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A re you dreaming of a moun- 
 tain cabin or an oceanfront 
bungalow hideaway? Then you 
may want to consider that a va-
cation home can offer some tax 
savings. Whether you choose to use 
the home solely for enjoyment or 
combine business and pleasure by 
renting the property part-time, it 
is important to understand the tax 
laws for a second home.

As long as the combined debt 
secured by the vacation home and 
your principal residence does not 
exceed $1.1 million, you can deduct 
all of the interest paid on a mort-
gage used to buy a second home. 
This advantage is restricted to two 
homes. Should you purchase a third 
home, interest on that mortgage is 
not deductible. However, regard-
less of how many homes you have, 

you may be able to deduct all of the 
property tax paid.

One break enjoyed by homeown-
ers—the right to immediately deduct 
points paid on a mortgage—applies 
only to a principal residence. Points 
paid on a loan for a second home 
must be deducted gradually, as the 
mortgage is paid off.

Personal Residence
Your vacation home is considered 
a personal residence if you rent it 
for no more than 14 days a year. 
In such a situation, you may retain 
the rent tax free without jeopardiz-
ing your mortgage interest and tax 
deductions. However, you may not 
deduct any rental-related expenses. 
If you rent out the house on a 
continual basis, things may become 
more complicated. Depending on the 

breakdown between personal and 
rental use, different rules may apply.

If you buy primarily for pleasure 
but rent for 15 days or more, the 
rent you receive is taxable. Because 
the house is still considered a per-
sonal residence, you may deduct all 
of the interest and property tax. You 
may also be able to deduct other 
rental-related expenses, including 
the cost of utilities, repairs, and in-
surance attributable to the time the 
house is rented. In some cases, you 
may be able to deduct depreciation. 
When the house is considered a 
personal residence, rental deduc-
tions cannot exceed the amount of 
rental income you report. In other 
words, your second home cannot 
produce a tax loss to shelter other 
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HOW MUCH IS ENOUGH?
Life Insurance:

M any people buy life insurance 
 before conducting a compre-
hensive financial needs analysis. 
An individual might choose a bene-
fit amount that seems appropriate 
at the time of applying for a policy, 
without factoring in the economic 
impact that unforeseen circum-
stances, such as an untimely death, 
could potentially have on family 
members. To properly assess your 
family’s situation, you may want to 
consider a financial needs analysis 
by following these simple steps to 
protect your loved ones:

First, write down the total value 
of all assets that you and/or your 

spouse own. (Enter amounts in one 
column for yourself and in another 
column for your spouse.) When list-
ing your assets, be sure to include 
what you currently have in savings 
and retirement funds (such as IRAs, 
401(k) plans, annuities, etc.), as well 
as real estate and life insurance. 
Next, list and evaluate all expenses 
you or your family might face if you 
or your spouse should die. These are 
your potential liabilities. 

In order to determine how much 
cash would be needed following the 
death of a spouse, take a look at 
these potential needs and assign  
an estimated amount to each:

1. Immediate Money Fund. This 
includes the estimated cost of 
medical and hospital expenses, 
outstanding bills, burial costs, 
and attorney/executor fees. 

2. Debt Liquidation. Your debt, if 
any, may be in the form of credit 
card bills, school and auto loans, 
unpaid notes, outstanding bills, 
etc. 

3. Emergency Fund. Unexpected 
bills not readily payable from  
current income could include  
major home and car repairs, or 
even medical emergencies. 

income. In most cases, the inter-
est and taxes assigned to the 
rental use of the house combined 
with the operating expenses more 
than offset rental income, thus 
limiting your ability to write off 
depreciation.

Rental Property
Now consider your tax situation 
if you buy a property primarily 
as an investment and limit your 
personal use of the property to 14 
days a year (or 10% of the number 
of rental days, whichever is great-
er). Because the house is a rental 
property according to the Inter-
nal Revenue Service (IRS), your 
deductions can exceed the amount 
you receive in rental income.

If your rental income does not 
cover the cost of renting the 
house, you may be able to claim 
a taxable loss. Rental losses are 

classified as passive and can be 
deducted only against passive 
income, such as that from another 
rental property that realizes a 
gain. If you do not have passive 
income to shelter, the losses have 
no immediate value; however, 
unused losses can be used in the 
future when you have passive 
income.

There’s an exception to this rule, 
however, that permits taxpayers 
with adjusted gross income (AGI) 
under $100,000 ($50,000 if mar-
ried filing separately) to deduct up 
to $25,000 ($12,500 if married 
filing separately) of passive losses 
against other kinds of income, 
including salaries. To qualify, you 
must actively manage the prop-
erty. The $25,000 allowance is 
gradually phased out for taxpayers 
whose AGI is between $100,000 
and $150,000.
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If your vacation home is consid-
ered a rental property, the mort-
gage interest attributable to the 
time the premises are rented is a 
business deduction. The remain-
der cannot be deducted as home 
mortgage interest since the house 
doesn’t qualify as a personal  
residence. 

These tax laws also apply to apart-
ments, condominiums, mobile 
homes, or boats with basic living 
accommodations. Generally, these 
are considered rental properties 
if they include a sleeping space, 
bathroom, and cooking facilities.  
If you are considering the pur-
chase of a vacation home, keep in 
mind that, from a tax perspective, 
that mountain cabin or oceanfront 
bungalow may be the ultimate 
dream home. 20/20             
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YOUR FISCAL FITNESS
Tips to "Shape Up"

M any people realize that the 
 best way to stay in shape is to 
develop an appropriate fitness regi-
men and then stick with it. If you 
start a fitness program and drop out, 
you never give yourself a chance to 
become physically fit. In the long 
run, regular workouts pay off. It is 
the same with fiscal conditioning. 
To achieve fiscal fitness and the 
financial independence that goes 
along with it, be sure to adhere to a 
regular program of sound financial 
practices. Here are some tips to help 
you “shape up” your finances:

•	 Set	short-,	medium-,	and	
long-term	financial	goals. 
With physical fitness, small ac-
complishments can lead to big 
successes. The same holds true 
for fiscal fitness. Set one-, three-, 
and ten-year financial goals and 
evaluate your progress regularly. 
Make adjustments, as appropri-
ate, to achieve long-term financial 
independence. 

•	 Look	for	a	savings	“edge.”	 
Just as personal trainers are avail-
able to guide you at the gym and 

accelerate your progress, finan-
cial professionals are available 
to guide you toward vehicles 
that help facilitate savings. Con-
tribute to an IRA, 401(k) plan, 
or other retirement plan for 
which you qualify that offers an 
edge: tax-deferred savings. 

•	 “Pump	up”	your	savings. 
Before spending your paycheck, 
put savings first. Earmark a set 
amount out of each paycheck for 
the future. Like regular repeti-
tions at the gym, this habit can 
build financial muscle to help 
support you for the long term.

•	 Trim	high	interest	rates	and	
finance	charges.	Just as you 
trim excess fat from your diet, 
shop around for credit cards 
and loans with low rates. Pay 
off your credit card balances 
monthly to avoid high finance 
charges. If you need to carry a 
balance, try to only use cards 
with low interest rates. 

•	 Schedule	periodic	insurance	
and	legal	checkups. Many 
people visit the doctor yearly for 

regular physical exams. Simi-
larly, consider meeting with a 
qualified insurance professional 
periodically to review and up-
date your insurance needs. Also, 
schedule a regular review with 
your attorney to evaluate and 
update your will and trusts to ac-
commodate any tax law changes. 

•	 Monitor	your	progress	regu-
larly. To get in top physical 
shape, it’s important to chart 
your progress. It can be very 
inspiring to look back at your 
progress and see how far you’ve 
come. It is also important to 
monitor your financial progress 
regularly and to meet, at least 
yearly, with a qualified finan-
cial professional. This can help 
ensure you are moving in the 
direction of your long-term goals. 

By committing yourself to fiscal 
fitness, you are taking the first step 
toward achieving financial inde-
pendence. Before long, you may be 
able to achieve the future of your 
dreams. Remember, the sooner you 
begin, the better. 20/20   

4. Mortgage/Rent	Payment	Fund.	
How much would you need to 
pay off your mortgage or provide 
for house payments or rent? 

5. Child/Home	Care	Fund. Extra 
expenses may arise following the 
death of a stay-at-home spouse. 
Estimate the cost of hiring help 
to take over your spouse’s duties, 
such as child care, shopping, 
food preparation, laundry, and 
yard care.

6. Education Fund. Be sure to 
include the cost of funding a 
four-year undergraduate educa-
tion or comparable vocational 
training for your children.

The total of all of the above costs, 
less your liquid assets and life 
insurance, would signify your  
new financial needs. The numbers 
may be different for you and for 
your spouse, because assets and 
existing life insurance, as well 
as child/home care amounts, are 
likely to be different.

Analyzing your financial needs is 
an important step toward ensuring 
the appropriate amount of coverage 
for you and your family. The steps 
above are one method for determin-
ing how much life insurance may 
be needed based on your individual 
circumstances. Be sure to consult 
with an insurance professional for 
more information. 20/20    
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     IN THE FIRST HALF OF 2016
Retirement Plan Savings Hold Steady

T  he patterns of saving for  
  retirement through defined 
contribution (DC) plans during the 
first half of 2016 were roughly 
unchanged from the correspond-
ing patterns in the first six months 
of the previous year, according to 
a study of retirement plan savers’ 
actions released by the Investment 
Company Institute (ICI). 

The study, published on October 27, 
tracked contributions, withdrawals, 
and other activity through the first 
six months of 2016 using DC plan 
recordkeeper data covering around 
28 million participant accounts 
in employer-based DC plans. The 
study’s authors stressed that DC 
plans are an important component 
of Americans’ retirement saving; 
with assets in all DC plans account-
ing for about one-tenth of U.S. 
households’ aggregate financial 
assets at the end of June 2016.

The results of the analysis indicat-
ed that savers remain committed to 
DC plans, as nearly all employees 
who were participating in plans  
in 2015 continued contributing 
during the first half of 2016.  
Noting that only 1.8% of DC plan 
participants stopped contributing  
in the first half of 2016, or the 
same share as in 2015; researchers 
speculated that some of these par-
ticipants may have stopped contrib-
uting simply because they reached 
the annual contribution limit. 

The analysis further showed that 
withdrawal activity for DC plans 
remained low in the first half of 
2016, as in the first six months  
of 2015. Levels of hardship with-
drawal activity were also found 
to be low, with 0.8% of DC plan 

participants taking 
hardship withdrawals 
during the first half of 
2016, compared with 
0.9% in the first half of 
2015.

In addition, the study 
found that most DC 
plan participants 
stayed the course in 
their asset allocations, 
as stock values edged 
up during the first six 
months of the year.  
Specifically, the find-
ings indicated that 
during the first half of 
2016, 6.5% of DC plan participants 
changed the asset allocation of 
their account balances, and 5.5% 
changed the asset allocation of 
their contributions. The results also 
showed that compared with the 
same time frame a year earlier, ac-
count balance reallocation activity 
was little changed in the first half 
of 2016, and contribution realloca-
tion activity was slightly lower.

An examination of DC plan partici-
pants’ loan activity revealed that it 
was little changed in the first half 
of 2016: at the end of June 2016, 
17.1% of DC plan participants had 
loans outstanding, compared with 
17.0% at the end of March 2016, 
and 17.4% at year-end 2015. Ac-
cording to researchers, two factors 
seem to be influencing DC plan par-
ticipants’ loan activity: a seasonal 
pattern, whereby the share of plan 
participants with loans outstanding 
tends to be lower in the first quarter 
of the year than in later quarters; 
and financial stresses. The study’s 
authors observed that—likely in 

response to the recession—the 
percentage of DC plan participants 
with loans outstanding rose from 
the end of 2008 (15.3%) through 
2011 (18.5%); but that the share 
of DC plan participants with loans 
outstanding then leveled out in 
2012 through 2015, possibly  
because participants were taking  
out loans to support consumer 
spending or home purchases. 20/20    
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