; a
person who qualifies for an exemption under the
“member of household” test is not a qualifying
person for head of household purposes.

Caution

Kiddie Tax May Apply to
Investment Income

If your child has 2016 investment income ex-
ceeding $2,100, his or her tax liability generally
must be figured on Form 8615, and under the
“kiddie tax” rules, the excess over $2,100 will
be taxed at your top tax rate rather than at your
child’s rate. The kiddie tax applies to children
under age 18, and also to children who at the
end of the year are either age 18 or full-time
students under age 24 if their earned income
is no more than 50% of their total support for
the year (24.2).
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1.14 e Return for Deceased

@ Planning Reminder

Promptly Closing the Estate

To expedite the closing of the decedent’s estate,
an executor or other personal representative of
the decedent may file Form 4810 for a prompt
assessment. Once filed, the IRS has 18 months
to assess additional taxes. The request does
not extend the assessment period beyond the
regular limit, which is three years from the date
the return was filed. Form 4810 must be filed
separately from the final return.

backup withholding (26.12). To obtain a Social Security number, file Form SS-5 with your local
Social Security office. If you have applied for a Social Security number but not yet received it by
the filing due date, write “applied for” on the tax return in the space provided for the number.

Whether or not you are filing a return for a child, you must obtain and report on your return
a Social Security number for a child whom you are claiming as a dependent (21.1).

Wages you pay your children. You may deduct wages paid to your children in your business.
Keep records showing that their activities are of a business rather than personal nature.

Withholding for children. Children with wages are generally subject to withholding and
should file Form W-4 with their employer. An exemption from withholding may be claimed only
in limited cases. The child must certify on Form W-4 that he or she had no federal tax liability in
the prior year and expects no liability in the current year for which the withholding exemption is
sought. For example, on Form W-4 for 2016, a child with investment income exceeding $350 who
expected to be claimed as another taxpayer’s dependent could claim an exemption from withholding
only if the expected amount of investment income plus wages was $1,050 or less (the $350 and
$1,050 amounts are subject to change annually).

Wages you pay to your own children under age 18 for working in your business are not subject
to FICA taxes (Social Security and Medicare) (26.9).

1.14 Return for Deceased

When a person dies, another tax-paying entity is czceced—the decedent’s estate. Until the estate
is fully distributed, it will generally earn incom¢ feir'which a return must be filed. For example,
Carlos Perez dies on June 30, 2016. The wages and bank interest he earned through June 30 are
reported on his final income tax return, Forin1040 for 2016, which is due by April 18, 2017.
Interest earned on his bank account ziror june 30 is attributed to the estate, or to the account
beneficiary if the right to the accour .t passes by law directly to the account beneficiary. Income
received by the estate is reported.on Form 1041, the income tax return for the estate, if the estate
has gross income of $600 cr/1i.ore. If Carlos was married, his surviving spouse could file a joint
return (7.10) for 2016 and i1 clude all of Carlos’s earnings through June 30. If she jointly owned
the bank account with Catlus, the interest after as well as before June 30 could be reported on
their joint return.

What income tax returns must be filed on behalf of the deceased? If the individual
died after tiie'close of the taxable year but before the income tax return was filed, the following
must be fii=d:
‘. “Tncome tax return for the prior year;
2. Final income tax return, covering earnings in the period from the beginning of the taxable
year to the date of death; and
3. Estate income tax return, covering earnings in the period after the decedent’s death.

If the individual died after filing a return for the prior tax year, then only 2 and 3 are filed.

EXAMPLE

Steven Jones, a resident of New York, died on January 31, 2017, before he could file
his 2016 tax return. His 2016 income tax return must be filed by April 18, 2017, unless
an extension is obtained. A final income tax return to report earnings from January 1,
2017, through January 31, 2017 (date of death), will have to be filed by April 17, 2018.
Jones's estate will have to file an income tax return on Form 1041 to report earnings
and other income that were not earned by Jones before February 1, 2017 unless the
gross income of the estate is under $600.

Who is responsible for filing? The executor, administrator, or other legal representative is
responsible for filing all returns. For purposes of determining whether a final income tax return for
the decedent is due, the annual gross income test at page 3 is considered in full. You do not prorate
it according to the part of the year the decedent lived. A surviving spouse may assume responsibility
for filing a joint return for the year of death if no executor or administrator has been appointed and
other tests are met (1.10). However, if a legal representative has been appointed, he or she must
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give the surviving spouse consent to file a joint return for the year of the decedent’s death. In one
case, a state court held that a co-executrix could not refuse consent and was required to sign a joint
return where it would save the estate money.

How do you report the decedent’s income and deductions? You follow the method
used by the decedent during his or her life, either the cash method or the accrual method, to ac-
count for the income up to the date of death. The income does not have to be put on an annual
basis. Each item is taxed in the same manner as it would have been taxed had the decedent lived
for the entire year.

If the decedent owned U.S. Savings Bonds, see 4.29.

When one spouse dies in a community property state (1.6), how should the income from the
community property be reported during the administration of the estate? The IRS says that half
the income is the estate’s and the other half belongs to the surviving spouse.

Deductible expenses paid (or accrued under the accrual method) by the decedent before death
are claimed on the final return.

Medical expenses of the decedent. If the estate pays the decedent’s personal medical ex-
penses (not those for the decedent’s dependents) within one year of the date of death, the expenses
can be deducted on the decedent’s final return, subject to the adjusted gross income floor (17.7).
However, the expenses are not deductible for income tax purposes if they are deducted for estate
tax purposes. To deduct such medical expenses on the decedent’s final return, a statement must
be attached to the final return affirming that no estate tax deduction has been taken and thzt che
rights to the deduction have been waived.

Partnership income. The death of a partner closes the partnership tax year for/thar partner.
The final return for the partner must include his or her distributive share of partne;ship income
and deductions for the part of the partnership’s tax year ending on the date of death. Thus, if a
partner dies on July 26, 2016, and the partnership’s taxable year ends Dacember 31, 2016, the
partner’s final 2016 return must include partnership items for January 1. 2016, through July 26,
2016. Partnership items for the balance of 2015 must be reported by ti:v.partner’s executor or other
successor in interest on the estate’s income tax return.

Exemptions allowed on a final return. These are gencia'ly the same exemptions the dece-
dent would have had if he or she had not died (21.1). Yot @0 not reduce the exemptions because
of the shorter taxable year.

Estimated taxes. No estimated tax need be paid vy the executor after the death of an unmar-
ried individual; the entire tax is paid when filing rhie final tax return. But where the deceased and a
surviving spouse paid estimated tax jointly; <i:e rule is different. The surviving spouse is still liable
for the balance of the estimated tax unless at: amended estimated tax voucher is filed. Further, if the
surviving spouse plans to file a joint return (7.70) that includes the decedent’s income, estimated
tax payments may be required; see Chapter 27.

Where the estate has gross income, estimated tax installments are not required on Form 1041-
ES for the first two years after the decedent’s death.

Signing the return. An executor or administrator of the estate signs the return. If it is a joint
return, see 1.10.

When a refund is due on a final return. The decedent’s final return may also be used as a
claim for a refund of an overpayment of withheld or estimated taxes. Form 1310 may be used to
get the refund, but the form is not required if you are a surviving spouse filing a joint return for
the year your spouse died. If you are an executor or administrator of the estate and you are filing
Form 1040, 1040A, or 1040EZ for the decedent, you do not need Form 1310, but you must attach
to the return a copy of the court certificate showing your appointment as personal representative.

Itemized deduction for IRD subject to estate tax. Items of gross income that the dece-
dent had a right to receive but did not receive before death (or accrue if under the accrual method)
are subject to income tax when received by the estate or beneficiary. This “income in respect of a
decedent,” or IRD, is also included in the decedent’s estate for estate tax purposes. If estate tax is
paid, an individual beneficiary may claim an itemized deduction for an allocable share of the estate
tax paid on IRD items; see 11.17 for deduction details.

Return for Deceased e 1.14

w_
=

IRD Not Included on Decedent’s
Final Return

Do not report on the decedent’s final return

Filing Instruction

income that is received after his or her death, or
accrues after or because of death if the decedent
used the accrual method. This income is consid-
ered “income in respect of a decedent,” or IRD
(11.16). IRD is taxed to the estate or beneficiary
receiving the income in the year of the receipt.
On the decedent’s final return, only deductible
expenses paid up to and including the date of
death may be claimed. If the decedent reported
on the accrual basis, those deductions accruable
up to and including the date of death are deduct-
ible. If the decedent mailed or delivered a check
for payment of a deductible item, a deduction
is allowable on the decedent’s last return, even
though the check was not cashed or deposited
by the recipient until after the decedent’s death.
If the check was not honored by the bank, the
item is not deductible.
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1.15 e Return for an Incompetent Person

Caution

Who Is a Resident?

An alien’s mere presence in the U.S. does not
make him or her a “resident.” An alien is gener-
ally treated as a “resident” only if he or she is
a lawful permanent resident who has a “green
card” or meets a substantial presence test (1.18).

1.15 Return for an Incompetent Person

A legal guardian of an incompetent person files Form 1040 for an incompetent whose gross income
meets the filing tests on page 3. Where a spouse becomes incompetent, the IRS says the other spouse
may file a return for the incompetent without a power of attorney, if no legal guardian has been
appointed. For example, during the period an individual was in a mental hospital, and before he
was adjudged legally incompetent, his wife continued to operate his business. She filed an income
tax return for him and signed it for him although she had no power of attorney. The IRS accepted
the return as properly filed. Until a legal guardian was appointed, she was charged with the care of
her husband and his property.

The IRS has accepted a joint return filed by a wife in her capacity as legal guardian for her miss-
ing husband. However, the Tax Court has held that where one spouse is mentally incompetent,
a joint return may not be filed because the incompetent spouse was unable to consent to a joint
return; an appeals court agreed.

1.16 How a Nonresident Alien Is Taxed

A nonresident alien is generally taxed only on income from U.S. sources. A nonresident alien’s
income that is effectively connected with a U.S. business and capital gains from the sale of U.S. real
property interests are subject to tax at regular graduated U.S. rates, the same as for a U.S. citizen
(1.2). Other capital gains are not taxed unless a nonresiaent alien has a U.S. business or is in the
U.S. for 183 days during the year. Generally, investicit income of a nonresident alien from U.S.
sources that is not effectively connected with a U.S. business is subject to a 30% tax rate (or lower
rate if provided by treaty).

Nonresident aliens who are required ta fle must do so on Form 1040NR. If you are a non-
resident alien, get a copy of IRS Publicition 519, U.S. Tax Guide for Aliens. It explains how
nonresident aliens pay U.S. tax.

Dual status. In the yearap:reon arrives in or departs from the U.S., both resident and non-
resident status may apply.

EXAMPLE

On Mav 1i, 2016, Leon Marchand arrived on a non-immigrant visa and was present in
the U.S. for the rest of the year. From January 1 to May 10, 2016, he is a nonresident;
frer Viay 11 to the end of the year, he is a resident, under the 183-day test (7.18). Since
“eis a U.S. resident on the last day of the year, he files Form 1040 and reports on it
the income received during the period he was a resident, as well as income received
during the period of nonresidency that was effectively connected with a U.S. business.
He writes “Dual-Status Return” across the top of the Form 1040. The income for the
nonresident portion of the year should be shown on a statement attached to the Form
1040. Form 1040NR (or, if eligible, Form 1040NR-EZ) can be used as the statement;
mark “Dual-Status Statement” across the top of the Form 1040NR (or 1040NR-EZ).

Certain restrictions apply to dual status taxpayers. For example, a joint return may not be filed,
unless you and your spouse agree to be taxed as U.S. residents for the entire year.

For details on filing a return for a dual status year, see IRS Publication 519 and the instructions
to Form 1040NR.

1.17 How a Resident Alien Is Taxed

A resident alien (1.18) is taxed on worldwide income from all sources, just like a U.S. citizen. The
exclusion for foreign earned income may be claimed if the foreign physical presence test is satis-
fied or if the bona fide residence test is met by an individual residing in a treaty country (36.5).
A resident alien may generally claim a foreign tax credit (36.14). A resident alien’s pension from a
foreign government is subject to regular U.S. tax. A resident alien working in the United States for
a foreign government is not taxed on the wages if the foreign government allows a similar exemp-
tion to U.S. citizens.
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Who Is a Resident Alien? o 1.18

1.18 Who s a Resident Alien?

'The following tests determine whether an alien is taxed as a U.S. resident. Intent to remain in the
U.S. is not considered.

You are treated as a resident alien and taxed as a U.S. resident for 2016 tax purposes if you meet
either of the following tests:

1. You have been issued a “green card,” which grants you the status of lawful permanent
resident. If you were outside the U.S. for part of 2016 and then became a lawful permanent
resident, see the rules below for dual tax status.

2. You meet a 183-day substantial presence test. Under this test, you are treated as a U.S.
resident if you were in the U.S. for at least 31 days during the calendar year and have been
in the U.S. for at least 183 days within the last three years (the current year and the two
preceding calendar years). The 183-day test is complicated and there are several exceptions.

To determine if you meet the 183-day test for 2016, the following cumulative times are totaled.
Each day in the U.S. during 2016 is counted as a full day. Each day in 2015 counts as %5 of a day;
each day in 2014 counts as '/, of a day. Note that you must be physically present in the U.S. for at
least 31 days in the current year. If you are not, the 183-day test does not apply.

Other exceptions to the substantial presence test are: commuting from Canada or Mexico;
keeping a tax home and close contacts or connections in a foreign country; having a diplomat,
teacher, trainee, or student status; being a professional athlete temporarily in the U.S. to compete
in a charitable sports event; or being confined in the U.S. for certain medical reasons. These e:-cep-
tions are explained in the following paragraphs.

Commute from Mexico or Canada. If you regularly commute to work ip-si:e U.S. from
Mexico or Canada, commuting days do not count as days of physical presence faf t'ie’183-day test.

Tax home/closer connection exception. If you are in the United- > ates for less than 183
days during 2016, show that you had a closer connection with a foreign ccuunery than with the U.S.,
and keep a tax home there for the year, you generally will not be subject to tax as a U.S. resident
even if you meet the substantial presence test. Under this exception, it is possible to have a U.S.
abode and a tax home in a foreign country. A tax home is usuzlly where a person has his or her
principal place of business; if there is no principal place of business, it is the place of regular abode.
Proving a tax home alone is not sufficient; the closer connection relationship must also be shown.

To claim the closer connection exception, you taust iile Form 8840 explaining the basis of your
claim. The tax home/closer connection exceptioz does not apply to an alien who is present for 183
days or more during a year or who has applicafor a “green card.” A relative’s application is not
considered as the alien’s application.

Exempt-person exception. Days of presence in the U.S. are not counted under the 183-day
test if you are considered an exempt person such as a teacher, trainee, student, foreign-government-
related person, or professional athlete temporarily in the U.S. to compete in a charitable sports event.

To exclude days of presence as a teacher, trainee, student, or professional athlete, you must file
Form 8843 with the IRS.

A foreign-government-related person is any individual temporarily present in the U.S. who
(1) has diplomatic status or a visa that the Secretary of the Treasury (after consultation with the
Secretary of State) determined represents full-time diplomatic or consular status; or (2) is a full-
time employee of an international organization; or (3) is a member of the immediate family of a
diplomat or international organization employee.

A teacher or trainee is any individual other than a student who is temporarily present in the U.S.
under a “J” or “Q” visa and who substantially complies with the requirements for being so present.

A student is any individual who is temporarily present in the U.S. under either an “E” “],” “M,”
or “Q” visa and who substantially complies with the requirements for being so present.

‘The exception generally does not apply to a teacher or trainee who has been exempt as a teacher,
trainee, or student for any part of two of the six preceding calendar years. However, if during the
period you are temporarily present in the U.S. under an “E” “],” “M,” or “Q” visa and all of your
compensation is received from outside the U.S., you may qualify for the exception if you were
exempt as a teacher, trainee, or student for less than four years in the six preceding calendar years.
The exception also does not apply to a student who has been exempt as a teacher, trainee, or student

@ Planning Reminder

Is 2016 Your First Year

of Residency?

If you were not a resident during 2015 but in
2016 you satisfy both the lawful resident (green
card) test and the 183-day presence test, your
residence begins on the earlier of the first day you
are in the U.S. while a lawful permanent resident
or the first day of physical presence.
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1.18 e Who Is a Resident Alien?

for more than five calendar years, unless you show that you do not intend to reside permanently
in the U.S. and that you have substantially complied with the requirements of the student visa
providing for temporary presence in the U.S.

Medical exception. If you plan to leave but cannot physically leave the U.S. because of a
medical condition that arose in the U.S., you may be treated as a nonresident, even if present here
for more than 183 days during the year. You must file Form 8843 to claim the medical exception.

Tax treaty exceptions. The lawful permanent residence test and the substantial physical presence
test do not override tax treaty definitions of residence. Thus, you may be protected by a tax treaty
from being treated as a U.S. resident even if you would be treated as a resident under either test.

Dual tax status in first year of residency. Ifyou first became a lawful permanent resident
of the U.S. (received a green card) during 2016 and were not a U.S. resident during 2015, your
period of U.S. residency begins with the first day in 2016 that you are present in the U.S. with
the status of lawful permanent resident. Before that date, you are a nonresident alien. This means
that if you become a lawful permanent resident during 2016 and remain a resident at the end of
the year, you have a dual status tax year. On Form 1040, you attach a separate statement show-
ing the income for the part of the year you are a nonresident. Form 1040NR (or 1040NR-EZ)
may be used as the statement. Write “Dual-Status Return” across the top of the Form 1040 and
“Dual-Status Statement” across the top of the Form 1040NR (or 1040NR-EZ).

To figure tax for a dual status year, see IRS Publication519 and the instructions to Form 1040NR.

You also may have a dual status year if you werensc a U.S. resident in 2015, and in 2016 you
are a U.S. resident under the 183-day presence tect. Your period of U.S. residency starts on the first
day in 2016 for which you were physically preseit; before that date you are treated as a nonresident
alien. However, if you meet the 183-day nlescnce test (but not the green card test) and also spent
10 or fewer days in the U.S. during a-period in which you had a closer connection to a foreign
country than to the U.S., you may dieregard the 10-day period. The purpose of this exception is
to allow a brief presence in the LS. for business trips or house hunting before the U.S. residency
period starts.

If you are married at th= ead of the year to a U.S. citizen or resident alien, you and your spouse
may elect to be treated as U'S. residents for the entire year by reporting your worldwide income
on a joint return. You nust attach to the joint return a statement signed by both of you that you
are choosing to b= ireated as full-year U.S. residents.

EXATnPLES

. Manuel Riveras, who has never before been a U.S. resident, lives in Spain until
May 16, 2016. He moves to the U.S. and remains in the U.S. through the end of the
year, thereby satisfying the physical presence test. On May 16, he is a U.S. resident.
However, for the period before May 16, he is taxed as a nonresident.

2. Same facts as in Example 1, but Riveras attends a meeting in the U.S. on Febru-
ary 2 through 8. On May 16, he moves to the U.S.; May 16, not February 2, is the
starting date of the residency. During February, he had closer connection to Spain
than to the U.S.Thus, his short stay in February is an exempt period.

First-year choice. If you do not meet either the green card test or the 183-day substantial
presence test for the year of your arrival in the U.S. or for the immediately preceding year, but you
do meet the substantial presence test for the year immediately following the year of your arrival,
you may elect to be treated as a U.S. resident for part of the year of your arrival. To do this, you
must (1) be present in the U.S. for at least 31 consecutive days in the year of your arrival; and
(2) be present in the U.S. for at least 75% of the number of days beginning with the first day of
the 31-consecutive-day period and ending with the last day of the year of arrival. For purposes of
this 75% requirement, you may treat up to five days of absence from the U.S. as days of presence
within the U.S.

Do not count as days of presence in the U.S. days for which you are an exempt individual as
discussed earlier.
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You make the first-year election to be treated as a U.S. resident by attaching a statement to Form
1040 for the year of your arrival. A first-year election, once made, may not be revoked without the
consent of the IRS.

If you make the election, your residence starting date for the year of your arrival is the first day
of the earliest 31-consecutive-day period of presence that you use to qualify for the choice. You are
treated as a U.S. resident for the remainder of the year.

Last year of residence. You are no longer treated as a U.S. resident as of your residency
termination date. If you do not have a green card but are a U.S. resident for the year under the
183-day presence test, and you leave the U.S. during that year, your residency termination date
is the last day you are present in the U.S., provided that: (1) after leaving the U.S. you had a
closer connection to a foreign country than to the U.S. and had your tax home in that foreign
country for the rest of the year, and (2) you are not treated as a U.S. resident for any part of the
next calendar year.

If during the year you give up your green card (lawful permanent resident status) and meet
tests (1) and (2), your residency termination date is the first day that you are no longer a lawful
permanent resident. If during the year you meet both the green card test and the 183-day presence
test and meet tests (1) and (2), your residency termination date is the /ater of the last day of U.S.
presence or the first day you are no longer a lawful permanent resident. If tests (1) and (2) are not
met, the residency termination date is the last day of the calendar year. In the year of your residency
termination date, the filing rules for dual status taxpayers in this section apply.

For the year you give up your residence in the United States, you must file Form 104CNR (or
Form 1040NR-EZ if eligible) and write “Dual-Status Return” across the top. Attach Fozm 1040
(or other statement) to show the income for the part of the year you are a resident;across the top
write “Dual-Status Statement.” See the instructions to Form 1040NR and IRS Puutication 519 for
filing the dual status return.

1.19 Certificate of Tax Compliance for Alict: Leaving
the United States

Current law generally requires an alien who plans on leaving the U.S. to go to an IRS office before
departure to obtain a “sailing” or “departure” permit, technicilly known as a “certificate of compli-
ance.” Unless you are exempt from the requirement. Ferm 1040-C must be filed to report the
income received and expected to be received for the y=ar. In some cases, a shorter Form 2063 may
be filed instead of Form 1040-C. If the Form < 040G-C (or Form 2063) shows that there will be a
tax due, the IRS will generally issue a certificate of compliance without requiring you to pay the
tax or posting a bond for it so long as the IRS determines that your departure will not jeopardize
collection of the tax. Diplomats, employees of international organizations or foreign governments,
and students are generally exempt from the permit requirement. See Publication 519 for further
details.

1.20 Expatriation Tax

U.S. citizens who have renounced their citizenship and long-term U.S. residents who end their
residency are considered expatriates subject to special tax rules. You are considered a long-term
resident for purposes of these rules if you give up lawful permanent residency (“green card”) after
holding it for at least eight of the prior 15 years. Form 8854 must be filed. On Form 8854, expa-
triations after June 16, 2008 have different tax consequences than expatriations after June 3, 2004
and before June 17, 2008.

Expatriation after June 16, 2008. If you expatriated after June 16, 2008, you are subject
to a “mark-to-market” tax if any of the following is true: (1) your average annual net income tax
liability for the five years ending before the date of expatriation exceeds an annual ceiling, which
is $161,000 for expatriations occurring in 2016, or (2) your net worth on the date of expatriation
was $2 million or more, or (3) you fail to certify on Form 8854 under penalty of perjury that you
complied with all U.S. federal tax obligations for the five years preceding the expatriation date.

Expatriation Tax e 1.20

@ Planning Reminder

Departure Permit

An alien planning to leave the U.S. should obtain
a copy of Form 1040-C from the IRS to review
his or her tax reporting obligations.
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1.20 e Expatriation Tax

Under the “mark-to market” tax, you are treated as if you had sold all of your assets for their
fair market value on the day before the expatriation date, and any net gain on the deemed sale is
taxable for the year of the deemed sale to the extent it exceeds an annual floor, which is $693,000
for expatriations in 2016. Losses are taken into account and the wash sale rules do not apply. An
election can be made to defer payment of the tax on the deemed sales until the assets are sold (or
death, if sooner) provided a bond or other security is provided to the IRS; interest will be charged
for the deferral period.

Deferred compensation items and interests in nongrantor trusts are not subject to the mark-to-
market tax, but are generally subject to a withholding tax of 30% when distributed to you. IRAs
and certain other tax-deferred accounts are treated as if they were completely distributed on the
day before the expatriation date, but early distribution penalties do not apply.

See the Form 8854 instructions for further details.

Expatriation after June 3, 2004, and before June 17,2008. Ifyou expatriated after June
3, 2004, but before June 17, 2008, and any of the following apply, you are subject to tax on U.S.
source income for the following 10 years: (1) your average annual net income tax liability for the five
years ending before the date of expatriation exceeds $139,000 if you expatriated in 2008, $136,000
if you expatriated in 2007, $131,000 if you expatriated in 2006, $127,000 if you expatriated in
2005, or $124,000 if you expatriated in 2004, or (2) your net worth on the date of expatriation
was $2 million or more, or (3) you fail to certify on Form 8854 under penalty of perjury that you
complied with all U.S. federal tax obligations for the five years preceding the expatriation date.

U.S. source income and gains are subject to regulas inidividual tax rates unless the tax would
be higher under the 30% tax on investment incoine ot connected with a U.S. business. Form
8854 must be filed for the 10-year period. See the Form 8854 instructions and Publication 519 for
further details.
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