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Income Tax Aspects of the Sale of a Principal Residence

I
Prior Law—Pre-May 7, 1997

A) Deferral of Gain

-cost of new residence equals or exceeds the sales price of principal residence sold;

B) Exclusion 

-one-time exclusion for taxpayers who were age 55 or older at time of sale;

II
Current Law-Post May 6, 1997

A) General Rule

-taxpayer may exclude from gross income up to $250,000 of gain on sale of principal residence (married taxpayers filing joint tax return can exclude up to $500,000);

-exclusion can be used once every two years;

-must own and use property as principal residence for periods totaling two out of five years before sale;

-any gain recognized in excess of the exclusion amount is taxed at the new capital gain rate of 15% (see exception for 25% rate discussed below);

-no allocation of the exclusion is required between the residential and non-residential portions of the property if both portions are within the same dwelling unit; thus, home offices no longer jeopardize the availability of the exclusion;

B) Principal Residence
-includes traditional house, houseboat, mobile home, condo, stock held by tenant-shareholder;

-where taxpayer uses more than one property as a residence, use facts and circumstances to determine if principal residence, such as:


-property used a majority of the time—not conclusive

-place of employment;


-family members;


-address for tax returns, drivers license, voter registration


-mailing address for bills;


-location of religious organizations, banks, clubs

C) Ownership and Use

-must own and use the property as a principal residence for periods aggregating two years or more during the five-year period ending on the date of the sale;

-periods do not have to be concurrent for exclusion to apply; as long as both requirements are met during the five-year period;

-two years of use as a principal residence need not be consecutive;

-in establishing the use of the property as a principal residence, occupancy of the residence is required.  Short temporary absences, such as vacations or other seasonal absences, are counted as periods of use;

-ownership of the property can be satisfied not only if directly owned by the taxpayer but also if the residence is owned by a trust (i.e. grantor-type trust where grantor is treated as the owner of the property) and by an entity with a single owner and is disregarded for federal tax purposes (i.e. single member limited liability company);

-if a taxpayer becomes physically or mentally incapable of self-care, and the taxpayer owns and uses the property as the taxpayer’s principal residence for at least one year during the five year period ending on the date of sale, then the taxpayer is treated as using the property as his principal residence during any time in the five years that he resides in any facility, including a nursing home, licensed by the state;

-a taxpayer is treated as using a dwelling as his principal residence during any period of ownership while the individual’s spouse or former spouse is granted use of the property under a divorce or separation decree.  However, that spouse must use the property as a principal residence;

-in the case of an unmarried individual whose spouse is deceased on the date of the sale of the property, the period the unmarried individual owned and used such property includes the period the deceased spouse owned and used the property before his death, including his ownership prior to marrying the surviving spouse;

-if a husband and wife file a joint return for the year of sale, the exclusion rule applies if either spouse meets the ownership and use requirements with respect to such property.  However, to qualify for the $500,000 exclusion, both spouses must meet the use requirement;

-unmarried taxpayers who jointly own a principal residence may each exclude up to $250,000 of gain that is attributable to each taxpayer’s interest in the residence as long as the other requirements for exclusion are met;

D) Exclusion Amount

-gain realized on sale of principal residence is amount by which the amount realized exceeds the adjusted basis of the property;


-amount realized equals the gross selling price less expenses of sale (e.g. commissions, legal fees, etc);

-adjusted basis equals original purchase price plus capital improvements.  If the property was acquired through death of another, adjusted basis equals fair market value as of date of death (plus any capital improvements made after death).  If property was acquired by gift, adjusted basis equals adjusted basis of donor (plus any capital improvements made after gift).

-the amount of gain that can be excluded from gross income on the sale is $250,000.  For married taxpayers filing joint returns, the exclusion is increased to $500,000 if:


-either spouse satisfies the ownership test;


-both spouses satisfy the use test; and

-neither spouse is ineligible for the benefits by reason of the one sale every two year rule

E) One Sale Every Two Years

-the principal residence exclusion generally does not apply to any sale by a taxpayer if, during the two-year period ending on the date of sale, there was any other sale by the taxpayer to which the exclusion applied;

-taxpayers can elect not to exclude the gain from a sale if they would prefer to save the exclusion for another sale;

F) Reduced Exclusion

-if a taxpayer does not satisfy the ownership and use requirements, or does not satisfy the limit of one sale every two year rule, a reduced exclusion is available if the sale of the property is due, primarily, to a change in the taxpayer’s place of employment, health or, to the extent provided in regulations, “unforeseen circumstances”;

1) Change of place of employment

-no minimum distance from new place of employment to the residence;

 -safe harbor—new place of employment is at least 50 miles farther from the residence sold than was the former place of employment; 

 -does not meet safe harbor, must prove that change of place of employment is primary reason for the sale;

2) Health

-safe harbor-physician’s recommendation;

-fails to meet safe harbor, must prove that reason of health is primary reason for sale;

3) Unforeseen circumstances

-includes involuntary conversion of residence and natural or man-made disasters or acts of war or terrorism resulting in a casualty to the residence;

-death;

-divorce or legal separation;

The reduced exclusion amount equals a prorated portion of the dollar limitation (i.e. $250,000 for single taxpayers or $500,000 for married taxpayers filing a joint return).  To compute the reduced exclusion amount, the maximum dollar amount is multiplied by a fraction, the denominator of which is either 730 days or 24 months, and the numerator of which is the shortest of:

1) the period of time that the taxpayer owned the property during the five-year period ending on the date of sale of the property;

2) the period of time that the taxpayer used the property as the taxpayer’s principal residence during the five-year period ending on the date of sale of the property; or

3) the period of time between the date of a prior sale of property for which the taxpayer excluded gain as a sale of a principal residence and the date of the current sale of property

G) Recognition of Gain Attributable to Depreciation

-the exclusion for gain on sale of principal residence does not apply to any gain that is attributable to depreciation expense taken with respect to the rental or business use of the residence for periods after May 6, 1997;

-gain attributable to depreciation claimed before May 7, 1997 qualifies for the exclusion;

-post-1997 depreciation recapture is taxed at 25%;

