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New Law Eases Some Mortgage Woes

After years of soaring home prices, housing
values are falling in many areas of the U.S.
In some cases, homeowners are selling for
less than their mortgage balance or even
walking away from highly leveraged houses.
Such actions can have serious and unexpected
tax consequences. However, temporary
relief is available, thanks to the Mortgage
Forgiveness Debt Relief Act of 2007, which
President Bush signed into law at year’s end.

Can’t win for losing

The tax code generally requires a taxpayer to
pick up taxable income when debt is dis-
charged. That is, if a lender forgives debt you
owe, you will have income equal to the
amount of the cancelled debt.

Example #1: Suppose Jim Smith bought a
house for $450,000 at the peak of the real
estate boom. He made a $50,000 down pay-
ment and obtained a $400,000 mortgage. Jimn,
who used the house as his primary residence,
was personally liable for the mortgage. In
2007, when the loan balance was $390,000,
Jim got a job in a different city and sold the
house. He received only $350,000 because the
house had lost value.

As you can see, Jim lost his $50,000 down
payment. What's more, the $350,000 he
received was not sufficient to cover the
$390,000 mortgage value. Nevertheless, the
lender agreed to accept his $350,000 and can-
celed the loan, effectively forgiving $40,000.
Normally, the lender would report that $40,000
cancellation of debt to the IRS. Likewise, the
lender would report to the IRS when a mort-
gaged property was abandoned, foreclosed,
repossessed, or reacquired by the lender.
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In all such cases, the resulting-income
would be taxed at ordinary income rates. With
$40,000 in taxable.income from debt cancella-
tion, Jim might owe $10,000-$15,000 in tax.

Tax relief for debt relief
The new law relieves Jim from having to pay
this tax. This provision is retroactive, so it
applies to discharges of home mortgage debt
that occurred in 2007. A similar tax shelter
applies to debt cancelled in 2008 and 2009.
Up to $2 million of cancelled debt qualifies for
the tax relief.

As you might expect, there are limits to the
tax break. For one, it applies only to debt relief
from “qualified principal residence indebted-
ness.” That is, the exception to prevailing law
applies only to debt that was used to acquire,
construct, or improve your principal resi-
dence, and the debt must be secured by that
residence. Thus, there is no tax break for dis-
charge of a home equity loan if the loan pro-
ceeds were used for purposes other than home
improvements. Debt relief for vacation homes

continued on page 3
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More Year-End Tax Changes

Besides cancellation-of-debt relief, the
Mortgage Forgiveness Debt Relief Act
of 2007 has other provisions that
might prove helpful to you.

More time for surviving spouses

As mentioned in the preceding article,
you can exclude $250,000 worth of
gains from the sale of your home.
Married couples filing jointly get an
even better break: They can exclude
up to $500,000 of gains as long as
both spouses occupied the house as a
principal residence for at least two
years (730 days) of the five years pre-
ceding the sale.

That sounds fine, but what if a hypo-
thetical Beth Williams died in late
2007, and her widower Bob decides he
wants to sell the big house in which
they lived. Under federal law, as an
unmarried surviving spouse, Bob would
be able to claim the larger exclusion
available to married couples only if he
sold the house within the calendar year
of the deceased spouse’s death. As a
result, many surviving spouses had to
settle for a $250,000 exclusion rather
than a $500,000 exclusion. That’s not
the case under the new law. Effective
for sales after 2007, an unmarried sur-
viving spouse can exclude up to
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$500,000 worth of gains on a home
sale, providing the sale occurs within
two full years of the spouse’s death.

Example: Beth dies on October 31,
2008.

Qld law: To get the $500,000 exclu-
sion, Bob must sell the house in the
year of death—by December 31, 2008.

New law: Bob has two full years,
until October 31, 2010, to sell the
house and take the larger tax break.

To get the bigger tax break, all of
the requirements for the $500,000
exclusion must have been met at the
date of the spouse’s death.

Mortgage insurance deductions

Many homeowners buy mortgage
insurance when they take out a home
loan. Prior law called for the insurance
premiums to be tax deductible, but that

i law was scheduled to expire after 2007.

The new law extends this provision;
premiums paid through 2010 may be
deducted as if they were home mort-
gage interest. Unlike home mortgage
interest, however, the mortgage insur-

| ance premium deduction is subject to a

phaseout. If your adjusted gross income

I (AGD) is over $100,000, each additional

$1,000 of AGI cuts the writeoff by 10%.

Example: With an AGI of $100,001,
you can deduct only 90% of your
mortgage insurance outlays. At an AGI
of $101,001, you can deduct only 80%,
and so forth. As you can see, if your AGI
is $109,001 or higher, you'll get no
deduction at all.

Revenue raisers

Two not-so-helpful provisions of the

new law may affect small companies:

* Partnership returns. Failure-to-file
penalties relating to partnership
returns are now in effect for 12
months, up from 5 months under
prior law. The penalties have been
increased, too, from $50 to $85 per
partner.

2 |

¢ S Corporation returns. Penalties for
failing to file an S corporation return
or failing to provide required infor-
mation on the return can be assessed
for 12 months. The penalty is $85
per shareholder per month.

Alleviating the AMT .
Another new law, the Tax Increase
Prevention Act of 2007, provides a
“patch” for the alternative minimum
tax (AMT). The law increases the 2007
AMT exemption amounts beyond
their 2006 levels and sets them much
higher than they would have been
without thé one-year relief. The 2007
AMT éxemption amounts have been
set at $66,250 for joint returns and
$44,350 for single filers. Those num-
bers were $62,550 and $42,500, respec-
tively, in 2006.

In' addition, the new law allows
taxpayers to use personal tax credits to
offset the AMT, as has been the case
in the past. These two provisions will
allow an estimated 20 million taxpayers
to avoid the AMT for 2007.

Siates Maost Heavily Hit
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One Foot in the Office, One Foot on the Beach

People near retirement age may find |
that they don’t want to stop working E
altogether. Knowing the Social Security !
payment rules will help you make the
best choices about how much you'd
like to work and how much you should
earn. New limits, effective in 2008,
may make part-time working more
worthwhile.
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Easing into retirement E
Increasingly, Americans are interested !
in “phased retirement.” In phased ;
retirement, you wind down a full-time |
job or career. Before leaving-the work- |
force, you intend to work part-time, !
often with more flexibility. !
What might cause you to consider |

a phased retirement? Among the pos-
sible reasons: i
* Sale of a business. Once you've sold |
the company you’ve built and pock- |
eted the proceeds, you feel you're |
ready for another challenge—per- |
haps one that’s not so stressful. |

» Company restructuring. Your em- !
ployer may be downsizing, or your |
operating division might be sold. |
You could lose your job in your 50s |

or 60s yet feel you’d like to keep s
working at a reduced pace. :

¢ Pension eligibility. Some workers !
are entitled to a lifetime pension |
after 20 or 30 years of service. This |
income means you no longer have ;

to put in 50-hour weeks, but you |
might not want to be idle either. !

¢ Family issues. You might want to_;
spend time with an aging parent, |
for example, or get to know your i
grandchildren. !

Full retirement age
If you're contemplating phased retire-
ment for any reason, a key date is your
“full retirement age” (FRA). The lowest
FRA is 65, for people born during 1937
or earlier. Then FRA increases according
to the year when you were born. For
instance, a person born in 1955 has an
FRA of 66 and 2 months, while everyone
bormn in 1960 or later must wait until 67
to achieve FRA. The Social Security
Administration offers an FRA calculator
at www.ssa.gov/pubs/ageincrease.htm.
Regardless of your FRA, no one can
receive retirement benefits until age 62.
Your FRA has a critical relationship
to the amount of money you can earn
without a reduction in Social Security
benefits. Before the month you reach
your FRA, your check may be reduced if
you have certain amounts. of earned
income. In 2008, the earnings penalty
kicks in at $13,560 of earned income if
you won't reach FRA this year. Above
that amount you'll lose $1 in benefits
for every $2 of earned income in 2008.
Example: Alice Jones is 63 this year.
She has left her corporate job and earns
$20,000 as a consultant in 2008. Alice
will be $6,440 over the limit in 2008:
$20,000 minus $13,560. Divide $6,440
by 2 to get the earnings penalty. That
result is $3,220, which will be subtracted
from Alice’s Social Security checks.
The earnings penalty eases during
the calendar year you reach FRA. In
2008, you can earn up to $36,120 in

the months before you reach FRA.

Over that amount, you'll lose $1 in
benefits for every $3 of earned
income. Beginning the month you
reach FRA, you can earn any amount

and collect an undiminished Social
Security check.

Required minimum distributions

You also should keep in mind the rules

of required minimum distributions

(RMDs) from retirement plans while

considering phased retirement:

* You have to begin RMDs from your
IRA after age 70-1/2, regardless of
whether you're still working.

= If you're working as an employee,
you do not have to take RMDs from-
the company-sponsored retirement
plan—as long as you do not own 5%
or more of the company.

o If you are a 5%+ owner, you have to
begin RMDs from the company
plan after age 70-1/2, regardless of
whether you're still working.
Therefore, you might plan to cut

back on the hours you work or even

stop workirig altogether after age 70-

1/2. The income from RMDs can make

up for reduced earnings. v

ecurity
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continued from page 1 — New Law Eases Some Mortgage Woes

and investment property also will trig-
ger taxable income.

What's more, if you do use this pro-
vision to avoid cancellation-of-debt
income on your principal residence,
the basis of your home (its cost for tax
purposes) will be reduced by the
amount of canceled debt. This might
cost you tax on a sale if your long-
term gain is over $250,000 ($500,000
for couples filing joint returns).

At a loss for tax savings
In the preceding example, this new
law will save Jim some tax, but he still
faces a difficult situation. On a per-
sonal residence sale, you can’t deduct
the loss and you can't use the loss to
offset the tax you owe on a capital
gain from another asset sale.
Example #2: What if Jim decides to
rent his home to a tenant instead of
selling it at a steep loss? He might plan

|3

to use the home as rental property
until the housing market recovers. In
the meantime, he’ll live elsewhere and
collect rental income. Here Jim faces
another unpleasant surprise. According
to the tax code, when a tenant moves
in and a former residence is converted
to rental propetrty, the home gets a new
basis. That basis will be whichever is
lower, the owner’s current basis or the
fair market value of the house.

continued on page 4
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continued from page 3 — New Law Eases Some Mortgage Woes

Here, Jim’s basis in the converted
property would be its depressed value
of $350,000. If he sells a year later for
$375,000, he’d have a $25,000 taxable
gain on a property he bought for
$450,000 and sold for $375,000.

In fact, the IRS might say that Jim’s
basis (the value of the house at the
time of its conversion to rental prop-
erty) was lower than $350,000. Then
he’d owe even more tax on the sale.
To avoid this problem, Jim should
obtain a timely appraisal when the
conversion takes place. He coulid ask a
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i he can deduct only $3,000 per year -

local real estate agent for a dated state-
ment, assigning a likely selling price
for the house at that time.

Example #3: What if Jim had bought
a house as investment property in 2004
or 20057 Suppose he wants to sell
because the house is losing money—
even if that means taking a loss on the
deal? In this scenario, Jim’s loss would
be a capital loss, for tax purposes. He
could use that capital loss to offset cap-
ital gains, perhaps from stocks he sold.
If Jim has no capital gains, though,

against his ordinary income. He can
carry forward unused losses to later
years, but they will continue to be of
limited value (a $3,000 deduction each
year) until and unless he has capital
gains to offset.

The bottom line is that there are
many pitfalls that you must avoid if
you own real estate that has lost
value. Our office can help you by
examining your options and explain-
ing their outcomes so you can make a
fully informed decision.

In accordance with IRS Circular 230, this newsletter is not to be considered a “covered opinion” or other written
tax advice and should not be relied upon for IRS audit, tax dispute, or any other purpose.

The CPA Client Bulletin is prepared by AICPA staff for the clients of its members and other practitioners. The Bulletin carries no official authority, and its contents
should not be acted upon without professional advice. Copyright © 2008 by the American Institute of Certified Public Accountants, Inc., New York, NY 10036-8775.
Printed in the U.S.A. Sidney Kess, CPA, JD, Editor. For AICPA customer service call 1-888-777-7077 or visit www.cpaZbiz.com.
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