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For more than 50 years, capital gains on sales of taxpayers’ homes have been preferentially 
treated. A revision in 1997 replaced two longstanding provisions—a provision allowing capital 
gains tax deferral when a new residence was purchased, and a provision allowing a one-time 
exclusion of $125,000 for sellers over age 55—with a capped exclusion for each sale. While the 
cap adopted in 1997 was higher than the cap for the over-age-55 sellers, it was less generous than 
the uncapped rollover provision. In addition, the dollar cap was not indexed for price changes, 
and, unlike the previous over-age-55 cap, was half as large for unmarried taxpayers—$500,000 
for married couples and $250,000 for single taxpayers. 

Two factors in recent years, the rapid rise in housing prices and interest in tax reform, suggest the 
capital gains exclusion, including the dollar cap, might be reconsidered. In the 109th Congress, 
two bills were introduced to address this issue. H.R. 2127 would have allowed taxpayers over the 
age of 50 to double the current exclusion, once in their lifetime. H.R. 2757 would have indexed 
the exclusion to price changes. Other legislation (H.R. 3803 and S. 4075) was introduced to 
change the amount of the exclusion for surviving spouses to that of a married couple. In the 110th 
Congress, S. 138 was introduced to allow a surviving spouse to exclude up to $500,000 of gain 
from the sale or exchange of a principal residence owned jointly with a deceased spouse if the 
sale or exchange occurs within two years of the death of the spouse. That provision was also 
included in H.R. 3648, the Mortgage Forgiveness Debt Relief Act of 2007, which became public 
law (P.L. 110-142) on December 20, 2007. 

Some criticisms have been made that there are significant tax benefits for owner-occupied 
housing. Capital gains treatment is one of those benefits. Yet, there is an efficiency argument for 
eliminating or excluding a large portion of the gain on homes from tax. Capital gains taxes on 
homes create barriers to labor mobility in the economy. Imposing capital gains taxes on homes 
also creates significant compliance costs, requiring individuals to keep records for decades and to 
make fine distinctions between improvements and repairs. Capital gains taxes also tend to distort 
housing choices, discouraging individuals from selling their homes because of changing family 
and health circumstances. And, while the exclusion favors homeowners relative to renters, the 
taxation of gains in excess of a cap creates inequities between homeowners with different job 
circumstances, between those living in different parts of the country, and between those with 
different health outcomes. Exclusions of gains on homes do, however, contribute to tax avoidance 
schemes, especially ones that allow gains on investment properties to escape tax. 

The current treatment of capital gains could be maintained. However, some consideration might 
be given to changing the dollar ceiling. One option is to eliminate the ceiling. Another option is to 
adjust the ceiling. This report examines the capital gains exclusion and the ceiling and will be 
updated to reflect legislative developments. 
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or more than 50 years, capital gains on sales of taxpayers’ homes have been preferentially 
treated. A revision in 1997 replaced two longstanding provisions—a provision allowing 
capital gains tax deferral when a new residence is purchased and a one time exclusion of 

$125,000 of capital gains for sellers over age 55—with a capped exclusion for each sale. While 
the 1997 cap was higher than the previous cap for the over-age-55 sellers, it was less generous 
than the uncapped rollover provision it replaced. In addition, the dollar cap was not indexed for 
price changes, and, unlike the previous over-age-55 cap, was half as large for unmarried 
taxpayers—$500,000 for married couples and $250,000 for single taxpayers. The exclusion is 
allowed once every two years, subject to taxpayers meeting ownership and use tests. 

The ceiling was presumably meant to eliminate any capital gains tax on home sales for the vast 
majority of taxpayers, but the rapid rise in housing prices and the passage of time have reduced 
the value of the exclusion. With no revision and a continued upward march of housing prices, an 
increasing share of gains will be subject to tax. 

Two bills in the 109th Congress addressed this provision. H.R. 2127, introduced by Representative 
Filner, would have allowed taxpayers over the age of 50 to exclude an amount that is double the 
current cap, but it is available only once in their lifetime. H.R. 2757, introduced by 
Representative Andrews, would have indexed the exclusion. Other legislation (H.R. 3803 by 
Representative McCarthy and S. 4075 by Senator Schumer) was introduced to change the amount 
of the exclusion for surviving spouses to that of a married couple. 

In the 110th Congress, S. 138 was introduced to allow a surviving spouse to exclude up to 
$500,000 of gain from the sale or exchange of a principal residence owned jointly with a 
deceased spouse if the sale or exchange occurs within two years of the death of the spouse. That 
provision was also included in H.R. 3648, the Mortgage Forgiveness Debt Relief Act of 2007, 
which became public law (P.L. 110-142) on December 20, 2007. 

This report examines the capital gains exclusion and the ceiling. The first section describes the 
current tax rules, and the second section presents the historical development of the capital gains 
provisions. The third section discusses potential justifications for capital gains relief, as well as 
tax avoidance problems that may arise. The final section discusses various options for change, 
primarily focusing on the dollar ceiling. The modification to current law enacted by the Mortgage 
Forgiveness Debt Relief Act of 2007 is also addressed in the final section. 

	���
���������
���
���

When an individual sells a personal residence, the excess of the sales price over the original cost 
plus improvements is a capital gain and is subject to tax. The individual is able to deduct any 
costs of the sale (such as commissions and advertising), and may also be required to include gain 
that was deferred from previous home sales. 

Gain up to $250,000 for single taxpayers and $500,000 for married couples filing joint returns is 
excluded if the taxpayer meets a use test (has lived in the house for at least two years out of the 
last five years) and an ownership test (has owned the house, also for two years out of the last 
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five). The use and ownership years may be the same or different. The exclusion can be used every 
two years.1 

In order to minimize the tax, assuming the individual is subject to it, he or she must keep records 
of any improvements during the entire time the home is owned and also, to comply with the law, 
appropriately distinguish between expenditures that are repairs, which do not reduce gain, and 
those that are improvements, which do reduce gain. 

For homes that were acquired before the 1997 change in tax law, there may also be deferred gain 
from previously owned residences. Under pre-1997 tax law, a taxpayer could defer the gain on a 
home sale if another residence was purchased. If the new residence cost as much or more than the 
old residence sold for, the tax on the entire gain was deferred. If the new residence cost less than 
the sale price of the old residence, gains tax was due on the difference between the value of the 
old and new residence (if less than the gain) and tax on the remainder was deferred. The 
additional gain from previously owned residences makes it more likely that total gains will 
exceed the cap; had the 1997 law been in place for many years, much or all of the prior gain 
would have been excluded. 

Capital gains on assets that are held at least a year are taxed at special, lower rates: 5% for 
taxpayers in the 10% and 15% marginal income tax brackets and 15% for taxpayers in marginal 
income tax brackets above 15%. These provisions are temporary. Although the 5% rate will be 
reduced to 0% in 2008, the lower rates will expire at the end of 2010, absent legislative change, 
and the rates will revert to their previous levels, generally 10% and 20%.2 

A special relief provision for military families and the Foreign Service allows them to expand the 
five-year period for the ownership and use tests to up to 10 years while on qualified official duty. 

Another provision that may influence a taxpayer’s decision about selling a residence is a long-
standing provision that allows the gain to be forgiven entirely if the taxpayer does not sell the 
home and leaves it as part of his or her estate. If an individual keeps his house until death and 
leaves it to heirs, no tax on gain accumulated would be due, since the heir would be able to 
deduct the fair market value at time of death from sales price, when the house is sold (resulting in 
a zero capital gain with instantaneous sale). This rule is called a step-up in basis.3 

                                                                 
1 There are some exceptions to these rules. If taxpayers have not lived in the primary residence for a total of two years 
out of the last five, they are eligible for a partial exclusion cap if the real estate was sold because of a change in 
employment, health, or unforeseen circumstances. The taxpayer can receive a portion of the exclusion cap, based on the 
portion of the two-year period they resided in the home. For example, a single taxpayer who lived in the house for one 
year and qualified for an exception would have a $125,000 cap. For people living in a nursing home, the ownership and 
use test is lowered to one out of five years before entering the facility. And time spent in the nursing home still counts 
toward ownership time and use of the residence. For example, if a taxpayer lived in a house for a year, and then spent 
the next five years in a nursing home before selling the home, the full $250,000 exclusion would be available. 
2 For further details on the general capital gains provisions, see CRS Report 96-769, Capital Gains Taxes: An 
Overview, by (name redacted). Assets held for at least five years have a permanent tax rate of 8% and 18% 
respectively. Note that state income tax rates would still be in place even with a zero federal rate. 
3 Under provisions enacted in 2001, which phase out the estate tax and repeal it by 2010, this stepped-up basis rule will 
be repealed in 2010 and replaced by a carry-over basis rule. This rule will not impose a capital gains tax at death, but 
will impose the tax if the heir sells the home (although if an heir lives in the house for the required period, the heir will 
be eligible for the regular capital gains exclusion). However, $1.3 million of gain can still be excluded permanently. 
These provisions are temporary and will expire, unless extended. 
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The gain realized upon the sale of a personal residence was taxed as capital gain until the passage 
of the Revenue Act of 1951 (P.L. 82-183). At that time, Congress enacted a rollover provision that 
allowed for the deferral of capital gains tax if the proceeds of the sale were used to buy another 
residence of equal or greater value within a year before or after the sale of the old residence. 
Congress stated that the rollover provision was in response to transactions that were: 

necessitated by such facts as an increase in the size of the family or a change in the place of 
the taxpayer’s employment. In these situations the transaction partakes of the nature of an 
involuntary conversion. Cases of this type are particularly numerous in periods of rapid 
change such as mobilization or reconversion.4 

At that time, the economy had grown as a result of industrialization and residential moves were 
more frequent due to business transfers and other employment related changes. Congress also 
recognized that capital gains from home sales were, in part, a result of general inflation. During 
the congressional debate, the rollover provision was justified on the grounds that homeowners 
were changing homes, not to make a profit as investors, but rather in response to employment 
and/or family size changes. 

The first exclusion from taxation for capital gains on the sale of a primary residence was enacted 
by the Revenue Act of 1964 (P.L. 88-272). The provision was available only for the elderly (age 
65 and over) and applied to residences sold after 1963. It was available on a one-time basis only, 
and was at the same level for both single and married individuals. To qualify, the house had to be 
occupied for five of the previous eight years. The exclusion of gain was limited to the amount 
attributable to the first $20,000 of sales price. Above that level, a ratio was used to determine the 
gain subject to taxation, such that the amount of the exclusion depended on the relationship of 
sales price to basis, as well as the relationship between $20,000 and sales price. For example, if 
the sales price were $40,000, one-half of the gain ($20,000/$40,000) could be excluded. But the 
actual amount excluded would be less than $20,000, unless the house originally cost $20,000. For 
example, if the basis in the house was $10,000, the gain on the $40,000 sale would be $30,000. 
Of that $30,000, one half, or $15,000, would be excluded because $20,000 was half the sales 
price. 

The reason given for the exclusion was to reduce the burden on elderly taxpayers who would 
have to tie up all of their investment in a new home to avoid paying capital gains tax. The dollar 
restriction was due to a focus on the average and smaller home, thus suggesting a distributional 
motive.5 

The amount of capital gains excludable from taxation for older taxpayers was increased three 
times in response to higher housing prices. The three increases were enacted by The Tax Reform 
Act of 1976 (P.L. 94-455), the Revenue Act of 1978 (P.L. 95-600), the Economic Recovery Tax 
Act of 1981 (P.L. 97-34) and finally, the Taxpayer Relief Act of 1997 (P.L. 105-34). The limit for 
elderly homeowners rose to $35,000 in 1976, $100,000 in 1978, and $125,000 in 1981. The 1978 

                                                                 
4 U.S. Congress, Senate Committee on Finance, The Revenue Act of 1951: Report to Accompany H.R. 4473, 82nd 
Cong., 1st sess., S.Prt. 82-781 (Washington:GPO, 1951), p. 34. 
5 U.S. Congress, House Ways and Means Committee, Report to Accompany H.R. 8363, 88th Cong., 1st sess., H. Prt. 88-
749 (Washington:GPO, 1963). 
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provision also liberalized the benefit by simply allowing an exclusion rather than a proportional 
share that depended on basis and lowered the age limit to 55. (There was consideration of 
eliminating the age requirement altogether.) The 1978 change also reduced the holding period 
requirement to three out of the previous eight years. 

In each case of capital gains relief, Congress cited the rising sale prices of homes as the source of 
large amounts of taxable capital gains on residences and the reason for adjusting the amount of 
capital gains that could be excluded from taxation. 

When the rollover provisions and one time exclusion for the elderly were replaced by the current 
exclusion (in the Taxpayer Relief Act of 1997, P.L. 105-34), a major reason given was to reduce 
the record keeping burden and to eliminate the need for referring to records and making 
judgements about what expenditures are improvements. 

Other reasons cited for changing the tax law were to limit the distortions in behavior arising from 
the rollover treatment and from those elderly who had exceeded the exclusion limit or had already 
used it. Because the full deferral of tax required the purchase of a new residence of equal or 
greater value, the law may have encouraged taxpayers to purchase more expensive homes than 
they otherwise would have. The pre-1997 rules also discouraged some elderly taxpayers from 
selling their homes to avoid possible tax consequences. As a result, elderly taxpayers who had 
already used their one-time exclusion and those who might have realized a gain in excess of 
$125,000, may have retained their homes even though it was desirable for them to move. 

It was also clear from statistical data that between rollovers, exclusions, step-up in basis (which 
allowed capital gains to be avoided if the home were held until death and left to heirs), and under-
reporting, very little capital gains on owner-occupied housing were taxed. Thus, little revenue 
was gained from a set of provisions that, nevertheless, caused distortions in behavior and 
complicated compliance. These observations supported a simple elimination of the capital gains 
tax on principal residences. 

In 1997 Congress imposed what was characterized as a “relatively high” ceiling on the amount of 
excluded gain, $500,000 for married couples. In a departure from the historic treatment of 
lifetime exclusions, however, the exclusion was only half as large for single taxpayers as for 
married couples—$250,000. The previous treatment had cut the exclusion in half for married 
couples filing separately but not for single taxpayers, an important difference given that most 
married individuals who do not divorce are eventually widowed. Unlike the lifetime exclusion, 
however, the exclusion could be taken in each period. In contrast to many other dollar limits in 
the tax code, the amount of the exclusion was not indexed, so that it, like the previous exclusion, 
might need to be periodically revisited. 
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Economists have often been critical of preferential treatment of certain types of activities, because 
that preferential treatment distorts behavior and causes a misallocation of capital. Tax preferences 
also narrow the tax base and require higher marginal tax rates for a given revenue target; these 
higher tax rates in turn magnify other distortions. Tax preferences also can be inequitable, 
favoring those who engage in tax preferred activities. (Tax preferences are also sometimes 



��������	
��
���������������

�������
������	�������	
�
��

�

��
���

��
�����
�������������� !�

criticized because they favor higher income individuals; the appropriateness of such criticisms 
depends on one’s view of how taxes should be distributed and whether such preferences are offset 
by a more graduated rate structure). 

It is also true that the favorable treatment for owner-occupied housing may divert investment 
from business investment. Absent a market failure, this misallocation reduces the efficiency of the 
economy. Favorable capital gains treatment for housing is not the only tax benefit it receives, or 
even the most important in economic terms. The implicit income from housing is not subject to 
tax, yet costs such as mortgage interest and property taxes are allowed as deductions, at least for 
those who itemize. In general, the effective tax rate on the return to owner-occupied housing is 
around zero. And although housing is often claimed to provide external benefits, such benefits 
have not generally been measured; nor is there reason to believe that they justify such significant 
subsidies. 

It is not clear whether the prospect of future capital gains relief plays an important role in 
inducing additional investment in housing. Unlike mortgage interest deductions, future capital 
gains relief provides no immediate cash flow benefit, and may be heavily discounted due to the 
delay and uncertainty of the benefit. 

In addition, there are some good reasons to provide some relief for capital gains on owner-
occupied houses and to restrict other owner-occupied housing tax benefits if a reduction in the 
preferential treatment of owner-occupied housing is desired. Perhaps the most important of these 
justifications for relief is to reduce the barriers to labor mobility, contributing to economic 
efficiency. Other reasons include reduction in other inefficiencies that distort housing costs; more 
equitable treatment among homeowners in different circumstances; and reduction of compliance 
burdens. There is some empirical evidence that significant distortions are induced by the gains tax 
once an individual has a home and wishes to move.6 

On the other hand, the exclusion can contribute to compliance problems, by allowing a potential 
for tax sheltering. These tax sheltering problems are discussed below. 

The possible forms of capital gains revisions are closely tied to these rationales and issues. 
Therefore, following the general discussion of the rationales, we also consider the implications of 
the particular forms of these potential changes. 

����	����������

One of the important reasons for having some type of relief is to minimize the barriers to labor 
mobility. In order to have an efficient market economy that can respond to changes in tastes and 
technology, it is important to have as few barriers to labor mobility as possible. This consideration 
was reflected in the rationale for the rollover provision enacted in 1951. Americans’ taste and 
preference for owning their own homes inevitably creates barriers to a willingness to relocate, 
barriers that cannot be avoided. But imposing capital gains tax at sale adds to that barrier. 

                                                                 
6 Leonard E. Burman, Sally Wallace, and David Weiner, “How Capital Gains Taxes Distort Homeowners’ Decisions,” 
Proceedings of the 89th Annual Conference on Taxation of the National Tax Association, National Tax Association: 
Washington, DC, 1997, pp. 382-390. 
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The rollover provision, as it existed in prior law, provided some relief but still left some barriers 
to mobility in place. One problem arose because there were regional differences in housing 
prices, which still exist. If the individual was moving to an area that generally has lower prices 
(for example, from California to Arizona), it might be sensible to buy a house that was similar in 
quality but cost less because of lower overall prices in the area (which might also have included a 
lower salary). This shift would result in a capital gain, and the individual then might have been 
discouraged from making the move, or induced to purchase a larger house than otherwise 
desirable. There may also have been circumstances where it might have been more desirable to 
rent rather than to purchase a new home when relocating (for example, when the family is 
moving because of economic hardship or the new location is expected to be the place of 
employment for only a few years). The rollover provision would not have reduced the capital 
gains barrier in that case. Thus, the rollover provision was imperfect in its elimination of labor 
mobility barriers. 

The capped exclusion eliminates all barriers, as long as the cap is not exceeded, and reduces the 
cost of labor mobility. Unless the cap is increased explicitly or indexed to housing prices, 
however, an increasing share of individuals will be affected by the ceiling over time and barriers 
to labor mobility will grow. 

����	������	������

Aside from the labor mobility problem, capital gains taxes on owner-occupied housing can cause 
other distortions. Capital gains taxes on assets in general cause a lock-in effect (i.e., discourage 
changes in portfolio allocations by replacing old assets with new assets). One can argue, however, 
that the lock-in effect for homes in particular imposes greater costs. Financial assets are more 
likely to be close substitutes, so the lock-in effect is probably not very costly. [However, it is also 
possible to swap real estate investments without paying a capital gains tax.] Some might argue 
that people should be encouraged to hold on to investments in the stock market for a long period 
of time, in order to average out the ups and downs of the market, and the lock-in effect may 
actually be beneficial in some cases. 

Different types of housing, however, may be less substitutable for each other; the difference 
between the house to which an owner is “locked-in” and the home he desires may be more 
important than for various alternative financial assets. And with no relief provisions, capital gains 
taxes discourage moving for any purpose, whether to a larger house (for example, to 
accommodate a larger family) or a smaller one (when children have grown and left the home or to 
simplify maintenance during retirement). As noted above, a rollover treatment can cause people 
to buy too much housing, or continue to own when renting might be optimal. The once-in-a-
lifetime exclusion which aided the elderly was aimed at older individuals who might wish to sell 
their houses to move into smaller and more easily maintained houses, to move to a rental status, 
or to “cash out” the value of the house for other purposes. If the exclusion cap does not come into 
play, these distortions do not exist, but, as noted above, if the cap does not rise with housing 
prices it will become increasingly binding. 

The current provision permitting a capped exclusion every two years actually creates, for those 
affected, the opposite distortion. It encourages higher income individuals to move more 
frequently. For instance, an individual who has a capital gain at the limit can move, take 
advantage of the gains exclusion, and then, within, two years take advantage of it again, while the 
individual who sells only once, but has an equal gain would have to pay tax. Suppose, for 
example, that one taxpayer (a single individual) realizes a capital gain of $200,000 on the sale of 
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a home, purchases another home, and then sells that second home two years later, earning an 
additional $200,000 in capital gains. The taxpayer would be able to exclude $400,000. If a similar 
taxpayer experiences a single gain of $400,000 in the same time period, he or she may exclude 
only $250,000. 

��������������

The caps on both the prior one-time exclusion and the current exclusion were enacted to impose 
gains taxes on higher income individuals with large capital gains, and therefore the caps are 
presumed to have a vertical equity objective because they limit the benefit for high income 
taxpayers. 

The cap, however, produces some horizontal inequities. First, the limited exclusion combined 
with the step-up in basis at death causes elderly taxpayers who had to move from their homes due 
to ill health to pay taxes not assessed on their healthier counterparts who remain in their homes 
until their death and leave the houses to their heirs with no capital gains tax. 

The cap itself also produces some inequities among individuals who sell their homes and who are 
affected by the cap. These inequities are of three types: between those who move frequently and 
those who do not; between people living in different regions of the country; and between married 
couples where both spouses survive until the point they wish to sell and those where only one 
spouse survives. 

In the first case, people who buy and sell frequently (and are thus less likely to accrue a large gain 
in a particular sale) are less likely to be affected by the tax. For example, a married couple who 
sells every five years and gets a $150,000 gain on each sale would not pay a gains tax. If a similar 
couple buys a house and sells after 20 years with the same accumulated gain (four times $150,000 
or $600,000), they will pay a tax. 

Taxpayers living in states and locations where the cost of living, including housing prices, tends 
to be high, are more likely to be affected by the cap even in cases where their real incomes and 
standard of living are the same as those who are not affected. Thus, taxpayers in California and 
Massachusetts are more likely to be affected than taxpayers in Mississippi and Oklahoma. 

Finally, the tax is more likely to fall on elderly taxpayers who have lost a spouse than married 
couples who remain alive at the time they wish to sell their house. Although the tax laws allow 
the gain for the spouse who is deceased to be excluded (half the gain at that time), further capital 
gain exclusions are limited by the lower ceiling that applies to singles.7 For example, suppose the 
gain on a house is $400,000. In the case of a married couple who sells, the entire gain will be 
excluded. In the case of a surviving spouse, the exclusion will be $250,000 plus half of any gain 
that accrued during the deceased spouse’s life; if that gain is less than $150,000 some tax will be 
due. Since most women marry husbands who are older than themselves, and since women live 

                                                                 
7 If a surviving spouse and the decedent owned the home jointly, the basis in the home changes after the death of the 
decedent. The new basis for the half interest that the decedent owned will be one-half of the fair market value on the 
date of death (or alternate valuation date). As an example, suppose a couple jointly owned a home that had an adjusted 
basis of $100,000 on the date of one spouse’s death. The fair market value on that date was $200,000. The new basis in 
the home is $150,000 ($50,000 for one-half of the adjusted basis plus $100,000 for one-half of the fair market value). 
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longer than men, a significant number of widows are likely to live in the house after the spouse 
has died. 

 ���	!�"��#��$�

Record keeping required to deal with the capital gains tax on residences is complex. To comply 
with tax regulations, taxpayers have had to keep detailed records of the financial expenditures 
associated with their home ownership. The taxpayer needs to record the original cost of the 
residence, any costs added at the time of purchase, and any capital improvements. In the latter 
case, taxpayers also have had to differentiate between those expenditures that affected the basis of 
the property and those that were merely for maintenance or repairs.8 In many instances these 
records have to be kept for decades. Congress has addressed this issue, stating in the reasons for 
the 1997 increase in the exclusion that 

calculating capital gain from the sale of a principal residence was among the most complex 
tasks faced by a typical taxpayer.... [A]s a result of the rollover provisions and the $125,000 
one-time exclusion under prior law, detailed records of transactions and expenditures on 
home improvements had to be kept, in most cases, for many decades.9 

The 1997 tax law simplified income tax administration and record keeping by providing a 
“relatively high threshold, few taxpayers will have to refer to records in determining income tax 
consequences of transactions related to their house.”10 

The capital gains exclusion, however, was not indexed for inflation, or for housing price changes. 
Since 1997, the value of homes has increased as much as 70%, depending on the price index used 
(see the discussion of indexing the cap below). If this appreciation were used to adjust the 1997 
figure, the exclusion would rise from $500,000 to as much as $850,000 for couples (and from 
$250,000 to $425,000 for single taxpayers).11 In addition, gain on houses increased proportionally 
more. For example, if the basis (the original cost) of the house in 1997 were half the market value 
purchase price, a 70% increase in value would mean a 140% increase in the gain. This 
appreciation means that many more taxpayers would be subject to the ceiling. Without an 
indexing procedure, some of the potential record keeping benefits from the 1997 revision have 
been lost. It would be unwise to abandon record keeping given that the exclusion is covering 
fewer and fewer sales over time and there is no commitment from the government to index the 
provision, so that the simplification from less record-keeping is likely to be diminished. 
                                                                 
8 Calculating capital gains requires a measure of basis. A taxpayer’s basis in real estate is cost (or fair market value if 
acquired by inheritance). The cost of property is the amount paid for it in cash, debt obligations, other property, or 
services, which can include the purchase price and certain settlement or closing costs. When calculating the gain or loss 
on the sale of a residence, the basis is adjusted for changes made since the acquisition of the property. Increases to basis 
include the cost of capital improvements, such as air conditioning or a new roof; special assessments for local 
improvements; and any other additions that have a useful life of more than one year. Examples of decreases to basis 
include any capital gain that was postponed from the sale of a previous home before May 7, 1997; deductible casualty 
losses and/or insurance payments received for casualty losses; payments received for granting an easement or right-of-
way; depreciation allowed if the home was used for business or rental purposes; a first-time homebuyer credit (allowed 
to certain first-time buyers of a home in the District of Columbia); and energy conservation subsidy excluded from 
gross income because it was received to buy or install any energy conservation measure. 
9 U.S. Congress, Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in 1997, 105th Cong., 
1st sess., (Washington:GPO, 1997), pp. 54-55. 
10 Ibid. 
11 In terms of 2005 prices. 



��������	
��
���������������

�������
������	�������	
�
��

�

��
���

��
�����
�������������� !�

����	���������%��	�
���������&�'�(�����	��$���!�)
��!�����

The presence of a special exclusion contributes to the possibility of using the tax benefit to avoid 
capital gains taxes in unintended ways. This section discusses several ways this might occur. 

�������	�
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Capital gains avoidance can occur by converting rental property to owner-occupied property. 
After this conversion, the property can be sold and the capital gains excluded up to the allowable 
amount, as long as the property has been owned and used as a principal residence for at least two 
years during the five-year period ending on the date of the sale of the residence. As an example, 
consider a married couple who have a primary residence and a rental property and both properties 
have substantially appreciated in value. The couple can sell the primary residence and claim a 
capital gain exclusion of up to $500,000 on that residence. The couple can then move into the 
rental property and use that as the primary residence. After two years the taxpayers could then sell 
the property and realize a gain of which up to $500,000 can be excluded under the law. It makes 
no difference that most of the appreciation on the second property was realized when it was a 
rental unit. Current tax law, however, does require that any depreciation on the rental property be 
recaptured and taxed.12 

An example of the depreciation recapture can be seen in the following example. A married couple 
sells their primary residence which had an adjusted basis (purchase price plus capital 
improvements) of $100,000 for $200,000. In prior years, the property had been a rental property 
and the couple had claimed $50,000 in depreciation deductions on the home. The taxable gain for 
the sale would be $100,000, which is the sales price minus the adjusted basis. Of that gain, 
$50,000 is tax-free and the $50,000 taken as depreciation deductions in the past would be subject 
to a 15% capital gains tax. 

��	����	�����������������
�
� �

Taxpayers can avoid paying tax on the gain from the sale of their real estate property by 
participating in a “like kind” property exchange. Under section 1031 of the Internal Revenue 
Code, like-property exchanges offer business owners or investors a way to trade their property for 
something of similar value and type without reporting a profit and, thereby, defer paying taxes on 
the gain. In the case of residential property, this exchange can be combined with the exclusion of 
capital gains to allow taxpayers to avoid capital gains tax on some of the deferred gain. Some 
gain on the original investment property would be taxed as recaptured depreciation, and some 
may be taxed if the total remaining gain exceeds the cap. For example, a taxpayer who owns a 
rental property can participate in a “like kind” exchange for another residential property which 
then becomes the taxpayer’s primary residence. The taxpayer must meet the ownership and use 
tests for a minimum of five years before the taxpayer can then sell the property and exclude 
capital gains up to the allowable amount. Essentially, the taxpayer will have sold real estate and 
avoided capital gains taxation on some, and perhaps most, of the capital gains earned on both 
properties. 

                                                                 
12 The recapture rule, enacted by the Taxpayer Relief Act of 1997, applies to depreciation claimed after May 6, 1997. 
Any depreciation taken before that date is “forgiven” and not recaptured. 
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Prior to October 2004 when the American Jobs Creation Act of 2004 (P.L. 108-357) was enacted, 
there was no minimum holding period for properties acquired through “like kind” exchanges. The 
exclusion of gain on the sale of a principal residence applied after two years, when the ownership 
and use tests for the provision would have been met. The 2004 law requires the taxpayer to hold 
the exchanged property for a full five years, as opposed to two, before the residence can qualify 
as a principal residence. This change reduced, but did not eliminate, the attractiveness of 
combining “like-kind” exchanges with the principal residence exclusion.13 

!�
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If taxpayers expect huge gains from owning, then selling a house—more than can be excluded 
from tax under the new rule—they could divide ownership of the house in order to maximize the 
amount of capital gain that could be excluded. If, for example, a married couple owns their 
residence together with an adult son and he meets the ownership and use tests for one-third of the 
property, the son may sell his share for a $250,000 gain without incurring a tax. His parents could 
simultaneously sell their share for $500,000 without tax, sheltering as much as $750,000 in 
capital gains. Note that this avoidance technique arises not from the exclusion, but from the 
presence of a cap. This approach to tax avoidance involves some constraints and risks: the child 
must live in the residence, and the property could be subject to attachment for the child’s debts. 

#�����	�
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This avoidance technique might be termed the “land with a small house” strategy. A taxpayer can 
purchase a house with a significant amount of land as an investment, and then use the exclusion 
for the residence to also exclude gain on the land. You can also sell vacant land adjacent to your 
home separately from the home itself, as long as the home is also sold either two years before or 
two years after the sale of the vacant land. There are some restrictions on this exclusion for land, 
one being that the land must not only be adjacent to the home but used as part of the home (which 
would rule out farm land, timber land, and other uses but not simple speculation). 

&������'�  	��
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An individual can buy a house that needs substantial renovation as a principal residence, fix it up, 
live in it for two years, and then sell the home. This gain reflects untaxed labor income of the 
individual, which is now excluded from tax. In fact, this approach can be used by professional 
builders who would normally be paid for their services. 

����
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An individual who has both a regular home and a vacation home can take measures to shift the 
vacation home to principal residence status. Such an individual may effectively continue to live in 
the original home in part, but after the required holding period can sell the vacation home, avoid 
capital gains, and move back to the regular home as a permanent residence. Which home is 
determined to be the principal residence is based on a facts and circumstances assessment, 

                                                                 
13 See CRS Report RS22113, The Sale of a Principal Residence Acquired Through a Like-Kind Exchange, by Gregg A. 
Esenwein, for more information. 
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including the length of time the taxpayer lives in each home, the location of employment and the 
principal residences of family members, mailing addresses (on bills and correspondence, tax 
returns, drivers’ licences, and car and voter registrations), the locations of banks used, and the 
location of recreational associations and churches where the taxpayer has a membership. Thus, it 
is not easy to establish the vacation home as the principal residence, though it may be feasible in 
some cases and, of course, the IRS cannot audit every case of this type. 

%�� ��!�
��	�
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In this avoidance technique, wealthy individuals sell their homes back and forth periodically to 
qualify frequently for the capital gains tax exclusion. If they mutually agree to this arrangement, 
the transactions costs could be minimal (a lawyer to search the title and record the transaction). 
They may not even live in the exchanged homes. Such an arrangement is illegal (a sham 
transaction) but may be difficult to detect. This avoidance technique arises from the existence of 
the cap. 

 ���
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While there are any number of potential ways to deal with capital gains taxes on owner-occupied 
housing, including retaining the current rules, allowing no exclusions, or returning to the pre-
1997 rules, the two areas where changes might be considered are the ceilings on the exclusion 
and in rules relating to investment property and tax sheltering. 

Options for addressing the ceilings could include eliminating the ceilings altogether, indexing the 
ceilings either with respect to general inflation or housing prices, changing the relative ceilings 
between single and joint returns, or changing the basic structure of the ceilings. 

���
������$�����������$��

One policy option could be to remove the ceilings altogether. For some taxpayers, the exclusion 
with ceilings enacted in 1997 increases their tax liability, because they might otherwise have used 
the rollover provision and then held the asset until death. 

One advantage of eliminating the ceilings would be the elimination of any remaining distortions 
(such as incentives not to sell a house even if it would be desirable) and record-keeping 
requirements. This efficiency gain would reflect not only benefits to high income individuals who 
actually pay the tax, but also the much larger group who, because of uncertainty, need to keep 
records. As the section below on indexing indicates, by one index, houses have, on average, 
increased in value by 70% in the seven years since the existing ceilings were imposed.14 Suppose 
in 1997 a married couple had a home worth $300,000 with a $200,000 gain. A 70% increase 
would have caused the new home value to rise to $510,000, for a $410,000 gain. The gain would 
have doubled in only seven years, and could exceed the limit of $500,000 in a few years. 

                                                                 
14 Office of Federal Housing Enterprise Oversight (OFHEO), U.S. House Prices Continue to Rise Rapidly, June 1, 
2005, website http://www.ofheo.gov/media/pdf/1q05hpi.pdf, visited July 1, 2005. 



��������	
��
���������������

�������
������	�������	
�
��

�

��
���

��
�����
�������������� ���

Other circumstances could cause such a taxpayer to be over the limit. The percentage gain figure 
cited above is averaged across the country. In several cities across the country, including some in 
California, the average value of houses doubled in only five years. If the couple had a house in 
those cities that appreciated at the local average rate, they would have exceeded the $500,000 
ceiling. Another circumstance in which the ceiling would be exceeded is if a spouse dies before 
most of the additional appreciation occurs. In that case, the surviving spouse could be over the 
exclusion limit because the exclusion would be limited to about $350,000 ($100,000 for half the 
appreciation that had already occurred and the $250,000 limit for single individuals). Finally, 
while some individuals sell houses more frequently, others live in them for a very long time. 
Appreciation that occurs more than 20 or 30 years, or even more, will be much greater than that 
over a seven-year period. While appreciation has been higher than normal in recent years, a 
normal rate of appreciation (that would probably be similar to the nominal growth in per capita 
income over the long run) would lead to huge gains. At a 5% rate, the gain would be almost 
$700,000 after 20 years. If inflation rises, or the holding period is longer, the gain will be larger. 

These examples illustrate that individuals who are living in houses that may currently have 
accrued gains or have values well below the limit on the capital gains exclusion would need to 
keep records given the uncertainty about how long the house will be owned, what the 
appreciation rate will be, whether and when Congress might act to change the ceiling, and 
whether a spouse might die. 

Eliminating the ceilings would also eliminate the inequities that arise among homeowners. These 
inequities tend to arise because of differences in housing prices across states and localities, 
differences that lead to more or less frequent sales of houses, and differences among elderly 
homeowners that arise from different health outcomes that require the sale of a house. 

Eliminating the ceilings has some disadvantages. It would involve a revenue loss. In addition, 
some people might see its expected favoritism of high income individuals to be a disadvantage. 
Any reduction in tax progressivity, however, would be minor. The revenue loss from eliminating 
the ceilings is relatively minor in comparison to the revenue loss for the exclusion in general and 
the taxes collected on other assets of high income individuals. For example, in 1999,15 reported 
taxable capital gains on the sales of residences were in the range of $3.7 billion to $4.9 billion.16 
Assuming a 20% tax rate, the tax on this amount was less than $1 billion and much of this amount 
may be due not to the cap but to failing to qualify in other ways. For that same year, the reported 
revenue loss from untaxed capital gains was estimated at $5.8 billion.17 Thus, the presence of the 
cap limited the amount of revenue loss from the exclusion of capital gains by less than—perhaps 
much less than—17%. 

Total gains on all capital assets were $719.7 billion in 1999. Thus, taxable gains on residences 
accounted for around ½ of 1% of all gains. These capital gains are highly concentrated in high 
income classes, so the cap on the capital gains exclusion for residences most likely played a 

                                                                 
15 U.S. Department of Treasury, Internal Revenue Service, Statistics of Income, Short Term and Long Term Capital 
Gains by Asset Type, Tax Year 1999, website http://www.irs.ustreas.gov/pub/irs-soi/99in01ab.xls, visited July 1, 2005. 
16 Inconsistencies in how the exclusion was actually reported on returns results in some uncertainty about the actual 
size of the gain, but it should fall between these two values. 
17 Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 1999-2003, Joint Committee 
Print, Washington, DC, U.S. Government Printing office, Dec. 14, 1998, p.18. 
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minor role in affecting the tax liability of higher income individuals, compared to the capital 
gains taxes in general. 

The capital gains tax rates were cut substantially in 1997, and by almost 50% for the highest 
income class, the same year the capped exclusion for gains on residences was enacted. The effect 
of that cut dwarfed the revenue effect from imposing the cap. Capital gains on residences were 
also a small part of the total income of high income individuals. For example, the adjusted gross 
income of individuals with more than $1,000,000 in that same year was $653 billion; the income 
of those with more than $500,000 was $888 billion, and the income of those with more than 
$200,000 was $1,421 billion. Thus, with any of these classes, taxable capital gains on residences 
accounts for less than 1% of income and not all of the gain is due to the cap. 

Moreover, the data collected on tax returns filed in 1995 and 1996 (before the 1997 change) 
indicate that the benefits did not solely or even largely accrue to high income individuals if 
income is measured without including the gain itself.18 These data show large shifts in the 
distribution between 1995 and 1996, but in both years from 20% to 25% of the tax that would 
have been collected under the new law accrued to individuals with incomes below $20,000. In 
1996, very little of the tax (less than 20%) would have been paid by those with incomes over 
$100,000. It is possible that the distribution of the tax that one might normally think would accrue 
to high income individuals may reflect sales due to divorce, job loss, and ill health. Indeed, 
wealthy individuals may be more likely to have the resources to keep their houses through these 
types of changes. 

As these data suggest, compared to other capital gains provisions, the cap on residential capital 
gains has relatively small revenue effects and plays a relatively small role in the distribution of 
the tax burden. So while revenue and distributional issues may be of concern, other changes could 
easily be made that would accomplish those same goals. For example, the reduction in the tax rate 
on dividends enacted in 2003 cost 20 to 25 times as much ($20 billion) as the revenue gained 
from maintaining the dollar cap on the exclusion.19 

Note that the appreciation in housing values should make revenue from the cap somewhat larger 
than reported in 1999 relative to income and other capital gains (although not necessarily relative 
to the benefit of the exclusion in general). 

Another possible problem to consider, however, when weighing eliminating the cap, is the 
possibility of increased tax avoidance through like-kind exchanges, through converting 
investment property to residences and other techniques as described above. These activities are, 
however, likely to be undertaken by a minority, perhaps a small minority, of taxpayers. One of the 
challenges in designing tax rules is determining how to restrict general provisions of the tax law 
in order to target abuses by a small number of individuals. In addition, in most cases, there are 
alternative measures that can be undertaken to address such problems, as discussed below. 

                                                                 
18 See Gerald Auten and Andrew Reschovsky, “The New Exclusion for Capital Gains on Principal Residences,” 
Working Paper, October 1998. A previous version of this paper was published in the Proceedings of the 90th Annual 
Conference on Taxation of the National Tax Association, National Tax Association: Washington, DC, 1998, pp. 223-
230. 
19 See Joint Committee on Taxation, “Estimated Budget Effects for the Conference Agreement on H.R. 2,” JCX-55-03, 
May 22, 2003, http://www.house.gov/jct/pubs03.html. 
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Rather than eliminating the cap, another approach would be to adjust the ceiling to reflect recent 
price changes and index it for future price changes. A commitment to indexing, rather than 
intermittently changing the cap as has occurred with prior exclusions, would provide individuals 
more assurances that they might not need to keep records. 

There are several indexes that might be considered. The Office of Federal Housing Enterprise 
Oversight (OFHEO) data cited above show that house prices appreciated by 70% from the last 
quarter of 1997 through the first quarter of 2005.20 Applying this index to the $500,000 
($250,000) ceilings would imply a ceiling of $850,000 ($425,000) for the first quarter of 2005, 
and this amount would presumably be higher for the full year. This price index is based on repeat 
sales or repeat financing, and thus reflects price changes for the same property over time. 

The National Association of Realtors (NAR) also provides an index for existing single family 
houses, which is simply the price of the average or median existing house sold.21 Their measures 
indicate that the median house has appreciated by 60% and the average value over all houses (the 
mean) has increased by 65%. Those measures would indicate an increase in the ceiling from 
$500,000 to $800,000 in the case of the median and $827,000 in case of the mean (with the single 
exclusion half as large). 

The Census provides indexes of new single family homes, using three measures: change in 
median price, change in average price, and change in a constant quality house. These measures 
indicate somewhat smaller increases of 52%, 61%, and 42% respectively. The last price index is 
more related to the general price indices for the economy which, in turn, measure changes in 
prices of produced goods controlling for quality. These indexes would imply ceiling increases 
from $500,000 to $758,000, $804,000, and $708,000 respectively. 

Houses could also be indexed to general price inflation, which over the seven-year period 
suggests a 13% increase, and which would bring the $500,000 cap to $567,000. 

Using the 70% measure, it appears that without indexing, a substantial increase in the share of 
taxpayers subject to the tax, or at least required to measure and report gain, is likely. According to 
2000 Census data, 14.1% of houses were valued at amounts over $250,000 and 2.9% were valued 
at over $500,000.22 If we use the OFHEO price index to correct the distribution back to 1997 and 
forward to the current time, the estimates suggest that in 1997, 9.4% of houses were valued at 
over $250,000 and 1.6% were valued at over $500,000. By the first quarter of 2005, 27.4% were 
estimated to be valued at over $250,000 and 6.3% were estimated to be valued at over $500,000. 
These measures are consistent with Treasury estimates that in 1995, less than 3% of taxpayers 
were potentially subject to the tax. 

We can also use data on gains reported on tax returns in 1998 and 1999 to estimate the increase in 
the share and absolute number of homeowners paying the capital gains tax. Using this approach, 

                                                                 
20 Office of Federal Housing Enterprise Oversight (OFHEO), U.S. House Prices Continue to Rise Rapidly, June 1, 
2005, website http://www.ofheo.gov/media/pdf/1q05hpi.pdf, visited July 1, 2005. 
21 See U.S. Department of Housing and Urban Development, U.S. Housing and Market Conditions, May 2005. 
22 U.S. Census Bureau, Value for Specified Owner-Occupied Housing Units, http://factfinder.census.gov/home/saff/
main.html?_lang=en. 
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the number of homeowners paying the tax was less than 90,000 in 1997 (had the new rules been 
in effect for the entire year). While some portion of these taxpayers (perhaps a significant portion) 
paid tax because they did not qualify because of other rules, for those who paid the tax because 
they exceeded the exclusion, their numbers could have increased by more than five fold by 
2005.23 

Eventually, the growth in the number of individuals subject to the tax may slow, in part because 
housing prices are not likely to continue to grow at such a rapid pace and in part because gain will 
no longer include accumulated gain on previous residences. This latter effect will cause fewer 
people with houses valued above the ceiling to have gains in excess of the exclusion, but will not 
reduce the numbers required to file a return and, thus, the need to keep records. 

Which index would be appropriate depends on the objective of the cap. The recent change in 
housing prices has far outstripped the change in the overall price level by any measure and a good 
part of that difference could reflect a housing bubble.24 Over a period of time, however, indexing 
with respect to price levels would lag the value of housing price increases, which would tend to 
grow with income. During a seven-year period after the 1997 enactment, the value of GDP grew 
about 41% and, were the ceiling indexed to output growth, it would have risen to $706,000. If the 
objective of the cap is to maintain a fixed inclusion to exclusion ratio, a house price index would 
be appropriate, or perhaps an index to income (the latter would maintain the relationship over a 
long period of time). If the objective is to fix the cap in real terms, an index to a general price rise 
would be appropriate. If a general price increase is chosen, however, more and more gains will 

                                                                 
23 These estimates are rough, and require interpolation between different housing value categories. Interpolation 
between the two adjacent categories is used for measuring the shift in the housing value distribution. These estimates 
indicate that the share of housing over $250,000 was 10.0% in 1998 and 11.9% in 1999; the share over $500,000 was 
2.0% and 2.4% respectively. There were 111,000 returns in 1998 and 142,000 in 1999 with capital gains on residences, 
accounting for 2.2% and 2.7% respectively of housing sales , but these returns may be overstated because of reporting 
inconsistencies, and may be as small as 84,000 in 1998 and 106,000 in 1999. Some of these returns may also report 
capital gains tax because they did not qualify under the two year requirement, because the residence was not the 
primary residence or because of depreciation recapture, or they may have reported a gain even though they were not 
required to. The percentage changes in the shares are used to project the percentage of sales back to 1997 and forward 
to the 1st quarter of 2005. These percentages are then multiplied by the number of sales, which rose from 4.382 million 
in 1997 to 6.890 million in March of 2005. (U.S. Department of Housing and Urban Development, U.S. Housing 
Market Conditions, 1st Quarter 2005, May 2005. These numbers suggest, depending on whether the $250,000 share 
change or the $500,000 share change is used and whether the bottom or top of the range is used, that, at a maximum, 
60,000 to 90,000 returns would have had tax in 1997 had the provision been in effect the full oftlineyear and had all of 
the returns reflected tax due because of exceeding the exclusion. For the 1st quarter of 2005, the number would be 
326,000 to 498,000. These numbers are too large, perhaps much too large, however, because some of the taxpayers 
reporting gain may have been doing so for other reasons. Some preliminary Treasury data suggests that only a small 
share of all returns reporting gains or losses on residences, less than 10%, paid taxes in 2001 because they exceeded the 
dollar limit, which would place less than 1% of total home sales affected by the tax due to exceeding the cap. That 
estimate is based on a very small sample. In 1999, 290,000 returns reported gain or loss on residences, and the 
estimates noted above on which the extrapolations were based range from 37% to 50% of the total, much larger than 
the share suggested in the Treasury data. Thus the current numbers of taxpayers affected may be well under 100,000 if 
these preliminary estimates are correct. If prices continue to rise, however, the 2005 year will be larger. This projection 
also has an aspect that understates the results because capital gains rise faster than housing prices in the short run as the 
basis is generally fixed. More precise detail on the absolute number of taxpayers affected will require a more detailed 
analysis that can only be undertaken with confidential tax data. 
24 A housing bubble is a rise in housing prices that cannot be explained by fundamentals. Fundamentals refer to the 
explanations for housing price increases which include falling interest rates, inflation, and rising incomes. For more 
information about housing bubbles, see CRS Report RL31918, U.S. Housing Prices: Is There a Bubble?, by (name
 redacted). 
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fall above the cap and in the very long run, virtually all gain will be above the cap and thus be 
subject to tax. 

&���(��$���
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Another issue is whether the single exclusion should remain at a level that is half the joint 
exclusion. In making the cap half as large for singles (or twice as large for married couples), the 
provision departed from historical practices for the over-age-55 exclusion. The 1997 change 
doubled the existing $125,000 exclusion for singles, although that exclusion had not kept pace 
with house price changes because it had not been changed since 1981. If the 1981 value had been 
adjusted based on the Census bureau’s average new house index, it would be $413,000 
currently.25 Thus, single individuals who might have been eligible for the old age exclusion have 
lost ground compared to some historical periods, while married couples, at least currently, have 
gained. For an equivalent revenue cost, this approach favors married individuals relative to single 
individuals, including widows and widowers. (Both types of taxpayers could have been made 
worse off because there was no cap on rollovers). 

Allowing the exclusion to be half as large for single taxpayers may have reflected, to some extent, 
the tax planning problems faced by divorcing couples. If each taxpayer has the same ceiling, then 
it is more advantageous to sell a house with a large gain after the divorce, when each individual 
could have a full exclusion. This problem may have been less important for older individuals in 
the past when divorce was less likely, but with the exclusion substituting for rollover treatment, 
many more divorcing couples would be facing this problem. Higher income individuals who 
divorced and optimized their timing may be worse off under the post-1997 changes because they 
were not eligible for an uncapped rollover or larger exclusion. However, the new rules are 
beneficial for moderate income divorcing couples who wish to trade down. The change in relative 
exclusions could have addressed the problem of unmarried couples who own houses together, an 
issue that arose as part of the discussion of the “marriage penalty” in the income tax rate 
structure. This latter phenomenon is probably not very numerically important since, according to 
Census data unmarried couples were only 4.2% of households.26 Moreover, because they tend to 
be younger, they are less likely to be homeowners. 

Many of the single individuals selling homes, outside of divorcing couples, are likely to be 
widows or widowers and the remainder are largely people who have never been married or who 
have been divorced for some time. By reducing the exclusion ceiling for them, not only is the 
benefit reduced relative to historical values, but complexity is introduced because more 
individuals will be subject to filing requirements and paying taxes. As noted above, more than a 
quarter of houses are estimated to have values over $250,000. 

Although it eliminated the complexity for divorcing couples, the halving of the exclusion 
especially magnified compliance problems for surviving spouses. Although surviving spouses can 
receive the benefit of the step-up in basis for the half of the house allocated to the decedent, the 

                                                                 
25 Different values would be found if indexing where introduced from earlier levels. For example, using the Census 
Bureau’s average new house index cited above, indexing from the 1964 level would have implied a current exclusion 
that was slightly larger than the $250,000 one now allowed: $274,500. The value had deteriorated by 1976, so that the 
exclusion indexed from that point would be $200,000. Indexing from 1978, when a much larger exclusion was enacted 
would produce a value of $439,000. 
26 Census Bureau, “ ‘Stay-at-Home’ Parents Top 5 Million, Census Bureau Reports,” Press Release, Nov. 20, 2004. 
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lower ceiling not only increases the frequency with which basis must be calculated (any time the 
sales price is $250,000 or more) but also requires the measurement of the basis step-up. (Note: 
Surviving spouses can get the full step up of the entire gain in community property states, such as 
California). These individuals may be more likely to have houses that fall into the taxable range 
because they were married, perhaps for a long time. And the lower limit in general adds to the 
risk that even a couple with a modest house will have to keep complex records because of the 
possibility that one of them will die before the house is sold. 

One potential change would be to allow surviving spouses to opt for the $500,000 exclusion as a 
substitute for the step-up in basis if they are selling a house they lived in with their spouse, a 
move that would simplify compliance for those whose housing values fall between $250,000 and 
$500,000. H.R. 3803, introduced by Representative McCarthy in the 109th Congress, proposed 
this allowance for certain surviving spouses. 

In the 110th Congress a similar proposal was introduced by Senator Schumer (S. 138) and 
included in H.R. 3648, the Mortgage Forgiveness Debt Relief Act of 2007, which became public 
law (P.L. 110-142) on December 20, 2007. Specifically, the new law allows a surviving spouse to 
exclude from gross income up to $500,000 of the gain from the sale or exchange of a principal 
residence owned jointly with a deceased spouse if the sale or exchange occurs within two years of 
the death of the spouse and other ownership and use requirements have been met. 

����$��$�����(�	����	���%������'��������

Another option is to change the structure of the exclusion in general. For example, there could be 
a much larger lifetime exclusion, with each sale of a home using up part of the exclusion. A 
lifetime exclusion would eliminate the incentive to turn over houses frequently and would 
eliminate the penalty for holding on to one’s home for a long period of time. It would shift 
benefits (even for the same revenue cost) from very wealthy people who sell houses frequently to 
people who are less wealthy but have lived in their houses for a long time. It would, however, add 
to administrative costs and to complexity for some people who would need to keep track of the 
amount of the exclusion consumed. 

A different approach would be that embodied in H.R. 2127 of the 109th Congress, which would 
have allowed a one-time doubling of the exclusion for those over the age of 50. 

&�'�(�����	��$��%���
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A final issue is whether additional measures should be taken to prevent the use of the exclusion 
from sheltering gains earned from investment property. There is little or no evidence of how 
serious this issue is. According to revenue estimates, the restriction on like-kind exchanges 
enacted in 2005 (requiring a five-year test) will have a negligible revenue effect ($200 million 
over 10 years).27 The revenue loss from the converting of investment property into a residence is 
likely larger. 

                                                                 
27 U.S. Congress, Joint Committee on Taxation, Estimated Budget Effects of the Conference Agreement for H.R 4520, 
The “American Jobs Creation Act of 2004”, JCX-69-04, (Washington: GPO, 2004). 
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Note that these tax sheltering problems are not unique to current law; they existed under prior law 
as well. 

To deal with the investment and “like kind” exchanges, the provision requiring longer residence 
periods for “like kind” exchanges could be expanded to property used as an investment. Another, 
more direct approach, which might be used to raise revenue to finance cap expansions, would be 
requiring the gain attributable to investment property to be separated out and taxed, as recaptured 
depreciation is now taxed. 

The conversion of investment property is probably the most important tax avoidance scheme. 
Techniques such as buying a house with extensive land, establishing a vacation home as a 
residence, or explicit house swapping can probably only be addressed through tax auditing. These 
shelters would probably be made less attractive with longer holding periods, but longer holding 
periods have other consequences (such as interfering with mobility). The effect of longer holding 
periods would not be as onerous, however, because houses held for a short period of time are 
likely to have little appreciation, especially after deducting real estate commissions and other 
selling costs. And partial exclusion could be allowed for cases where sales were due to 
employment changes, and other factors. In addition, record keeping for a few years is not the 
burden that would be the case if the house was owned for decades. House swapping would be 
reduced or eliminated if the ceilings were increased or eliminated. It is very difficult to deal with 
the professional “fixer-upper” problem, although, as in the case of other tax avoidance schemes, 
longer holding period requirements would discourage such methods. 

	
������
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Capital gains on sales of taxpayers’ homes have been preferentially treated in the tax code for 
decades. Current law allows an exclusion from income taxation of up $500,000 in capital gains 
for couples ($250,000 for singles). This preferential treatment is justified for several reasons. 
Capital gains taxes on homes create barriers to labor mobility in the economy. Imposing capital 
gains taxes on homes also creates significant compliance costs, requiring individuals to keep 
records for decades and to make fine distinctions between improvements and repairs. Capital 
gains taxes also tend to distort housing choices, discouraging individuals from selling their homes 
because of changing family and health circumstances. The taxation of gains in excess of a cap 
creates inequities between homeowners with different job circumstances, between those living in 
different parts of the country, and between those with different health outcomes. Exclusions of 
gains on homes do, however, contribute to tax avoidance schemes, especially ones that allow 
gains on investment properties to escape tax. 

The exclusion from capital gains tax for owner-occupied housing currently exempts most 
homeowners from the tax. Although the capital gains exclusion adds to the magnitude of 
homeowner preferences that may distort investment, there are reasons to exempt capital gains on 
home sales from tax. The rise in housing prices juxtaposed with the fixed dollar cap for the 
exclusion is, however, estimated to increase more than fivefold the share of homeowners subject 
to gains tax. The possibility of capital gains tax in the future, arising from a cap that does not 
keep pace with housing prices, substantially reduces the number of taxpayers who could be freed 
from detailed record keeping. The problems associated with the gains tax could be eliminated or 
mitigated with the elimination of the cap or by indexing it to housing prices. The ceiling on the 
excluded gain, presumably adopted for revenue and distributional reasons, is, however, of small 
consequence compared to other provisions (such as the general taxes and tax preferences on 
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capital gains and dividends). A complication of increasing or eliminating the ceiling, however, is 
the increased opportunity for tax sheltering activities, which may suggest additional restrictions 
aimed at these activities. 
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