Changes to IRC Section 121 Exclusion of Gain From Sale of Principal Residence

As part of the Housing and Economic Recovery Act signed by President Bush and effective as of January 1, 2009, the law was modified as to how much of the gain can be excluded from the sale of a principal residence.  Under the old law a single person can exclude $250,000 of gain and a married couple $500,000 of gain so long as the property was the principal residence two out of the last five years.  A common loophole was for a person to convert a rental property to a principal residence by living in it for two years and then selling the property and taking the exclusion. The only limitations being you can only do it once every five years and you must pay tax on any depreciation taken (both of these limitations have not changed).  


Under the new rules, the law now adds a provision for nonqualified use to limit this loophole.  As an example if the property was rented for three of the five years than 60% of the exclusion is not applicable ($150,000 for a single person). As another example if you owned the property for ten years of which eight of those years it was a rental, 80% of the exclusion would be inapplicable.  There are rules related to transitional periods and the nonqualified use does not apply for rental periods after the property was held as a principal residence (meaning if you bought and lived in the house as a principal residence for the first two years then rented it for three, you still get the entire exclusion), any period up to ten years for qualified official extended duty, or other period of temporary absence up to two years for change an employment, health conditions or other unforeseen circumstances.
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