Tax Issues Associated With Real Estate

February 18, 2007

Dear Dave: We sold our home last year and we want to know if we have to file for any taxes on the sale?

Answer: A Real Estate sale may attract taxes, but it depends on the nature of your sale. 

Following a significant change to the law in May 1997, if the home was your principal residence and during the last 5 years you lived in the home for 2 years or more, and you made less than $500,000 profit as a married couple, there will be no taxes. You don't even need to mention it. A single person selling a principal residence can make up to $250,000 profit without incurring a tax obligation.

At closing, you would have been asked by the Title Company to complete a short questionnaire of 4 'true' or 'false' statements which trigger the  1099-S notification to the IRS of your sale, or not. It's probably a good idea to check with the Title Company to see if the 1099 form was issued, because the questionnaire, designed by your IRS, is horribly confusing, even misleading, and often answered incorrectly by the seller. If the IRS is notified of your sale, they will be looking for you to file information about the sale, even if reporting was not technically required.

If the property was rented out, it is a different matter completely. Let's say that you bought it for $250,000, sold it for $300,000, but had written off $40,000 in depreciation since you purchased the investment. You will have to pay regular taxes on the $40,000, now recaptured in the sale, plus Capital Gains tax (15%) on the $50,000 profit. These questions are contained, albeit obtusely, in the Title Company's questionnaire.

With an investment property, it is possible to defer the Capital Gains Tax, using Section 1031 of the IRS Code, by reinvesting immediately in another real estate investment. The rules for this maneuver are highly complex, and you should always contact your Realtor or Accountant prior to the sale to set the stage for a 1031 exchange.

Dear Dave: What tax deductions can I claim in relation to my personal residence?

Answer: You can claim, in your itemized deductions, the amount paid for property taxes, and interest paid on your mortgage, or mortgages (if more than one).

Some people are not aware that there is a product available, called the Equity Line of Credit, which enables you to borrow money against your home, to spend on anything from a new car to a vacation on Maui, and the interest is still deductible, because it is incurred against your principal residence. This is a better way of borrowing money for some purchases, because car loans and credit card interest are not deductible, and often more expensive.

Dear Dave: I am a Realtor in Alaska, though not in Anchorage, and was wondering what would be the single most important tax advice that you could give me?

Answer: Apart from keeping proper records of your business, the single most important piece of tax advice I would give to you, or any other self-employed person, is to maximize your SEP-IRA contribution.

Realtors are technically self-employed because they are independent contractors, so they fall into the same class, for tax purposes, as any other independent business operator.

The contribution made to a SEP-IRA retirement fund cannot generally exceed 20% of your Adjusted Self Employment Earnings, but make sure you contribute this fully before 15th April, or by your extended Due Date for filing. Income Taxes are deferred on all SEP-IRA contributions until you withdraw the money in the future as ordinary income for your retirement years.

You should consult with your Tax Accountant for more precise information about your maximum permissible contribution because the calculation, referred to above, is a little complex. Also, your due date for the contribution can be as late as October 15th, depending on whether you apply for an extension.

Tax deferral increases your wealth! Whether it is a deferral on Capital Gains tax, as in the previous question, or a deferral of taxes on your ordinary income, tax deferral is the only gift you receive from the IRS. In fact, 90% of the wealth accumulation in the United States occurs from the process of deferred taxes!

You may not have access to the high-powered techniques of the super-wealthy, but any self-employed person is foolish not to take advantage of the maximum SEP-IRA contribution available. Find the money now, and put it away in your retirement fund.

Dear Dave: How do we find the amount of property taxes for our 2006 return, to claim the deduction? Is it the amount we pay to our mortgage company each month?

Answer: No, it is not the escrow payment included with your monthly lender coupon.

The amount you pay to your lender for property taxes is an estimate and is, in effect, a deposit into a savings account so that property taxes can be paid when due.

The deduction for property taxes on your principal residence is the amount assessed by the Municipality (or Borough), and is usually paid in 2 installments, May and August, by your lender.

The taxes assessed for 2006 on your property, provided they were in fact paid during 2006, are deductible with other itemized deductions on your return.

Any amount claimed for interest on your home loan will have been notified to you, on a Form 1098, by your lender on or before January 31st, in accordance with Federal law. This form should also include a column for Property Taxes paid.

