
 

 

 

 

 

Robert W. Baird & Co. Incorporated. Baird does not provide tax advice. Please consult your tax advisor. Page 1 of 1 

WEALTH SOLUTIONS GROUP 

 

 

 

 

 Law change reduces record keeping requirements 

 

 

 

 
A tax law change in 1997 regarding the sale of a principal residence allows married taxpayers to exclude from income 
up to $500,000 of the realized capital gain ($250,000 for single taxpayers).  This exclusion may only be used once every 
two years.  Any gain in excess of the exclusion is taxable as a long- or short-term capital gain, depending on the 
ownership period. 

These rules represent a significant simplification from the rules in place prior to this change.  In the past, taxpayers 
would keep detailed records to substantiate a higher cost basis and thereby reduce any gain on the sale.  Because up 
to $500,000 in gains are automatically excluded, these detailed records are often no longer necessary.  Unlike the prior 
rules, there is no requirement to reinvest the sales proceeds into a new home in order to avoid a taxable gain, and the 
special exclusion that was available for an individual age 55 or older no longer applies.  The new exclusion amounts 
apply to all taxpayers regardless of age. 

Certain ownership and use tests must be met before the exclusion will be allowed: 

• The gain may only be excluded if, during the five-year period that ends on the date of the sale, the individual owned 
and used the property as a principal residence for a total of two years or more.  Short temporary absences for 
vacations or seasonal absences are counted as periods of use, even if the property is rented during these periods. 

• A widow or widower’s period of ownership includes the period during which the deceased spouse owned the 
residence in determining the exclusion amount. 

• If a residence is transferred to an individual as a result of divorce, the time that the former spouse owned the 
residence is added to the individual’s period of ownership in determining the exclusion amount. 

An individual that fails to meet the ownership and use requirements, or the two-year minimum time period, may be 
granted relief in some situations.  These include when the home is sold due to a change in place of employment, health, 
or other “unforeseen circumstances” as defined by the IRS.  In these situations, a pro-rated exclusion will be granted, 
computed by multiplying the maximum exclusion ($250,000 or $500,000) by a fraction. 

The numerator of the fraction is the shortest of (a) the period of time that the individual owned the property as a principal 
residence during the five-year period ending on the date of the sale; (b) the period of time that the individual used the 
property as a principal residence during the five-year period ending on the date of the sale; or (c) the period between 
the date of the most recent prior sale to which the exclusion applied and the date of the current sale.  The numerator 
may be expressed in either months or days.  The denominator is either 730 days or 24 months (depending on the 
measure of time used in the numerator.) 
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