Tax Implications of Selling Your Home 

By Gary Schero

One of the questions I’m frequently asked by people who want to list their homes for sale is what the tax fallout will be. Some people are aware that the tax law regarding the sale of primary residences changed in 1997, but they don’t know what it means in their particular case. 

The great news is that the current law regarding capital gains on the sale of a primary resident is much more liberal than the previous law. Basically, a married couple that has lived in their home for two out of the previous five years can exempt the first $500,000 of profit on the sale. A single person can exempt $250,000 in the same circumstances. 

Perhaps the best news of all is that the previous one-time-only tax exemption for home sellers over age 55 no longer no longer applies. Now, you can sell your home tax-free as many times during your lifetime as you want as long as each time you meet the two-year-residence requirement and provided you didn’t take a tax exemption for the sale of a previous home during that previous two years. (Someone might find themselves unable to meet the latter qualification if they bought a new house and moved in before they managed to sell their old house.) 

The bad news, of course, is that if you’re selling a home you haven’t lived in for two out of the last five years, you’re going to pay capital gains tax on any profit. In an economy where people are very mobile and in which home prices can go up significantly each year, this can produce some unpleasant tax bills for some home sellers. 

However, the news isn’t all bleak. It is possible to claim what is called a “reduced gain exclusion,” if you fit certain circumstances. This will allow you to exempt at least some of the profit made on the sale of a home you did not live in for the required two years. 

The amount of this reduced gain exclusion is calculated by multiplying the full amount of the exemption you would have qualified for if you had lived in the house for two years (again, $500,000 for couples and $250,000 for singles) by a fraction. The top number in the fraction is the shorter of the aggregate period of time you owned and used the home as your primary residence during the five-year period ending on the sale date or the period between the last sale for which you claimed an exclusion and the sale date of the home currently being sold. The bottom figure in the fraction is two years (or the equivalent in months or days). For example, if you sold your home in 18 months instead of the required 24, the fraction that you would multiply the full exemption by would be 18/24. This would produce the reduced gain exclusion for which you would still be eligible.

So what are the circumstances that would allow you to reduce the amount of capital gains tax you would have to pay if you sold a house prematurely? They are:

• Change in place of employment. Basically, if you have to sell the home because a “qualified individual” gets a job 50 miles further away from your home than that person’s previous place of employment was, you can meet this qualification.  A “qualified individual” is defined as you or your spouse, any co-owner of the home, or any other person whose main residence is within your household. 

• Health reasons. This cover instances where someone in the home has to move to obtain treatment for an illness or in order to care for another “qualified individual.” In this case, the definition of “qualified individual” includes a wide array of relatives. For example, even a first cousin is termed a qualified individual.

•  Unforeseen circumstances, which covers a wide variety of scenarios, including the death, divorce, a multiple birth that would require a family to move to a larger home, unemployment or a change in employment status that makes it impossible to pay the mortgage, seizure or condemnation of the building by a government authority,and even man-made or disaster or act of war or terrorism.

Those are the basics of the current capital gains tax rules for the sale of a primary residence. As always, you should check with your tax advisor to make sure the specifics of your situation matches what is allowed by the tax code.  
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