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BusiNgss & Tax PLANNING IDEAS for OUR CLIENTS and FRIENDS

New Tax Credit for Homebuyers
Is Really a Loan

In July, Congress passed the Housing and
Economic Recovery Act of 2008, which
President Bush signed into law. This act con-
tains multiple provisions aimed at stimulat-
ing the housing market, along with several
revenue raisers designed to hold down the
government’s costs.

One key provision is a tax credit for first
time homebuyers. This allowance may be
valuable to many individuals and families,
but it is not a “pure” tax credit. Instead,
selected homebuyers will receive what
amounts to a loan from the federal govern-
ment. Taxpayers can repay this loan over
many years at no interest.

A credit, not a deduction
Some tax benefits are deductions, which
reduce your taxable income. If you are in a
25% tax bracket, a $10,000 deduction
reduces your income by $10,000 and saves
you $2,500 in income tax: 25% of $10,000.

A tax credit, on the other hand, reduces
the tax you owe. That is, you fill out your
tax return and arrive at your tax obligation.
Then a credit cuts your tax bill, dollar for
dollar. The tax credit in the new housing act
is 10% of the purchase price of the house.
The cap on this credit is $7,500 for single
taxpayers and for married couples filing
jointly.

Example #1: John Allen buys a house for
$100,000 and gets a $7,500 tax credit under
the new law. Without the tax credit, he owes
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.$10,000 in federal income tax for the year.

The $7,500 credit reduces his tax obligation
from $10,000 to $2,500.

Paying it back

As mentioned, the new housing credit is not
a true tax credit. Taxpayers who take this
credit generally will repay the same amount
in higher taxes over a 15-year period.

Example #2: John Allen buys his $100,000
house in November 2008 and claims the
$7,500 credit on his 2008 tax return. Starting
with John’s 2010 tax return, he'll pay an
extra $500 in tax each year, for 15 years. In
reality, this “tax credit” is a long-term, inter-
est free loan from Uncle Sam.

Many taxpayers, of course, will sell the
home before the 15-year period is over. In
that case, the taxpayer will have to repay the
outstanding amount due with the tax return
for the year of the home sale. However, this -
repayment can’t exceed the taxpayet’s gain
on the sale. For the purpose of figuring this
gain, the home’s adjusted basis (defined in
Example #3) is determined by reducing the
original basis (defined in Example #3) by the
amount of the credit that has not been
repaid to the government.

Example #3: John Allen lives in his house
for several years, making four payments of
$500 each on his tax returns for 2010, 2011,
2012, and 2013. He has repaid $2,000 toward
the $7,500 credit and still owes $5,500 in
future taxes. Then John sells the house.
John's basis in the house is the $100,000 he
paid, assuming he has not made any capital
improvements. If $5,500 of his $7,500 tax
credit has not been repaid to the government

continued on page 2
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on the date of the home sale, he
must reduce his basis in the house by
$5,500. Therefore, John’s basis drops
from $100,000 to $94,500. This $94,500
is his ad]'usted basis.

Suppose that John nets $96,200
from his home sale, after selling costs.
With an adjusted basis of $94,500, John’s
gain from the sale would be $1,700:
$96,200 minus $94,500. That $1,700 is
the amount he will have to pay on his
next tax return, ending his involve-
ment with the housing credit. If John
had sold his house and netted $100,000
or mote, he would have had a gain of at
least $5,500 and therefore would have
had to repay the government $5,500
for the tax credit he previously claimed.

Where credit is due

In order to qualify for this housing cred-

it, taxpayers must meet certain criteria.

» First time homebuyers. A single tax-
payer must not have owned a house
and used it as a principal residence
in the previous three years.

Example #4: John Allen buys his

house on November 15, 2008. In
order to get the credit John cannot
have owned a home and used it
as a principal residence between

November 15, 2005 and November
15, 2008. If John had owned a vaca-
tion home or an investment prop-
erty during that period, he still
could qualify as long as he didn’t
use it as a principal residence. For
married couples, both spouses must
meet the requirements for single
taxpayers.

s Income limits. To get the full cred-
it, a single taxpayer can have in-
come no higher than $75,000.
There is a phaseout up to $95,000.
A single taxpayer with $80,000 in
income, for example, is 25% through
the phaseout range and thus couid
get a tax credit up to 75% of the
maximum: $5,625.

Married couples filing joint tax
returns must have income of $150,000
or less to get the full $7,500 tax credit.
The phaseout range for these couples
is between $150,000 and $170,000.

Time limits

The tax credit in the housing act is
retroactive to April 9, 2008. I you
bought a house on that date through
December 31, 2008, you can claim a
credit on your 2008 tax return (assum-
ing you meet the previously mentioned
qualifications). If you're qualified and
buy a house in the first half of 2009, you
can choose to claim the credit on either
your 2008 or 2009 tax return. Qualified
buyers who purchase a home in January
through June 2009 can amend their
2008 tax retumn to claim this credit if
they have already filed their 2008 return
before the home purchase.

After June 2009, the credit will no
longer be available under the new law.
Therefore, if you qualify and are inter-
ested in buying a home to live in, buy-
ing before next July will offer some
near-term financial relief. Even if you
can'’t qualify for the credit, you might
suggest that a child or grandchild act
in time to use it.

Home Conversions Will Become More Taxing

When you sell your home, you
become eligible for one of the most
generous breaks in the tax code. The
new housing act, though, will limit
this tax benefit in some situations.

Explaining the exclusion

To understand how the new law will
work, you should understand the basic
tax break offered to home sellers since
1997. If you sell your home at a profit,
you may be able to exclude from tax
up to $250,000 worth of gains.
Married couples filing joint returns
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may be able to exclude as much as
$500,000 of home sales gains. In order
to take these exclusioms, you must
have owned the home and used it as
your principal residence for at least
two of the five years preceding the sale
date. Taxpayers can use these exclu-
sions multiple times, but not more
often than every two years.

Moving violations

The tax law, as described above, pro-
vided opportunities for taxpayers own-
ing two or more homes. A hypothetical

|

Matt and Jennifer Jones, for example,
might sell their appreciated principal
residence and take a capital gain exclu-
sion up to $500,000. Then Matt and
Jennifer could move into their vaca-
tion home, wait two years, and take
another $500,000 exclusion on a sub-
sequent sale. They could employ simi-
lar tactics with homes used as invest-
ment property.

The new housing act will cut the
tax benefits from such strategies.
Essentially, if you move into a house
that you have owned but not used as a
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principal residence, any gain on a sub-
sequent sale will be partially taxed.

Example #1: Kenneth and Amy
Brown buy a vacation home on
February 1, 2009 for $200,000. On
February 1, 2011 they move into that
house, full time. On February 1, 2015
they sell the house for $320,000 after
selling costs. At that point, the Browns
have owned the house for six years but
used it as a principal residence for only
four years. For the other two years
(one-third of their ownership) it has
not been their principal residence.
Thus, one-third of their $120,000 gain
($40,000) will not be eligible for the
home sale exclusion. The Browns will
owe tax on a $40,000 long-term capi-
tal gain.

The same results will apply if the
Browns move into a home they had
been renting to tenants. In that case,
the Browns would have to pay tax on
depreciation deductions they claimed
while the house was investment prop-
erty in addition to tax on the applica-
ble long-term capital gain.

Employing the exceptions

Although the new law will reduce the
$250,000 and $500,000 capital gains

exclusions for home sales in some sit-
uations, as described above, it also
includes some exceptions to the
tougher new rules. For example, the
new law won’t consider how the
house was used before January 2009.

Example #2: Say that Art and Janice
Wilson bought a vacation home in
January 1990 for $300,000. That house
has appreciated tremendously and
now would sell for $1 million. The
couple could move into the house full
time in November or December 2008.
Two years after moving in, the
Wilsons could sell the house. If they
sell the house for $1 million, they’d
have a $700,000 gain. They could use
the entire $500,000 capital gain exclu-
sion, with no reduction, and owe tax
on only a $200,000 gain.

What if the Wilsons move into the
house in January 2010 and sell it in
January 20127 Only one year (from
January 2009 to January 2010) will be
considered when computing the reduc-
tion in the home sale exclusion. That’s
the post-2008 period when the house
was not their principal residence. The
Wilsons will have owned the house for
22 years, so 1/22 of their gain will be
ineligible for the home sale exclusion.

Suppose the Wilsons sell the house
for $1.4 million, which gives them a
$1.1 million net gain on the sale? Of
that $1.1 million gain, 1/22 ($50,000)
would be ineligible for the exclusion.
The other $1.05 million would be eli-
gible, so the Wilsons could take the
full $500,000 exclusion and owe tax
on a $600,000 long-term gain.

What's more, moving out of the house
after you have used it as a principal resi-
dence won'’t reduce your exclusion as
long as you meet the basic ownership and
residence tests. Nevertheless, if you had
been planning to move into a vacation
home or rental property that you already
own, doing so before year-end 2008 may
be a significant tax saver. Our office can
help you go through the steps to establish
such a home as your principal residence.

New Hope for Homeowners

One section of the new law evolved
from the “HOPE for Homeowners
Act.” According to government esti-
mates, about 400,000 borrowers now
in danger of losing their homes will be
able to refinance existing mortgages,
replacing them with lower-cost loans
insured by the federal government.

Loan arrangers

Under the Homeowners Act section of
the new law, mortgage lenders can
choose to write down the value of
existing mortgages to 90% of the
home’s current value. Thus, if the
home is now appraised at $200,000,
the loan would be reset at $180,000,
even if the balance is, for example,
$220,000 or $240,000. The Federal

Housing Administration (FHA) will

insure the new 30-year, fixed-rate

loans made under this provision of the

new law if the borrower is:

¢ Living in the home. This program
is not meant to help real estate
investors or people trying to keep
second homes.

¢ Pressed to pay the debt. Borrowers
must provide documentation show-
ing that their monthly mortgage
payments are at least 31% of their
monthly income as of March 1,
2008.

¢ Homest. Borrowers who want this
mortgage break will have to certify
that they have not intentionally
defaulted on an existing mortgage,
did not obtain the existing loan

2]

i fraudulently, and have not have
i been convicted of fraud.

! Participating lenders must agree to
| waive any penalties or fees as well as
% help pay for the origination and clos-
; ing costs of the new loans. Home-
E owners, for their part, must agree to
! share any future profits with the
i federal government when they sell
3 the house. Borrowers who refinance
i under this program will forfeit no less
i than 50% of the home’s future appre-
! ciation. If they sell the house within
| five years, they will give as much
i as 100% of the profits to the federal
:’ government. '
i This refinancing program began in
" October and will run until September
| 2011.
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Raising the Ceiling on Conforming Loans

The new housing act also raises the
limits on “conforming” loans to
$625,500. Such an increase may lead
to lower interest rates on some loans
and greater refinancing opportunities.
These potential benefits stem from the
structure of the U.S. mortgage market.

Fannie Mae and Freddie Mac (two
companies that receive financial relief
under the new law) buy many mort-
gages issued in this country and sell
them to investors. Because Fannie Mae
and Freddie Mac are considered gov-
ernment-sponsored enterprises, the
securities they issue and sell to investors
have an implicit federal guarantee.
Because of the implicit federal guaran-
tee, investors in mortgage-backed

securities prefer issues from Fannie
Mae and Freddie Mac. Those two com-
panies, though, buy only conform-
ing loans, which had been limited
to $417,000 in many parts of the
country.

Jumbo problems

Mortgages in excess of the ceiling
for conforming loans are known as
“jumbo” loans. As investor demand
for conforming loans increased be-
cause of the implied federal guarantee,
there was less investor demand for
securities backed by jumbo mortgages.
Reduced demand, in turn, has caused
lenders to charge borrowers higher
interest rates for jumbo loans.

As of this writing, for example,
jumbo mortgage rates average 7.49%
for 30-year fixed-rate loans while simi-
lar conforming loans average only
6.36%. By raising the roof on conform-
ing rates, Washington hopes to narrow
that spread and make mortgages more
affordable for buyers in high-cost
areas.

Reduced Fees for Reverse Mortgages

Typically, home mortgages are used to
buy a house or other dwelling. The bor-
rower makes monthly payments to the
lender, gradually reducing the debt.
“Reverse mortgages” flip the equation.
The borrower is a homeowner with lit-
tle or no debt on the house. The lender
advances cash in a lump sum or in
smaller amounts; the borrower does not
have to repay principal or interest as
long as he or she remains in the home.

More money...
Most reverse mortgages are home
equity conversion mortgages (HECMs),
which are guaranteed by the federal
government. They are available only
to homeowners who are at least 62.
The federal government caps the
amount borrowers can receive with a
HECM. Depending on housing prices
where you live, the maximum has
ranged from $200,160 to $362,790.
Under the housing act, the new maxi-
mum HECM amount is $417,000 in
most areas. In expensive housing mar-
kets, the maximum HECM goes as high
as $625,500. The bottom line is that now
HECMSs will be more appealing to sen-
iors who live in expensive homes.
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..Lower fees

While the new housing act increased
the amount you can borrow with a
HECM, it also reduced the costs, espe-
cially on large loans. The origination
fees lenders can charge have been
capped at 2% of the home’s value or
2% of the local HECM lending limit,
whichever is lower. The new law
reduced the maximum fee to 2% of
the home’s value, up to $4,000 on a
$200,000 home, and 1% on any higher
value, with a maximum origination fee
of $6,000.

In addition, the housing act re-
quires HECM borrowers to receive
counseling before signing a contract
from a knowledgeable third party who
is not associated with the lender.
Lenders and their affiliates are prohib-
ited from selling insurance, annuities,
or other products to HECM borrowers.

Shifting into reverse

Why did the new housing act include

reverse mortgage provisions? Possible

reasons include the following:

» Increased promotion. Given the
current unrest in the traditional
housing and mortgage markets,

|+

some lenders are devoting more of

their marketing efforts to reverse

mortgages. Seniors may see or hear
more ads for reverse mortgages
these days.

* Decreased home prices. Seniors
who had planned to sell their
home may not be able to get the
price they expected because of the
housing slump. Those seniors may
prefer to raise cash via a reverse
mortgage rather than sell at a dis-
tress price.

Also, some lenders may urge seniors
to take a reverse mortgage now, based
on current home equity, rather than
wait and see their equity decline fur-
ther if home prices keep falling.
Considering the likelihood that de-
mand for and promotion of reverse
mortgages will increase, Washington
acted to control their costs and bolster
consumer safeguards.

Money from home

Should you (or your parents) consider
a reverse mortgage? In order to decide,
you should know some of the basics.
Reverse mortgages are secured by the
equity in a principal residence. The







