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If you work at home, the home office de-
duction can be a great way to turn part 
of your house into a tax break. But you 
should be aware that it can also trigger a 

tax bill when you sell the property.
Here’s some background on how the de-

duction works, and how it affects home sales:
The deduction is available if you have a 

space in your home that you use regularly 
and exclusively for work. If you use a room 
for work only occasionally, or if you use it 
regularly for work but your children also do 
homework there in the evening, you probably 
don’t quality. You also wouldn’t qualify if you 
use the room to manage your investments but 
not to operate a business.

A second requirement is that the office is 
your principal place of business or a place 
where you regularly meet clients or custom-
ers. The office can be your “principal” place 
of business even if you do most of your work 
elsewhere – for instance, if you’re a contractor 
and you go out on many different jobs, but 

you keep your records at home.
You don’t have to meet this second require-

ment if your office is a separate structure 
from your home, such as a detached garage. 
Also, there are special rules if you operate a 
day-care business in your home.

If you qualify, you can deduct a portion of 
your home expenses as a business expense.

Deductible home expenses include rent, 
utilities, homeowner’s insurance, condo or 
homeowner’s association fees, and general 
repairs and maintenance. If your home is 
2,000 square feet, and you use 200 square feet 
(or 10%) as your office, then you can deduct 
10% of these costs.

You can also deduct a portion of your 
continued on page 3
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A growing number of homes are being sold on a 
“rent-to-own” basis.

Here’s how it works: The potential buyer agrees 
to lease the home for a period of time, usually two 
years. The buyer also puts down a deposit (often 
called an “option consideration”), which is typically 

two to three percent of the home’s 
market value. At the end of the 
lease term, if the buyer decides 
to purchase the property, the de-
posit is credited toward the pur-
chase price. If the buyer changes 
his or her mind, the seller keeps 
the deposit.

A typical agreement doesn’t 
set out the future purchase price 
in stone, but instead says that the 

current market value will be adjusted according to 
some measure that reflects the general trend of real 
estate prices in the area.

For buyers, there are a number of advantages. 
Most significantly, buyers who find the perfect house 
can have extra time to put together a down payment, 
pay off loans, repair their credit history, or otherwise 
take steps to qualify for a favorable mortgage. 

Such arrangements were starting to become 
popular 20 years ago, but they largely disappeared 
during the housing boom of the early-to-mid 2000s. 
That’s because mortgages became so easy to come 
by that hardly anyone needed to wait. Now, however, 
with the mortgage rules having been tightened con-
siderably, a lot of people need time to clean up their 
personal balance sheets.

A rent-to-own agreement can in and of itself help 

someone to qualify for a mortgage, because buyers 
can say to a lender that if they were able to make 
the lease payments on the house for two years, that 
shows that they can also make the mortgage pay-
ments.

For sellers, rent-to-own agreements can be a good 
way to generate additional income from a home 
sale, especially if they believe the local market will 
improve in the near future. 

Here are some things to consider when looking at 
a rent-to-own contract:
¡ The contract should contain not only the lease 

agreement but all the terms and conditions of the 
potential sale agreement. You don’t want the future 
sale to be held up by unexpected negotiations.
¡    The contract should make clear who is respon-

sible for maintenance and repairs during the rental 
period. Sellers may assume that the buyer is taking 
on more responsibility than a typical tenant, and this 
can lead to problems, especially since many issues 
may be covered by a homeowner’s insurance policy 
but not a renter’s policy.
¡    Buyers should get a home inspection before 

they sign, just as with a regular house purchase. You 
want to be able to negotiate over any unpleasant 
surprises – or walk away – before you agree to a sale 
price or formula.
¡     In some rent-to-own contracts, the monthly 

rent is set higher than the market rental rate, and the 
difference each month is applied to the sale price. If 
that’s the case, this should be spelled out very clearly 
in the contract. Even if the buyer and seller trust 
each other and have a handshake deal, a mortgage 
lender will want to see this spelled out.

More homes are being sold ‘rent-to-own’

You can deduct your mortgage interest on your 
income taxes, but there’s a limit – you can only 
deduct the interest on up to $1 million of mortgage 
debt used to buy the property, plus $100,000 in 
home equity loans.

In a recent California case, a wealthy unmarried 
couple jointly owned a home that had a $2 million 
mortgage. They got into a dispute with the IRS over 
whether the $1 million limit applied to them jointly 
or individually.

The U.S. Tax Court initially sided with the IRS, 
and said the $1 million limit applied per home. But 
a federal appeals court in San Francisco overruled 
that decision. It said the $1 million limit applied per 
taxpayer, at least where the two taxpayers weren’t 
married. Therefore, the couple could deduct the 
interest on the entire $2 million mortgage.

This is a good example of a marriage penalty – if 
the couple got married, they would lose their full 
deduction.

New tax break for rich unmarried homeowners
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mortgage interest and property taxes, although if you 
do, you can’t also deduct that same portion on your 
personal income taxes.

If you own your home, you can take a deduction 
for depreciation – the general decline in value due to 
ordinary wear and tear for the portion of the home 
that contains the office.

Finally, you can deduct 100% of costs pertaining 
specifically to the office itself, such as repainting the 
room or having a dedicated phone line.

If that’s way too complicated, the IRS also offers a 
much simpler option. You can simply deduct $5 per 
square foot. So if your office measures 150 square 
feet, you could deduct $750. 

However, either way, you can’t take a deduction 
that’s larger than your overall income from your 
business.

For years, many people have worried that a home 
office deduction was a “red flag” that would trigger 
an IRS audit. The IRS has repeatedly said that this 
isn’t true. 

However, something many people don’t realize is 
that if you’ve been taking a home office deduction 
and then sell the property, this may affect your taxes 
on the sale.

In general, a single taxpayer who sells a home that 
has appreciated in value doesn’t have to pay capital 
gains tax on the first $250,000 of the gain – and for 
married couples, the figure is $500,000. That’s true as 
long as the home was used as the owner’s principal 
residence for at least two of the past five years.

However, if you’ve been claiming a home office 

deduction for a separate structure – such as a 
detached garage – then you must allocate your profit 
from the sale between the residence and the business 
property. For example, if you made a $100,000 profit 
on the sale of your home, but you were claiming a 
home office deduction for a detached garage that 
amounted to 20% of the 
home’s square footage, then 
you’ll have to pay capital 
gains tax on 20% of your 
$100,000 profit.

This rule doesn’t ap-
ply if you were claiming a 
deduction for a room in 
your house, as opposed to a 
separate structure. However, 
if you took depreciation 
deductions over the years, 
the total amount of these 
deductions counts against 
you in determining if you 
made a profit of $250,000 (or $500,000 for a married 
couple). And even if it doesn’t affect that result, you 
may still have to pay a special capital gains tax on the 
amount of the deductions. This tax is 25% (unless 
your income tax bracket is under 25%). 

That means that if you took a total of $3,000 in 
depreciation deductions over the years, you’ll likely 
owe a tax of $750 when you sell.

What’s more, even if you didn’t actually claim 
deductions for depreciation, the IRS could still theo-
retically “impute” the deductions to you, and then 
charge you a 25% tax on them.

Deducting your home office can affect you when you sell
continued from page 1

It’s common in commercial leases for the tenant 
to pay a portion of the landlord’s property taxes and 
other expenses incurred in maintaining the property. 
Typically, the tenant’s portion is calculated as a pro-
rata share, based on how much space in the building 
the tenant occupies.

But be careful: This pro-rata share can be cal-
culated in two ways – as a percentage of the leased 
space in the building, or as a percentage of the leas-
able space in the building.

The “leasable space” method is better for the 
tenant. If a building has 100,000 square feet, and the 
tenant occupies 5,000 square feet, the tenant will pay 

5% of the total expenses, no matter how much of the 
rest of the building is vacant.

The “leased space” method is more expensive and 
uncertain. For instance, if the building is only 83% 
occupied, the same tenant will now be paying 6% of 
the total expenses. 

Calculating the percentage of “leased space” over 
a given period gets complicated, too, if tenants are 
moving in or out during the period.

It’s wise to double-check the calculations behind 
any invoice for expenses. Particularly with the 
“leased space” method, it can be easy to make an 
innocent mistake.

Be careful with ‘expense clauses’ in commercial leases
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Extended family may help with a mortgage
People who live with members of their extended 

family – or have boarders living with them – may 
have an easier time getting a mortgage, under new 
rules from Fannie Mae.

Previously, if 
you applied for a 
mortgage, only your 
own income could 
be counted to see if 
you qualified, even 
if you had family 
members or others 
living with you who 
contributed to your 
housing payments 
on a regular basis.

Now, however, under Fannie Mae’s “HomeReady” 
program, the income of extended family mem-

bers who live with you can be considered on your 
mortgage application – even if the family members 
don’t sign the loan and aren’t legally responsible for 
the payments.

According to Fannie Mae, the reason for the 
change is that such arrangements are common 
among minority families, and in the past these 
families have been prevented from getting a loan 
even though their overall family income is stable 
and they would otherwise qualify.

Live-in extended family members contribute to 
house payments in about 19 percent of African-
American households, and about 24 percent of 
Hispanic households, according to Fannie Mae.

The company also said that if borrowers have a 
boarder living with them who pays rent, the amount 
of the rent may be considered when applying for a 
HomeReady mortgage. 

©thinkstockphotos.com

HULSE & GERMANO, ESQS., L.L.C.
REAL ESTATE, BUSINESS, FAMILY AND PROBATE LAWYERS

1624 Jacksonville Road, Suite 1, Burlington, NJ 08016

(609) 387-5300    www.hulse-germano.com

HULSE & GERMANO, ESQS., L.L.C.
REAL ESTATE, BUSINESS, FAMILY AND PROBATE LAWYERS

1624 Jacksonville Road, Suite 1
Burlington, NJ 08016
(609) 387-5300
www.hulse-germano.com


