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Points
ISSUE 

(1) If a taxpayer pays points on the refinancing of a mortgage loan secured by the principal residence of the taxpayer, is the payment deductible in full, under section 461(g)(2) of the Internal Revenue Code, for the taxable year in which the points are paid? 

(2) If the taxpayer described above uses part of the proceeds from the refinancing to improve the taxpayer's principal residence, may the taxpayer deduct any portion of the points for the taxable year paid? 

FACTS 

Situation 1. In 1981, A obtained a 16-percent mortgage loan (old mortgage loan) exclusively for the purchase of a principal residence. On August 20, 1986, A refinanced the old mortgage loan, which had an outstanding principal balance of $100,000, with a $100,000, 30- year, 10-percent mortgage loan (new mortgage loan) from L, a lending institution. The new loan was secured by a mortgage on A's principal residence. Principal and interest payments were due monthly, with the first payment due October 1, 1986, and the last payment due September 1, 2016. In order to refinance, A paid 3.6 points ($3,600) to L at the loan closing. This points charge was paid from separate funds of A that were brought to the loan closing. 

Situation 2. In 1981, B obtained a 16-percent mortgage loan (old mortgage loan) exclusively for the purchase of a principal residence. On August 20, 1986, B refinanced the old mortgage loan, which had an outstanding principal balance of $80,000, with a $100,000, 30- year, 10-percent mortgage loan (new mortgage loan) from L. The new mortgage loan was used to pay off the $80,000 balance on the old mortgage loan and to pay for improvements on B's principal residence that cost $20,000. The new loan was secured by a mortgage on B 's principal residence. Principal and interest payments were due monthly, with the first payment due October 1, 1986, and the last payment due September 1, 2016. In order to refinance, B paid 3.6 points ($3,600) to L at the loan closing. This points charge was paid from separate funds of B that were brought to the loan closing. 

In both situations the amount paid as points was paid for the use or forbearance of money and was in addition to a charge for certain services that was levied by L as part of a loan original fee. The interest paid on the new mortgage loans, including the amount paid as points, is “qualified residence interest” (within the meaning of section 163(h)(3) of the Code). The payment of points was an established practice in the area where the indebtedness was incurred and did not exceed the amount generally charged in that area. A 's and B's incomes are computed under the cash receipts and disbursements method of accounting. 

LAW AND ANALYSIS 

Section 163(a) of the Code generally allows a deduction for all interest paid or accrued within the taxable year on indebtedness. Section 163(h) provides that in the case of a taxpayer other than a corporation, no deduction shall be allowed for personal interest paid or accrued during the taxable year. Personal interest does not include any “qualified residence interest” (within the meaning of section 163(h)(3)). Thus, “qualified residence interest” is fully deductible under section 163. To determine when the interest is deductible, section 163 must be read in conjunction with section 461. Zidanic v. Commissioner, 79 T.C. 651, 653 (1982); Schubel v. Commissioner, 77 T.C. 701, 702 (1981); Baird v. Commissioner, 68 T.C. 115, 130 (1977). 

Section 461(g)(1) of the Code provides that, in general, if the taxable income of the taxpayer is computed under the cash receipts and disbursements method of accounting, interest paid by the taxpayer that is properly allocable to any period (A) with respect to which the interest represents a charge for the use or forbearance of money, and (B) which is after the close of the taxable year in which paid, shall be charged to capital account and shall be treated as paid in the period to which so allocable. Thus, such a taxpayer may not take a deduction for interest paid earlier than the taxable year in which (and to the extent that) the interest represents a charge for the use or forbearance of money. 

Congress intended that section 461(g)(1) of the Code would require a taxpayer using the cash receipts and disbursements method to deduct interest prepayments in the same manner as a taxpayer using the accrual method. See H.R. Rep. No. 94-658, 94th Cong., 1st Sess. 100 (1975), 1976-3 (Vol. 2) C.B. 695, 792. 

An exception to the general rule of section 461(g)(1) of the Code is set forth in section 461(g)(2). Section 461(g)(2) provides that section 461(g)(1) shall not apply to points paid in respect of any indebtedness incurred in connection with the purchase or improvement of, and secured by, the principal residence of the taxpayer to the extent that such payment of points is an established business practice in the area in which such indebtedness is incurred and the amount of such payment does not exceed the amount generally charged in such area. Therefore, unlike the rule applicable to other instances of prepaid interest, if the requirements of section 461(g)(2) of the Code are satisfied, the taxpayer is not limited to deducting the points over the period of the indebtedness. Schubel v. Commissioner, 77 T.C. at 703- 04. 

In Situation 1, the proceeds of the new mortgage loan were used solely to repay an existing indebtedness. The legislative history of section 461(g)(2) of the Code states that a loan does “not qualify under [the] exception [in section 461(g)(2)] . . . if the loan proceeds are used for purposes other than purchasing or improving the taxpayer's principal residence. . . .” H.R. Rep. No. 94-658, 94th Cong., 1st Sess. 101 (1975), 1976-3 (Vol. 2) C.B. 695, 793. Although the indebtedness secured by the new mortgage was incurred in connection with A's continued ownership of A's principal residence, the loan proceeds were used for purposes other than purchasing or improving the residence, and thus the indebtedness was not “incurred in connection with the purchase or improvement of” that residence, as that language is used in section 461(g)(2). Accordingly, the points paid by A with respect to A's new mortgage loan do not meet the requirements of section 461(g)(2) of the Code. 

In Situation 2, $80,000 (80 percent) of the new mortgage loan proceeds were used to repay an existing indebtedness (old mortgage loan balance of $80,000). Although this amount was incurred in connection with B 's continued ownership of B's principal residence, it was not incurred in connection with the purchase or improvement of that residence. Accordingly, 80 percent of the points paid by B with respect to B's new mortgage loan does not meet the requirements of section 461(g)(2) of the Code. On the other hand, $20,000 (20 percent) of the new mortgage loan was incurred in connection with the improvement of B's principal residence, and therefore $720 (20 percent) of the points paid by B meets the requirements of section 461(g)(2). 

Rev. Proc. 87-15, page 624, this Bulletin, describes an acceptable method for determining the proper deduction with respect to points each taxable year in a situation like these here, where section 461(g) of the Code requires all or a part of the points to be deducted over the period of the indebtedness. 

It is important to note that in Situation 2 the points charge was paid from separate funds of B that were brought to the loan closing. If the points had not been paid from separate funds of B that were brought to the loan closing, the points would not have been paid at the time of the closing, and it would be irrelevant whether the indebtedness was incurred in connection with the purchase or improvement of B 's principal residence. See Schubel, which holds that points withheld by a lender from a loan amount may not be deducted by a borrower in the year the points were withheld, because the withholding did not constitute payment within the taxable year. See also Rev. Proc. 87-15, which describes an acceptable method for determining the proper deduction each taxable year in a situation where points are withheld from the loan proceeds. 

HOLDING 

(1) In Situation 1, the points paid by A do not meet the requirements of section 461(g)(2) of the Code. The points paid by A must, therefore, be deducted over the period of the new mortgage loan. 

(2) In Situation 2, 80 percent of the points (2,880) paid by B with respect to B's new mortgage loan does not meet the requirements of section 461(g)(2) of the Code. Accordingly, B must deduct the $2,880 over the period of the new mortgage loan. On the other hand, $720 (20 percent) of the points was paid in respect of an indebtedness that was incurred in connection with the improvement of B's principal residence. This amount, therefore, meets the requirements of section 461(g)(2). Accordingly, 20 percent ($720) of the points paid by B may be deducted for the taxable year paid. 

