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I bought a house - what do I deduct?

| recently wrote this letter to a client of mine who purchased a house and wanted
fo know what to deduct:

Dear Andrew:

Congratulations on your home purchase! Your home mortgage interest and
property taxes are tax-deductible, so now you are going to be able to itemize
deductions instead of claiming the standard deduction on your tax return. You
must attach Schedule A to your tax return. You should go to www.irs.gov and
print out Part Five of IRS Publication 17 to familiarize yourself with what is
deductible. There are 5 categories of itemized deductions:

Medical Expenses — Most likely you will not qualify for a medical expense
deduction because medical expenses must exceed 7.5% of your income before
they trigger a deduction. But, save your cancelled checks just in case they add
up to enough.

Taxes — This category includes state income tax and SDI withheld from your
paycheck, any amounts you paid the state when you filed your return last year,
and any state estimated tax payments made. You also get to deduct property
taxes on your home and the VLF portion of the DMV registration fee on your
cars. Be sure to look on your escrow closing statement to find the amount of pro-
rated property tax you were charged when you bought (or sold) your home. If
your taxes are paid by a mortgage impound, deduct the amount paid by the
mortgage company to the county, not the amount you paid to the mortgage
company. Unique to some cities in California is a deductible 'utility user tax" on
the PG&E bill. This tax is not a sales tax, but goes to the city, so it is deductible.
Check your bill.

Interest — Your mortgage interest on your principal residence, plus a second
residence, is deductible. There are some limits. If you borrowed more than $1.1
million to buy your home, or you have refinanced your home and taken out more
than $100,000 in equity, you may only be able to deduct a portion of your
interest. Points paid to purchase a principal residence are usually deductible in
the year of purchase, but points on a re-finance must be deducted ratably over
the life of the loan. Any remaining points on a previous re-finance are written off
when you re-finance a second time. You also may deduct investment interest
(i.e. on a margin account) to the extent of your investment income.

Charity — Cash and non-cash contributions to 501(c)(3) organizations are
deductible. Donations to street persons are not deductible. Make regular trips to
the thrift store to build your deductions. Check /RS Publication 526 for record-
keeping requirements.
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Miscellaneous — This is the catchall category of itemized deductions. Included
are unreimbursed business and investment expenses, education in your
profession, and your tax-preparation fees. The instructions for Schedule A
describe these deductions in detail. Only expenses in excess of 2% of income
generate a deduction, but if you keep good records, you will be surprised at how
easy it is to exceed 2%. Business expenses for self-employed individuals are
claimed elsewhere, but since you are an employee and you work in Internet
multimedia, you should be able to reasonably deduct your home computer
expenses, Internet access costs, purchases of software, CDs, and DVDs, and
attendance at concerts and movies. You may also qualify for office-in-home
deductions if you maintain the office for the convenience of your employer.

NOT DEDUCTIBLE — Home Improvements. Alas, except possibly as medical
expenses, home improvements are not tax-deductible. They do, however, add to
the basis of your home. The basis is used to calculate your capital gain when
you sell your house. You are entitled to an exclusion of capital gain up to
$250,000 per person provided you meet certain requirements, but anything over
that would be subject to tax, so it is best to save your receipts for home
improvements until 3 years after you sell your house.

Again, congratulations on your new tax-deduction. Now how about some
grandchildren?

Love, Dad
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