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For use in preparing

1994 Returns

Important Change
for 1994 
Points paid by seller.  You may be able to de-
duct points paid on your mortgage by the per-
son who sold you your home. See Points in
Part I.

Important Reminders 
Personal interest.  Personal interest is not
deductible. Examples of personal interest in-
clude interest charged on credit cards, car
loans, and installment plans.

Points shown on Form 1098.  The Form
1098, Mortgage Interest Statement, you re-
ceive will include the amount of points you paid
on most mortgage loans during 1994. For
more information, see Points and Mortgage In-
terest Statement, in Part I.

Limit on itemized deductions.  Certain item-
ized deductions (including home mortgage in-
terest) are limited if your adjusted gross in-
come is more than $111,800 ($55,900 if you
are married filing a separate return). For more
information, see the instructions for Schedule
A (Form 1040).

Seller-financed mortgage interest.  If you
paid home mortgage interest to the person
from whom you bought your home, show that
person’s name, address, and social security
number (SSN) or employer identification num-
ber (EIN) on the dotted lines next to line 11 of
Schedule A (Form 1040).

That person must give you his or her SSN
or EIN. You must also give that person your
SSN. Failure to do any of these may result in a
$50 penalty.

For more information about reporting inter-
est expense, see Mortgage Interest Statement
in Part I. For information about reporting inter-
est income, see Chapter 1 of Publication 550,
Investment Income and Expenses.



To deduct home mortgage interest, you Late payment charge on mortgage pay-
ment.  You can deduct as home mortgage in-must file Form 1040 and itemize deductions onIntroduction
terest a late payment charge if it was not for aSchedule A. If the interest is deductible home

This publication discusses the rules for de- specific service performed by your mortgagemortgage interest, report it on lines 10–12 of
ducting home mortgage interest. holder.Schedule A.

Part I: Home Mortgage Interest contains In most cases, you will be able to deduct all
general information on home mortgage inter- Mortgage prepayment penalty.  If you pay offof your home mortgage interest. Whether it is
est. It explains points and the mortgage inter- your qualified home mortgage early, you mayall deductible depends on the date you took
est statement. have to pay a penalty. You can include thatout the mortgage, the amount of the mortgage,

Part II: Limits on Home Mortgage Interest penalty as home mortgage interest.and your use of its proceeds.
Deduction explains how your deduction for If all of your mortgages fit into one or more
home mortgage interest may be limited. It con- Mortgage interest credit.  You may be able toof the following three categories, you can de-
tains Table 1, which is a worksheet you may claim a mortgage interest credit if you were is-duct ALL of the interest on those mortgages. If
have to use to figure a limit on your deduction. sued a mortgage credit certificate (MCC) by aany one mortgage fits into more than one cate-

If you apply the proceeds of a debt to more state or local government. Figure the credit ongory, add the parts of the mortgage that fit in
than one use (for example, personal and busi- Form 8396, Mortgage Interest Credit. If youeach category to your other mortgages in the
ness), you may have to allocate the interest on take this credit, you must reduce your mort-same category.  If one or more of your mort-the debt to each use in figuring how and where gage interest deduction by the amount of thegages does not fit into any of these categories,it is deducted. See Mixed-use mortgages, credit.use Part II: Limits on Home Mortgage Interestlater, under the Table 1 Instructions. Also see You figure the credit by multiplying the cer-Deduction, later in this publication, to figure theAllocation of Interest in Chapter 8 of Publica- tificate credit rate shown on the MCC by theamount of interest you can deduct.tion 535, Business Expenses. lesser of:The three categories are:

1) The interest you paid during the year on• Mortgages you took out on or before Octo-Useful Items
your actual loan amount (mortgage), orber 13, 1987 (called grandfathered debt).You may want to see:

2) The interest you paid on the loan amount• Mortgages you took out after October 13,
shown on your MCC.Publication 1987, to buy, build, or improve your home

(called home acquisition debt), but only if❏ 225 Farmer’s Tax Guide
If the credit rate is more than 20%, your creditthese mortgages plus any grandfathered

❏ 334 Tax Guide for Small Business is limited to $2,000.debt totaled $1 million or less throughout
❏ 527 Residential Rental Property Example.  You paid mortgage interest of1994.

$3,900. The interest on the loan amount❏ 535 Business Expenses • Mortgages you took out after October 13,
shown on your MCC is also $3,900. Your cer-1987, other than to buy, build, or improve❏ 550 Investment Income and Expenses tificate credit rate is 30% (.30). You reduceyour home (called home equity debt), but
your mortgage interest deduction by $1,170

only if these mortgages totaled $100,000 orForm (and Instructions) ($3,900 × .30), your allowable credit. You de-
less throughout 1994.

duct $2,730 ($3,900 − $1,170) as mortgage in-❏ 8396 Mortgage Interest Credit
terest on line 10, Schedule A (Form 1040).

If you are married and file a separate return, See Form 8396 and Publication 530, Tax
the home acquisition debt limit is $500,000 Information for First-Time Homeowners, forOrdering publications and forms.  To order and the home equity debt limit is $50,000. more information on the mortgage interestfree publications and forms, call our toll-free

If the total amount of all mortgages ex- credit.te lephone number 1–800–TAX–FORM
ceeds the fair market value of the home, an(1–800–829–3676). If you have access to
additional limit may apply. See Home equity Ministers’ and military housing allowance.TDD equ ipment ,  you  can  ca l l
debt limit under Home Equity Debt, in Part II. If you are a minister or a member of the uni-1–800–829–4059. See your tax package for

formed services and receive a housing allow-the hours of operation. You can also write to
ance that is not taxable, you can still deduct allthe IRS Forms Distribution Center nearest

Note.  You cannot deduct home mortgage of the deductible interest on your homeyou. Check your income tax package for the
interest if you use the proceeds of the mort- mortgage.address.
gage to purchase securities or certificates that
produce tax-free income. Shared appreciation mortgage (SAM).Asking tax questions.  You can call the IRS

Under a SAM you pay a fixed rate of interestwith your tax question Monday through Friday See Part II of this publication for definitions
that is less than the prevailing interest rate.during regular business hours. Check your of grandfathered, home acquisition, and home
You also agree to pay ‘‘contingent interest’’ totelephone book or your tax package for the lo- equity debt.
the lender. The contingent interest is a per-ca l  number  o r  you  can  ca l l  to l l - f ree You can use Figure A in this publication to
centage of any appreciation in the value of1–800–829–1040 (1–800–829–4059 for TDD check whether your interest is fully deductible.
your home and is due upon termination of theusers).
SAM. Your monthly payments include interest

Sale of home.  If you sell your home, you can at the fixed rate. You can deduct this interest,
deduct your allowable home mortgage interest subject to any limits that apply, each year as
paid up to, but not including, the date of thePart I: Home Mortgage you pay it if you are a cash basis taxpayer.
sale. Generally, a SAM will terminate when you pre-Interest Example.  John and Peggy Harris bought a pay the SAM, sell your home, or on a specified
new home on May 4. They sold their old homeThis part contains general information on date, whichever is earliest. You can deduct the
on May 7. During the year they made homehome mortgage interest, including points and contingent interest, subject to any limits that
mortgage interest payments of $122 on the oldthe mortgage interest statement. apply, in the year you pay it.
home and $2,864 on the new home. The set-Generally, home mortgage interest is any If you refinance your loan with the same
tlement sheet for the sale of the old homeinterest you pay on a loan secured by your lender and the face amount of the new loan in-
showed $5 interest for the 6–day period in Mayhome (main home or a second home). These cludes the contingent interest due on the SAM,
up to, but not including, the date of sale. Theirloans include: a mortgage to buy your home, a you are not considered to have paid the contin-
mortgage interest paid for the year is $2,991second mortgage, a line of credit, and a home gent interest if you use the cash method of ac-
($122 +$2,864 + $5).equity loan. counting, as most people do. You can deduct
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the contingent interest only as you pay off the same if you had not sold your house and had deduct $2,517. Add $34 ($2,551 − $2,517) to
the loan principal.principal on the new loan. That is, part of the paid off the SAM with funds obtained from a

principal in each payment on the new loan is source other than the SAM lender.
allocated to the contingent interest.

Mortgage assistance payments.  If you qual-
Graduated payment mortgages (GPM). ify for mortgage assistance payments underExample.  In 1986, you buy your main
GPMs under section 245 of the National Hous- section 235 of the National Housing Act, parthome for $125,000. You finance the purchase

or all of the interest on your mortgage may being Act provide that monthly payments in-with a 10% 30–year $100,000 SAM that pro-
paid for you. You cannot deduct any interestcrease every year for a number of years andvides that you pay the lender 40% of the ap-
that is paid for you. You do not include thesethen stay the same. During the early years,preciation as contingent interest. When you
payments in your income. These payments dopayments are less than the amount of interestpurchased the house the prevailing interest
not reduce other deductions, such as taxes.owed on the loan. The interest that is not paidrate was 14%. The contingent interest is due

becomes part of the principal. Future interestwhen you pay off the loan, when you sell your
is figured on the increased unpaid mortgagehome, or in 10 years, whichever is earliest. In Redeemable ground rents.  In some states
loan balance.1994, you sell your home for $155,000. You (Maryland, for example), you may buy your

Subject to any limits that apply, you can de-pay off the principal on the mortgage plus home subject to a ground rent. A ground rent is
duct the interest you actually paid during the$12,000 (40% of the $30,000 appreciation an obligation you assume to pay a fixed
year if you are a cash method taxpayer. For($155,000 − $125,000)). In 1994, you can de- amount per year on the property. Under this
example, if the interest owed is $2,551 butduct the $12,000 contingent interest as home arrangement, you are leasing (rather than buy-

mortgage interest. The result would be the your payment for the year is $2,517, you can ing) the land on which your home is located.
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If you make annual or periodic rental pay- either as interest or as current business ex- Exception 2.  You can fully deduct in 1994 the
ments on a redeemable ground rent, you can penses. Add these to the basis of the property. amount paid on your loan as points if all the fol-
deduct them as mortgage interest. There are certain settlement fees or clos- lowing are true:

ing costs that you cannot deduct or add to theA ground rent is a redeemable ground rent 1) Statements (1) through (4) under Excep-
basis of your property. These include:if: tion 1 are true.

1) The lease of land is for a term of more 1) Fire insurance premiums, 2) You use your loan to buy your main home.
than 15 years, including renewal periods,

2) FHA mortgage insurance premiums and 3) The points were computed as a percent-
2) You can freely assign the lease, VA funding fees, age of the principal amount of the
3) You have a present or future right (under mortgage.3) Charges for utilities or other services re-

state or local law) to terminate the lease lated to occupancy of the house before 4) The points were not paid in place of
and buy the lessor’s entire interest in the closing, amounts that ordinarily are stated sepa-
land by paying a specific amount, and

rately on the settlement statement, such4) Rent for occupancy before closing,
4) The lessor’s interest in the land is prima- as appraisal fees, inspection fees, title

5) The cost of repairs, andrily a security interest to protect the rental fees, attorney fees, and property taxes.
payments to which he or she is entitled. 6) Any item that you deducted as a moving 5) The amount is clearly shown on the settle-

expense (settlement fees and closing ment statement (for example, Form
Payments made to terminate the lease and costs incurred after 1993 cannot be de- HUD–1) as points charged for the mort-

to buy the lessor’s entire interest in the land ducted as moving expenses). gage. The points may be shown as paid
are not ground rents. You cannot deduct them. from either your funds or the seller’s.

Nonredeemable ground rent.  Payments Basis.  Generally, your ‘‘basis’’ is what you 6) At least one of the following is true:on a nonredeemable ground rent are not inter-
paid for your home. You use your adjusted ba-

est. You can deduct them as rent if they are a a) You pay an amount from your ownsis to figure gain or loss on the sale of your
business expense or if they are for rental prop- funds that is at least as much as thehome. If you need more information about ba-
erty held to produce income. points. This amount may not be bor-sis, see Basis in Publication 523, Selling Your

rowed from your lender or mortgageHome.
Reverse mortgage loans.  A reverse mort- broker. You do not have to pay the
gage loan is a loan that is based on the value points with these funds. You can apply

Points of your home and is secured by a mortgage on the funds to a down payment, escrow
your home. The lending institution pays you deposit, or earnest payment, or payThe term ‘‘points’’ is used to describe certain
the loan in installments over a period of them over for any purpose at thecharges paid, or treated as paid, by a borrower
months or years. The loan agreement may closing.to obtain a home mortgage. The term also de-
provide that interest will be added to the out- scribes certain charges that a home seller b) The points were paid by the seller, andstanding loan balance monthly as it accrues. If pays to a lender for the buyer’s mortgage. you reduce your basis in the home byyou are a cash method taxpayer, you deduct Points may also be called loan origination the amount of seller-paid points. (Seethe interest on a reverse mortgage loan when fees, maximum loan charges, loan discount, or Basis, earlier.)you actually pay it, not when it is added to the discount points.
outstanding loan balance.

Funds provided are less than points.  If
General rule.  You cannot deduct the full you meet all the tests in Exception 2 exceptRefunds of interest.  If you receive a refund of amount of points in the year paid. You must that the funds you provided were less than theinterest in the same year you pay it, you must spread the points over the life (term) of the points, you can deduct the points in the yearreduce your interest expense by the amount mortgage. Generally, you can deduct an equal paid up to the amount of funds you provided. Inrefunded to you. If you receive a refund of in- portion in each year of the mortgage. addition, you can deduct any points paid by theterest you deducted in an earlier year, you

seller.generally must include the refund in income in
Exception 1.  You can fully deduct in 1994 thethe year you receive it. However, you only Example 1.   When you took out  a
amount paid on your loan as points if all the fol-need to include the amount of the deduction $100,000 mortgage loan to buy your home in
lowing are true:that reduced your tax in the earlier year. December 1994, you were charged one point

If you received a refund of interest you ($1,000). You meet all the tests for deducting1) Your loan is secured by your main home.
overpaid in an earlier year, you generally will (Your main home is the one you live in points in Exception 2 except the only funds you
receive a Form 1098, Mortgage Interest State- most of the time.) provided were a $750 down payment. Of the
ment, showing the refund in box 3. For infor- $1,000 charged for points, you can deduct

2) Paying points is an established businessmation about Form 1098, see Mortgage Inter- $750 in 1994.
practice in the area where the loan wasest Statement, later. Example 2.  The facts are the same as inmade.For more information on how to treat re- Example 1, except that the person who sold

funds of interest deducted in earlier years, see 3) The points paid were not more than the you your home also paid one point ($1,000) to
Recoveries in Publication 525, Taxable and points generally charged in this area. help you get your mortgage. In 1994, you can
Nontaxable Income. deduct $1,750 ($750 of the amount you were4) You use the cash method of accounting.Cooperative apartment owner.  If you charged plus the $1,000 paid by the seller).This means you report income in the yearown a cooperative apartment, you must re- You must reduce the basis of your home byyou receive it and deduct expenses in theduce your 1994 mortgage interest deduction the $1,000 paid by the seller.year you pay them. Most individuals useby your share of any cash portion of a pa-

this method.tronage dividend that is a refund to the cooper-
Note. Exception 2 also applies to a loanative housing corporation of mortgage interest 5) You use your loan to buy or improve your origination fee charged for services for gettingit paid before 1994. main home. a conventional, VA, or FHA loan to buy your

main home.6) The points were for the use of money, not
Closing costs.  Expenses that you pay at set- for other services.
tlement or closing in connection with buying

Figure B.  You can use Figure B as a quickyour home, such as commissions, abstract 7) The points were paid with funds you did
check to see if points are fully deductible in thefees, and recording fees, are capital ex- not borrow from your lender or mortgage

penses. You cannot deduct these expenses broker. year paid.
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Form 1098.  You should receive a Form 1098, Bill used the funds obtained from the new 3) You meet the tests for deducting the
points described under Exception 1 or Ex-mortgage to repay his existing mortgage. Al-Mortgage Interest Statement, or a similar
ception 2, earlier.though the new mortgage loan was incurred instatement from your lender or mortgage bro-

connection with Bill’s continued ownership ofker by January 31, 1995. It will show not only
File an amended return for the year the pointshis main home, it was not incurred in connec-the interest you paid, but also any deductible
were paid. Use Form 1040X, Amended U.S.tion with the purchase or improvement of thatpoints you paid in 1994 to get a loan to buy
Individual Income Tax Return. Write ‘‘Seller-home. For that reason, Bill cannot deduct all ofyour main home. You also may be entitled to a
Paid Points’’ in the top right margin of thethe points in 1994. He can deduct two pointsdeduction for other points that you paid, but
amended return and attach a copy of the set-($2,000) ratably over the life of the loan. Hewhich your lender is not required to include on
tlement statement (for example, Form HUD–1)deducts $67 (($2,000 ÷ 180 months) × 6 pay-Form 1098 (such as points paid on a loan used
showing the points.ments) of the points on his 1994 return (on lineto improve your main home).

Generally, you must file the amended re-12, Schedule A). The other point ($1,000) was
turn within 3 years from the date your originala fee for services and not deductible.Excess points.  If the points paid were more
return was filed or within 2 years from the date

than generally paid in your area, your deduc- Example 2.  The facts are the same as in the tax was paid, whichever is later. For de-
tion in 1994 is limited to the points generally Example 1, except that Bill used $25,000 of tails, get Publication 556, Examination of Re-
charged. Any additional amount of points paid the loan proceeds to improve his home and turns, Appeal Rights, and Claims for Refund.
is interest paid in advance and the deduction $75,000 to repay his existing mortgage. Be-
must be spread over the life of the mortgage. cause he paid the points out of his private Limits on deduction.  You cannot fully deduct

funds, he is allowed to deduct 25% ($25,000 ÷ points paid on a mortgage that exceeds the
$100,000) of the two points that represent pre-Second home.  The exceptions do not apply limits discussed in Part II. See Table 1 Instruc-
paid interest. His deduction for the part of theto points you pay on loans secured by your tions, in Part II.
prepaid interest that is for his home improve-second home. You can deduct these points
ment is $500 ($2,000 prepaid interest × 25%).only over the life of the loan. Mortgage Interest Statement

Additionally, in 1994, Bill can deduct the
If you paid mortgage interest of $600 or moreratable part of the $1,500 ($2,000 prepaid in-Mortgage ending early.  If you spread your during the year on any one mortgage, you gen-terest − $500 for home improvement) thatdeduction for points over the life of the mort- erally will receive a Form 1098, Mortgage In-must be spread over the life of the loan. He cangage, you can deduct any remaining balance terest Statement, or a similar statement. Youdeduct $50 of the ratable part of the prepaid in-in the year the mortgage ends. A mortgage will receive the statement if you pay interest toterest in 1994 (($1,500 ratable part of prepaidmay end early due to a prepayment, refinanc- a person (including a financial institution or co-

interest ÷ 180 months life of the loan) × 6 pay-ing, foreclosure, or similar event. operative housing corporation) in the course of
ments made in 1994 = $50). The total amount that person’s trade or business. A governmen-Example.  Dan refinanced his mortgage in deductible in 1994, on line 12, Schedule A, is tal unit is a person for purposes of furnishing1989 and paid $3,000 in points that he had to $550 ($500 + $50). If Bill makes all of his pay- the statement.spread out over the life of the mortgage. He ments when due, his annual deduction will be The statement will show the total interesthad deducted $1,000 of these points through $100 each year for 1995 through 2008 you paid during the year. If you purchase a1993. (($1,500 ÷ 180 months) × 12 payments = main home during 1994, it also will show theDan prepaid his mortgage in full in 1994. $100). His deduction in 2009, the final year of deductible points you paid during the year.He can deduct the remaining $2,000 of points payment, will be $50 because he will make six However, it should not show housing assis-in 1994. payments that year. tance payments under section 235 of the Na-

tional Housing Act.
Refinancing.  Generally, points you pay to Amounts charged for specific services  by If you received a refund of interest you
refinance a mortgage are not deductible in full the lender for the borrower’s account are not overpaid in an earlier year, you generally will
in the year you pay them. This is true even if interest. Examples of fees for services not con- receive a Form 1098 showing the refund in box
the new mortgage is secured by your main sidered interest are the lender’s appraisal fee, 3. See Refunds of interest, earlier.
home. preparation costs for the mortgage note or

However, if you use part of the refinanced deed of trust, settlement fees, and notary fees. Note.  Form 1098 will not include points
mortgage proceeds to improve your main paid for:An amount listed on your settlement statement
home and you meet the seven conditions as a loan origination fee is interest, even if it is 1) Home improvement loans on your main
listed under Exception 1, earlier, you can fully charged for the lender’s services, but only if home,
deduct the part of the points related to the im- the amount otherwise falls within Exception 2,

2) Purchase or home improvement loans onprovement in the year paid. You can deduct earlier.
your second home, vacation property, in-the remainder of the points over the life of the
vestment property, or trade or businessloan. Points paid by the seller.  The term ‘‘points’’ property,

includes loan placement fees that the sellerExample 1.  In 1988, Bill Fields obtained a
3) Refinancing, home equity loans, and linesmay have to pay to the lender to arrange fi-mortgage for the purchase of a home. The in-

of credit secured by your main home, andnancing for the buyer. The seller cannot de-terest rate on that mortgage loan was 11%. On
4) Amounts that are more than the pointsduct these amounts as interest. But theseJune 1, 1994, Bill refinanced this mortgage

generally charged in your area.charges are a selling expense that reduce thewith a 15–year $100,000 mortgage loan that
seller’s amount realized. The buyer may behas an interest rate of 8%. In order to obtain

However, certain points not included onable to deduct the seller-paid points, as ex-the financing, he had to pay three points
Form 1098 may be deductible. See the earlierplained earlier in this discussion.($3,000). The fees represented two points
discussion of Points for more information.($2,000) for prepaid interest and one point Points paid by seller in 1991, 1992, or

($1,000) for loan fees charged for the lender’s 1993.  You can deduct seller-paid points on an You should receive the statement by Janu-
services. Bill paid the points out of his private amended return, if: ary 31, 1995. The mortgage interest informa-
funds, rather than out of the proceeds of the tion will also be sent to the IRS.1) The person who sold you your home paidnew loan. The payment of points is an estab-

points for your mortgage in 1991, 1992, orlished practice and the points charged do not Caution:  If you prepaid interest in 19941993,exceed the amount generally charged in the that accrued in full by January 15, 1995, this
area. Bill made six payments on the loan in 2) You did not deduct the points on your prepaid interest may be included in box 1 of
1994 and is a cash basis taxpayer. original return for the year paid, and Form 1098. However, even though the prepaid
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amount may be included in box 1, you cannot without your consent (such as a mechanic’s
lien or judgment lien).deduct the prepaid amount in 1994. You will Part II: Limits on Home

Wraparound mortgage.  This is not a se-have to figure the interest that accrued for Mortgage Interest cured debt unless it is recorded or otherwise1995 and subtract it from the amount in box 1.
perfected under state law.You will include the interest for 1995 with other Deduction interest you pay for 1995. Example.  Beth owns a home subject to a

This part discusses the limits you may have to mortgage of $40,000. She sells the home for
figure on your home mortgage interest deduc- $100,000 to John, who takes it subject to theHow To Report tion. It also explains how to figure these limits. $40,000 mortgage. Beth continues to make

If all of your mortgages fit into one or moreIf mortgage interest is fully deductible home the payments on the $40,000 note. John pays
of the following three categories, you can de-mortgage interest, deduct the interest and the $10,000 down and gives Beth a $90,000 note
duct ALL of the interest and these limits do notpoints reported to you on Form 1098 on line secured by a wraparound mortgage on the
apply. If any one mortgage fits into more than home. Beth does not record or otherwise per-10, Schedule A (Form 1040).
one category, add the parts of the mortgage fect the $90,000 mortgage under applicableDeduct fully deductible home mortgage in-
that fit in each category to your other mort- state law. Therefore, that mortgage is not a se-terest that was not reported to you on Form
gages in the same category. If one or more of cured debt, and the interest John pays on it is1098 on line 11 of Schedule A (Form 1040). If
your mortgages does not fit into any of these not home mortgage interest.you paid home mortgage interest to the person
categories, use this part to figure the amountfrom whom you bought your home, show that
of interest you can deduct. Choice to treat the debt as not secured byperson’s name, address, and social security

The three categories are: your home.  You can choose to treat any debtnumber (SSN) or employer identification num-
secured by your qualified home as not securedber (EIN) on the dotted lines next to line 11. • Mortgages you took out on or before Octo-
by the home. This treatment begins with theThe seller must give you this number and you ber 13, 1987 (called grandfathered debt).
tax year for which you make the choice andmust give the seller your SSN. Failure to meet • Mortgages you took out after October 13, continues for all later tax years. You may re-any of these requirements may result in a $50 1987, to buy, build, or improve your home voke your choice only with the consent of thepenalty for each failure. (called home acquisition debt), but only if Internal Revenue Service (IRS).Deduct points paid on a mortgage that these mortgages plus any grandfathered You may want to treat a debt as not se-were not reported to you on Form 1098 on line debt totaled $1 million or less throughout cured by your home if the interest on that debt12 of Schedule A (Form 1040). 1994. is fully deductible whether or not it qualifies asIf the mortgage interest is not fully deducti-

• Mortgages you took out after October 13, home mortgage interest. This may allow youble home mortgage interest but you used the
1987, other than to buy, build, or improve more of a deduction for interest on other debtsproceeds of the loan for other purposes, then
your home (called home equity debt), but that are deductible only as home mortgageyou may be able to deduct it as investment,
only if these mortgages totaled $100,000 or interest.business, or passive activity interest, subject
less throughout 1994.to the rules for those deductions. Table 2, later

in this publication, shows where to deduct vari- Qualified Home 
If you are married and file a separate re-ous kinds of interest expense. For you to take a home mortgage interest de-

turn, the home acquisit ion debt l imit isIf your home mortgage interest payments duction, your debt must be secured by a quali-
$500,000 and the home equity debt limit isare more than the amount shown on the mort- fied home. This means your main home or
$50,000.gage interest statement, you can deduct the your second home. A home includes a house,

If the total amount of all mortgages ex-amount of the interest that you actually paid. condominium, cooperative, mobile home,
ceeds the fair market value of the home, anAttach a statement to your tax return explain- boat, or similar property that has sleeping,
additional limit may apply to your home equitying why you are deducting more than the cooking, and toilet facilities.
debt. See Home equity debt limit under Homeamount reported on Form 1098. The interest
Equity Debt, later.must be for the tax year you are claiming the Main home.  You can have only one main

deduction. If you paid interest in 1994 that in- home at any one time. Generally, this is the
Secured Debt cludes amounts that apply to any period after home where you spend most of your time.

1994, you may deduct only the amount that If you sold this home, you could qualify toYou can deduct your home mortgage interest
applies to 1994. postpone paying tax on any gain. For informa-only if your mortgage is a secured debt. A se-

tion on the sale of your main home, see Publi-You can deduct only your share of the cured debt is one in which you sign an instru-
cation 523, Selling Your Home.mortgage interest you paid. If your mortgage ment (such as a mortgage, deed of trust, or

payments were subsidized by a government land contract) that:
Second home.  If you have a second homeagency, do not deduct the amount paid for 1) Makes your ownership in a qualified home
that you do not rent to others, you can treat ityou. security for payment of the debt,
as a qualified home. It does not matter whetherIf you and at least one other person (other

2) Provides, in case of default, that your you use the home during the year.than your spouse if you file a joint return) were
home could satisfy the debt, and However, if you have a second home andliable for, and paid, interest on a mortgage that

rent it out part of the year, you also must use itwas for your home and the other person re- 3) Is recorded or is otherwise perfected
during the year for it to be a qualified home.ceived a Form 1098 showing the interest that under any state or local law that applies.
You must use this home more than 14 days orwas paid during 1994, attach a statement to
more than 10% of the number of days duringyour return explaining this, showing how much In other words, your mortgage is a secured
the year that the home is rented at a fair rental,of the interest each of you paid, and giving the debt if you put your home up as collateral to
whichever is longer. If you do not use thename and address of the person who received protect the interests of the lender. If you can-
home long enough, it is considered rentalthe form. In the far left margin, next to line 11, not pay the debt, your home can then serve as
property and not a second home.Schedule A, write ‘‘see attached.’’ payment to the lender to satisfy (pay) the debt.

If you have more than one second home,Similarly, if you are the payer of record on a In this publication mortgage will refer to se-
you can treat only one as the qualified secondmortgage on which there are other borrowers cured debt.
home during any year. However, an exceptionentitled to a deduction for the interest shown
is made to this rule in the following threeon the Form 1098 you received, you should Debt not secured by home.  A debt is not se-
situations.furnish the other borrowers with information cured by your home if it is secured solely be-

about the proper distribution of the amounts cause of a lien on your general assets or if it is 1) If you get a new home during the year,
shown on the form you received. a security interest that attaches to the property you can choose to treat the new home as
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your second home as of the day you buy use and rental of the home during the time you 2) You build or improve your home and take
it. have a right to use it. out a mortgage before the work is com-

pleted. The home acquisition debt is lim-2) If your main home no longer qualifies as
ited to the amount of the expenses in-your main home, you can choose to treat Married taxpayers.  If you are married and file
curred within 24 months before the date ofit as your second home as of that date. a joint return, your qualified homes can be
the mortgage.owned either jointly or by only one spouse.3) If your second home is sold during the

If you are married filing separately, and you 3) You build or improve your home and takeyear or becomes your main home, you
and your spouse own more than one home, out a mortgage within 90 days after thecan choose a new second home as of that
you can each take into account only one home work is completed. The home acquisitiondate.
as a qualified home. However, you can both debt is limited to the amount of the ex-
consent in writing that one spouse can take the penses incurred within the period begin-The interest you pay on a home other than
main home and a second home into account.your main or second home may be deductible ning 24 months before the work is com-

if the proceeds of the loan were used for busi- pleted and ending on the date of the
ness or investment purposes. Otherwise, it is mortgage.Home Acquisition Debt 
considered personal interest and is not

Home acquisition debt is a mortgage you tookdeductible.
Example 1.  You bought your main home

out after October 13, 1987, to buy, build, or
on June 3, 1994, for $175,000. You paid forsubstantially improve your main or secondDivided use of your home.  The only part of
the home with cash you got from the sale ofhome. It also must be secured by that home.your home that is considered a qualified home
your old home. On July 15, 1994, you took outThe amount of this debt cannot be more thanis the part you use for residential living. You
a mortgage of $150,000 secured by your mainmust divide both the cost and fair market value the cost of the home plus the cost of any im-
home. You used the $150,000 to invest inof your home between the part that is a quali- provements. Your home acquisition debt
stocks. You can treat the mortgage as takenfied home and the part that is not. Dividing the amount is decreased as you pay off the princi-
out to buy your home because you bought thecost may affect the amount of your home ac- pal on your loan.
home within 90 days before you took out thequisition debt, which is limited to the cost of Each test for home acquisition debt is inde-
mortgage.your home plus the cost of any improvements. pendent of the other tests. For example, a debt

(See Home Acquisition Debt, later.) Dividing that you use to buy, build, or substantially im- Example 2.  On January 31, 1994, John
the fair market value may affect your home eq- prove your home, may not qualify as home ac- began building a home on the lot that he
uity debt limit, explained later. quisition debt because it is not secured by the owned. He used $45,000 of his personal funds

If you have an office in your home that you property. Similarly, interest on a mortgage for to build the home. The home was completed
use in your business, there are special rules. property that is not a qualified home is not de- on October 31, 1994. John took out a mort-
See Publication 587, Business Use of Your ductible as home mortgage interest. However, gage of $36,000, on November 21, 1994, that
Home, for more information. if the property later becomes a qualified home was secured by the home. The entire mort-

If you rent out part of a qualified home to or the debt is later secured by the home, inter- gage can be treated as home acquisition debt
another person (tenant), you can treat the est on the mortgage after that time may because it was taken out within 90 days after
rented part as being used by you for residential qualify. the home was completed and it was less than
living only if all three of the following conditions

the expenses incurred within the period begin-apply.
ning 24 months before the home was com-Refinanced home acquisition debt.  Any se-

1) You rent out part of your home that the pleted. Figure C illustrates this.cured debt you use to refinance home acquisi-
tenant uses primarily for residential living. tion debt is treated as home acquisition debt.

However, the new debt will qualify as home ac-2) The rented part of your home is not a self-
quisition debt only up to the amount of the bal-contained residential unit having separate
ance of the old mortgage principal just beforesleeping, cooking, and toilet facilities.
the refinancing. Any amount over that is not

3) You do not rent (directly or by sublease)
considered home acquisition debt, but may

to more than two tenants at any time dur-
qualify as home equity debt (discussed later).

ing the tax year. If two persons (and de-
pendents of either) share the same sleep-

Home acquisition debt limit.  The totaling quarters, they are treated as one
amount of home acquisition debt you can havetenant.
at any time cannot be more than $1 million
($500,000 if married filing separately). How-Home under construction.  You can treat a
ever, this limit is reduced (but not below zero)home under construction as a qualified home
by the amount of your grandfathered debt, dis-for a period of up to 24 months, but only if it be-
cussed later. Amounts over this limit, up tocomes your qualified home at the time it is
$100,000 ($50,000 if married filing sepa-ready for occupancy.
rately), may qualify as home equity debt.The 24–month period can start any time on

or after the day construction actually begins.

When mortgage must be taken out.  To be
Date of the mortgage.  The date you takeTime-sharing arrangements.  If you own a treated as home acquisition debt, a mortgage

out your mortgage is the day you receive thehome under a time-sharing plan, you may be must be secured by a qualified home and must
loan proceeds, generally the closing date. Youable to treat it as a qualified home. A time- be taken out within one of the following time
can treat the day you apply in writing for yoursharing plan is an arrangement between two periods. The total amount of debt which may
mortgage as the date you take it out. However,or more people that limits each person’s inter- be treated as home acquisition debt may not
this applies only if you receive the loan pro-est in the home or right to use it to a certain be more than the cost of the home (including
ceeds within 30 days after your application isportion of the year. the cost of any substantial improvements).
approved. If an application you make withinYour time-share qualifies if it meets all the

1) You buy your home within 90 days before the 90–day period is rejected, a reasonableother requirements for a qualified home. This
includes the use requirements for renting your or after the date you take out your additional time will be allowed to make a new
second home. However, you only count your mortgage. application.
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Costs of home or improvements.  To deter- When you figure the limit on your home eq- The newly borrowed amounts are not
mine your cost, include amounts paid to ac- grandfathered debt because the funds wereuity debt, you must divide the FMV of your
quire any interest in a qualified home. borrowed after October 13, 1987. See Mixed-home between the part that is a qualified home

Acquiring an interest in a home be- use mortgages under Table 1 Instructions,and any part that is not a qualified home.
cause of a divorce.  Cost includes amounts next.Fair market value.  This is the price at
spent to acquire the interest of a spouse or for- which the home would change hands between
mer spouse in a home, because of a divorce or you and a buyer, neither having to sell or buy, Table 1 Instructions legal separation. and both having reasonable knowledge of all

Building costs.  These include costs to necessary facts. Sales of similar homes in If ALL of your mortgages secured by your main
construct a qualified home, including costs to your area, on about the same date you secure home or second home are within the limits dis-
acquire real property and building materials, your last debt on the home, may be helpful in cussed earlier in Part II for the entire year, you
fees for architects and design plans, and re- figuring the FMV. can deduct ALL of the interest. You do not
quired building permits. have to complete Table 1 in this publication.

Substantial improvement costs.  These Otherwise, use Table 1 to determine your
include any costs to substantially improve a Grandfathered Debt qualified loan limit and deductible home mort-
qualified home, including costs to acquire real gage interest. Fill out only one Table 1, for bothIf you took out a mortgage on your homeproperty and building materials, fees for archi- your main and second home, regardless ofbefore October 14, 1987, or you refinancedtects and design plans, and required building how many mortgages you have on your mainsuch  a  mor tgage ,  i t  may  qua l i f y  aspermits. An improvement is substantial if it: home or second home.grandfathered debt. If it qualifies, treat it as

Adds to the value of your home, home acquisition debt. However, it is not sub-
ject to the $1 million limit on other home acqui-Prolongs your home’s useful life, or Note.  If you took out a mortgage after Oc-
sition debt. tober 13, 1987, and parts of the mortgage areAdapts your home to new uses.

For any new home acquisition debt you within more than one of the three categories of
take out after October 13, 1987, the $1 million debt (home equity debt, grandfathered debt, orThe cost of repairs that maintain your home
limit does apply. However, this limit is reduced home acquisition debt), it is a mixed-use mort-in good condition, such as repainting your
(but not below zero) by the amount of your gage. If the mixed-use mortgage added to yourhome, cannot be added to the basis of the
grandfathered debt. other home mortgages exceeds the qualifiedproperty. However, if you paint your home as

loan limits on home acquisition debt and homepart of a renovation that substantially improves
equity debt, be sure to read the discussion onRefinanced grandfathered debt.  If you refi-your qualified home, you can add the painting
Mixed-use mortgages later in this section.costs to the basis of your property. nance grandfathered debt after October 13,

1987, for an amount that is not more than the
If you have only home equity debt that youmortgage principal left on the debt, then youHome Equity Debt took out after October 13, 1987, do not fill instill treat it as grandfathered debt. However,

If you take out a loan for reasons other than to lines 1 through 5. Enter zero on line 6 andany amount that is more than that mortgage
buy, build, or substantially improve your home, complete the rest of the worksheet.principal is treated as home acquisition orit may qualify as home equity debt.

home equity debt, and the mortgage is a
Home equity debt is a mortgage you took

mixed-use mortgage (discussed later). The Average Mortgage Balance out after October 13, 1987. It is a debt, other
debt must be secured by the qualified home.than grandfathered debt, discussed later, or If you have mortgages secured by a qualified

You treat grandfathered debt that was refi-home acquisition debt, that is secured by your home, you have to figure the average balance
nanced  a f te r  Oc tober  13 ,  1987 ,  asqualified home. of each mortgage to determine your qualified
grandfathered debt only for the term left on theInterest on amounts over the home equity limit. You need these amounts to complete
debt being refinanced. After that, you treat it asdebt limit, discussed next, generally is treated lines 1, 2, and 9 of the worksheet. You can use
home acquisition debt or home equity debt,as personal interest and is not deductible. the highest mortgage balances during the year
depending on how you used the proceeds. to complete the worksheet, but you may bene-

Exception.  If the debt before refinancingNote.  If the proceeds of the loan were fit most by using the average balances. The
is like a balloon note (the principal on the debtused for investment or business purposes, the following are methods you can use to figure
is not amortized over the term of the debt),interest may be deductible. See Allocation of your average mortgage balances. However, if
then you treat the ref inanced debt asInterest in Chapter 8 of Publication 535, Busi- you have a mixed-use mortgage, also see
grandfathered debt for the term of the first refi-ness Expenses. Mixed-use mortgages later in this section.
nancing. This term cannot be more than 30
years.

Home equity debt limit.  There is a limit on Average of first and last balance method.
the amount of debt that can be treated as Example.  Chester acquired a $200,000 You can use this method if all the following
home equity debt. The debt is limited to the first mortgage on his home in 1985. The mort- apply.
smaller of: gage was a five-year balloon note and the en-

1) You did not borrow any new amounts ontire balance on the note was due in 1990.1) $100,000 ($50,000 if married filing sepa-
the mortgage in 1994.Chester refinanced the debt in 1990 with arately), or

new 20-year mortgage. The refinanced debt is 2) You did not prepay more than one2) The fair market value (FMV) of the home
treated as grandfathered debt for its entire month’s principal during 1994.minus the home acquisition debt (includ-
term (20 years).ing grandfathered debt). Determine the

3) You had to make level payments at fixedFMV and the outstanding home acquisi-
equal intervals on at least a semi-annualLine-of-credit mortgage.  If you had a line-of-tion debt on the date that the last debt was
basis. You treat your payments as levelsecured by the home. credit mortgage on October 13, 1987, and bor-
even if they were adjusted from time torowed additional amounts against it after that
time because of changes in the interestdate, then the additional amounts are eitherIf you have a main home and second
rate.home, to determine the FMV in (2) above, fig- home acquisition debt or home equity debt de-

ure the FMV of each home as of the date the pending on how you used the proceeds. The
last debt was secured by the home and then balance on the mortgage before you borrowed To figure your average balance, complete the
add the two amounts. the additional amounts is grandfathered debt. following.
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1. Enter the balance as of the first day Example.  Ms. Brown had a home equity you must determine the monthly balance
that the mortgage was outstanding loan secured by her main home for all of 1994. for each month. Add the monthly bal-
in 1994 (generally January 1, 1994) She received monthly statements showing her ances for each month for the

average balance for each month. She may fig- grandfathered portion of the debt and di-2. Enter the balance as of the last day
ure her average balance for 1994 by adding vide the result by 12. Enter the result onthat the mortgage was outstanding
her monthly average balances and dividing the line 1 of Table 1. For line 2 of Table 1, fol-in 1994 (generally December 31,
total by 12. low the same method for figuring the aver-1994) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

age balance for home acquisition debt, if
3. Add amounts on lines 1 and 2 . . . . . Mixed-use mortgages.  If you have a mort- any, after you have reduced any
4. Divide the amount on line 3 by 2. gage secured by a qualified main home or sec- grandfathered debt to $0.

Enter the result . . . . . . . . . . . . . . . . . . . . ond home that is allocable to more than one of
the three categories of debt (i.e., home equity Example 1.  In 1986, Sharon took out a

Debt was secured and outstanding only debt, grandfathered debt, and home acquisi- $1,400,000 mortgage to purchase her main
part of the year.  If your debt was a secured tion debt), you have a mixed-use mortgage. home. She filed as single for 1994. In March
debt and outstanding debt for less than the en- For example, if you took out a mortgage after 1994, when the home had a fair market value
tire tax year, figure your average balance as October 13, 1987, and used part of it to refi- of $1,700,000 and she owed $1,100,000 on
follows. Multiply the amount on line 4, above, nance home acquisition debt and part of it for the mortgage, she took out a second mortgage
by the number of months in 1994 that the debt purposes other than to buy, build or substan- for $200,000 which she put to mixed uses.was secured and outstanding. Divide the re- tially improve your home, it is a mixed-use Sharon used $180,000 of the proceeds forsult by 12. mortgage. substantial home improvements, and $20,000

In order to figure the average balances of a for other purposes. The loan agreement states
Interest paid divided by interest rate mixed-use mortgage to complete line 1 of Ta- that she must make principal payments of
method.  You can use this method if at all ble 1 for grandfathered debt and line 2 of Table $1,000 per month. During 1994, her principal
times in 1994 the mortgage was secured by 1 for home acquisition debt, you will need to payments on the second mortgage totaled
your qualified home and the interest was paid use the following procedure. $10,000.
at least monthly. Complete the following work- 1) You must determine the amount of the Sharon uses Table 1 to figure her qualifiedsheet to figure your average balance. mixed-use mortgage proceeds that is loan limit and deductible home mortgage inter-

within each of the three categories of est for 1994. She determines the average1. Enter the interest paid in 1994. Do not
debt. This depends on how you actually 1994  ba lance  o f  he r  f i r s t  mor tgageinclude points. However, do include
used the funds. For example, assume you (grandfathered debt) using one of the methodsother prepaid interest that was due in
refinance grandfathered debt of $800,000 listed earlier in this discussion and enters it on1994. Do not include prepaid interest
and borrow an additional $500,000 in this line 1 of Table 1. She then figures the averagefor other years until the year due. . . . . .
same loan, using $300,000 to do substan- balance of the home acquisition part of the

2. Enter the annual interest rate on the tial home improvements and $200,000 to mixed-use mortgage. She determines the be-
mortgage. If the interest rate varied in purchase an exotic used car. When you ginning balance of the home acquisition debt
1994, use the lowest rate for the year first take out the mixed-use mortgage, to be $180,000. Sharon does not allocate any

$800,000 is grandfathered debt,3. Divide the amount on line 1 by the principal payments to the home acquisition
$300,000 is home acquisition debt, andamount on line 2. Enter the result . . . . . debt because the entire $10,000 of principal
$200,000 is home equity debt. payments on the second mortgage is allocable

Example.  Mr. Blue had a line of credit se- to the home equity debt. She adds the March2) Each year as your mortgage payments re-
cured by his main home all of 1994. He paid in- through December monthly balances of theduce the principal balance of the mixed-
terest of $2,500 (line 1 of the worksheet) on home acquisition debt (each monthly balanceuse mortgage, you must allocate your
this loan. The interest rate on the loan (line 2) is $180,000 in this case) and divides the resultprincipal payments to the three categories
was 9% (.09) throughout the year. His average by 12 to determine the average balance isof debt in the following order.
balance using this method (line 3) is $27,778 $150,000 ($1,800,000 ÷ 12 = $150,000). Shea) Home equity debt
($2,500 ÷ .09). enters $150,000 on line 2 of Table 1.

b) Grandfathered debt
Example 2.  The situation is the same as in1. Enter the interest paid in 1994. Do not

c) Home acquisition debt Example 1, except Sharon is now figuring herinclude points. However, do include
Allocate these payments to the first type of qualified loan limit and deductible home mort-other prepaid interest that was due in
debt listed that applies to your mortgage. The gage interest for 1995. During 1995, her princi-1994. Do not include prepaid interest
payment allocation reduces the principal pal payments on the second mortgage totaledfor other years until the year due. . . . . . $2,500
amount of that part of the loan by the amount $12,000, of which she must allocate $10,000

2. Enter the annual interest rate on the allocated. Once you have reduced that debt to the home equity part of the loan and $2,000
mortgage. If the interest rate varied in balance to $0, allocate your payments to the to the home acquisition part of the loan. This
1994, use the lowest rate for the year .09 next type of debt, and so forth. For example, if makes her 1995 ending balance for the home

you make principal payments on a mortgage3. Divide the amount on line 1 by the equity debt part of the second mortgage $0
that you had used for both substantial homeamount on line 2. Enter the result . . . . . $27,778 ($20,000 1994 beginning balance − $10,000
improvements and to pay off your credit card 1994 allocation − $10,000 1995 allocation),
balance, your payments would first reduce the and makes her 1995 ending balance for the
balance of the home equity debt. (In this case,Statements provided by your lender.  If you home acquisit ion debt part of the loan
your home equity debt is that part of the mort-receive monthly statements showing the clos- $178,000 ($180,000 1994 beginning balance
gage proceeds used to pay off your credit carding balance or the average balance for the − $2,000 1995 allocation).
balance.) Once that part of the mortgage bal-month, then you can use either to figure your Sharon determines the average 1995 bal-
ance is reduced to $0, whether in this year or aaverage balance. You can treat the balance as ance of her first mortgage using one of the
future year, allocate your payments to thezero for any month the mortgage was not methods listed earlier in this discussion and
home acquisition debt. (In this case, youroutstanding. enters it on line 1 of Table 1. This year she also
home acquisition debt is that part of the mort-Figure your average balance by adding has to figure the average 1995 balance of the
gage proceeds used for substantial homeyour monthly closing or average balances and home acquisition debt because it changed
improvements).dividing that total by 12. If your lender can give from $180,000 to $178,000 during the year. It

you your average balance for 1994, you can took 10 months of 1995 to reduce the home3) In order to figure the average balance of
use that amount. equity part of the second mortgage to $0grandfathered debt, for line 1 of Table 1,
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($1,000 × 10 months = $10,000). During these year. Add them together to get the total Note.  Points paid on a mortgage that is
months, the home acquisition debt balance re- average balance of these mortgages. If more than your qualified loan limit must be di-
mained at $180,000. Her last two payments for this total is $1 million ($500,000) or less, vided according to how you spent the pro-
1995 reduced the home acquisition debt bal- enter the amount in item (1) on Table 1, ceeds. See Claiming your deductible points,
ance to $179,000 in November and to line 2. If this total is more, then continue. next.
$178,000 at year end. Sharon computes the 3) Multiply the average balance you figured Claiming your deductible points.  If youaverage balance of her home acquisition debt in item (1) for each mortgage by a fraction. can stop after filling in line 9 of the worksheet,as follows. The numerator of the fraction is $1 million then you can deduct all the points you are al-

($500,000) and the denominator is the av-$180,000 balance 1/1/95 lowed in 1994 on Schedule A (Form 1040), line
erage balance you figured in item (2) for×    10 months 10 or 12, whichever applies. If you have to fill in
the mortgage. Add the results and include$1,800,000 the rest of the worksheet, then you figure your
the total on line 2, Table 1. This is the+  179,000 November balance deductible points to enter on Schedule A as
amount treated as a mortgage taken out+  178,000 year end balance follows.
after October 13, 1987, to buy, build, or

$2,157,000 substantially improve this home. 1) Figure your deductible points for 1994.
÷    12 monthly payments Do not use this computation when fig- 2) Multiply the amount in item (1) by the dec-$179,750 average balance uring the amount to enter on line 9.

imal amount on line 11 of the worksheet.
She enters $179,750 on line 2 of Table 1. Enter the result on Schedule A, line 10 or
The following table shows how Sharon’s 12, whichever applies. This amount is

Line 7 principal payments, on her second mortgage, fully deductible.
in the two previous examples are allocated. The amount on line 7 cannot be more than the

3) Subtract the amount in item (2) from thesmaller of:
2nd Mortgage 2nd Mortgage amount in item (1). This amount is not de-

1) $100,000 ($50,000 if married filing sepa-Acquisition Equity ductible as home mortgage interest. How-
rately), orDebt Debt ever, if you used any of the loan proceeds

Balance 3/94 $180,000 $20,000 in your trade or business, investment, or2) The fair market value of a home (as of the
1994 allocation 0 10,000 passive activity, see the instructions fordate the last debt was secured by the

home) minus the amount on line 5. If the line 13 of the worksheet, next.Balance 12/94 $180,000 $10,000
answer is zero or less, enter zero.1995 allocation 2,000 10,000

Balance 12/95 $178,000 $0
If you have two qualified homes, to deter- Line 13 

mine the fair market value in item (2), figure the
You cannot deduct the amount of interest onfair market value of each home as of the dateLine 1 
line 13 of the worksheet as home mortgage in-the last debt was secured by the home andFigure the average balance for 1994 of each terest. If you did not use any of the proceeds ofthen add the two amounts.mortgage you had on a qualified home on Oc- any mortgage included on line 9 of the work-See Home equity debt limit, earlier, undertober 13, 1987 (grandfathered debt). Add them
sheet in a trade or business, investment, orHome Equity Debt for more information abouttogether and enter the total on line 1. For
passive activity, then all the interest on line 13fair market value.mixed-use mortgages, include the average
is personal interest. Personal interest is notbalance for 1994 for the grandfathered debt
deductible.part of the mixed-use mortgage. Line 9 

If you did use all or part of any mortgage
Figure the average balance for 1994 of each proceeds in a trade or business, investment, orLine 2 outstanding home mortgage. Add the average passive activity, then you must divide the inter-
balances together and enter the total on line 9.Figure the average balance for 1994 of each est on line 13 of the worksheet according to
See Average Mortgage Balance earlier. Note:mortgage you took out on each qualified home how you used the proceeds. This is called allo-
When figuring the average balance of a mixed-after October 13, 1987, to buy, build, or sub- cation of interest. See Chapter 8 of Publication
use mortgage, for line 9 determine the averagestantially improve that home (home acquisition 535, Business Expenses, for an explanation ofbalance of the entire mortgage.debt). Add them together and enter the total on the allocation of interest rules.

In figuring the average balance to enter online 2. For mixed-use mortgages, include the
The following two rules describe how to al-line 9, do not use the Additional computationaverage balance for 1994 for the home acqui-

locate your interest expense to a trade or busi-described in the instructions for line 2.sition debt part of the mixed-use mortgage.
ness, investment, or passive activity.However, you must make an additional

computation, described next, to figure the av- 1) If you used all of the proceeds for one ac-Line 10 
erage balance if both conditions below apply. tivity, then all the interest on line 13 is allo-If you make payments to a financial institution,

cated to that activity. In this case, deduct1) A home was a qualified home only part of or to a person whose business is to make
the interest on the form or schedule tothe year. loans, you should get Form 1098, Mortgage In-
which it applies.terest Statement, or a similar statement from2) The total of the highest principal balance

the lender. This form will show the amount ofof all home acquisition debt on the home 2) If you used the proceeds for more than
interest to enter on line 10 of the worksheet.is more than $1 million ($500,000 if mar- one activity, then the interest on line 13 is
Do not include points on this line. Also includeried filing separately). allocated among the activities (up to the
on this line any other interest payments made total amount of interest allocable to each
on debts secured by a qualified home forAdditional computation: activity).
which you did not receive a Form 1098.

1) For each home acquisition debt you took
You figure the amount of interest allocableout on this home, figure the average bal- Points.  Points are charges for borrowing

to any activity by multiplying the amount onance over the entire year. Add them to- money. They are also called loan origination
line 10 of the worksheet by the followinggether to get the total average balance of fees, maximum loan charges, loan discount, or
fraction.these mortgages. discount points. If any of these charges

(points) are only for the use of money, then the2) For each mortgage in item (1), figure the part of average balance of mortgage
points are interest. See Points in Part I, earlier,average balance over the period this allocated to that activity
to see if your points are deductible. amount on line 9 of the worksheethome was a qualified home during the
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Table 1. Worksheet to Figure Your Qualified Loan Limit and Deductible Home Mortgage Inte
rest
(Keep for your records.) See the Table 1 instructions in this publication.

Part I Qualified Loan Limit

Note: If you have a mixed-use mortgage, see Mixed-use mortgages under Table 1 Instructions, before completing lines 1 and 2, below.

1 Enter the average balance for 1994 of each mortgage you had on all qualified ho
mes on
October 13, 1987 (grandfathered debt). See line 1 instructions before going to line 2 . . . . . . 1

2 Enter the average balance for 1994 of each mortgage you took out on all qualifi
ed homes
after October 13, 1987, for home acquisition debt. See line 2 instructions before go
ing to
line 3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
 . . . . . . . . . . . . 2

3 Enter $1,000,000 ($500,000 if married filing separately) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3

4 Enter the larger of the amount on line 1 or the amount on line 3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4

5 Add the amounts on lines 1 and 2. Enter the total here . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5

6 Enter the smaller of the amount on line 4 or the amount on line 5 . . . . . . . . . . . . . . . . . . . . . . . . . . . 6

7 Enter $100,000 ($50,000 if married filing separately). See line 7 instruction
s for fair market
value limit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
 . . . . . . . 7

8 Add the amounts on lines 6 and 7. Enter the total. This is your qualified loan
limit . . . . . . . . . . . 8

Part II  Deductible Home Mortgage Interest

9 Enter the total of the average balances for 1994 of all mortgages on all qualified homes. (In
figuring the amount to enter here, do not use the Additional computation in the line 2
instructions.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
 . . . . 9

• If line 8 is less than line 9, GO ON to line 10.
• If line 8 is equal to or more than line 9, STOP HERE. All of your interest on a
ll the
mortgages included on line 9 is deductible as home mortgage interest on Schedul
e A
(Form 1040), line 10 or 11, whichever applies. See Table 1 instructions for l
ine 10 to find
out how to deduct points.

10 Enter the total amount of interest that accrued while the debt was secured by y
our qualified
home and that you paid in 1994. Do not include points on this line. See Table 1
 instructions
for line 10 to find out how to deduct points . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10

11 Divide the amount on line 8 by the amount on line 9. Enter the result as a deci
mal amount
(rounded to three places) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11 x.

12 Multiply the amount on line 10 by the decimal amount on line 11. Enter the resu
lt. This is
your deductible home mortgage interest. Enter this amount on Schedule A (Form 1040),
line 10 or 11, whichever applies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12

13 Subtract the amount on line 12 from the amount on line 10. Enter the result. Th
is is not
home mortgage interest. See the instructions for line 13 to determine whether you can
deduct this interest on your tax return and, if so, where . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13

The amount allocable to any one activity 1) The amount on line 13 of the worksheet Special Rule for Tenant-
cannot be more than the amount on line 13 mi- ($15,000), or Stockholders innus the total amount of interest allocable to the 2) The total interest paid ($30,000) multi-
other activities. Cooperative Housingplied by the following fraction

Example.  Don had two mortgages (A and Corporations 
B) on his main home during all of 1994. Mort- A qualified home includes stock in a coopera-$110,000 (the average balance ofgage A had an average balance of $90,000 for tive housing corporation owned by a tenant-the mortgage allocated to the
1994 and mortgage B had an average balance trade or business) stockholder. This applies only if the tenant-= $16,500of $110,000. Don files as head of household. $200,000 (the total average stockholder is entitled to live in the house or

balance of all mortgages—Under the allocation of interest rules, Don apartment because of owning stock in theline 9 of the worksheetdetermines that the proceeds of mortgage A cooperative.
are allocable to personal expenses for all of Because $15,000 is the smaller of items
1994. The proceeds of mortgage B are alloca- Stock used to secure debt.  In some cases,(1) and (2), that is the amount of interest Don
ble to his business for all of 1994. Don paid you cannot use your cooperative housingcan allocate to the trade or business. He de-
$14,000 of interest on mortgage A and stock to secure the debt because of either:ducts this amount on his Schedule C (Form
$16,000 of interest on mortgage B. He figures 1040) that he files for his trade or business. 1) Restrictions under local or state law, orthe amount of home mortgage interest he can
deduct by using Table 1. Don determines that 2) Restrictions in the cooperative agreement
$15,000 of the interest can be deducted as (other than restrictions in which the main
home mortgage interest. purpose is to permit the tenant-stock-

Don’s interest allocable to the trade or bus- holder to treat unsecured debt as secured
iness is equal to the smaller of: debt).
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However, you can treat the debt as secured by improve any nonresidential part of the prop- 2) $1.4 million to make improvements to
the stock to the extent that the proceeds are erty does not qualify. Also, in determining the commercial space rented to tenants.
used to buy the stock under the allocation of fair market value of the residential property,

3) $100,000 for maintenance costs.interest rules. See Chapter 8 of Publication the fair market value of any nonresidential part
535 for details on these rules. does not qualify.

The amount of the cooperative’s home acqui-After your share of the average balance of
sition debt is $500,000. Jeanne’s share isFiguring deductible home mortgage inter- each type of debt is determined, include the
$5,000 ($500,000 × (20/2,000)).est.  Generally, any interest of the cooperative amounts with any other mortgages on your

The amount of the cooperative’s home eq-that is allowed as a deduction to a tenant- home.
uity debt is $1.5 mill ion ($1.4 mill ion +stockholder under the Internal Revenue Code Figure your home mortgage interest by
$100,000). Jeanne’s share is $15,000 ($1.5is treated as interest paid or accrued by the multiplying the cooperative’s deductible inter-

tenant-stockholder. est by the same fraction. The cooperative million × (20/2,000)).
If any amount is treated as interest paid or should provide you a Form 1098 showing your Jeanne is treated as having paid $2,000 of

accrued by you, the tenant-stockholder, treat share of the interest. Use the rules and Table interest during 1994 on the cooperative’s debt
your share of the cooperative’s debt as debt 1 in this publication to determine your deducti- ($200,000 × (20/2,000)).
incurred by you. The cooperative should de- ble mortgage interest. Jeanne also took out a home acquisition
termine your share of its grandfathered debt, debt to buy her shares in the cooperative. HerExample.  Jeanne owns 20 shares in a co-
its home acquisition debt, and its home equity average balance for 1994 was $40,000.operative, in which the total shares are 2,000.
debt. Your share of each of these types of debt The cooperative took out a debt on January 1, Jeanne’s home acquisition debt ($5,000 +
is equal to the average balance of each debt 1994, with a principal balance of $2 million. $40,000 = $45,000) totaled less than $1 mil-
multiplied by the following fraction. The cooperative made no principal payments lion (the dollar limit that applies to these mort-

in 1994, but it did pay $200,000 interest on the gages) and her home equity debt ($15,000) isyour share of stock in
debt.the cooperative less than $100,000 (the dollar limit that applies

the total stock of the By the end of 1994, the cooperative used to these mortgages). All of her home mort-
cooperative the debt proceeds in the following manner. gage interest is deductible.

Publications ListIn determining the cooperative’s home ac- 1) $500,000 to install a swimming pool for
quisition debt, a debt taken out to buy, build, or the use of all the residents. Order Blank
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Table 2. Where to Deduct Your Interest

Type of interest Where to deduct Where to find
information

Deductible home mortgage interest and Schedule A (Form Publication 936
points reported on Form 1098 1040), line 10

Deductible home mortgage interest not Schedule A (Form Publication 936
reported on Form 1098 1040), line 11

Points not reported on Form 1098 Schedule A (Form Publication 936
1040), line 12

Investment interest (other than incurred to Schedule A (Form Publication 550
produce rents or royalties) 1040), line 13

Business interest (non-farm) Schedule C (Form Publications 334 and
1040) 535

Farm business interest Schedule F (Form Publications 225 and
1040) 535

Interest incurred to produce rents or Schedule E (Form Publications 527 and
royalties 1040) 535

Personal interest Not deductible
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