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Deducting mortgage interest, as well as interest on home equity loans and
HELOCs, can save money on taxes if you follow the rules.

Deducting mortgage interest is a great tax
benefit that can make homeownership
more affordable. Your first mortgage isn’t
the only loan that qualifies, either. In many
cases, you can also deduct interest on
home equity loans, second mortgages, and
home equity lines of credit, or HELOCs.

You can deduct the points and fees
associated with a first or second mortgage
when you buy your home. Image: Karl interest, there are limits on both how much
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If you want to deduct all of your mortgage

with the money you get. You also need to
itemize your return to reap the benefits of these deductions. Calculations can be
complicated, so consult a tax adviser.

Know your loan limits

A good place to check out what you can deduct before you borrow is the chart on
page 3 of IRS Publication 936. It'll walk you through the requirements you must
meet to deduct all of your home loan interest. It's an hour well spent.

The first hurdle you'll run into is the total amount of your loan or loans. In general,
individuals and couples filing jointly can deduct the interest on up to $1 million
($500,000 if you're married and filing separately) in combined home loans, as
long as the money was used for acquisition costs, that is the cost to buy, build, or
substantially improve a home, explains Scott O’Sullivan, a certified public
accountant with Margolin, Winer & Evens in Garden City, N.Y. Any interest paid
on loan amounts above the $1 million threshold isn’t deductible.

The same $1 million limit applies whether you have one home or two. Buying a
vacation home doesn’t double your loan limits. And two homes is the max; you
can’t deduct a mortgage for a third home. If you have a mortgage you took out
before Oct. 13, 1987, you have fewer restrictions on claiming a full deduction. The
calculations for “grandfathered debt” can get complex, so get help from a tax
professional or refer to IRS Publication 936.

Whatever you do, don't forget that you can also deduct the points and fees
associated with a first or second mortgage when you initially buy your home, says
Jeff Rattiner, a CPA with JR Financial Group in Centennial, Colo. If you refinance
the same house, you have to deduct those costs over the entire term of the loan.
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If you refinance again, you can deduct all the costs from the earlier refi in the year
you take out the new loan.

Spend loan proceeds wisely

The other limitation on how much you can borrow and still get your deduction
comes into play when you take out a home equity loan or HELOC that you don't
use to buy, build, or improve your home. In that case, you can deduct the interest
you pay only on the first $100,000 ($50,000 if married filing separately). This loan
limit also applies in a so-called cash-out refi, in which you refinance and take out
part of the equity you've built up as cash, says John R. Lieberman, a CPA with
Perelson Weiner in New York City.

That means if you decide to take out a $115,000 home equity loan to buy that
Porsche, you can deduct the interest on the first $100,000 but not on the $15,000
that exceeds the limit. Use the same $115,000 to add a new bedroom, however,
and the full amount is allowable under the $1 million cap. Keep in mind, though,
that the $115,000 gets added into the pot of whatever else you owe on your other
home loans. In many cases, points and loan origination costs for HELOCs are
deductible.

Consider this simplified scenario: You borrow $250,000 against your home at 8%
interest. That means you'll pay $20,000 in interest the first year. Spend the
$250,000 on home improvements, and all of the interest is deductible. Spend
$150,000 on improvements and $100,000 on your kids’ college tuition, and all the
interest is still deductible.

But spend $100,000 on improvements and $150,000 on tuition, and the
improvement outlays are deductible but $50,000 of the tuition expense isn't.
That'll cost you $4,000 in interest deductions. Preserve the $4,000 deduction by
coming up with the extra money for tuition from another source, perhaps a low-
interest student loan or by borrowing from a retirement plan. In 2009, lowering
your taxable income by $4,000 to $96,000 would’ve cut your tax bill by $988.

Beware the dreaded AMT

Even if you've followed all the loan limit rules, you can still get stuck paying tax on
mortgage interest. How come? It's all thanks to the Alternative Minimum Tax.
Congress created the AMT, which limits or eliminates many deductions, as a way
to keep the wealthy from dodging their fair share of taxes.

Calculating the AMT can be complex, but if you make more than $75,000 and
have several kids or other deductions, you might well be subject to it. Problem is,
if you fall into the AMT group, you may not be able to deduct interest on a home
equity loan, even if the loan falls within the $1 million/$100,000 limit. If you're
subject to the AMT and borrow money against the value of your home, you'll have
to use it to buy, build, or improve your place, or you may not have a chance to
deduct the interest, says Rattiner, the Colorado CPA.

This article provides general information about tax laws and consequences, but is
not intended to be relied upon by readers as tax or legal advice applicable to
particular transactions or circumstances. Readers should consult a tax
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professional for such advice, and are reminded that tax laws may vary by
jurisdiction.

Richard J. Koreto is a financial writer and editor and the author of “Run It Like a
Business,” a practice management book for financial planners. He and his wife
own a pre-Civil War house in Rockland County, N.Y.
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