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InNienge v, Commissid,ner,t the Thx Court held that the taxpayers
were entitlerl to take a deduction for interest paid on the mortgage
to their horrLe, despite the fact that the mortgage was in the narne of
their son. In the case, the farents were the sole occupants of the lLouse
and paid al.[ of the bills. includins nrorrsase Davmenrs. Based onand paid al.[ of the bills, ing mortgage payments. Based on
these facts, the court that the parents had equitable and

$ 7:2.7

home, and, therefore, were entitled t,o the

Residence"

" Concepts

Interest paid on a "qtta
the interest derives from
equity indet,tedness." isition indebtedness is indebtedness in-

beneficial ovmership of
deduction.

curred in the acquisition,
of a qualifying residence
added the re:quirements
October 13, I987, the

fied residence" is deductible provided that
ther "acquisition indebtedness" or "home

:onstruction, or substantial improvernent
' -fo the foregoing, there must also be
t (l ) on property mortgaged on or ,after
te mortgage cannot exceed $ I million'' and

I.

l.t.
2.
3.
4.

Njenl;ev. Comm'r, T,
20081, citing Uslu v.

Surnm. Op.
'r, TC.

2008-84, 2008 WL 2746329 (fuly 15,
Memo 1997-55L

r.R.c s 163{h)(s){A)
I.R.c SS 163(h)(3) and 280A{d).

2009 , the IRS held thaf the $ 1 million limitation on the size of a mortgage
againr;t which deducti$le interest could be claimed applied to a residence
owne:l by an unrnarrlied couple. Chief Council Advisory ZOO9ll0O7
(Mar. 13, 2009). This position has been criticized by Cain, (Jnmarrjed
Couples and the Intercst Deduction, TAx NoTES, Apr. 27, 2009.

(Osh'ov, Rel. #8, 1--5
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(2) the debt must be secured by
interest on ac,commodation loans
the loan is not ser:ured bv the
deductible as personal residence i

A second situation in which
deductible is where the taxpa
(1) does not exceed the difference
of the property and (b) any acqui
the property, and (21is secured by r

circumstances, if tht: loan does
case of married individuals filing
deductible even if th.e borrowed fu
and even if, under comparable
nonhome equity loar obtained for
nol have been deduc:tible.6

Interest on accluisition in
construct, or substarrtially i
under both the honre equity i
well as the general indebtedness
result, if a taxpayer spends $1,1
tion, or substantial lLmprovement

$ t3 Deductilrility of
In the Metropolitim Washi

points for loans hasi become
represent a service r:harge unrela

5. r.R.c. s 163(h)(31(B)(i)(r).
a qualified resirlence if:

A debt will nol: be considered

the entire $1,100,0t10 is
limitation.6'2

6.
6.1.
6.2.

Tnx qxo Esrerr NNrNG wrrH REAL Esr,qre

mortgaged property. 5 Accordingly,
from one's family membeq where
underlying properqa, will not be
terest.

nal residence interest will be
takes out an equity loan that

betwee:n (a) the fair market value
tion indebtedness with respect to

underlying property. Under these
exceed $100,000 ($SO,OOO in the

ate retuffrs), the interest is fully
ds are used for personal purposes
ircumstances, the interest on a

same personal purposes, would

ness that is incurred to acquire,
a personal residence is deductible
tedness ceiling of $100,0006'1 as

bject ceiling of $1 million. As a

,000 on the acquisition, construc-
f a personal residence, interest on
le despite the general $1 million

ateat as elsewhere, the charging of
on practice. Though points can
to interest, in the main, more

lly, a debt will be considered secured by

it makes th e interest of the debtor in the qualified residence specific
security for the palrnent of
in the event of default, the idence could be subiect to the satisfaction
of the debt,with the sarre Dr rity as a mortgage or deed of trust in the
jurisdiction in which the is situated;
the debt is recorded where permitted, or is otherwise perfected in
accordance with applicable te law.

be secured by a qualified residence if it is
upon the general assets of the taq)ayer or

mechanic's lien or judgment lien, that
the consent of the debtor.

secured solely l>y virtue of a lien
by a security interest, such as
attaches to the property withou
r.R.c. s 163(h)(3)(c)(ii).
r.R.c. s 163(h)(3)(c).
Chief Counsel Advice 2OO9400
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often than rrot they are a cost of using funds and, as such, can be

taxpayer can deduct poi
criteria.o The Service has
of points in the form of "

ts in the year paid, subject to specified
lished such criterta ftor the deductilbiliw

eharbor" guidelines.e
As set forth in Revenue Procedure 94-27, the criteria are:

(1) The HUD-I sheet must clearly specify the amount
beinlg paid as poin
as "loan discount

(for example, as "loan origination feers" or
'ees," as rypically found on lines 801 and

802 of the HUD-I

The points must calculated as a percentage of the amount
beinlg borrowed, ra than as a flat fee.

The payment of oints must conform to an established
ally true in this arcal, and the points inpracl;lce las ls ge

question must no
home mortgages.

exceed the amount normally charged for

(41 The points must ate to a m.ortgage obtained for the pur-
chaselo of the yer's principal residence, and the mortgage

the underly.ing property.

(5) The points must been paid directly by the purchaser with
funds obtained a source other than the lender (that is, the
funds must have
money, itself),

{rom a source other than the loan

For sales l;aking place a December 3I, \990, points "pard by the
seller (inclucling points to the sellerl in connection with the
loan to the r;axpayer well
{rom funds that have not

treated as paid directly by the taxpayer
borrowecl for such purpose."ll As with

regarded as interest that
cases/ prepaid interest is
ized and deilucted over
such as individual

mus,l be secured

being prepaid by the taxpayer. In most
t deductible, but, rather, must be capital-
term of the loan, by cash basis taxpayers
homeowners.T However, a cash method

i c.B. 613.

l2l

{3)

7.
8.

9.
10.

r.R.c s a6rEl.
I.R.c S +6t(g)lz).
Rev. I)roc. 94-27, 7

Although LR.C. S 46I g)(2) permits a deduction for prepaid interesf (i.e.,
the "purchase" or "improvement'/ of a prirrcipalpoints) with respect

reside:nce, the Servi safe harbor is limited to the "acquisition" of a
principal residence.
imprcvement loan,

theless, for one who has paid points on an
has, otherwise, satisfied the applicable cdteria

of thr: Revenue it would seem reasonable to argue thzLt the
deduc;tion is permitted
harbor guidelines.

by the statute e.ven if not contemplated by the safe

ll Rev. I)roc. 94-27, 5 3.

(Ostrov, Rel. #8, 5/11) r-7
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the safe harbor provlsions in generlal, the provisions relating to seller-
paid-for points wo,.rld 

^pper 
to apply only to the purchases of

principal residences, but not to irqprovements to same.

5 t4 Whether Points May Be Deducted on Refinancing
Generally, points cannot be ded]ucted with respect to a refi.nancing

since su.ch points are not paid fOr the purporie of "purchasing" or
"improving" the home. Instead, tefinancing points must normally

and the property is subsequentfy sold or agarn refinanced, the
unamortized refinarLcing points c{n be deducted in the year of sale
or refinancing.

$ 1:5 Tax Issues Relating tb the Rental of Vacation Homes

Where a taxp)aye: and at the same time
experiences costs in' g the properfy, there is a
reasonable expectati be deductible, at least

$ .1;5.1 Decluctions limifed by Personal Use of Property

In the circumstan ce where the flersonal use test is not met (that is,
where tlre taxpayer r-lses a vacatiofl home for less than the greater oI
(I ) fifteen days a y?.atr ot (21 I0% of the nurnber of days that the
residence is rented tt fair market kralue), the tzLxpayel, subject to the
"passive loss" limitations,'3 catt dBdu.ct costs asso(:iated with owner-

the fifteen-day/Io% t:est), then secdion 280,\ limits the amount of the

t2

lo
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deduction available to the
tions under section

ax2) ay et.r 
a 

Sp ecifically, the prop o s ed re,gul a-
(c)(5) provide that the amount that may

be deducted with respect costs such as maintenancet tepairs, and
depreciation is "that t which bea:rs the same relationship to the

the number of days on which the u.nit istotal amount of the item
rented at a [a:rr rental duri
days on which the unit is

the taxable year bears to the number of
fot any pulpose.""

Assume that Taxpayer uses vacation premises for personal
purposes for thirty da

Assume further that i nce and utilities on the premises amount
limitations set forth in Example 1-2, rheto $7,000, Subject to th

amount that can be cted under the foregoing provision is

$5,250 ($7,000 x 90/12

In additicn to the
repairs, utilicies, and

limitation, costs such as maintenance.
iation can only be deducted to the extent

that they do not exceed t difference between (1) gross rental income,
less (2) a proportionate of deductions allocable to the rentaLl use

te taxes) that otherwise would have been(that is, interest and real
available to the t^xE)ayer
rented. The exact order

during the period that the property was

section 1,2ti0A-3(d)(3) of
the available deductions is set forth in

the proposed regulations, which closely
tracks the crder of dedu ions associated with the business use of
one's home.t6 How"v"r, this formulation is applied can produce
substantial\' divergent ts.

Assume, as in Exampl 1-1, that 'laxpayer A uses vacation
premises for personal
and that she rents the
out of the year. A further that she receives $12,000 in
income for the three-mo th rental. Assume further that her intererst

14. Whele vacation is rented for less than fifteen days per yeart rro
dedur:tions (except for those otherwise available, such as interest and real

15.
t6. See secLion I:6.4,

premises at fair market

estatr: taxes) may be
I.R.c. S 280A(g)(t)
recognize any inco
LR.c. S z80A(g)(2).
Prop. Tieas. Reg. g 1.

out of the year and that she rents tJre

value for ninety days out of the year.

urposes for thirty days out of the year
mises at fair rnarket value for ninety days

with respect to the maintenance of the property.
:espondingly, however, the taxpayer need not

received during such less than fifteen-day period.

8oA-3{d)(3).

(Ostrog Rel. #8. 5/11) r-9
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and taxes for the 'fear are $10,000. Under the Service's construc-
tion of section 2BOA(cXS), the ainount of noninterest and nontax
expenses that can be deducted ig a function of the number of days

not rnet, deductirtns that are rfot foreclosecl by section 2BOA,
nevertheless, can prove to be ephemeral by virtue of the "passive
loss" limitations discussed in thd next section.

II 14,854.35, a:nd RosrNsoN, FnpnRar, INCoME ThxarroN oF REAr EsTATE
(Warren, Gorhirm 8r. Lamont, Idc. 1989), atn 2,16[2].
llhe passive loris provisions are fliscussed more extensively in section 4:l20
iofra.
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rental of ttLese homes.2r In the case of married taxpayers filing
separately, \vhere the spol.rses live apart during the entire year, the
foregoing lirnit is reduced [o $12,ti00 per taxpayer.2'2

To obtain, the deductiof, two criteria must be satisfied: First, the
taxpayer must have "activQly particip ated" Lrr the rental of the vacation
home.'3 For such putposdr, the term "actively participated" means

exceeds $l[)0,000, the $p5,000 perrrLissible deduction amount is
reduced by 50% of the er{cess, w:lth the result that the permir;sible
deduction ar 150,000 of adjusteddeduction a 150,000 ol adjusted
gross incom tely and living apaft
during the e. income in excess of
Qtrn nnn --; - -.^-t:^^l-l^ !^ !L^^^$50,000 anir rs appltrLr aSallrrL Lrrtr e-rz,DUU ucrrrrrg applicable to these
taxptayerc.2/

$16 llome Office Deductions

With the advent of "t{lecommuting," where m,ore and more in-
dividuals arer spending timf at home working on business matters, the
availability of home oific$ deductions has taken on increasing; im-

4rru rrvvvDD4r / u yu[DUD P4r ] LrI rltuLtrrgLt . . . III U.[ryIII6 IJLL dLLy LIaLlg UI

2r.
22.
23.
a^

r.R.c. s 46e(1)(21
Id,
r.R.c. s 46e(1)(r)

at 737 (Comm. Priflt'l,999), and Madler v Comm'q, TC. Merno I998-II}
(I99ll), where the $25,000 exception was held inapplicable because all of
the nranagement actiriities, e.g., terratat approval, rental terms and main-

25.
LO-

27.

(Ostrov, Rel. #8,
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business." Howeve:r, section IOr@1, as it applies to home office
expenses, is limited by section zfiOA(a), Except as discussed below;
section 280A(a) speoifies that dedrictions "with respect to the use of a
dweiling unit that is used by the taxpayer. as a residence" 

^regenerally not deductible.
As with many sections of the fnternal Revenue Code, the excep-

tions to section 280A(a) are of phramount importance. Specifically,
section 280A{c)(l) states that the prohibit:ion of section 280A(a) does

Of the three forms of permissibfe use, the one that has precipitated
the most questions and has been responsible lor the most litigation
is the first, that is, whether the fortion of a residence used by the

In the earlier staiges of litigatiofr surroundirrg the meaning of the
term "principal plac,: of business," tlne Thx Court employed what had
come to be known ;rs the "focaI point test."2e Under the focal point

An exception to the "exclusir/ity" requirement exists with respect to
storage units 'used to store infentory andlor product samples in one's
home. Under this provision, expellses rela.ted to a storage unit used to store
inventory and.ror product samp]es will be deductible even if such storage

(H.R. 3448) [hefteinafter SBJPAI (effective for tax years
: Dec. 3I, 1996, Vs to deductions for storage units used to

on v. Cornm'r, 76 T.C. 696 (I98I).

28

Ly.
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test, the Thx Court ass ted
the princip:Ll place o by
determining whether or
services wer,: being providdd or where income is produced." Hovrevel,
after criticisrn from nvo cdurts of appeals,3n the Thx Court abandloned
the "focal point test" for a more lenient test.

Under thLe more leniefrt test, the "principal place of busi:ness"
criterion co'uld be satisfigd where "management or administr:ative

at home to performing administrative functions, such as preparing
patient logsi, reading me]dical licerature and attending to b.illing
ITIAttCTS.

the home office; and

business lociation and the fime spent at, ea<:h pIace."33

and trilling purposes.
92. Id. at 54.
33. Comm'r v. Soliman, F06 U.S. 16S lI99B), rev'g 9BS F.Zd SZ (4titr Cir.

r99rl.

(Osttov, Rel. #8, 1- 13



S 1:6.2 Tnx exo Esrers NNING WiTg RERT ESTNTE

were by far the moro important of the activities performed by him in
his medical capacity, In addition, Court noted that three-quarters
of Dr. Soliman's tirrLe was spent a the hospitals. Accordingly, in the
case of each of the two tests est
home could not be regarded as hi

ished by the Court, Dr. Soliman's
principal place of business.3a

tAI The IRS's I

Rationale

On March 23, 1994, the Service released Revenue Ruling 94-2435 in
which it interpreted the conclusi
of four different fact patterns.

of the Soliman case in the context
preamble to the revenue ruling

stated:

This home office expense gu illustrates the principles of last
year's Supreme C)ourt decision in Sokman for determining a princi-
pal place of business. A taxpa must first compare the relative
importance of thr: work done at
the particular chivacteristics of

busirLess location, considering
business. Great weight rrrust be

given to such factors as where the axpayer delivers goods or services
to customers and: any special faci ities required by the job.

Under this rationrlle, the Servi determlned that ataxpayer's home
office was not his principal place business in the case of

(1) a plumber r,rho spent ten hours a week in his home office
talking witlL customers
books, and

r the telephone and reviewing

(21 a teacher wh.o spent twen five hours per week at school and
thirty to thrLrty-five hou
CIASSCS.

per week at home preparing for

By contrast, a honre office was
principal place of business in the

determined to be the taxpayer's
of

(3) an author r,yho
writing at home
locations, arLd

spent to thirty-five hours per week
and ten fifteen hours per week in other

34 .For a post-Solunan decision inv$lving a similar fact pattern and arriving at
a like decision, see Chong v. C[mm'4 TC. Memo L996-232,71 TC.M.

of the Soliman

violinist who s;pent 90% of her work time rehearsing in her home office
was entitled to a home office ion. In so holding, the court concluded
that her pract:ice time at
performances irway from home.

3035 (1996) . See also Popov v.

case governed by Soliman. In
r, 246 F.2d 1190 (9th Cir. 2001), a

the court of appeals held that a

was as essential to her success as her

I C.B. 87.35 Rev. Rul. 94-2t1,I994-I5, I



t4l a cositume jewelry
worLing at home

Effective i:or tax years
essentially overruled the

The nal Residence S 1:6.3

after December 31, 1998, TRA 97
reme Court's decision tn Soliman Sipeci-

llowing qualification to the definition of

aker who spent twenty-five hours per week
d fifteen hours per week at qaft shows.36

$ 1;6.3 Law the IRA 97 Applicable
to Pos Years

fically TRA 9Z added the
"principal business":

For purposes of su paph (A), ttre term "principal place of
of business which is used by the ta4)ayerbusinesrj" includes a pl

for the administrative r management activities of any trade or
if there is no other fixed location of suchbusinesr; of the

trade or business
lstlatlve Or managemen

the taxpayer conducts substantial admin-
activities of such trade or business.3T

Thus, under this statu ry scheme, the Supreme Court's "relative
performed at each business location" test:lmportance ,rf the activi

and the Court's '/time t at each business location" test must give
nt of whettrer (11 the taxpayer performsway to a si,mple

administrative and nt activities of a trade or business at his
home, and (11,)whether, in , there is 'ho other fixed location of such
trade or business where taxp)ayet conducts'substantial' adminis-
trative or mitnagement ities of such trade or business,"

The Conl:erence Report on H.R. 20L4, which describes the House
bill that gav: rise to the
the provision should be

ndment, offers some insights as to how
Specifically, the Conferees state:

is allowed . . . if. aportion of a taxpayer's
regularly used to conduct administrative

ministrative or management activities
or business (e.g., billing activities) are

ior publication that it would not challenge such
taxpayer reasorrably came within the scope of the

examples set forth in the proposed regulations
case or as described in I.R.S. Publication

se of Your Home (Including Use by Day-Care
Providers)." LR.S. 92-t2, r993-t C.B. 298.

37 I.R.C. S 280A(c)(l).

or manilgement activiti for a trade or business of the taxp)ayerl
who dor:s not conduct tial adminisftative or management
activities at any other
regardless of whether

fixed location of the trade or business,

A home office deduct
home is exclusivelv a

connected with his

had irnnounced in a
dedur:tions where the
principal place of busi
in eft:ect prior to the
No. 587, "Business

performed by others at ther locations.

36 With respect to office deductions taken pdor to 1992, the Service

(Ostlov, Rel. #8 5/11) 1- 15
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The fact that a tzLxpayer also
ment activities at sites that are

out administrative or manage-
fixed locations of the business.

such as a car ot hotel room, will ot affect the taxpayer's ability to
claim a home o{fice deduction r the bill.

If a taxpayer conducts some lstrauve or management actlv-
ities at a fixed location of the business outside the home, the
taxpayer still is eligible to cl
administrative or management
location of the business outside
the toqpayer ocl;asionally does
fixed location of the businessl.

minimal paperwork at another

A taxpayer's eligi.bility to claim a home office deductionwill not be
affected by the lract that the conducts substantial non-
administrative or non-m t business activities at a fixed
Iocation of the business outside the home (e.9., meeting with, or
providing servicr:s to, , clients, or patients at a fixed
location of the busirress away home).

a deduction so long as the
ivities conducted at any fixed
home are not substantial (a,g,,

sr,rbstantial administrative

away from home,, then the
fixed location of the business
paft of the test will be satisfied,

regardless of wherther or not the opted not to use an office
lable for the conduct of such

as foilows:

If a taxpayer in fact does not
or management activities at

away from honre that was
activities.38

$ !:6.4 Calculation of Home Office Deduction
the taxpayer's home constitutes
his business activity, the statute
Ies related to the deduc,tibility of

Apart from deter:mining
the "principal place of business"
also provides an auilliary set of h
expenses such as insurance an
depreciation, on the other.3e

In general, the lirnitations are

utilities, on the one hand, and

(1) The taxpayer must dete
the business.

ine the gross income derived from

38, H.R. Cowr. REp. No. 105-220, at 7 44-45 [hereinafter Statement of the
bill that was adopced by the Committee).Managers] (desrcribing the

The deduction is still p on the taxpayer using his home office
exclusively on a regular basis a place of business.

For an additional discussro of the impact of the TRA 97 home office
deduction prolisions on the S case/ see Focus: Home Office Deduc-
tion, 16 Thx Ntgmt. (BNA) I (Dec.22, 199'7).
Exarnples of the deduction tions can be found in proposed regula-
tions beginning at Tleas. Reg.
No. 587.

39.

S 1.280A-2(i), and in LR.S. Publication
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the business, such as the cost of secretarial services, business
telephone, office srfrpplies, and books and consulting senrices.

(41 To the extent that the foregoing subtotal is a positive income
figure, the taxpayer is entitled to deduct a proportionate share of
the residential ma[ntenanc,e costs, such as utilities, thart are
attributable to the $pace ocr:upied by the home office, and, then,
a proportionate sh{re of the deprecia.tion. To the extent th:it the
deduction limitatiQns preclude a deduction in any given yea4
section 280A(c)(5) permits the excess deduction to be carried

Assume fr-rrther that total annual depreciation on the residence is

$15,000. Under such circumstances, Taxpayer A's income after
business-,related expe{rses is $5,000 ($.15,000 income less

$10,000). In addition, T[xpayer A has allocable interest and real
estate ta>res of $2,500 ($25,000 x 10%) (with the remaining
interest and real estate laxes deductible as itemized deductions),

Deprecialed Home Office
The circumstance has pften occurred where a LaxE)ayer,

used part of his principal rNsidence as a home office, converts

Prop. Tieas. Reg. $ l. oA-211)[71

who has
the office

(Ostrov, #8, s/11) I_ 17
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space back to residential space. ming chat depreciation was taken
residence was used as a homeduring the period of time that

office, the amount cf depreciation d have lowered the taxpayer's
basis in the residence and, itantly increased his potential
for caprtal gain, Howeve4 under
space were used fior a sufficient

TRA 97 law, if the reconverted

"cleanse" it of the home office
long enough period of time to
t, arry depreciation induced gain

could be sheltered tlrrough the
more expensive house.al The

lum of a residential rollover into a

circumstance might also have
arisen where a taxpayet took d tion on a vacation home and
then used the vacation home as prirnary residence for a sufficiently
long enough period of time to "
home taint.

Under TRA 97, the residential
with that elimination there now

has been eliminateda2 and
ts the potential for taxation of

depreciation-generated gain on pri residences that had been used
as depreciable vacation homes or The rules are:

For depreciation taken up
depreciation-g;enerated gain

the residence of its vacation

to and including May 7, 1997,
on a principal residence will not

be subject to capital gains provi.ded that the gain does not
exceed the $500,000 or $ ,000 exemption thresh old.a3

For depreciation taken after 7 , L997, depreciation-generated
gain on a prinripal residence
a maximum rate of 25To.

I be subiect to capital gains tax at

S 1:7 Taxatiorr of Gain on e Sale of a Principal Residence

$ 7:7.7 In (ieneral: Law to TRA 97
Prior to TRA 97, most in the Metropolitan Washington,

D.C., area were probably well iliar with the then-extant tax
concept that allowe,C gain on the sale of a personal residence to be
deferred in the cirqrmstance the proceeds were "rolled oyer"
into another personal residence.
statutory relief mechanism were a

specific requirements of this

See discussion of pre-TRA 97't'7 a

See section lii, infra.
See section I'.i'.4, infua.

follows.

4I

42
43

llover provisions infua sections I:7.I and
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$ 7:7.2 Requirenlents Under Pre-TRA 97 Laws for
Rollover llreatment

Section 103a(a) provid{d for nonrecognition of gain in a ro,[over
circumstance: r as his principal resi-
dence (the ol and, within a period
beginning tlvo ending two years a{ter
that date (the two-year reqpirement), property (the new residence,) was
purchased and used by ttie t^xpayer as his principal residence, gain
(if any) fronr the sale woulld have been recognized only to the extent
that the taxpayer's adjustefl sales price (as defined in the statute) of the
old residenr:e exceeded t$e taxpzLyer's cost of purchasing the new
residence.

addition, cornmissions and other purchasing expenses paid or inc,urred
by the taxpayer on the plurchase of the new residence were rto be
included in determining lthat cost. For purposes of the foregoing,
indebtedneslt on the replafement residencr: incurred by the ta4payer
more than fwo years pri[r to the acquisition of the replace]ment
residence could not be in{luded as part of the purchase price o,f the
replacement residence.*"

t; 1:7.2

44

(Ostrov, Rel. #8,
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OnerTime $725,0OO Exclusion Under Pre-TRA 97
Laur

As was true of tlre pre-TRA 9Z rollover provisions, most clients
were also generally aware of the prqpositiorL that, if he was age f:ifty-five
or olde4 he could have sold his pe1sonal residence and exciuded up to
$125,000 of the gatn rcahzed on the sale. The $125,000 exclusion
could have been used by anyone #ho

(l) had reached the designated age,

(21 had not previously utilized the exclusion, and

(3) sold his prin.cipal residencf.

Where a husband and wife filed a jpint return, the exclusion aBplied if
either had reached age fifry-five on] or before the date of sale.*'

residence in a cooler climate sucl] as the Metropolitan Washington,
D.C., atea,but who also purchas{d a second residence in a warmer
climate, such as Flo:rida, the threef out-of-five-year requirement could
have been a substant:ial problem , paftictlarly where, Ior tax47 or other
reasons, the taxpayr:r treated Florida as his domicile and/or lived in

months out of the year in that h$me. lf the taxpayer chose to sell
his Washington residence on july 15, 1994, the Washington
residence would no longer have qualified as his personal resi-

I.R.C. S 121(dl(1)r Tleas. Reg. g t.lzt-s(a)(1)(ili).
I.R.C. S r2r(a)12)1Tieas. Reg. g t.t21-1(a)(2).
.Because Floridir does not have a personal income tax, it is an atttactive tax
haven. Florida does, howeveq hhve an "intangible personal proper1l tax,'l
which is annuiilly levied againsq the gross value of intangible assets, such
as stock, at the rate of one pill per dollar of valuation (subject to
legislatively est:ablished declines in the rate).

1-f 20

45
46
47



The Personql Residence S 1:7.4

he would not have used it as his principal residence for three yearrs

out of the preceding fivq-year period ending on the date of sale of
the Washington, D.C., rpsidencet.

$ 7:7.4 Taxation of the Sale of a Principal Residence
After TRA 97

llfl The$250,000/$500,000 Exemption
Effective for transactiods on or afte:r May 7, 1997,48 the ro]lover

tl3l Two-Out-Qf-Five-Year Continuous Ownership and
Occupanpy Tests

To be eligible for the e{clusion, 
^ 

ttryayet must have owned the
.residence and occupied it [s a principal residence for periods "aggre-
gating two )/ears or more'f out of the five years prior to the saLle or
exchange. S.hort temporarf absences, suclL as for vacation or other
seasonal absence, are cou4ted as periods of use.

If a taxpiryer alternate$ between two properties, using each as a
residence fol successive pe{iods of lime, the property that the taxlpayer
'uses a majority o{ the tirie during the year will ordinarily be con-
sidered the traxpayer's prin{ipal residence.50 Furthe4 a properfy used by
the taxpayer as the taxp[yer's principal residence may inclr"Lde a

cooperative [ousing corpo{ation.5 I

Taxpayer K owns two rpsidences, one
Florida. [:rom 1999 thr]ough 2003, he

fh)rprlyers who sold hopses with a gair:L in excess of the {i250,000/$500,000
ceiling, but who wluld have been able to shelter the excess gain
under the former roll]over provisions, could still have elected to utilize
such former provisiods under the following circumstances: (i) sales that
occurred after May 6) 1997, and before August 5, L997, (ii) sales that
occulred after August 5, \997, subject to a binding contract in effect on
August 5, 1997i and (l]ii) sales that occurred after August 5, 1997, where a

replarement residenc( was acquired before August 6, 1997, outright or
under a binding contrlact, and the rollover provision would have applied
under prior law. TRA 97 5 3I2(dl.
I.R.C. S l2l(b), Treas. Reg. g 1.121-2(a)(3).
Tieas. Reg. S 1.121-1(b)(2).
Prop. Tieas. Reg. $ l.ll2l-l(b).

in New York and one in
lives in the New York

48

49
50
51

(Ostt'ov, Rel. #8 5/11) I_2I
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residence for se'ren months ahd in the Florida residence for
five rnonths. Thur;, K used the New York residence a majority of
the time in each year from 1$99 through 2003. Therefore, in

In Guinan v, Llnited Statei,53 the taxpayer owned three
residences-one lo<:ated in Geo{gia, one in Arizona a:nd one in

the assessment be made on a year-by-year basis. Under this test,
while the taxpayer occupied the lVjsconsin residence for the majority
of time during the first year of the five-year period, the taxpayer
spent the majority o_f each succeQding year rn either the Georgia or
Atizona residences."'

If a taxpayer acquired his or l]rer current residence in a rollover
tlansaction, periods of ownership and use of the prior residence are

Cuinan v. United States, 2003 IWL 2L224797 (D. Ariz. Apr. [0, 2003).
Under Tleas. Jleg. S I 121-1(b)[2], ttire determination of which residence
constitutes thr: taxpayer's prinpipal residence'will be based on all of the
facts and circtrmstances. If a t|xp^yet alternates betr,veen two properties,
using each as a residence, the d{termination will be made on ayear-by-year
basis, with the od of time during any
given year orcl idence for that year.
Also, the IRS of employment, the
principal abod er's
tax returnsr au tta-
tion, the addr the
taxpayer's ban
It is also noteyrorthy that the coirrt obser.ued that the taxpayer liled Georgia
and Arizona tilx returns/ as colprpared to Wisconsin tax retulns/ that the
taxpayer was registered to votp in Georgia and in Atizona but not in
Wisconsin, arLd that the taxphyer had a Georgia driver's license and
subsequently :rn Arizona drivef 's license, but not a Wisconsin driver's
license. These factors were deemed to be relevant under the facts and

52
53
54

55
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applicable five-year measutring period for determining ownership of a
primary residence. The ca{egories encompassed by this exemption are
the uniformed services (thg Army, Navy, Air Force, Marine Corps, and
Coast Guarrl), the Commissioned Corps of the National Oceanic and
Atmospherir: Administratfon, ancl the Commissioned Corps of the
Public Healt,h Service. Unlder the Thx Relief and Flealth Care Act of
2006,57 the exemption is extended to employees of the intelligence

tt9ltTl Use Limitation for Periods
to January !, 2OO9

tlBlt1.ltal In
Under thr: 2008 Housin[ and Economic ]lecovery Act (HERA),lte the

$250,000/$5;00,000 exemp[ion will not be applied to that portion of the
gain on the sale of a prinriipal residence al-tributable to the period of
time the residence was fwned by the taxpayer and subject to a

"nonqualifieC use" (describgd below), Thus, e-ven if the taxpayer sal.isfies
all of the other eligibilit/ re 00/$500,000
exemption, such as the d,wo requirement
but there is a "nonqualifibd 50% of the
period of ownership, then $0% of tfie gain will have to be recognized.

tl3lt1.ltbl GonVersion of Vacation Home to Principal
Residence

A"nonqualified use" is any period (after |anu^ry I, 2OO9) that the

2006," at 104-05.
59. H,R. 3221.

communify which includes the Tieasury Depaftment, the E.nergy
Department, and the Dephrtment of Homeland Secr.rrity during any
period in which they are sen/ing extended drrty.5u

(Ostrov, Rel. #8 5/11) l-23
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amount of taxable grlin will be detQrmined by afractton the numerator
of which will that pa rt of the post-Jhnuary L, 2009 period during which
the vacation home \vas not used a]s the taxpayer's principal residence
and the denominator of which #ill be the total years the residence
was owned by the taxpayer startin$ with the original purchase date. By
contrast., if the vacation property had been converted to a principal
residence prior to lanuary I, 20091 then no part of the holding period
would be a disqualified use, irrfspective of how many years the

ation home.

acation home on January 1,2OO7
W sell tlreir principal residence on

of the proceeds on capital ex-

, and inrmediately move into their
r principal residence. Assume that
ecember 31, 2016 for $750,000,
nder the foregoing circumstances,
uary 1 , 2009, and December 31,

period, and when compared with
he property, will cause 2/10 of the
maining $2oo,o0o of gain will be
exemotion.

ate" Exception

de any period aft.er the last date the
esidence of the taxqayer or spouse
sed during that period).

, 2010. lf, prior lo A's death, the
her principal residence, then the
ill not be treated as a nonoualified

L+24
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tBllllldl "Ternporary Absence" Exception

Nonclualitied use does not include any period (not to exceed two years)

that the taxltayer is temporarily absent by reason of a change in place of
employrnent, health, o4 to fhe extent provided in regulations, un-foreseen
circumstanq:s.

out and r;ells the propefty for $700,000 on January 1,2014. As
under pre:sent law, the $20,000 of recaptured gain attributable to
the depreciation deductions is included in income. Of the remain-
ing $300,000 gain, 40o/" of the gain (2 years divided by 5 years), or
$120,00C1, is allocated to nonqualified use and is not eligible 1'or

the exclusion. Since thd remaining gain of $180,000 is less than

(Ostrov, Rel. #8, 5/11) r-25
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tDl Exr;eption to Anlti-Ghurning Rules: Reduced
Maximum Exclusion of Gain Under Specified
Cirrcumstances

As illustrated in the foliowing e{amplq ataxp)ayer who fails to meet
the occupancy and/or oumership requirements by reason of a change of
place of employmerrt, health, or lther unforeseen circumstances is
able to benefit from a fraction of the $250,000/$500,000 exemption.

for $450,000. As originally enacfed, of tl-re $60,000 gain, $45,000
($60,000 gain x 1B/24 months) was sherltered from capital gains
tax. Original l.R.C. section 121(c) as enacted by the TRA. How-
ever, under the ll{S Restructuring and Reform Act of 1998 (H.R.
2676), the pro rata reduction wag made to apply to the exemption

tDltTl lEmporary Refr,ulations: Pre-Au{ust 13, 2OO4

Under temporary regulations publistred by the IRS, a sale or
exchange was consirlered to be fol reasons of health if the taxpayer's
primary reason for the sale or exc$ange was (1) to obtain, provide, or
facllitate the diagn,f,sis, cure, mi]tigation, or treatrnent of disease,

temporary regulations so establish a safe harbor where a physician
recommends a change of residenc{ for reasons of health.63

With respect to a sale or excha4ge by reason of a change in place of
employnent, the te:mporary regulations also established a distance
safe harbor. For su:h purposes, fhe safe harbor provided that the

6l
62
63 Id, s 1 l21-3r(d)(2).

L+26
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was unemployed, the dist{nce between the new place of employmelt
and the resiilence sold or e4b.hanged must have been at least fifty miles.o*

[D][2] Final fle!,ulations Establishinf, Safe Harbor
Provislons Effective August 73, 2OO4

The final regulations, effective August 13, 2004, do not depart
significantly from the terpporary rcgtlations effective prior to that
date. Under the final regrilations, for a taxptayer to claim a rerluced

safe harbor ,Jescribed in the final r:egulations does not 
^ppIy, 

a siale or

. Distmtce Safe Harbdg: Sale or
of Entployment. Ultder the
or exchange is deemefl to be by r
. The change in place of employment occurs during the period

of the ta of the property aLs the
tar)cpayer

. The qua of employment is at
lezrst fifty miles f[rther from the residence sold or exch:rnged
than was the fotrmer place of employrnent, o{, if therr: was
nc, former place of employment, the distance between the
qualified individual's new place of employment and the
rer;idence sold o! exchanged is at least fiftry miles.

64
65

Tlear;. Reg. $ 1.121-3f(c)(1)-(2)
Tlear;. Reg. S 1 . 121-3 [f ). For examples of un{oreseen circumstances relating

e/ see respectively Pdv. Ltr. Ruls.
023.
1.121-3(c).
1.121-3(d).
1.121-3(e).

Tiear;. Reg. $ 1.121-3(c)(2),

66.
67.
68.
69.

(Ostt'ov, Rel.
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Phvsician' s Re,commenda Safe Harbor: Sale or Exchange by
Reason of Health. A sale o
reason of health if a phy
residence for leasons of heal
of health if. "the primary
obtain, provirle or faclltta
treatment of disease, i
medical or personal care

"merely bene[icial to the
individual is rrot a sale or

Example 7-9

A, who has chrorric asthma,
2004 that he uses as his princi

physician's recoffrmendation sa

a reduced maximum exclusion

not be entitled to claim a

L R.C. secti on 1 21 (c)(2).76

As defined in.t.R.C. S 213(d)(4).
As defined in'Iieas. Reg. g 1.1
Under Treas. Reg. S 1.121-
taxp ayert the t axpayer's
whose principrrl place of abode

73. rd,
74. rd.

exchange will be deemed to be by
icianTo recommends a c,hange of
h.71 A sale or exchange is by reason

for the sale or exchange is to
the diagnosis, cure, mitigation or
or injury or to obtain or provide
a'qualified individual'72 suffering

al lrealth or well being _o! an
nge by reason of health."/n

from a disease, illness or i 1t73 6 sale or exchange that is

moving to a warffr, dry climate ill mitigate A's asthma symptoms.
In 2005, A sells his house and moves to Arizona to relieve his
asthma symptomr;. Under the lations, the sale is within the

a house in Minnesota in
residence. A's doctor tells A that

harbor and A is entitled to claim
nder LR.C. section lZ1(c)(2.).75

ercise. In 2005, A and B sell their
t A can increase his general level
r round. Under the regulations,
merely beneficial to .4's health,

maximum exclusion under

, a "qualified individual" includes the
a co-owner of the residence, or a person

Example !-7O
ln 2004, A and B purchase a h se in Michigan that they use as

their principal residence, A's tor tells,4 that he should get more
outside exercise b ut A is not suff
treated or mitigaterd by outside e

house and move 1o Florida so th

ing from any disease that can be

of exercise by playing golf
because the sale of the house i

the sale of the house is not by of A's health and does not fit
within the physician's tion safe harbor. A and B will

70.
7r.
72,

75.
76.

Tieas. Reg. g 1.121-3(b)(2) (ex.
Tieas. Reg. g I t2l-3(b)(2) {ex.

in the same house as the taxpayer.



woulcl not

or exchange that took

o

a

a

a

77.
78.
79.
80.

(Ostlov, Rel. #8, 5/11) L-29

. Speci;ic Event Safe
Unforeseen Ci
reasorn of unfo

. Niltural or man

qualified i

Any other
promulgated

The requirement that
frequently tJhan every two
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Harborc: Sale or Exchange by Reason of
tances. "In general, a sale or exchange is by
circumstances if the orimarv reason for the

conversion of the residence;

made disasters or acts of war or terrorism

sale or exchange is occurrence of an event that the taxpayer
have anticipated before purchasi:ng or

occupying the t'// A sale or exchange will be deemed
to be lly reason of circumstances if any of the following
eventr oscur during
use ollthe residence

the period of the taxgtayer's ownership and
the taxpayer's principal residence:

. The involun

rersulting in a Ity to the residence;
. In the case of a " lified individuaI,"Ts one of the following:

Death;

The cessati

compensa

A change in loyrnent or self-employrnent status that
results in taxpayer's inability to p^y housing costs

e basic living expenses for the taxpayer'sand reason
household;

Divorce or
separation

separation under a decree of divorce or
intenance;

Multiple bi resulting from the same prestancf;7e

efinition of unforeseen circumstances
by regulation.

tEI Pre-May , L997 Sales Disregarded in Applying
ng Rules

of employrnent as a result of which the
vidua.l is eligible for unemploy:ment

a sale or exchange take place no more
years is applied without rcgard to any sale

be{ore May 7, 1997.8o

, described supra.
)(2)(iii)(A)-(E).

?ear;. Reg. S 1.121-3
T|ear;. Reg. S 1.I21-3
Tlear;. Reg. S 1.121-3
r.R.o. s 121(b)(3)(B).
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tFl lssues Applicable to Married Taxpayers and
Untmarried TaxpAyers Living Together

Married persons who each oWned a qualified personal residence
prior to being marrj,ed may each dualify for the $250,000 exemption
after they are marri:d.

Married taxpayers H and W file a joint return for the taxable year
in which they sell their house vthich is owned solely by H. Both
spouses have usr:d the house Ns their principal residence con-
tinuously for a pe:riod of two yefrs and neither spouse has sold a

principal residenr:e during the trlyo years prior to sale in question.
Under such circumstances, H ahd W may shelter up to $500,000
of gain on the sale of their resi{ence.

During 1999, maLrried taxpayer$ H and W each sell a residence
that each had separately owned and used as a principal residence
before their marriage. Each spofse meets the ownership and use
tests for his or l^rer respective iesidence. Neither spouse meets
the use requirem<:nt for the othei spouse's residence. H and W file
a joint return for the year of tfre sales. The gain realized from
the sale of H's residence is $200,000, The gain realized from the

81. Tieas. Reg. g.1.121-2(a)(a) (ex.3).
82. Statement of 1.he Managers at ),97.

PfnNNmc wltH Renr Esrnrg



and two yeilrs have pas
either of the,m, the marri
gain on a suLbsequent sale

An executor mav stand
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3

since the last exclusion was allowed to
taxpayers may exclude up to $500,000 of

in the shoes of a decedent with respect to a
the surviving spouse in the year oI theprincipal reriidence sold

decedent's death.

Married taxpayers H a

residencr: since 1998
Septembrrr 21, 2001,
of $350,000. Pursuant
make a joint return for
sale of the residence m

In the cal;e of an unma
the date of tlhe sale or exch
taxpayer owned and used
deceased spouse owned

remarriedr. Although l4l
than two years, W will

includes the period the
A taxpayer will be trea

residence du:ring any period

W have owned and used their principral
On February 16, 2001, H dies. On
sells the residence and realizes a gain
section 5013(aX3), W and H's execul.or
001. All $350,000 of the gain from the

y be excluded.8a

taxpayer whose spouse is deceased on
of property, the period such unmarried

ch property shall include the period such
used such property before death.85

Taxpayer H has d and used a house as his principal
residence since 1987. and W marry on July 1, 1999 and,
from that date, they u H's house as their principal residence.
H dies on August 15, 2 , and W inherits the property. W sells
the propr:rty on Se r 1, 20OO, at which time she is not

ership aniC use requ nts of section -l 21 becaus e W's oeriod of
ownership and use in
property lcefore his d

the period that H owned and used the

In the case of a taxp)a who receives a residence from a former
(as described in section 1041(a) of thespouse inciclent to a divo

Internal Revenue Codel, period such taxpayer owns such residence

has owned and used the house for less

considered to have satisfied the own-

spouse owned the property.s6
as usingproperty as such taxpayer's principal
of ownership while such individual's spouse

83.
84.
85.
86.

Id. at 292.
Prop, Tleas. Reg. g 1 2I-1(b)(3) (ex. 4).
r.R.c:. s rzr(dl(z), Reg. $ 1.121-alfiQ).
r.R.c:. s 12r(d)(3)(A)r Ree.S I 121-4(b)(1).

(Ostt'ov, Rel. #8 5/11) I -31
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or former spouse is g;ranted use of prope-rty (and uses it as his or her
personal residence) under a di rce or separation instrument (as

defined in section 71(bl(2l'of the ternal Revenue Code). 87

In the case of un:married who jointly oiun their principal
t each will be eligible to excluderesidence, the regulzrtions provide

from gross insome trp to $250, of gain that is attributable to each
such taxpayer/s interrest in the p 88

realized gain allocable to each
exceed each taxpayer's av
$25o,ooo,8e

Unmarried taxpalzers A and B
each owning a 5Ct% interest in
owning and using; it as their
The gain realizecl from the sal
eligible to exclude $128,000

n a house as joint owners, with
house. They sell the house after

ipal residence for two full years.
is $256,000. A and B are each
f gain because the amount of
of them from the sale does not
ilable limitation amount of

purposes of the foregoing, sales or
the same principal residence are
' Therefore, only one maximum
$500, 000 where applicable) applies

IGI Sale of Paftial I lests

Gain from the sale or excha of the remainder interest in the
taxpayer's principal residence can
exclusion, provided rthat the sale o
person/ as describe:d in section
Revenue Code.eo

A taxpayer may also take adv tage of the section 121 exclusion
with respect to the sale or of an interest in the taxpayerts
principal residence that is not a inder interest and is less than the
taxpayer's entire interest if the in t sold or exchanged includes an

qualify for the otherwise allowable
exchange does not involve arcIated
267(bl or 707(bl of the Internal

interest in the dwell.ing unit.er Fo
exchanges of partia.l interests in
treated as one sale or exchange.
limitation amount c,f $250,000 (

to the combined sales or of the partial interests.e3

I.R.C. S 121(dl(3)(B); fieas.
Tieas. Reg. g r.121-2(a)(2).
Tleas. Res. $ 1.121-2(a)(a)

s 1.121-4(b)(2).

1). Had A and B in the example been
married, then the entire $256, would have been excluded because the
amount in qur:stion did not the $500,000 available to A and B as
married taxpa'i/ers filing a joint return. Id, at ex. 2.

r.r2r-a\lz).

87.
88.
89.

90.
9L.
92.
93.

I.R,C. S 121(d)(8)r Tieas. Reg.
T?eas. Reg. g t.tzt-a(e)(1)(i).
Tieas. Reg, g t.tzl-a(e)(1)(ii).
rd.



In 1991, taxpayer A s a house that A uses as his principal

The

Exatmple 7-76

residence. ln 2004, A's
50% interrest in the no
A may r:xclude the
remaining 507o interes

$138,000. A may excl

On July 1,1999, Taxpa
had rentsd to tenants
deductions totaling $1

realized 1'rom the sale is

Only $26,000 ($40,000

Assume that Taxpayer
$50,000. Assume that,
$150,000-generating
was recognized beca
purchase of a new resi

nal Residence 5 1:7.4

iend moves into A's house and A sells B a

se, with A realizing a gain of $136,000.
136,000 of gain. In 2005, A sells his
in the home to B and realizes a gain of
de $114,000 ($250,000 minus $136,000

$40,000. F had no capital losses for 2001 .

gain realized minus $14,000 depreciation
luded under section 121 . The $14,000 of

purchased his first home in 1970 for
ereafter, Taxpayer A sold his home for

$100,000 gain, but that none of the gain
he rolled all of the proceeds into the

nce for which he paid $225,000. At this

of gain p'eviously excl ) of the $138,000 gained from the sale

of the rernaining i
94

IHI De

The section 121 exclus n does not apply to so much of the gain trom
the sale or et<change of attributable to depreciation adjustments
(as defined in section 1 (b)(3)) for periods after May 6, IggT.e5

F moves into a house that he owns and
ce July 1, 1997. F took depreciation

property. After using
,000 for the period that he rented the
residence as his principal residence for

two full years, F sells property on August 1, 2001. F's gain

deductions) mav be ex
irgain reccgnizedby F is nrecaptured section 1250 gain within the

meaning of section 1(h

tll Need to
While ge)nerous, new ion 121 may pose some boold<eeping

problems for some. problem arises from the fact that the
rovisions hinge upon the taxpayer's basis$250,000/$r500,000 gain

in his or he'r home-a
lost in anti<1uity.

ination that, for some, may have been

Example 7-78

94.
95.

Tieas. Reg. S L121-4
Tieas. Reg. S I.121-1

(Ostrov, Rel. #tl, 5/11) 1--33
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Assume further tirat Taxpayer A marries in 1978 and that, in 1980,
the couple sell tl-reir home for $1450,000, and, once again escape,
gain recognition, by virtue of rolling over the entire proceeds into
a new home for rvhich they pay $525,000. At this point, Taxpayer
A and his wife have a $275,000 basis irr their home and potential
gain of $250,000. With two groi,,ring children, Taxpayer A and his

of a Personal RQsidence

The circumstance could arise where a taxpayer with an appre-
ciated personal residence has boriowed against the fair market value
of the personal residence such tfrat the mortgage exceeds the tax-

taxpayer's basis vrill be caprtal gain subject to the $250,000/

YtJ
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$5oo,ooo
Code.eT

exemption limits of section l2l oI the Internal Revenue

lKl Stratet) When Expected Gain on the Sale
of a Residence Used As a Vacation Property
Substanfially Exceeds the 5250,000/$500,000
Ceiling

For thosr: who are fortrlrnate erLough, the circumstance could arise
where vacat :d many years ago has increased in
value expon sale of the property would substan-
tially exceer 000/$500,000 limit. Where s'uch a
situation arises, one knbwledgeable attorney (stephan Tucker of
Washington, D.C.) has sqggested that the vacation properfy be: con-
verted into lental propeffy and held for a sufficiently reasonable period
of time such that it will qpalify fo:r investrnent property under section
1031 of the Internal Revefrue Coc[e. Thereafter, the vacation properry
may be exchanged for othpr investment property which may be more
attractive to the taxpayer. fhough the basis on the properfy received in
the exchang;e will reflect fhe low basis on the relinquished vac;ation
properfy, thr unti
is sold. Mor ayer
her death, tl )e st
the time of ,Jeath, thereby alleviating capital gains tax on the property
if it is thereafter sold.

ILI The Spouse Penalty

tLltTl Law

As reported in the I Washington, D.C., press/ one aspect of the
1997 law hrrd come undef fire ly pr-rt, in
the year following the death spouse's
exemption rlropped from the p $5011,000
to a new individual exempiion of $250,000 In the case of a previously,
jointly ownr:d residence, the lower exemption will likely have been
offset to a substantial degtee by the step up in basis available to the
surviving spouse. Howeverl, where the residence was owned exclusively
by the survivoq, the "tax tt'ap" would come into play.

See section 6:2, infr4, and Bercik, The Impact of New Section 127 on
Plantting for Forecloulre, )"7 .LBA SEC. oF TAX,N NEwsL., No. 2 (V/inter
1998''1, at 5.

98. See Iienneth Harney, prive Is Underway to Disarm "suwiuing Spouse" Tax
Tiap, Wasu. Posl lt{ay 8, 1999, at Gl (upon which this discussion is
baserl).

97

(Ostrov, Rel. #8, 5/11) I -35
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thereafter), an exermption of only $250,000 will be available to wife.

is sold for $750,000, no tax will he due since all of the proceeds are
sheltered by the $i500,000 basis 

fnd 
the 9250,000 exemption.

Suppose, hower/er, that wife owned the house in her own
name. Under sur:h circumstan(es, she would retain her original
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residence and benefit frqm the $250,000 section 121 exclusion?
Following the majority oi1 this issue, the Bankruptcy Court for the
Northern Dristrict of Georlgia ruled that the Trustee lnay stand rin the
shoes of thr: debtor and uiilize the section 121 exclusion.l01 ThLe IRS
has since aSyeed.'ot

IN] May the Section 121 Exclusion Apply to a
Partnet$hip Owned Directly or Indirectly by
Occuparits of a Principal Residence?

In Private Letter Ruling 200004022, the taxpayers transferred title
in their residence to a pardnership. The transfer occurred in two steps.
First, the ttrxpayers deeded 98% of the residence to a grantor trust
subject to the provisions $f sections 671 through 678 of the Internal
Revenue Code.103 Next, tlie tnrst 1-ransferred its 98% or,,rnership [n the
residence to a state law fimited partnership in return for which it
received 98'/" of the limitdd partnership units in the partnership. The
individual occupants of ttle residence then transferred their respective

1999), ilI. 1998), and
In re B op. Tieas. Reg.

S 1.12 s follows:

Ltnder the authority provided in section t39S(g)(8), rhe regulations
at to the list of tax attr1butes of the debtor
tl f an individual in a Chapter 7 or l l
b of the United States Code succeeds to
a:td takes into accolrnt in cornputing the taxable income of the estate.

IO2. ?eas. Reg. g 1.1398-.p(c).
r;ection 13:8,
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any income from the partnership, the IRSi initially concluded that the
partnership could b rrposes. Irurthe4 the IRS was
persuacled by the far was owned either directly or
indirectly by the either in their individual
capacity or as grantors of the grarftor trust.

The taxpayer success in Priva{e Letter Ruling 200004022 did not
last lorLg. For; in Private Letter {uling 200119014, the IllS revoked
Private Letter Rulirrg 200004024 as '/no,t being in accord with the
current views of tht: Seryice."

IOI Availability ofAvailability of $ection L2L Exclusion to Heir,
Estate, Trust or Single-Owner Entity-;:

Wittr respect to decedents whq die after Decernber 31, 2009, the
$250,000 section l jl,l exclusion w[ll be available to the heir or estate of
such decedent or to a qualified revpcable trust left by such decedent. r05

owner will be treatell as ovrning thp residence for purposes of satisfying
the two-year ownerrihip requiremeprt of Code section I2l, and a sale or

See I.R.C. SS 645{b) and 676.ro7.
108. ?eas. Reg. g L tzl-t(c)(3)(i)
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its owner,loe the indi will be treated as owning the residence
the two-year ownership requirement offor purposes of satisfyi

section l2L and the sa or exchange of the residence by the dis-
ted as if made by the individual.regarded entity will be

tPl Vacant

Section .121 of the In
exchange of vacant land t

Revenue Code applies to the sale or

of the taxprlyer/s princi
t the ta4payer has owned and used as part
reside.nce if the sale or exchange of the

dwelling urft occurs wi in two years before or after the sale or
exchange oi: the vacant
the land corrtaining the

d. The vacarrt land must be adiacent to
ing unit, and the sale or exchange of the

vacant land must otherwi satisfy the requirements of section I 21. 
I 10

For purposes of the the sale or exchange of the dwelling unit
and the vac;ant land are reated zls one sale or exchange, Therefore,
only one nraximum li tion amount of $250,000 (or $500,000
where applicable) applies the combined sales or exchanges of the
vacat:;f land in the dwelli unit.

In 1991, taxpayer A hased property consisting of a house and
s her principal residence. In May 2005,ten acres that she uses

taxpayer A sells eight
$1 1 0,000. A does not

cres of the land and realizes a gain of
fter sell the dwelling unit before the

due date for filing her 2
eligible t,r exclude the

5 income tax return. Therefore, A is not
1 10,000 of gain associated with the sille

of the ei13ht acres. T fter, in March 2OO7, A sells the house
and remaining two ac
sale of the house and

, realizing a gain of $180,000 from the
acres. A may exclude the $180,000 of

gain. In addition, beca the sale of the eight acres occurred
within tr,,l,o years from date of the sale of the dwelling unit, the
sale of the eight

nd

principal residence. Ac
for 2005 and claim a

$180,000 gain exclu

is now treated as a sale of taxpayer's
ordingly, A may file an amended return
exclusion of $zo,oo0 ($250,000 minrus
by virtue of the sale of the residence) off

alized from the sale of the eight acres inthe $1 10,000 of gain
2005. I I 1

109.
r 10.
tI1.

Tleas. Reg. g 301
Tieas. Reg. S 1.121-l
Tieas. Reg. S 1.121-l

b)(3)(i)(Al-(D).
b)(+) (ex. 3).

(Ostrov, Rel. #8, 5/11) t-39
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tal Gain Recogniti{n from the Sale of a Principal
Residence Acqqiired in a Section 1031Like-Kind
Exchange Within Five Years Prior to the Sale

One of the requirements of an I.R.C. section l03l tax-free
exchange is that the: acquired property be used as investment property.
If the propefty is a r,:sidence, over fime the residence may be converted
to one's principal residence and used as non-investment property.
Under the American |obs Cre{tion Act of 2004, if i:nvestment
property has been acquired in a tdx-free exchange, and if the property
is subsequently con rerted to a pri4cipal residence, then, if the property
is subsequently sold within fivie years of its accluisition in the
section 1031 tax-lree exchangef the ocherwise applicable I.R.C.
section 121 gain etrclusions wiil not apply to suc;h sale, even if the
propeffy had been used as the sellQr's principal residence for two years
out of such five-year: period. The opvious response to this new piece of
legislation is to ensure that clienfs retain any section 1031 property
that has subsequently been convbrted to a principal residence for a
period of time that exceeds the fi*e-year limitation of the statute.

Interest in a Principal

Except as provided in Code seltion 123(e)(3) (relating to sales or
exchanges of remainder interests), the section 12t exclusion of gain
from the sale or exchange of an interest in the taxpayer's principal
residence includes the sale of hn interest that is less than the
taxpayer's entire inberest in the dj,velling unit.lr2

Under the regr.rlacions, sales or exchanges of partial interests in the
same principal residence are treatefl as one sale or exchange. Therefore,

any other.partial intr:rest in the sante principal,residi:nce to the extent of
any rernaining maximurn limitation amount. I 13

tRl

A buys a house
friend B moves

residence. ln 2O0B A's
B a Sooh interest in the

tr2.
I t3.

Tieas Reg.
?eas Reg.
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house, roalizing a gain pf $136,000. A may exclude the $136,000
of gain. ln 2009, A sells his remaining 50% interest in the home
to B realizing a gain of $13t],000. A may exclude 9114,000
($250,000 - $135,0p0 gain previously exclude.d) of the
$138,000 gain from th$ sale of the remaining interest.lr4

For pu4roses of applylng Cocle section 121(b)(3) (restricting the
application of section f 21 to only one sale or exchange every
two years), each sale or $xchange of a paftial interest is disregarded
with respecl to other sales or exchanges of partial interests in the, same
principal residence, but is taken into account as of the date of tLLe sale
or exchanp;e in applyin$ Code section 121(b)(3) to that sale or
exchange and the sale or exchange of any other principal residerLce.l15

exchange o[ any other idterest in the residence that is sold ,or ex-
changed separately.ttT Frrith"1, the exclusion for the sale of a remain-
der interest will not apply to a sale of a remainder interest to a related
person, that; is, to any per$on that bears a relationship to the ta4payer

rt7.
I 18.

(Osh'ov, Rel. #8, 5/11) r.-41
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under I.R.C.
to take into
section 1239,
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sectic,n 121. Howejver, any such analysis wouid have
account the poter]rtiaIIy sweeping nature of LR.C.
whicln is discussed in section 9:8.1[A].

Moving from an
Rersidence Until
Re'turn

d Renting One's Primary
Favorable Market Gonditions

Example 1L-27A

Assume that H and W purchasqd their home on January 1 , 2001,
for $400,000 ancl live in it contiiruously untilJanuary 1,2010. On
+1,-^+.J^+^ rL^!rI^^)rA/ L- ^,^!.: -^---------:r-that date, assum€ that H and W move to a retirement corrrmunity,rrrqL uqrs/ dJJurilc Utctl t, d.iltl yy tilUvU tL, d tULilCiltUilL LUilililUiltLy,

but are unable to sell their house at a reasonable price due to the
downturn in the market. Accortdifdingly, assume that the house isdownturn in the market. Accorfdingly/ assume that the house is

rented for one year and that (n January 1 , 2011, it is sold for

$ 1:8 "First-Tiime Homebufer" Tax Credit for Homes
Purcharied in the District of Columbia

Subject to the limitations tha{ follow; section 1400C of the Thx-
p^yer Relief Act of 't997 provtdes fihat first-time District of Columbia
homebuyers of a principal residerice in the Distrir:t of Columbus are
entitled to a tax credit of up to $5,000 of the amount of the purchase
price. A "first-time .homebuyer" i! present
ownersJrip in the t)istrict during on the
date of purchase.":t1e Thus, no4 cluding
former District res;idents, would 

^ppear 
to quaiify for the credit,

provided that, in ttLe latter case, inore than a year has elapsed since
the person last orarned a princ[pal residence in the District of
Columbia.

r19 I.R.c. S 1a00c(c){l).



available with respect to purchases of ercisting property as well as
new constrr,rction. A taxp[yer's basis in a property is reduced by the
amount ol any homeblryer tax credit claimed with respect to
such property.r2l As amended by the Tbx Relief, Unemplolrment
Insurance Reauthorizatidn and fob Creation Act of 2OIO, I.R.C.
section 1400C(i) was ar4ended so that the credit e,xtended to pur-
chases made through mber 31 1, 201 I .

$re
$ fte.I
Under TRA 97, a I0% lW will rrot be assessed for distributions

from an IRJ\r23 made pridr to the time an individual reaches age 59r/z
if the distributions (which cannot exceed $ me of
the IRA holder) are used for a "qualified :r dis-
tribution," t:hat is, for the purchase of a pri "first-
time hometruyer" who m4ryr be the IRA holdel, his spouse, his children,
grandchildr,3n, or ancesto[s. Generally, a first-time homebuyer is an
individual (and, if marri]ed, his spouse) who has had no present

The TRI' 97 created ' a rrafire
given to it in honor of Finance
Committee and who is the case
of a Roth I.RA, contributi[ns are not deductible. Howeveq, "qualified

Roth IRA butions Used to Purchase a Home

r20.
I2T.
t22.
t23.

r.R,c. s 1400c(
r.R.C. S 1400C(

[Reserved.]
Under the IRS
penzLlty provis
r.R.C. S a01(k)
See I.R.C. gg 7
r.R.C. S 401(k)(

26761, the
tribulions. "

t.R.
dis

s3
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in

97
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distributions" (inchrding earn
beginning after December 31,
qualified distributions are dis
expenses incurred try the individqal Roth IRA holdeq, the individual's
spouse and his children, grandchlldren, and ancestors. Such distribu-
tions are subject to a $10,000 life{ime cap.125 Further, the distribution
will not qualify for tax-free treatrrient if made within the five-taxable-
year period beginrring with thq first taxable year fot which the
individual made a contribution
indMdual.l26

$ t1O Transfer of Perso

a Roth IRA established for such

Residence lncident to Divorce

and a08(d){5).

6s lre62).

I
nal

$ 7:7O.! Backf,,round

In United Stateis v. Dauis,127 the Supreme Court held that the
transfer of apprecjated propertyi from one spouse to another, in
exchange for the rr:lease of mari]tal clairns, resulted in gain to the
transfelor. Correspondingly under the Court's ruling, the spouse
receiving the property received a basis in the asset equal to its fair
market value. Congress changed tfris rule in 1984, with the provisions
described below becoming effectivp with regard to transfers made a{ter
|uly 18, 1984, and arising out of divorce instruments executed after
that date.

$ 7:7O.2 Curuent Law
Unlike many of the tax provisiQns applicable to real estate, the rules

regardirrg the transl.er of a residerfce (or any othel property] befween

will be "related to the cessation of the rnaruiage.,, Under this section,
a transfer of proper:ty is related fo the cessation of the marriage if

t25.
126.
r27.

I.R.C.
I.R.C.
United

'loo
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the transfer is pursuant t$ a divorce or separation instrumentl28 and
the transfer occurs not mqre than six yearc aftet the date on which the
marriage ceases. Pursuan{ to the regulations, a divorce or separation
instrument rnay include al modification or amendme.nt to that decree
or instrument.

Significarrtly the regul4tions go on to specify that any transfer not
made within the foregoirig six-year period is not necessarily "unre-
Iated" to the: cessation of tfe marriLage. 'Ihe failure to meet the six-year
requiremenr: will merely establish a presulxption that the transfer is

the circurnstances in whidh the presumption will be rebutted: (1) The
transfer was not made r,tithin the six-year period because "factors
which hamlpered an earligr transfer of the propefty, such as legal or
business impediments to transfer or disputes concerning the value of

This latter provision does not apply in the case of a transfer of property
incident to il divorce. Inst$ad, the donee's basis in property received as
a result of a divorce is est{blished exclusively by reference to the basis

loan that e::ceeds the donpr's basis and is assumed by the donee, the

r28.
rz9.
I 30.
t 31.

As defined in LR.C. $ 71(b)(2)
Tleas. Reg. S 1.1041-[T (Q-7)
I.R.(1. S 1015(a).
I.R.(1. SS 1015(e) a io4r {b)(2).

(Ostrov, Rel. #8, 5/11) r--45
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gift will subject the donor to a gaifr (unless the loan remains recourse
to the clonor).132 Howeve4 the re$ulations mal<e c.lear that this result
does not apply in the circumst{nce wtLere property is transferred
incident to a divorce and the recifiient assumes the loan.133

Assume that husband owns a r(sidence with a basis of $200,000
and a fair market value of $a00j000. Assume furl.her that, prior to

and wife assum€:s the full $25p,000 rnortgage on the property,
husband will not realize a galn and wife will take husband's
$200,000 basis irr the property.

$ r11 Does ra Federal Ti Lien Attributable to One
by BothSpouse Attach to Property Owned

Spouses As Tr rety?
In the circumstzLnce where a deficienrry is assessed and becomes

In the case, the husband-taxpafer and his wife had owned the real
property in question as tenants+by-the-entirety. The husband had
failed to file tax returns, and the Service filed a notice of federal tax
lien against the husband's interebt in the property. Soon thereafter;
husband and wife executed a quitQlaim deed transferring the property
to the wife for a nominal sum. {he wife then atl-empted to sell the
property; however, the sale was not rcalized as a result of the Service's
lien on the propertf. To resolve rfiratters, the wife filed arr action to
quiet title.

In an appeal to t:he Sixth Circfrit, the court looked at t;wo
First, did the Serrrice's lien attach to the husband's interest

lSSUCS.

in the

r32.
133.
r34.
135.

Tieas. Reg. $ t.1001-2(a).
Tieas. Reg. S t.1041-1T(d) (a-[2)
r.R.c. s 6321
Craft v. United Stares, 140 F.34 638 (6tlr Cir. 1998), rev'd and remanded,
535 U.S. 274 ,2002|. See add[tional discussion of this topic ar secrion

r+46
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property at the time tha it was held bv the husband and wife as

tenants-by- the-entirety?
the property to the wife

, when the husband and wife conveyed

in time wh.en the p
the quitclaim deed, was there a moment
interest possessed by husband and wife

became a l;enancy-in
lien?

mon interest, vulnerable to the Ser:vice's

In addrr:ssing these uestions, the court of appeals applied
Michigan law, which w the law of the situs of the property. ln so
doing, the c:ourt summa its conclusions as follows:

In Mir:higan, it is Il established that one spouse does nol
possesri a separate in
principle in Michigan

in an entireties property. . . . This
aw has not been overturned by Michigan

courts nor trrrmped federa.l law, despite the United States'
argumonts to the
nize onLe sDouse's

. Because Michigan law does not recog-
interest in an entireties estate, alederal

tax lierL against one s cannot attach to property held by that
spouse as an entrretr estate.

As to the argument t a momentary tenancy-rn-common was
created at the moment D to the time that the husband and wife
transferred bhe property the wife alone, the court also was unrnoved.
Specifically the court sta
time the entireties estate
complete tit:Ie."'|36

: "To the corrffary it is clear that at the
, [wife] was vested 'with full and

The Suprreme Court uently overturned the Court of Appeals
for the Sixth Circuit.r3T irst, the Supreme Court observed that the

contained in LR.C, section 632I, which
of tax liens, reveals that Congress rneant

broad statutory language
authorizes t.he impositi
to reach every property i
analyzing lrlichigan law,

terest that a taxpayer might have, 'Ihen,

conferred o:n the h
the Supreme Court held that the rights
under state law qualified as "property" or
.R.C. section 6321. In particulal, stated the
law gave the husband:

"rights to property" under
Supreme Court, Michiga

r36. Whe:ther the result ched by the Sixth Circ,uit in Craft will apply in a
giverr jurisdiction upon the law of the state where the real property
is lo:ated and whethe
sporlse as possesslng

as in Michigan, the law of the situs state treats each

at lt:ast one tator has stated that the majority of states that
reco,gnize tenancies I
in such properf that
Tax Collection

r37. Unit:ed States v Cr

indivisible interest in the property. In this regard,

the entirety do not recognize individual interests
n be reac.hed by creditors. See Starczewsl<t, Federal
re, 638 Tirx Mgmt. Portfolio (BNA), at III{B)(a)(b).
s35 U.S. 274120021.

(Ostrov, Rel. #8, 5/11) r-47
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[T]he right to use the entiretles propefty, the right to exclude
others from it . . . the right of sprvivorship, the right to become a
tenant in comnron with eclual shares upon divorce, the right to

Thus, concluded the Supreme Court, the husband's rights consti-
tuted property to which a federal tor lien under section 632I of tJne
Internal Revenue C)ode could attfch. As to the logic of the result it
reached, the Suprenae Court stated the following:

Wcre this Coult to reach a cqnfi^ry conclusion, the entireties
propefty would belong to no onp for $ 6321 purposes. . . . Such a
result seems absurd and would allow spouses to shield their
propefty from ft:deral taxation Qy classifuing it a.s^entireties prop-
efiry, facilitating abuse of the federal tax system.'ro

days before his death survived thg husband's demise.

$ 112 Purchiaser's Obligafion to Withhold Tax on Purchase
of Resiidence from a For

Under section 1445, the purch{ser of fty
interest"l3e must deduct and withhold rce

See also Hatcl in which
the Sixth. Circ appeal at
the time that
Bricldey v. Ur 98 (N.D.
Ohio fuly 30, 2003).
I.R.C. S 6321
Paternoster v. United States, 640 E Supp. 2d 983 lluly 22, 2OO9).
Defined in LR.C. $ S97(c) to include a personal residence. The with-
holding requilement also appli{d to the sale of options to acquire U.S. real
propercy. CC^ 2O0 522020; Tfgas. Reg. g 1. I 445- I (b) (3 ) (iii).

I 38.

138.1.

138.2.
138.3.
1 39.

I -r48



of the property where
determinin6; whether an
states, "thc: term
United Stat.es person."

vision. Accordingly, a

entify.

person and that, as a
wlse to reclr[est an

ffansferor is not a
identification number

amount realized on
filed under cover of a

However, certain
requiremenl.

residence and is being
residence, n.o withholdi

a U.S. real property in
as a residence if on

140.

r41.

r42.
143.

(Ostrov, Rel. #8, 5/11) r-49

person" to include a ci
domestic partnership, a

various trusts over whi

The ersonal Residence S 1:12

seller is a foreign person. For purposes of
Mdual is a foreign person, section I445(fl(3)
person' means any person other than a

Lion 7701(a)(30) defines a "United States
zen or resident of the United States, a
rmestic corporation, a domestic estal.e and
U.S. r:ourts may exercise primary super-

ign person" is a nonresident alien or foreign

To assurr: oneself that transferor of a residence is not a foreisn
t, withholding is not required, one would be
it-like " certiftcation" of non-foreign-person

status,tno lFor individua , the certification must state that the
person/ set forth the transferor /s name,

home address or office address, and must be

fivry.tat Sirrrila, requirements exist wheresigned undr:r penalty of
the transferor is an enti

Generally, the amo nt withheld is eclual to IO% of the
disposition. The amount withheld is

for Disposition by Forei
rm 8288 (U,S, Withholding Thx Return
Persons o{ U.S. Real Property Inte:rests),

tions apply to the 10% withholding

First, if the U.S. rea property interest being disposed of is a

uired bv the transferee to be used as a
will be required where the amount realized

{or the property does no exceed $300,000.tn3 For these purposes,
t is deemed to have been acquired for use
date of the transfer the transferee has

"definite plzms to reside i the property ftor at least 5O% oI the ntrmber
used by any person during each of the firstof days that the property i

The requirements
s 1. r44s-2(b)(2)(i).

a ceftification are set forth in Tieas. Reg.

A foreign corporati that has made a valid election under I.R.C. 6 897(il
to bi: treated as a ic corporation for purposes of I.R.C. 6 897 can
also provide a certifi tion of non{oreign status pursuant to T}eas. Reg.

s 1,144s-2(b)(2). H
such. certification a

an electing foreign corporation must attach to
of the acknowledgment of the election provided to

the r:orporation by t Service pursuant to Tieas. Reg. g 1.897-3(d)(4)
(b)(2)(iii)(B).Tleas. Reg. S 1.1445-

r.R.c. s r44s(b)(s).
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fwo twelve-month oeriods fo ng the date of transIer."r4a The
case where the transferee is an

The second exception applies n the circumstance where the 10%
withholding requirerment would the transferor's maximum tax
liability, the transferor has a "withholding certificate" from
the Internal RevenLre Seryice rting that conclusion, the trans-

of the request, and the Serviceferor has notified the transferee
later issues the certificate. The ing request is submitted using a
Form 8288-8, Application for Wi lding Certificate.

Normally, the withheld amo t must be submitted to the Service
within twenfy dayr; following sale of the property.'n' Howevel,

certificate has been filed with the
the saie, the filing requirement is

if an application fo'r a withholdi

Either the transferor or the sferee can apply for a withholding

exception .]pplies only in the
individual.'*)

Service prior to or on the date
extended.

the twentieth day following the
respect to the application for the
if the transferor hras requested
certificate and the tr:ansferee is so
due may be defer:red in the
sentence. 149

a withholding certificate has been
amount due (whether the amount
is ultimately determined to be due

Seryice's final determination with
ithholding certificate. I a8 Similarly

an application for a withholding
tified, the payrnent of the amount

described in the preceding

certificate. If the application for
submitted by the transferee, the
withheld or such lersser amount
by the Service) needl not be and paid over to the Service until

r44.
r45.

Tieas. Reg. S 1.1445-2(d)(1).
Id. At least one commenraro
$300,000 exemption without

has cautioned against relying upon the
I compensation. The caution de-

rives from thg fact that, abse a change in circurnstances that could not
at the time of purchase, the buyer willreasonably hzLve been foresee

remain resporrsible for the I withholding requirement iI, alter the sale,
the buyer does not meet the requirement. See Warne4 FIRPTA:
Basic Compktmce for the paper submitted to 21st Annual
Meeting & Educational Institu
Estate Thxation Program (Apr.
Tieas. Reg. S t.144s-2(d)(3).
Tieas. Reg. $ t.ia45-1(c).

of T2rx Section Florida Bar, Practical Real

?eas. Reg. g t.1++s-1(c)(2)(iJ(
?eas. Reg. g l.taas-1(c)(2)(i)(

r46.
r47.
1-48.

149.

6-17, 19991.


