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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
under Home Mortgage Interest. You also may
have to reduce your basis in your home by
seller-paid points. See Points paid by seller
under Cost as Basis.

Introduction

This publication provides tax information for
first-time homeowners. Your first home may
be a mobile home, a single-family house, a
townhouse, a condominium, or a cooperative
apartment.

If you have recently acquired a home, you
probably have many tax questions about how
to treat items such as settlement and closing
costs, real estate taxes, home mortgage inter-
est, and repairs. This publication discusses
these topics. It explains what you can and can-
not deduct on your tax return, and it contains
charts and examples to guide you. It also ex-
plains the tax credit you can claim if you re-
ceived a mortgage credit certificate when you
bought your home.

This publication explains why it is important
to keep track of your basis in your home. This
means keeping track of what your home costs
you, including any improvements you might
make. The publication also tells you what
records to keep as proof of the cost or basis.

This publication does not include informa-
tion about other topics related to owning a
home. See Table 1to find the free IRS publica-
tion that covers the topic you may need more
information on.

Ordering publications and forms. To order
free publications and forms, call our toll-free
telephone number 1-800-TAX-FORM
(1-800-829-3676). If you have access to
TDD equipment, you can call
1-800-829-4059. See your tax package for
the hours of operation. You can also write to
the IRS Forms Distribution Center nearest



you. Check your income tax package for the
address.

Asking tax questions. You can call the IRS
with your tax question Monday through Friday
during regular business hours. Check your
telephone book or your tax package for the lo-
cal number or you can call toll-free
1-800-829-1040 (1-800-829-4059 for TDD
users).

What You Can and
Cannot Deduct

To deduct expenses of owning a home, you
must file Form 1040 and itemize your deduc-
tions on Schedule A (Form 1040). If you
choose to itemize, you cannot take the stan-
dard deduction. See the Form 1040 instruc-
tions if you have questions about whether you
should itemize your deductions or claim the
standard deduction.

This section discusses what expenses you
can deduct as a homeowner. It also points out
payments that are not deductible. It is divided
into two primary parts: real estate taxes and
home mortgage interest. Generally, your real
estate taxes and home mortgage interest are
included in your house payment.

Your house payment. If you took out a loan
(mortgage) to finance the purchase of your
home, you are probably required to make
monthly house payments. Your house pay-
ment may cover several costs of owning a
home. The only costs you can deduct are inter-
est that qualifies as home mortgage interest
and real estate taxes actually paid to the taxing
authority. These are discussed later in detail.

You cannot deduct other items included in
your house payment, such as an amount
placed in escrow to buy fire or homeowner’s
insurance, FHA mortgage insurance premi-
ums, and the amount applied to reduce the
principal of the mortgage.

Minister’s or military housing allowance. If
you are a minister or a member of the uni-
formed services and receive a nontaxable
housing allowance, you can still deduct all of
your real estate taxes and deductible interest
on your home mortgage. You do not have to
reduce your deductions by your nontaxable
allowances.

Nondeductible payments. You cannot de-
duct any of the following:

1) Insurance, including fire and comprehen-
sive coverage, and title and mortgage
insurance,

2) Wages you pay for domestic help,

3) Depreciation, or

4) Utility fees.

Limit on itemized deductions. Certain item-
ized deductions (including real estate taxes
and home mortgage interest) are limited if your
adjusted gross income is more than $111,800
($55,900 if you are married filing separately). If
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Table 1. Other IRS Publications You May Need

If You:

Get:

1. Sell your home

2. Rentyour home

3. Have damage to your home from a fire,
storm, or other casualty

4. Own a home in a community property state
5. Use part of your home for business
purposes

6. Need more information on your deduction
for home mortgage interest

7. Receive your home as a gift, inheritance, or
transfer from your former spouse

Publication 523, Selling Your Home
Publication 527, Residential Rental
Property (Including Rental of Vacation
Homes)

Publication 547, Nonbusiness Disasters,
Casualties, and Thefts

Publication 555, Federal Tax Information
on Community Property

Publication 587, Business Use of Your
Home

Publication 936, Home Mortgage Interest
Deduction

Publication 551, Basis of Assets

you need more information about this limit, see
the instructions for Schedule A (Form 1040).

Real Estate Taxes

Most state and local governments charge an
annual tax on the value of real property. This is
referred to as a real estate tax. For the tax to
be deductible, the taxing authority must
charge a uniform rate on all property in its juris-
diction. The tax also must be for the welfare of
the general public and not be a payment for a
special privilege granted or service rendered
to you.

An itemized charge for services to specific
property or people is not a tax, even if the
charge is paid to the taxing authority. You can-
not deduct the charge as a real estate tax if it
is:

1) A unitfee for the delivery of a service
(such as a $5 fee charged for every 1,000
gallons of water you use),

2) A periodic charge for a residential service
(such as a $20 per month or $240 annual
fee charged for trash collection), or

3) Aflatfee charged for a single service pro-
vided by your local government (such as a
$30 charge for mowing your lawn be-
cause it had grown higher than permitted
under a local ordinance).

Caution: You must look at your real estate
tax bill to determine if any nondeductible item-
ized charges, such as those just listed, are in-
cluded in the bill. If your taxing authority (or
lender) does not furnish you a copy of your real
estate tax bill, ask for it.

Assessments for local benefits. You cannot
deduct amounts you pay for local benefits that
tend to increase the value of your property,

such as for the construction of streets, side-
walks, or water and sewer systems. You must
add them to the basis of your property.

You can deduct assessments (or taxes)
you paid for maintenance, repair, or interest
charges related to local benefits (for example,
a charge to repair an existing sidewalk and any
interest included in that charge).

If only a part of the assessment is for main-
tenance, repair, or interest charges, you must
be able to show the amount of that part to
claim the deduction. If you cannot determine
what part of the assessment is for mainte-
nance, repair, or interest charges, you cannot
deduct any of it.

An assessment for a local benefit may be
listed as an item in your real estate tax bill. If
so, use the rules in this section to find how
much, if any, of it you can deduct.

Homeowners association assessments.
You cannot deduct these assessments be-
cause they are imposed by the homeowners
association rather than a state or local
government.

Deductible Taxes

You can deduct real estate taxes that are im-
posed on you and that you either paid at settle-
ment or closing, or paid to a taxing authority
(either directly or through an escrow account)
during the year. You can also deduct your
share of the corporation’s deductible taxes if
you own a cooperative apartment. See Special
Rules for Cooperatives, later.

Enter the amount of your deductible real
estate taxes on line 6 of Schedule A (Form
1040).

Real estate taxes paid at settlement or clos-
ing. Real estate taxes are usually divided so
that you and the seller each pay taxes for the
part of the property tax year each of you
owned the home. Your share of these taxes is
fully deductible.



Division of real estate taxes. For federal
income tax purposes, the seller is treated as
paying the property taxes up to, but not includ-
ing the date of sale, and you (the buyer) are
treated as paying the taxes beginning with the
date of sale, regardless of the property tax ac-
crual or lien dates under local law. You and the
seller each are considered to have paid your
own share of the taxes, even if one or the other
paid the entire amount. You can each deduct
your own share, if you itemize deductions, for
the year the property is sold.

Example. You bought your home on Sep-
tember 1. The property tax year (the period to
which the tax relates) in your area is the calen-
dar year. The tax for the year was $730 and
was due and paid by the seller on August 15.

You owned your new home during the real
property tax year for 122 days (September 1 to
December 31, including your date of
purchase). You figure your deduction for real
estate taxes on your home as follows:

1.  Enterthe total real estate taxes for

the real property tax year ........... $730
2. Enter the number of days in the real

property tax year that you owned the

property ... 122

3. Divideline2by365 ................. .33

Multiply line 1 by line 3. This is your
deduction. Enter it on line 6 of
Schedule A (Form 1040) ............ $241

You can deduct $241 on your return for the
year, if you itemize your deductions. You are
considered to have paid this amount and can
deduct it on your return, even if you were not
required under the contract to reimburse the
seller.

Adjustments to basis. For information on
real estate taxes that may increase or de-
crease your basis, see the discussion on Real
estate taxes, later under Figuring Your Basis.

Escrow accounts. If your monthly house
payment includes an amount placed in escrow
(put in the care of a third party) for real estate
taxes, you cannot deduct the total of these
amounts. You can deduct only the real estate
taxes that the lender actually paid from escrow
to the taxing authority.

If the lender (or taxing jurisdiction) does not
furnish you a copy of the real estate bill, ask for
it. You will need it to determine if the amount
paid includes any nondeductible itemized
charges for services or local benefits.

Refund or rebate of real estate taxes. If you
receive a refund or rebate of real estate taxes
in 1994 for amounts you paid in 1994, you
must reduce your real estate tax deduction by
the amount refunded to you. If the refund or re-
bate was for real estate taxes paid before
1994, you may have to include some or all of
the refund in your income. For more informa-
tion, see Recoveries in Publication 525, Taxa-
ble and Nontaxable Income.

Special Rules for Cooperatives

If you own a cooperative apartment, some
special rules apply to you, even though you
generally receive the same tax treatment as
other homeowners. As an owner of a coopera-
tive apartment, you own shares of stock in a
corporation that owns or leases housing facili-
ties. You can deduct your share of the corpora-
tion’s deductible real estate taxes if the coop-
erative housing corporation meets all of the
following conditions:

1) The corporation has only one class of
stock outstanding,

2) Each of the stockholders can, solely be-
cause of ownership of the stock, live in
(for dwelling purposes) a house, an apart-
ment, or a house trailer owned or leased
by the corporation,
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No stockholder can receive any distribu-
tion out of capital, except on a partial or
complete liquidation of the corporation,
and
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The tenant-stockholders must pay at least
80% of the corporation’s gross income for
the tax year. For this purpose, gross in-
come means all income received during
the entire tax year, including any received
before the corporation changed to coop-
erative ownership.

Tenant-stockholders. A tenant-stockholder
can be any entity (such as a corporation, trust,
estate, partnership, or association) as well as
an individual. A tenant-stockholder has the
right to occupy one or more dwelling units in
the cooperative. The tenant-stockholder does
not have to live in any of the units. The units
can be rented to others.

Deductible taxes. You figure your share of
real estate taxes in the following way:

1) Divide the number of your shares of stock
by the total number of shares outstanding,
including any shares held by the
corporation.

2) Multiply the corporation’s deductible real
estate taxes by the number you figured in
(2). This is your share of the real estate
taxes.

Generally, if the corporation gives you a
share of its real estate tax deduction and that
amount reasonably reflects the cost of real es-
tate taxes for your dwelling unit, that amount is
your share of the real estate tax.

Refund of real estate taxes. You mustre-
duce your deduction by your share of any re-
fund the corporation received for real estate
taxes it paid before 1994.

Home Mortgage Interest

This section of the publication gives you basic
information about home mortgage interest, in-
cluding interest paid at settlement, points, and
Form 1098, Mortgage Interest Statement.
Most home buyers take out a mortgage
(loan) to buy their home. They then make

monthly house payments to either the mort-
gage holder or someone collecting the pay-
ments for the mortgage holder. See Your
house payment, earlier under What You Can
and Cannot Deduct.

In most cases, you can deduct the entire
part of your house payment that is for mort-
gage interest, if you itemize your deductions
on Schedule A (Form 1040). However, your
deduction may be limited if:

1) Your total mortgage balance is more than
$1 million ($500,000 if married filing sepa-
rately), or

2) You took out a mortgage for reasons
other than to buy, build, or improve your
home.

If either of these situations applies to you, you
will need to get Publication 936, Home Mort-
gage Interest Deduction. You may also need
Publication 936 if you later refinance your
mortgage or buy a second home.

Deductible Mortgage Interest

To be deductible, the interest you pay must be
on aloan secured by your main home or a sec-
ond home. The loan can be a first or second
mortgage, a home improvement loan, or a
home equity loan.

Prepaid interest. If you pay interest in ad-
vance for a period that goes beyond the end of
the tax year, you must spread this interest over
the tax years to which it applies. You can de-
ductin each year only the interest that qualifies
as home mortgage interest for that year. How-
ever, there is an exception. See the discussion
on Points, later.

Mortgage prepayment penalty. If you pay off
your mortgage early, you may have to pay a
penalty. That penalty is treated as deductible
home mortgage interest.

Ground rent. In some states (Maryland for
example), you may buy your home subjectto a
ground rent. A ground rent is an obligation you
assume to pay a fixed amount per year on the
property. Under this arrangement, you are
leasing (rather than buying) the land on which
your home is located.

Redeemable ground rents. |If the pay-
ments you make are on a redeemable ground
rent, you can deduct them as mortgage inter-
est. The ground rent is a redeemable ground
rent only if all of the following are true:

1) Your lease, including renewal periods, is
for more than 15 years.

2) You can freely assign the lease.

3) You have a present or future right, ex-
isting only because of state or local law, to
end the lease and buy the lessor’s entire
interest in the land by paying a specified
amount.
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The lessor’s interest in the land is prima-
rily a security interest to protect the rental
payments to which he or she is entitled.
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Payments made to end the lease and to
buy the lessor’s entire interest are not redeem-
able ground rents. You cannot deduct them.

Payments on a nonredeemable ground
rent. Payments on a nonredeemable ground
rent are not home mortgage interest. You can
deduct them as rent if you use the property for
business or rental purposes.

Cooperative apartment. If you own a cooper-
ative apartment and the corporation meets the
conditions described earlier under Special
Rules for Cooperatives, you can deduct your
share of the corporation’s deductible mortgage
interest. Figure your share of mortgage inter-
est the same way that is shown for figuring
your share of real estate taxes.

Refund of mortgage interest. You must
reduce your deduction by your share of any
cash portion of a patronage dividend that is a
refund to the corporation of mortgage interest
it paid before 1994.

Mortgage Interest

Paid at Settlement

One of the items that normally appears on a
settlement or closing statement is home mort-
gage interest.

You can deduct the interest that you pay at
settlement if you itemize your deductions on
Schedule A of the Form 1040 you file for the
year of purchase. This amount should be in-
cluded in the mortgage interest statement pro-
vided by your lender. See the discussion under
Mortgage Interest Statement, later. Also, if you
pay interest in advance, see Prepaid interest,
earlier, and Points, next.

Points

The term “points” is used to describe certain
charges paid, or treated as paid, by a borrower
to obtain a home mortgage. The term “points”
also describes certain charges that a home
seller pays to a lender for the buyer’'s mort-
gage. Points may also be called loan origina-
tion fees, maximum loan charges, loan dis-
count, or discount points.

General rule. You cannot deduct the full
amount of points in the year paid. You must
spread the points over the life (term) of the
mortgage. Generally, you can deduct an equal
portion in each year of the mortgage.

Exception 1. You can fully deduct in 1994
the amount paid on your loan as points if all the
following are true:

1) Your loan was used to buy your main
home. (Your main home is the one you
live in most of the time.)

2) Yourloan is secured by your main home.

3) Paying points is an established business
practice in the area where the loan was
made.

4) The points paid were not more than the
points generally charged in this area.

5) You use the cash method of accounting.
This means you report income in the year
you receive it and deduct expenses in the
year you pay them. Most individuals use
this method.
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6) The points were for the use of money, not
for other services.

7) The points were paid with funds you did
not borrow from your lender or mortgage
broker.

Exception 2. You can fully deduct in 1994
the amount paid on your loan as points if all the
following are true:

1) Statements (1) through (5) under Excep-
tion 1are true.

2) The points were computed as a percent-
age of the principal amount of the
mortgage.

The points were not paid in place of
amounts that ordinarily are stated sepa-
rately on the settlement statement, such
as appraisal fees, inspection fees, title
fees, attorney fees, and property taxes.
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4) The amount is clearly shown on the settle-
ment statement as points incurred in con-
nection with the mortgage. The points
may be shown as paid from either your
funds or the seller’s.

5) Atleast one of the following is true:

a) You paid an amount from your own
funds that is at least as much as the
points charged to you. This amount
cannot have been borrowed from your
lender or mortgage broker. You do not
have to have paid the points with these
funds. You can have applied the funds
to a down payment, escrow deposit, or
earnest payment, or paid them over for
any purpose at the closing.

The points were paid by the seller, and
you reduce your basis in the home by
the amount of seller-paid points. See
Points paid by seller under Basis,
earlier.

b

~

Note. Exception 2 also applies to a loan
origination fee charged for services for getting
a conventional, VA, or FHA loan to buy your
main home (other than services for which a fee
is ordinarily stated separately, as described in
(3) above).

Funds provided are less than points. If you
meet all the tests in Exception 2 except that
the funds you provided were less than the
points charged to you, you can deduct the
points in the year paid up to the amount of
funds you provided. In addition, you can de-
duct any points paid by the seller.

Example 1. When you took out a
$100,000 mortgage loan to buy your home in
December 1994, you were charged one point
($1,000). You meet all the tests for deducting
points in Exception 2 except the only funds you
provided were a $750 down payment. Of the
$1,000 you were charged for points, you can
deduct $750 in 1994.

Example 2. Assume the same facts as in
Example 1, except that the person who sold
you your home also paid one point ($1,000) to
help you get your mortgage. In 1994, you can

deduct $1,750 ($750 of the amount you were
charged plus the $1,000 paid by the seller).
You must reduce the basis of your home by
the $1,000 paid by the seller.

Figure 1. You can use Figure 1 as a quick
check to see if points are fully deductible in the
year paid.

Home improvement loan. You also may be
able to deduct the full amount of points you
pay on a loan used to improve your home. See
Publication 936 for more information.

Excess points. If the points paid were more
than are generally paid in your area, you can
deduct in 1994 only the points that are nor-
mally charged. Any additional points are con-
sidered prepaid interest and you can deduct
them over the life of the mortgage. See Pre-
paid interest, earlier.

Amounts charged for specific services.
Amounts paid for specific services that the
lender performs in connection with your ac-
count are not home mortgage interest. Exam-
ples include the lender’s appraisal fee, the cost
of preparing the mortgage note or deed of
trust, settlement fees, and notary fees. An
amount listed on your settlement statement as
points (such as a loan origination fee) may be
deductible, even if it is charged for the lender’s
services, but only if the amount otherwise falls
within Exception 2, earlier.

Points paid by seller in 1991, 1992, or 1993.
You can deduct seller-paid points on an
amended return, if:

1) The person who sold you your home paid
points on your mortgage in 1991, 1992, or
1993,

2) You did not deduct the points on your
original return for the year paid, and

3) You meet the tests for deducting the
points described under Exception 1or Ex-
ception 2, earlier.

File an amended return for the year the points
were paid. Use Form 1040X, Amended U.S.
Individual Income Tax Return. Write “Seller-
Paid Points” in the top right margin of the
amended return and attach a copy of the set-
tlement statement showing the points.
Generally, you must file the amended re-
turn within 3 years from the date your original
return was filed or within 2 years from the date
the tax was paid, whichever is later. For de-
tails, get Publication 556, Examination of Re-
turns, Appeal Rights, and Claims for Refund.

Where To Deduct
Home Mortgage Interest

Enter on line 10 of your Schedule A (Form
1040) the home mortgage interest and points
reported to you on Form 1098, Mortgage Inter-
est Statement (discussed next). If you did not
receive a Form 1098, enter your deductible in-
terest on line 11, and any deductible points on
line 12.



Figure 1. Are My Points Fully Deductible This Year?
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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 identifica-
tion number (EIN) on the dotted lines next to
line 11. You must also give that person your
SSN. Failure to meet either of these require-
ments may result in a $50 penalty for each
failure.

Mortgage Interest Statement

If you paid mortgage interest of $600 or more
during the year on any one mortgage to a
mortgage holder in the course of that holder’s
trade or business, you should receive a Form
1098, Mortgage Interest Statement, or similar
statement from the mortgage holder. The
statement will show the total interest paid on
your mortgage during the year. It will also
show the deductible points you paid during the
year. However, it may not show points you can
deduct that were paid by the person who sold
you your home. See Points, earlier.

The interest you paid at settlement should
be included on the statement. If it is not, add
the interest from the settlement sheet that
qualifies as home mortgage interest to the total
shown on Form 1098 or similar statement. Put
the total on line 10 of Schedule A (Form 1040)
and attach a statement to your return explain-
ing the difference. Write “see attached” next to
line 10.

A mortgage holder can be a financial insti-
tution, a governmental unit, or a cooperative
housing corporation. If a statement comes
from a cooperative housing corporation, it will
generally show your share of interest.

You should receive your mortgage interest
statement each year by January 31. A copy of
this form will also be sent to the IRS.

Example. You bought a new home on May
3. You paid no points on the purchase. During
the year, you made mortgage payments which
included $1,872 deductible interest on your
new home. The settlement sheet for the
purchase of the home included interest of
$232 for 29 days in May. The statement you
receive from the lender includes total interest
of $2,104 ($1,872 + $232). You can deduct the
$2,104 if you itemize your deductions.

Refund of home mortgage interest. If you
receive a refund in 1994 of home mortgage in-
terest you paid before 1994, the amount gen-
erally will be shown in box 3 of Form 1098.
Even if the refunded interest is not shown in
box 3, you must include it in income on Form
1040, line 21, if you deducted it in an earlier
year and the deduction reduced your tax. For
more information, see Recoveries in Publica-
tion 525, Taxable and Nontaxable Income.

Mortgage Interest Credit

A mortgage interest credit is available for first-
time home buyers whose income is generally
below the median income for the area where
they live. The credit is intended to help lower
income individuals afford home ownership.
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Table 2. Where to Deduct Your Real Estate Taxes and Your Home

Mortgage Interest

Deductible real estate taxes

Schedule A (Form 1040), line 6

Deductible home mortgage interest and points
reported on Form 1098

Schedule A (Form 1040), line 10

on Form 1098

Deductible home mortgage interest not reported

Schedule A (Form 1040), line 11

Points not reported on Form 1098

Schedule A (Form 1040), line 12

This is done by allowing a tax credit for part of
the home mortgage interest they pay.

To be eligible for the credit, you must get a
mortgage credit certificate (MCC) from your
state or local government. The MCC is issued
before you buy the home. Contact your state
or local housing finance agency for information
about the availability of MCCs in your area.

To figure the credit, multiply the certificate
credit rate by:

1) The interest you paid during the year on
your mortgage, or

2) The interest you paid on the loan amount
shown on your MCC,

whichever amount is smaller.

Limit on the credit. If the certificate credit
rate is more than 20%, the credit cannot be
more than $2,000.

Dividing the credit. If two or more per-
sons (other than a married couple filing a joint
return) hold an interest in the home to which
the MCC relates, the credit must be divided
based on the interest held by each person.

Example. John and his brother, George,
were issued an MCC. They used the certificate
to obtain a mortgage on a home that is their
main home. John has a 60% interest in the
home and George has a 40% interest in the
home. John paid $5,400 mortgage interest in
1994 and George paid $3,600.

The MCC shows a credit rate of 25% and a
maximum mortgage of $65,000. The loan
amount (mortgage) on their home is $60,000.
Because the credit rate is more than 20%, the
credit is limited to $2,000.

John figures the credit by multiplying the
mortgage interest he paid in 1994 ($5,400) by
the certificate credit rate (25%) for a total of
$1,350. His credit is limited to $1,200 ($2,000
% 609%).

George figures the credit by multiplying the
mortgage interest he paid in 1994 ($3,600) by
the certificate credit rate (25%) for a total of
$900. His credit is limited to $800 ($2,000 x
40%).

Claiming the credit. To claim the credit, com-
plete Form 8396, Mortgage Interest Credit,
and attach it to your Form 1040.

Include the credit in your total for line 44,
Form 1040, and check box b.

Carryforward. If your allowable credit is more
than your tax liability reduced by certain other

credits, you can carry forward the unused por-
tion of the credit to your next 3 years or until
used, whichever comes first.

Example. You receive a mortgage credit
certificate from State X. For 1994, your tax lia-
bility is $1,100 and your mortgage interest
credit is $1,700. You claim no other credits.
Your unused mortgage interest credit for 1994
is $600 ($1,700 - $1,100). You can carry for-
ward this amount to the next 3 years.

Credit rate more than 20%. If you are
subject to the $2,000 limit because your certifi-
cate credit rate is more than 20%, you cannot
carry forward any amount over $2,000 (or your
share of the $2,000 if you must divide the
credit).

Example. In the earlier example under Di-
viding the credit, John and George used the
entire $2,000 credit. The excess $150 for John
($1,350 - $1,200) and $100 for George ($900
- $800) cannot be carried forward to 1995, re-
gardless of the tax liabilities for John and
George.

Reducing your home mortgage interest de-
duction. If you itemize your deductions on
Schedule A (Form 1040), reduce your home
mortgage interest deduction by the amount of
the mortgage interest credit.

Selling your home. If you purchase a home
after 1990 using an MCC, and you sell that
home within 9 years, you will have to recapture
(repay) a portion of the credit. For additional in-
formation, see Publication 523.

Basis

Basis is your starting point for figuring a gain or
loss if you later sell your home, or for figuring
depreciation if you later rent or use part of your
home for business purposes. While you own
your home, you may add certain items to your
basis. You may subtract certain other items
from your basis. These items are called adjust-
ments to basis and are explained later under
Adjusted Basis.

It is important that you understand these
terms when you first acquire your home be-
cause you must keep track of your basis and
adjusted basis during the period you own your
home. You must also keep records of the
events that affect basis or adjusted basis. See
Keeping Records, later.



Figuring Your Basis

How you figure your basis depends on how
you acquire your home. If you buy or build your
home, your cost is your basis. If you receive
your home as a gift, your basis is usually the
adjusted basis of the person who gave you the
home. If you inherit your home, the fair market
value at that time is generally your basis. Each
of these topics is discussed later.

Fair market value. Fair market value is the
price that property would sell for on the open
market. It is the price that would be agreed on
between a willing buyer and a willing seller,
with neither being required to buy or sell, and
both having reasonable knowledge of the rele-
vant facts.

Property transferred from a spouse. If your
home is transferred to you from your spouse,
or from your former spouse as a result of a di-
vorce, your basis is the same as your spouse’s
or former spouse’s adjusted basis just before
the transfer. Publication 504, Divorced or Sep-
arated Individuals, fully discusses transfers
between spouses.

Cost as Basis

The cost of your home, whether you pur-
chased it or constructed it, is the amount you
paid for it, including any debt you incurred or
assumed.

The cost of your home includes most set-
tlement or closing costs you paid when you
bought the home. If you built your home, your
cost includes most closing costs paid when
you bought the land or settled on your
mortgage.

Purchase. The basis of a home you bought is
the amount you paid for it. This usually in-
cludes your down payment and any debt, such
as a first or second mortgage, or notes you
gave to the seller. The basis of a cooperative
apartment is the amount you paid for your
shares in the corporation that owns or controls
the property. This amount includes any
purchase commissions or other costs of ac-
quiring the shares.

Construction. If you contracted to have your
home built on land that you own, your basis in
the home is your basis in the land plus the
amount you paid to have the home completed.
This includes the cost of labor and materials,
the amount you paid the contractor, any archi-
tect’'s fees, building permit charges, utility
meter and connection charges, and legal fees
that are directly connected with building your
home. If you built all or part of your home your-
self, your basis is the total amount it cost you to
complete it. You cannot include the value of
your own labor or any other labor you did not
pay for.

Settlement or closing costs. If you bought
your home, you probably paid settlement or
closing costs in addition to the contract price.
These costs are divided between you and the
seller according to the sales contract, local
custom, or understanding of the parties. If you

built your home, you probably paid these costs
when you bought the land or settled on your
mortgage.

The only settlement or closing costs you
can deduct are home mortgage interest and
certain real estate taxes. You deduct them in
the year you buy your home if you itemize your
deductions. You can add certain other settle-
ment or closing costs to the basis of your
home. There are some settlement or closing
costs that you cannot deduct or add to the
basis.

Real estate taxes. Real estate taxes are
usually divided so that you and the seller each
pay taxes for the part of the property tax year
that each owned the home. See the earlier dis-
cussion of Real estate taxes paid at settlement
or closing, under Real Estate Taxes, to figure
the real estate taxes you paid or are consid-
ered to have paid.

If you pay real estate taxes that are treated
as imposed on the seller, that is, taxes up to
the date of sale, you cannot deduct those
taxes. If the seller did not reimburse you, you
can add those taxes to your basis in the home.
If the seller paid real estate taxes that are
treated as imposed on you (the taxes begin-
ning with the date of sale), you are considered
to have paid, and can deduct, those taxes. If
you did not reimburse the seller, you must re-
duce your basis in your home by the amount of
those taxes.

Example 1. You bought your home on
September 1. The property tax year in your
area is the calendar year, and the tax is due on
August 15. The real estate taxes on the home
you bought were $730 for the year and had
been paid by the seller on August 15. You did
not reimburse the seller for your share of the
real estate taxes from September 1 through
December 31. You must reduce the basis of
your home by the $244 ((122 + 365) x $730)
the seller paid for you. You can deduct your
$244 share of real estate taxes on your return
for the year you purchased your home.

Example 2. You bought your home on
May 2, 1994. The property tax year in your
area is the calendar year. The taxes for the
previous year are assessed on January 2 and
are due on May 31 and November 30. Under
state law, the taxes become a lien on May 31.
You agreed to pay all taxes due after the date
of sale. The taxes due in 1994 for 1993 were
$320. The taxes due in 1995 for 1994 will be
$365.

You cannot deduct any of the taxes paid in
1994 because they relate to the 1993 property
tax year. You did not own the home until 1994.
Instead, you add the $320 to the cost (basis) of
your home.

Because you owned the home in 1994 for
244 days (May 2 to December 31), you can
take a tax deduction on your 1995 return of
$244 ((244 + 365) x $365) paid in 1995 for
1994. You add the remaining $121 ($365 —
$244) of taxes paid in 1995 to the cost (basis)
of your home.

Items added to basis. Generally, you add
the following items that are charged to you at
settlement or closing to the cost of your home.
They are a part of your original basis.

1) Attorney’s fees,

2) Abstract fees,

3) Charges for installing utility service,
4) Transfer and stamp taxes,

5) Surveys,

6) Title insurance, and

7) Unreimbursed amounts the seller owes
but you pay, such as:

a) Back taxes or interest,
b) Recording or mortgage fees,

¢) Charges for improvements or repairs,
or

d) Selling commissions.

If the seller actually paid for any item that
you are liable for and that you can take a de-
duction for, such as your share of the real es-
tate taxes for the year of sale, you must reduce
your basis by that amount unless you are
charged for it in the settlement.

Items not added to basis and not de-
ductible. There are some settlement costs
which you cannot deduct or add to your basis.
These include:

1) Fire insurance premiums,

2) FHA mortgage insurance premiums and
VA funding fees,

3) Charges for using utilities,

4) Rent for occupying the home before clos-
ing, and

5) Other fees or charges for services con-
cerning occupying the home.

Points paid by seller. If you bought your
home after April 3, 1994, you must reduce your
basis by any points paid for your mortgage by
the person who sold you your home.

If you bought your home after 1990 but
before April 4, 1994, you must reduce your ba-
sis by seller-paid points only if you deduct
them. See Points, earlier, for the rules on de-
ducting points.

Gift

If someone gave you your home, your basis is
the same as that person’s (the donor’s) ad-
justed basis (defined later) when it was given
to you. However, your basis in the home for
determining a loss on its sale is the fair market
value of the home when it was given to you, if
the donor’s adjusted basis was more than that
fair market value.

If you received your home as a gift (after
1976), add to your basis (the donor’s adjusted
basis) the part of any federal gift tax paid that is
due to the net increase in the value of the
home. Figure this part by multiplying the fed-
eral gift tax paid on the gift of the home by a
fraction. The numerator (top part) of the frac-
tion is the net increase in the value of the
home, and the denominator (bottom part) is
the value of the home. The net increase in the
value of the home is the fair market value of
the home minus the donor’s adjusted basis.

Publication 551 gives examples of figuring
your basis when you received your home as a
gift.
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Inheritance

If you inherited your home, your basis is gener-
ally the fair market value of the home at the
date of the decedent’s death or on the alter-
nate valuation date if the estate qualifies and
uses this date. If an estate tax return was filed,
your basis is the value of the home listed on
the estate tax return. If an estate tax return
was not filed, your basis is the appraised value
of the home for state inheritance or transmis-
sion taxes at the decedent’s date of death.
Publication 559, Survivors, Executors, and Ad-
ministrators, has more information on the ba-
sis of inherited property.

Adjusted Basis

While you own your home, various events may
take place that can change the original basis of
your home. These events can increase or de-
crease your original basis. The result is called
adjusted basis. Refer to Table 3 for a list of
some of the items that can adjust your basis.

Improvements. An improvement materially
adds to the value of your home, considerably
prolongs its useful life, or adapts it to new
uses. You must add the cost of any improve-
ments to the basis of your home. You cannot
deduct these costs.

Improvements that you must add to the ba-
sis of your home include putting a recreation

Table 3. Adjusted Basis

room in your unfinished basement, adding an-
other bathroom or bedroom, putting up a
fence, putting in new plumbing or wiring, in-
stalling a new roof, and paving your driveway.

Amount added to basis. The amount you
add to your basis for improvements is your ac-
tual cost, including any amount you borrowed.
This includes all costs for material and labor,
except your own labor, and all expenses re-
lated to the improvement. For example, if you
had your lot surveyed to put up a fence, the
cost of the survey is a part of the cost of the
fence.

You must also add to your basis state and
local assessments for improvements such as
streets and sidewalks. These assessments
are discussed earlier under Real Estate
Taxes.

Repairs versus improvements. A repair
keeps your home in an ordinary efficient oper-
ating condition. It does not add to the value of
your home or prolong its life. Repairs include
repainting your home inside or outside, fixing
your gutters or floors, fixing leaks or plastering,
and replacing broken window panes. You can-
not deduct repair costs and generally cannot
add them to the basis of your home.

However, repairs that are done as part of
an extensive remodeling or restoration of your
home are considered improvements. You
must add them to the basis of your home.

Increases to basis generally
include :

Decreases to basis generally
include :

Improvements (see Improvements)

Special assessments for local
improvements (see Assessments
for local benefits )

Amounts spent to restore damaged
property

Insurance reimbursement for casualty
losses

Deductible casualty loss not covered
by insurance

Payment received for easement or
right-of-way granted

Depreciation deduction if home is used for
business or rental purposes

Gain from sale of old residence on which
tax was postponed

Value of energy conservation subsidy
(see Energy conservation subsidy)
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Records to keep. You may wish to use
Table 4 as a guide to help you keep track of im-
provements to your home. Also see the dis-
cussion on Keeping Records, later.

Energy conservation subsidy. If after 1992,
a public utility gives you (directly or indirectly) a
subsidy for the purchase or installation of an
energy conservation measure in your home,
you are not required to include the value of that
subsidy in your income. You will, however,
have to reduce the basis of your home by that
value.

An energy conservation measure is an in-
stallation, or modification of an installation,
that is primarily designed to reduce consump-
tion of electricity or natural gas or to improve
the management of energy demand.

Keeping Records

Keeping full and accurate records is vital to
properly report your income and expenses, to
support your deductions, and to know the ba-
sis or adjusted basis of your home.

How to keep records. How you keep records
is up to you, but they must be clear and accu-
rate and must be available to the IRS.

How long to keep records. Keep your
records for as long as they are important for
tax purposes. You must usually keep records
to support deductions for at least 3 years from
the date the return was filed, or 2 years from
the time you paid the tax, whichever is later. A
return filed before the due date is considered
filed on the due date.

Keep records relating to the basis of your
property as long as they are needed to figure
the basis of the original or replacement prop-
erty. These records include your purchase
contract and settlement papers if you bought
the property, or other objective evidence if you
acquired it by gift, inheritance, or similar
means. You should also keep any receipts,
canceled checks, and similar evidence for im-
provements or other additions to the basis.
Publications List
Order Blank



Table 4. Record of Home Improvements

Keep this for your records. Also keep receipts or other proof of improvements.
Caution: Remove from this record any improvements that are no longer part of your main

home. For example, if you put wall-to-wall carpeting in your home and later rep lace it with new
wall-to-wall carpeting, remove the cost of the first carpeting.

(@) (b) (c) (@) (b) (c)
Type of Improvement | Date | Amount Type of Improvement | Date | Amount

Heating & Air

Additions: Conditioning:

Bedroom Heating system

Bathroom Central air conditioning

Deck Furnace

Garage Duct work

Porch Central humidifier

Patio Filtration system

Storage shed Other

Fireplace

Other Electrical:

Lawn & Grounds:

Lighting fixtures

Wiring upgrades

Landscaping Other
Driveway
Walkway Plumbing:
Fences Water heater
Retaining wall Soft water system
Sprinkler system Filtration system
Swimming pool Other
Exterior lighting
Other Insulation:

Attic
Communications: Walls
Satellite dish Floors
Intercom Pipes and duct work

Security system

Other

Other

Miscellaneous:

Interior Improvements:

Built-in appliances

Storm windows and
doors

Kitchen modernization

Roof Bathroom modernization
Central vacuum Flooring
Other Wall-to-wall carpeting

Other
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List of Tax Publications for Individuals

Ganeral Guidss
1 ..., Your Rights ae a Taxpayer
17 ... Your Federal Incoma Tax

225 . Farmer’s Tax Guids

334 .. Tax Guida for Small Buainess

508 . TaxCalandars for 1995

553 .. Highlights of 1984 Tax Changes

910 .. Guide to Free Tax Saervices
{includes a list of publications)

Specialized Publications
3 ... Tex Information far Military
Persormel (Including Resarvists
Called to Active Duty)
84 ..... Tax Guida for U.S. Citizens and
: FAesident Alieng Abroad

378 . .Fuel Tax Credits and Rafunds

448 . Federal Estate and Gift Taxes

463 .. Travel, Emertainment, and
Gift Expenses

§13 .. Taxinformation for Visitors to the
United States

S14 .. Foreign Tax Credit for individuals

5168 .. Tax information for U.S.
Government Civilian Employess
Stationed Alwoad

517 .. Social Security and Other
Information for Mambers of the
Clargy and Religious Workers

519 .. U.5. Tax Guide for Alians

520 .. Scholarshipa and Fellowships

521 .. Moving Expenses

523 .. Selling Your Home

524 .. Craditfor the Elderty or the

Disablad
525 .. Taxable and Nontaxable Income
§27 .. Reskientigl Rental Propeny
528 .. Miscetlanecus Daductions

530 .. Tax Intormation for First-Time

531 ..Reparting Tip income
532 ..Sef-Employment Tax
534 . .Depreciation

537 .. Instaliment Sales

541 .. Tax Informaton on Partnerships

544 . Sales and Other Dispositions of
Assets

547 ..Nonbusiness Disastars, Casuaities,
and Thefts

550 ..Invastment income and Expenses
551 ..Basis of Asssts

552 ..Recordkeeping for individuale
554 .. TaxInformation for Older

Americans

555 . .Federal Tax Informationon
Community Property

558 . .Examination of Retums, Appsal
Rights, and Claima for Refund

558 . .Survivors, Executors, and
Administrators

580 . .Retirement Plans for the

Seit-Employed
561 ..Determining the Vakm of Donated
Property

5684 .. Mutual Fund Distributions
570 .. TaxGuide for individuals with
incoma from L).S. Possagsions

571 ..Tax-Shaiterad Annuity Programs for

575 .. Pension and Annuity Income
(Inchuding Simpiified General Rule)

. . Nonbusiness Disaster, Casualty,
and Theft Loss Workbook

- . Business Lise of Your Home

. - iIndividual Ratirement

g8 §

Arrangaments (IRAs)

583 .. Tax Highlights for U.S. Citizens
and Rasidanta Going Abroad

584 .. Undarstanding The Collection
Process

506 . .Eamed Incoms Cradit

597 ..Information on the Uniled Stwies-
Canada Income Tax Treaty

721 .. Tax Guide 10 U.8. Civil Service
Ratirement Banefits

901 _.U.S. Tax Treaties

807 .. Tax Highlights for Pavsons with
Disabilities

Tax forms, publications and instructions luted on the order blank
You can get the following forms, scheduies, and instructions at participating banks, post offioss, or Noraries.

Form 1040

instructions for Form 1040 & Schedules
Schadule A for itamized daductions
Schedula B for interest and dividend
income if over $400; and for answering the
foreign accounts or lorgign trusts questions

Schedules EIC for the samed incoma credit
Form 1040A
Instructions for Form 1040A & Schedules
Schodule 1 for Form 1040A flare to report

Fl

908 | Tax 1nﬁ:rmaﬁon on Bankruptcy

811 Tax Information for Direct Sallers

915 .. Social Security Benefits and
Equivalont Railvoad Retirgment
Bonafits

917 .. Businass Useof aCar

819 .. I3 My Withholding Carract for
19957

925 .. Passive Activity and At-Risk Aules

926 ..Employment Taxes for Household
Employers

829 .. TaxRules for Childran and
Dependerts

938 ..Homa Mortgage interest Deduction

838 ..Feal Estate Mortgaga Investment

Conduits (REMICa) Reporting
intfarmation

B4S .. TexInformation for Those Atfected
by Operation Desart Storm

848 ..How To Begin Depraciating Your
Property

847 .. Practice Before the IRS and Power
of Attorney

950 .. Introduction to Estate and Gift
Taxes

1244 ..Employee's Daily Recond of Tips
and Report fo Empioyers

1542 ..ParDiem Rates

1544 .. Reporting Cash Payments of Over
$10,000

1548 . .How 1o use the Problem Readlution
Program of the IRS

Spenish Language Publications

18P .. Derechos dal Contribuyente

5565P . . Revision de las Daclaracionas de

impuests, Derecho de Apelacion y

Reciamaciones da Reambalacs

. Como Praparar la Declaracion da

Impuesato Federal

. Comprendiando ol Proceso de

Cobro

598SP . . Cridito por Ingreso del Trabajo

850 . .English-Spanish Glossary of Worda
and Phrases Usad in Publications
Insuad by the iIntemal Reverue
Service

5705P.
SO4SP .

Schadule 2 for Form 1040A filers 1o report
child and dapendent carg expenses
Form 104062
Instructions for Form 1040E2

You can photocopy the #lema listed below (as well as thoss kisted above) at participating kbraries or order them from the IRS.

Schedule 3, Credit for the Eidedy or the
Disablad for Form 1040A Filers
Schedule C, Profit or Loss From Business
Schedula C-EZ, Net Profit From Business
Scheduls D, Capital Gains arnd Losses
Schedule £, Supplementa incoms and

Loss
Schedule F, Profit or Lose From Farming
Schedule R, Credit for the Eidery or the
Disabled

Sohedule SE, Seli-Employment Tax

Form 1040-E8, Estimated Tax for
Individugly

Form 1040X, Arnendad LS. individual

Page 10

Income Tax Return
Form 2108, Empioyes Business Expansss
Form 2108-EZ, Unreimbursed Emploves
Business Expanses
Form 2118, Sale of Your Home

Extension of Time To Fig U.S.
Individual incoms Tax Retumn

Form 5329, Return for Additional Taxes
Attributabls o Qualified Retirement
Plans, Annwities, and Modified
Encowment Contracts

Form 5283, Noncash Charitable
Conributions

Form 8552, Pasaive Activily Loss
Limitations



How to Get IRS Forms and Publications

You can visit your local IRS
oftice or order tax forms
and publications from the
IRS Forms Distributian
Center listad for your state
at the address on this
page. Or, if you prefer, you
can photocopy tax forms
from reproducible copies
kept at participating public
librarigs. in addition, many
of thesae librarias have refa-
rence seta of IRS publica-
tions that you can read or

copy.

Order Blank

Wa will send you 2 copiss
of each form and t copy of
each publication or set of
instructions you circie.
Please cut the order blank
on the dotted line above
and be sure to print or
type your name and ad-
dreas accurately on the
bottom portion.

Enclose thia order blank
in your own envelope and
address your envelope 10
the IRS address shown
above for your state.

To help reduce waate,
please ordar only the
forms, inatructions, and pu-
blications you think you will
need 0 prepare your rg-
turn.

Use the blank spaces to

order itoms not listed. i you
need more space, attach a
separate sheet of paper lis-
ting the additional forma
and publications you may
need.
You should eithar re-
ceive your order or notifica-
tion of the status of youwr or-
dar within 7-15 work days
after wa raceive your re-
quest.

Whers Ta Mait Your Ordar Biank for Free Forms and Publications

¥ youlive ine Mall to; Other locations:

Alaska, Arizona, Calitornia, Colorado, Hawai, Western Area Forsign Addressen—

ldaho, Kanass, Montana, Nevads, New Oistribution Canter Taxpayers with mailing sddrowses

Mapdco, Oklahoma, Oregon, Utalh, Rancho Cordova, CA In foreign countries should masl

Washington, Wyoming, Guam, Northem 95743-0001 this order biank i either: Eastam

Marianes, American Samoa Aren Distribution Center, P.0Y. Box
25388, R .

Algbama, Arkansas, (Bnois, Inciana, lows, Certral Area o Wersormored VA 23208.8107:

Kentucky, Louisiana, Michigan, Minnesota, Oistribution Center Center, Riancho Cordove, GA

Missiasippl, Missouri, Nebraska, North P.0. Box 6903 95743-0001, whichaver i ckaser,

Dakata, Ohig, South Dakots, Tenneesoe, Blaorningson, IL Muil letter 2 for other §

Texan, Wisconsin 61702-0903 and publications to: Eastem Arsa

Connecticut, Delewars, District of Columbia, Eastern Aroa Distrbution Center, P.O. Box

Florida, Geargla, Malna, Maryland Digtrikuabion Center 25808, Richmond, A 23288-8107.

Massachusetts, New Hampshire, New P.O. Box 83074

Jaresy, New York, North Carolina, RAichmond, VA Puerto Rico—Eastem Arsa

Penneylvania, Ahode Isiand, South Carciing, 23261-8074 E%ir:u;on Center,

Varmont, Vinginia, Wast Virgina 0. Box 25088,
Fichmond, VA 23288-8107.
Virgin lelande—V.|. Bureau of
intarnal Revanue, Lockhan
Garders, No. 1-A
Chariatte Amalle,
St. Thomas, V1 00002

-------------------------------- o - N S N NS EE SN AN SN e i s SR Ak ok mE A A W

1040 Schadule € | 1040E2 2418 sa224 Pub. 508 Pub. 554

(1040} Instructions | Instructiona

instructions | Schedula R | Instructiona | 38034 Ba20 & Pub. 508 Pub. 575

for 10404 { (1040 & for {040EZ | instructions | Inetructiona

Schackies | inetructions

Schocies | Schadule 1040-E8 45828 Pub. 4 Pub. 521 Pub. 580

ABB (1040) [ SE(1040) |{100H}& inatructions

Ingiructions

ScheculeC | 10404 1040X & 4868 8, Pub. 17 Pub. 523 Pub. 508

(1040) Instructions | Inetructions.

Schedule | inetructiona }21088 53204 Puld. 334 Pub. 525 Pub. 910

CEZ {1040} |for 1040A % | lnatuctions | iretnactione

Schedules

ScheduleD |Schedule1 |2108-EZ4 |s283a Pub, 463 Pub. 527 Pub. 917

(1040) {1040A) Inatructions | Insinuciion

SchaduleE | Schecue2 | 21194 8582 4 Pul. 501 Pub. 820 Pub. 928

(1040) (1040A) Insirucions | Instructions

Schedule Schadulad |22104 8000 & Pub, 502 Pub, 550 Pub. 538

EXC{1040A |(1040A)& | instructions | inetructions

or 1040) Instrucions

Name

Number and street

City or town State ZIP code
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