Housing and Economic Recovery Act of 2008
By Salvatore M. Di Costanzo
On July 30, 2008, President Bush signed the Housing and Economic Recovery Act of 2008, H.R. 3221
(HERA).1 HERA is being dubbed as a “rescue plan” for
the current economic crisis.
HERA contains roughly $16 billion of tax incentives
to rejuvenate lending and spur home ownership. Since
HERA is intended to be revenue neutral, it includes tax
incentives as well as revenue offsets.
While there are several tax provisions affecting
individuals,2 there are two that our clients should be
alerted to. The first is a possible increase in the standard deduction for those who do not itemize deductions. The second limits a taxpayer’s ability to fully
exclude the gain realized on the sale of a primary
residence where the premises were used other than as a
principal residence.

Increased Standard Deduction for Real Property
Taxes
When computing taxable income, a taxpayer is permitted to take either a standard deduction or to itemize deductions.3 The standard deduction is reported
directly on the taxpayer’s individual income tax return.
The taxpayer must elect to itemize deductions by filing
Schedule “A” with the taxpayer’s individual income
tax return. For 2008, the standard deduction is $11,900
for married taxpayers, and $5,950 for singles. Itemized
deductions include deductions for medical expenditures in excess of 7.5% of adjusted gross income,4 state
and local real property and income taxes5, mortgage interest,6 charitable contributions,7 etc. Obviously, when
the total of a taxpayer’s itemized deductions exceeds
the standard deduction, the taxpayer generally elects to
itemize deductions.
Many of our clients are retired and have satisfied
any mortgages. Although medical expenses may be
available as deductions, the limitation on the amount
of the deduction (i.e., medical expenses above 7.5% of
a taxpayer’s adjusted gross income) severely reduces
the amount of deductible medical expenses. Often, the
combination of real estate taxes, the deductible portion
of medical expenses, and charitable contributions simply are not enough to justify itemizing deductions.
Section 3012 of HERA amends Section 63(c)(1)
of the Internal Revenue Code (“Code”) to increase a
taxpayer’s standard deduction by the lesser of (i) the
amount allowable as a deduction for state and local
real property taxes or (ii) $500 ($1,000 in the case of
a married couple filing jointly). Although it may not
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seem significant, an elderly married couple on a fixed
budget with real property taxes in excess of $1,000
will save $150 if they are in the 15% tax bracket. This
provision applies to tax years beginning in 2008 and
can produce a benefit on the taxpayer’s 2008 individual
income tax return.

Limited Exclusion of Gain Pursuant
to Section 121
Section 121 of the Code allows a taxpayer to exclude $250,000 ($500,000 for married couples filing a
joint return) of gain realized on the sale of a principal
residence if the taxpayer used and owned the residence
as a principal residence for at least two of the five years
ending on the date of sale.8 In limited circumstances,
a taxpayer who cannot meet the “use and ownership”
tests is allowed a fractional exclusion. For instance,
where a taxpayer cannot meet the “use and ownership”
tests as a result of a change in employment, health
reasons, or other unforeseen circumstances, a fractional
exclusion may be allowed.9
Prior to HERA, taxpayers who owned both a principal residence and a vacation home, or a home used
for investment purposes, could avoid the capital gains
tax on the sale of both properties by selling the principal residence, and moving into the vacation home.
Once the “use and ownership” tests were met for the
vacation home, the taxpayer would again qualify to
apply Section 121 to the sale of the vacation home. In
such cases a married couple could exclude as much as
$1,000,000 of gain from the reach of the IRS.
Section 3092 of HERA amends Section 121(b) of the
Code to close this loophole. Under HERA, gain from
the sale of a primary residence attributable to periods
of “non-qualified use” is not excludable under Section 121(a) of the Code. “[N]onqualified use is defined
as any period (other than the portion of any period
preceding January 1, 2009) during which the property
is not used as the principal residence of the taxpayer
or the taxpayer’s spouse or former spouse.” It does not
include (i) any period after the last date the property is
used as a principal residence of the taxpayer or spouse,
(ii) any period (not to exceed an aggregate period of
10 years) during which the taxpayer or the taxpayer’s
spouse is serving on qualified official extended duty
and (iii) any other period of temporary absence (not
to exceed an aggregate period of two (2) years) due
to change of employment, health conditions, or such
other unforeseen circumstances as may be specified by
the Secretary.
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Under the new law if a taxpayer sells a principal
residence and moves into a vacation home or rental
property (“New Home”) after December 31, 2008, and
then subsequently sells the New Home, the taxpayer
must divide the aggregate periods in which the New
Home was not used as a principal residence by the total years of ownership. The fraction thus created is then
multiplied by the total realized gain from the sale of the
New Home. The product is the portion of realized gain
that cannot be excluded under Section 121.
The following example is provided in the technical explanation prepared by the Joint Committee on
Taxation:
Assume that an individual buys
a property on January 1, 2009, for
$400,000, and uses it as rental property for two years claiming $20,000
of depreciation deductions. On January 1, 2011, the taxpayer converts the
property to his principal residence. On
January 1, 2013, the taxpayer moves
out, and the taxpayer sells the property
for $700,000 on January 1, 2014. As
under present law, $20,000 gain attributable to the depreciation deductions
is included in income. Of the remaining $300,000 gain, 40% of the gain (2
years divided by 5 years), or $120,000,
is allocated to nonqualified use and is
not eligible for the exclusion. Since the
remaining gain of $180,000 is less than
the maximum gain of $250,000 that
may be excluded, gain of $180,000 is
excluded from gross income.
This article only addresses the situation where a
taxpayer sells a principal residence and moves into a
vacation home or investment property after December
31, 2008. The impact of the new law should be considered in other situations such as where a taxpayer
converts a principal residence into a rental or investment property.
For those who intend on selling a principal residence and relocating to a vacation home or investment
property, it may be prudent to advise them to accelerate such a move to limit the period of nonqualified use.
I have received several inquiries from clients who
misunderstand the new law. Many think that they can
no longer exclude the gain on the sale of their principal
residence. Hopefully this article will help you correct
such misconceptions.

On a Separate Note
Just as a reminder, in 2009, the annual gift tax
exclusion increases to $13,000 and the unified credit
increases to $3,500,000.
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