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Chapter
1

Home loan
interest deductions

This chapter reviews the home loan interest deduction for reporting the tax consequences of
financing first and second homes.
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property tax deduction
qualified interest

equity loans
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able to intelligently discuss this tax reduction incentive with residential tenants if tenants are to be persuaded to buy based on the
full range of homeownership benefits.

PL

Two residences, two deductions

The federal government has a long-standing
policy of encouraging residential tenants
to become homeowners. The government
incentive is a subsidy in the form of a significant reduction in the income taxes for a
buyer who finances the purchase of a residence or a vacation home. No financing; no
deduction.

E

Due to the special home loan interest deduction rule for income tax reporting, the interest accrued and paid on loans is deductible
from income as an itemized expense if the
loans:

For a residential tenant considering his income taxes, the monthly payment on a purchase-assist home loan is not just a substitute
for his monthly rent payment, it also reduces
his combined state and federal taxes by an
amount equal to 20% to 30% of the monthly
loan payment, depending on his tax bracket.

•• funded the purchase price or paid
for the cost of improvements for the
owner’s principal residence or second
home; and
•• are secured by either the owner’s principal residence or second home. [Internal Revenue Code §163(h)]

Real estate agents handling the sale or purchase of single family residences must be
3
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loan balances of up to $1,000,000 for an individual, and for couples filing a joint return,
if the loan is secured by either home. The
loan balance is limited to $500,000 for married persons filing separately.

Without the home loan interest deduction
rule, interest paid on a loan which funded
the purchase or improvement of a principal
residence or second home is not deductible.
If the loan did not fund the purchase or improvement of the principal residence or other
personal expense, it funded the acquisition
of an investment or business property.

Thus, if the loan funds are used to acquire,
construct, or further improve a principal residence or second home, and the loan funds
collectively exceed $1,000,000, only the
interest paid on $1,000,000 of the purchase
and improvement loan balances is deductible
as purchase/improvement interest. However,
interest paid on the excess loan amounts,
up to an additional $100,000, qualifies for a
deduction as interest paid on a home equity
loan.

SA

Also, interest paid on equity loans secured
by the property owner’s principal residence
or second home is tax deductible under the
home loan interest deduction rules, regardless of whether or not the loan’s net proceeds
were used for personal or investment/business purposes.

The loan interest deductions for the first and
second home reduce the property owner’s
taxable income as an itemized deduction under both the standard income tax (SIT) and
the alternative minimum tax (AMT) reporting rules. In contrast, the real estate property
tax deduction on the first and second homes
only reduces the owner’s SIT, not his AMT.
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To qualify home improvement loans for interest deductions, the new improvements
must be substantial. To qualify, improvements must:
•• add to the property’s market value;
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•• prolong the property’s useful life; or

Two categories of loans exist to control the
deduction of interest paid on any loans secured by the principal residence or second
home. These include:

•• adapt the property to residential use.

Loan funds spent on repairing and maintaining property to keep it in good condition do
not qualify as funding for substantial improvements. [IRC §163(h)(3); Temporary
Revenue Regulations §1.163-8T; Internal
Revenue Service Publication 936]

E

•• interest on the balances of purchase or
improvement loans up to a combined
principal amount of $1,000,000; and

•• interest on all other loan amounts up
to an additional $100,000 in principal, called home equity loans. [IRC
§163(h)(3)]

Refinancing limitations
If an owner refinances a purchase/improvement loan, the portion of the refinancing
used to fund the payoff qualifies as a purchase/improvement loan for future interest
deductions. However, interest may only be
written off as a purchase/improvement loan

Purchase/improvement loans
Interest paid on money loans and carryback
credit sales originated to purchase or substantially improve an owner’s first or second home is fully deductible on combined
4
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Home equity loans are typically junior encumbrances, but also include proceeds from
a refinance which do not qualify as purchase/improvement funds and purchase/improvement loan amounts which exceed the
$1,000,000 ceiling.

on the amount of refinancing funds used to
pay off the principal balance on the existing
purchase/improvement loan.
For example, consider an owner who borrows $200,000 to fund the purchase of his
principal residence. The loan balance is paid
down to $180,000 and the owner refinances
the residence, paying off the original purchase/improvement loan. However, the new
loan is for a greater amount than the payoff
demand on the old loan.

The proceeds from home equity loans may
be used for any purpose, including personal
uses unrelated to the property.
Property value ceiling

SA

In this scenario, interest on only $180,000 of
the refinancing is deductible as interest paid
on a purchase or improvement loan, unless:

Interest paid on any portion of a loan balance
which exceeds the fair market value of a residence is not deductible. In practice, the fair
market value rule applies almost exclusively
to home equity loans, including refinancing
proceeds of a greater amount than the balance paid off on the purchase/improvement
loan that was refinanced. [IRC§163(h)(3)(C)
(i)]

•• the excess funds generated by the refinance are used to improve the residence; or

M

•• the excess loan amount qualifies as a
home equity loan under its separate
ceiling of $100,000 in principal.
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$100,000 home equity loans

The fair market value of each residence is
presumed to be the original amount of the
purchase price plus any improvement costs.
Thus, any future drop in property value
below the balance remaining on purchaseassist loans does not affect the interest deduction. [Temp. Rev. Regs. §1.163-10T(k)
(2)]

Interest on loan amounts secured by the first
or second home may not qualify for the purchase/improvement home loan interest deduction, due either to a different use of the
loan proceeds or the $1,000,000 loan limitation. However, the interest on loan amounts
which are secured by the first or second
residence and do not qualify as purchase/improvement loans is deductible by individuals
and those couples filing joint returns as interest paid on additional or other loan amounts
up to $100,000 in principal, called home equity loans.

E

Editor’s note — Consistent with its policy
under codes such as §1031, the Internal Revenue Service (IRS) does not perform any appraisal activities. Thus, the IRS has substituted the easily computable original cost of
purchase and improvements for the fair market value limitation established by Congress.
However, an owner who takes out a home
equity loan which, when added to the other
loan balances on the residences, exceeds his
purchase and improvement costs of the property, can rebut the IRS fair market value presumption of cost with a current fair market
value appraisal provided by the lender.

For married persons filing separately, the cap
for the principal amount of equity loans on
which interest can be deducted is limited to
$50,000, half of the joint $100,000 ceiling.
[IRC§163(h)(3)(C)(ii)]
5
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Thus, on a refinance or origination of a home
equity loan, it is advisable for an owner to
request and receive a copy of the lender’s
appraisal to later corroborate the property’s increased market value at the time the
financing was originated. [See first tuesday
Form 223]

The rental income on the second home is
investment/portfolio income if the home
qualifies for the interest deduction due to the
owner’s days in occupancy exceeding the
14-day/10% rule.
If the second home has been rented, but the
owner’s family occupied the property for
more than 14 days or 10% of the days rented
(thus qualifying the home for the loan interest deduction), the owner is not allowed to
treat the property as an investment. Since the
property is not an investment, the owner cannot depreciate the home. [IRC §§163(h)(4)
(A)(i)(II); 280A(d)(1)]

Qualifying the principal residence and
second home

SA

To qualify for a home loan interest deduction, loans must be secured by the principal
residence or second home.
A principal residence is defined as an individual’s home if:

A second home, when purchased for personal use and held for a profit on resale, also
qualifies as investment (like-kind) property
for exemption from profit taxes under IRC
§1031. [IRC §1031; IRS Private Letter Ruling 8103117]

•• the homeowner’s immediate family
resides in it a majority of the year;

M

•• the home is located close to the
homeowner’s place of employment
and banks which handle the homeowner’s accounts; and

Taking the deductions

Interest deductions on home loans are only
allowed for interest which has accrued and
been paid, called qualified interest. [IRC
§163(h)(3)(A)]
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•• the home’s address is used for tax
returns. [IRC §§163(h)(4)(A)(i)(I),
121]

Interest on first and second home loans is
deducted from an owner’s adjusted gross
income (AGI) as an itemized deduction.
Further, limitations restrict the amount of deductions the homeowner can claim. Unlike
deductions, business, rental or investment
interest are adjustments that reduce the
AGI. Thus, the two types of home loan interest deductions directly reduce the amount
of the owner’s taxable income (if the interest
deductible is not limited by ceilings on the
homeowner’s itemized deductions).

A second home is any residence selected by
the owner from year to year, including mobile homes, recreational vehicles and boats.

E

If the second home is rented out for portions of the year, the interest qualifies for the
home loan interest deduction if the owner
occupies the property for more than 14 days
or 10% of the number of days the residence
is rented, which ever number is greater. [IRC
§280A(d)(1)]
If the owner does not rent out his second
home at any time during the year, the property qualifies for the home loan interest deduction whether or not the owner occupies it.
[IRC §163(h)(4)(A)(iii)]

The inability to reduce the owner’s AGI by
use of the home loan interest makes a substantial difference for high income earners.
The higher an owner’s AGI, the lesser the
6
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SUPPLEMENTAL TRUTH-IN-LENDING SECTION 32 DISCLOSURE
Additional Disclosures for Reg Z Section 32

Prepared by: Agent_____________________ Phone________________________________
Broker_____________________ Email_________________________________
NOTE: This disclosure is mandated for additional use by Lenders on Reg Z personal-use loans on which the rates
or points and fees exceed Reg Z Section 32 threshold amounts.
DATE: _____________, 20______, at _____________________________________________________, California.
1. Prepared by ________________________________________________________________________________
1.1

Address ______________________________________________________________________________
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1.2 Phone __________________________________________ Email ________________________________
Items left blank or unchecked are not applicable.
FACTS:

2. Lender identification __________________________________________________________________________
__________________________________________________________________________________________

3. Borrower identification ________________________________________________________________________
_________________________________________________________________________________________

4. Loan Broker identification ______________________________________________________________________
___________________________________________________________________________________________

M

5. Account or application number __________________________________________________________________
___________________________________________________________________________________________
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6. NOTICE TO BORROWER:
You are not required to complete this agreement merely because you have received these disclosures or
have signed a loan application. If you obtain this loan, the lender will have a mortgage on your home.
You could lose your home, and any money you have put into it, if you do not meet your obligations under
the loan.
7. AMOUNT BORROWED:
The principal amount borrowed on the personal-use loan is $_______________.
7.1 The amount borrowed is the amount of the loan under the loan application.
8. ANNUAL PERCENTAGE RATE:
The annual percentage rate of the charges on the loan is ______%.

9. PAYMENTS:
Your regular monthly _____________ payment will be $_______________.

E

10. FINAL/BALLOON PAYMENT:
Your final/balloon payment, if any, will be $_______________.
10.1 This payment is due more than five years after the loan is originated.

Borrower acknowledges receipt of a copy of this disclosure statement.
Date: _____________, 20______

Borrower’s Signature: ____________________________________________________________________________

Borrower’s Signature: ____________________________________________________________________________
FORM 223

03-11

©2011 first tuesday, P.O. BOX 20069, RIVERSIDE, CA 92516 (800) 794-0494
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amounts allowed for rental loss deductions,
itemized deduction phaseout (starting at an
AGI of $259,400 for individuals in 2016),
and any tax credits held by the owner. [IRC
§163(a), (h)(2)(A)]

for use as the down payment on the purchase
of investment property (the credit is extended
by the seller in lieu of a cash downpayment).
The homeowner wants to avoid the home
loan interest deduction limitations so he can
write off all the interest paid on the note
against future income from the property he
purchased by executing the note. Accordingly, the homeowner negotiates with the lender
or carryback seller to secure the note by two
separate trust deeds; one as a lien on the
home and the other as a lien on the property
purchased.

Consider a homeowner who wants to generate
funds to use as a down payment to purchase
business, rental or investment real estate. His
only substantial asset is the $300,000 equity
in his home.

SA

If the owner further finances with a home
equity loan or refinances the existing loan
to net $200,000 in loan proceeds, he will be
paying interest which is only partially deductible. The non-purchase/improvement
loan amount exceeds the $100,000 home equity loan cap. The interest the owner pays on
the portion of home equity loan balance in
excess of the $100,000 loan cap is not deductible under the home loan interest deduction rules.

The lender or carryback seller is satisfied
with the financial risk regarding the loss of
principal. The home secured by the trust
deed is viewed as the primary source of recovery should the owner default on the note.
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In addition to the owner’s home, the note is
secured by the property purchased. This to
justify writing off the entire interest accrued
and paid on the loan against income from the
property. The home is merely used as additional security under a separate trust deed
to avoid the taint of the encumbrance on the
home.

The home as additional security

E
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Consider a homeowner who encumbers the
equity in his home to secure a note. He executes the note to obtain loan funds or a credit
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Chapter
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Brokerage activities:
agent of the agent

After reading this chapter, you will be able to:

licensed activities
listing agreement

As brokerage services became more prevalent in California in the mid-20th
century and the public demanded greater consistency and competence in
the rendering of these services, the state legislature began standardizing and
regulating:
• who is eligible to become licensees and offer brokerage services;
•

Key Terms

E

business model
clients
independent contractor
(IC)

Learning
Objectives

PL

M

• understand an employing broker’s responsibility to continually
oversee the real estate activities of the agents they employ;
• appreciate the office policies, procedures, rules and systems a
broker implements to comply with their duties owed to clients
and others;
• develop a business model for implementing the supervisory
duties required of a broker;
• use an employment agreement to establish the duties of a sales
agent employed under a broker and the agent’s need to comply
with the broker’s office policies; and
• discuss how a licensees status relates to labor regulations, taxation
and issues of liability.

the duties and obligations owed by licensees to members of the public;
and

Introduction
to agency

1
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•

the procedures for soliciting and rendering services while conducting
licensed activities on behalf of clients.

Collectively, the standards set the minimum level of conduct expected of a
licensee when dealing with the public, such as competency and honesty.
The key to implementing these professional standards is the education and
training of the licensees.

SA

listing agreement
A written employment
agreement used by
brokers and agents
when an owner,
buyer, tenant or lender
retains a broker to
render real estate
transactional services
as the agent of the
client. [See RPI Form 102
and 103]

Individuals who wish to become real estate brokers are issued a broker
license by the California Bureau of Real Estate (CalBRE) only after
completing extensive real estate related course work and meeting minimum
experience requirements. On receiving the license, brokers are presumed
to be competent in skill and diligence, with the expectation that they will
conduct themselves in a manner which rises above the minimum level of
duties owed to clientele and other members of the public.

To retain a broker to act as a real estate agent, the buyer or seller enters into
an employment contract with the broker, called a listing agreement. [See
RPI Form 102 and 103]

M

Broker vs.
sales agent

For these reasons, the individual or corporation which a buyer or seller,
landlord or tenant, or borrower or lender retains to represent them in a real
estate transaction may only be a licensed real estate broker.

PL

Brokers are in a distinctly different category from sales agents. Brokers are
authorized to deal with members of the public to offer, contract for and
render brokerage services for compensation, called licensed activities.
Sales agents are not.1
A real estate salesperson is strictly an agent of the employing broker. Agents
cannot contract in their own name or on behalf of anyone other than their
employing broker. Thus, an agent cannot be employed by any person who is
a member of the public. This is why an agent’s license needs to be handed to
the employing broker, who retains possession of the license until the agent
leaves the employ of the broker.2

E

clients
Members of the public
who retain brokers and
agents to perform real
estate related services.

Only when acting as a representative of the broker may the sales agent
perform brokerage services which only the broker is authorized to contract
for and provide to others, called clients.3
Further, a sales agent may only receive compensation for the real estate
related activities from the employing broker. An agent cannot receive
compensation directly from anyone else, e.g., the seller or buyer, or another
licensee.4

1
2
3
4

Calif. Business and Professions Code §10131
Bus & P C §10160
Grand v. Griesinger (1958) 160 CA2d 397
Bus & P C §10137
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Thus, brokers are the agents of the members of the public who employ them,
while a broker’s sales agents are the agents of the agent, the individuals who
render services for the broker’s clients by acting on behalf of the broker.5
As a result, brokers are responsible for all the activities their agents carry out
within the course and scope of their employment.6
When a broker employs a sales agent to act on behalf of the broker, the broker
is to exercise reasonable supervision over the activities performed by the
agent. Brokers who do not actively supervise their agents risk having their
licenses suspended or revoked by the CalBRE.7
Here, the employing broker’s responsibility to the public includes:

SA

Responsibility
for
continuous
supervision

• on-the-job training for the agent in the procedures and practice of real
estate brokerage; and

• continuous policing by the broker of the agent’s compliance with the
duties owed to buyers and sellers.

The sales agent’s duties owed to the broker’s clients and others in a transaction
are equivalent to the duties owed them by the employing broker.8

M

The duties owed to the various parties in a transaction by a broker, which
may be carried out by a sales agent under the employing broker’s supervision,
oversight and management, include:
• the utmost care, integrity, honesty and loyalty in dealings with a
client; and

PL

• the use of skill, care, honesty, fair dealing and good faith in dealings
with all parties to a transaction in the disclosure of information which
adversely affects the value and desirability of the property involved.9
To ensure a broker’s agents are diligently complying with the duties owed
to clientele and others, employing brokers need to establish office policies,
procedures, rules and systems relating to:

E

5
6
7
8
9

The
employing
broker’s
management

•

soliciting and obtaining buyer and seller listings and negotiating real
estate transactions of all types;

•

the documentation arising out of licensed activities which may affect
the rights and obligations of any party, such as agreements, disclosures,
reports and authorizations prepared or received by the agent;

•

the filing, maintenance and storage of all documents affecting the
rights of the parties;

•

the handling and safekeeping of trust funds received by the agent for
deposit, retention or transmission to others;

Calif. Civil Code §2079.13(b)
Gipson v. Davis Realty Company (1963) 215 CA2d 190
Bus & P C §10177(h)
CC2079.13(b)
CC §2079.16
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Agency: authority to
represent others

After reading this chapter, you will be able to:
understand the variations of the agency relationship;
determine how agency relationships are created and the primary
duties owed; and
• discuss why real estate licensing is necessary to protect the
licensees and their clients.

M

•
•

Learning
Objectives

Key Terms

principal

PL

agency
Bureau of Real Estate (BRE)

1

An agent is described as “One who is authorized to act for or in place of
another; a representative...” 1

E

An agency relationship exists between principal and agent, master and
servant, and employer and employee.

Introduction
to agency

The Bureau of Real Estate (BRE) was created to oversee licensing and
police a minimum level of professional competency for individuals desiring
to represent others as real estate agents. This mandate is pursued through the
education of individuals seeking an original broker or salesperson license. It
is also pursued on the renewal of an existing license, known as continuing
education. The education is offered in the private and public sectors under
government certification.
Agency in real estate related transactions includes relationships between:
• brokers and members of the public (clients or third parties);
1 Black’s Law Dictionary, Ninth Edition (2009)

agent
One who is
authorized to
represent another,
such as a broker
and client or sales
agent and their
broker.
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Bureau of Real
Estate (BRE)
Government
agency
designated to
protect the public
through real
estate licensure,
regulation,
education and
enforcement.

•

licensed sales agents and their brokers; and

• finders and their brokers or principals.
The extent of representation owed to a client by the broker and their agents
depends on the scope of authority the client gives the broker. Authority is
given orally, in writing or through the client’s conduct with the broker.
Agency and representation are synonymous in real estate transactions. A
broker, by accepting an exclusive employment from a client, undertakes the
task of aggressively using due diligence to represent the client and attain
their objectives. Alternatively, an open listing only imposes a best efforts
standard of representation until a match is located and negotiations begin
which imposes the due diligence standard for the duration of negotiations.

SA
What is an
agent?

In real estate transactions:
•

the agent is the real estate broker retained to represent a client for the
purposes hired;

•

the principal is the client, such as a seller, buyer, landlord, tenant,
lender or borrower, who has retained a broker to sell or lease property,
locate a buyer or tenant, or arrange a real estate loan with other persons;
and

•

third persons are individuals, or associations (corporations, limited
partnerships and limited liability companies) other than the broker’s
client, with whom the broker has contact as an agent acting on behalf
of his client.

E
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Real estate
jargon

The representation of others undertaken by a real estate broker is called an
agency. Three parties are referred to in agency law: a principal, an agent and
third persons.2

M

principal
An individual,
such as a buyer or
seller, represented
by a broker or
agent.

An agent is an individual or corporation who represents another, called the
principal, in dealings with third persons. Thus, a principal can never be his
own agent. A principal acts for his own account, not on behalf of another.

Real estate jargon used by brokers and agents tends to create confusion
among the public. When the jargon is used in legislative schemes, it adds
statutory chaos, academic discussion and consternation among brokers and
agents over the duties of the real estate licensee.
For example, the words real estate agent, as used in the brokerage industry,
mean a real estate salesperson employed by and representing a real estate
broker. Interestingly, real estate salespersons rarely refer to themselves as
sales agents; a broker never does. Instead, they frequently call themselves
“broker associates,” or “realtors,” especially if they are affiliated with a local
trade union. The public calls licensees “realtors,” the generic term for the
trade, much like the term “Kleenex.”
2 Calif. Civil Code §2295
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Legally, a client’s real estate agent is defined as a real estate broker who
undertakes representation of a client in a real estate transaction. Thus, a
salesperson is legally an agent of the agent.
The word “subagency” suffers from even greater contrasts. Subagency serves
both as:
• jargon for fee-splitting agreements between Multiple Listing Service
(MLS) member brokers in some areas of the state; and
• a legal principle for the authorization given to the third broker by the
seller’s broker or buyer’s agent to also act as an agent on behalf of the
client, sometimes called a broker-to-broker arrangement.
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Fundamental to a real estate agency are the primary duties a broker and
their agents owe the principal. These duties are distinct from the general
duties owed by brokers and agents to all other parties involved in a
transaction.
Primary duties owed to a client in a real estate transaction include
• a due diligence investigation into the subject property;
evaluating the financial impact of the proposed transaction;

•

advising on the legal consequences of documents which affect the
client;

•

considering the tax aspects of the transfer; and

M

•

• reviewing the suitability of the client’s exposure to a risk of loss.

•
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To care for and protect both their clients and themselves, all real estate
licensees must:
know the scope of authority given to them by the employment
agreement;

• document the agency tasks undertaken; and
•

possess sufficient knowledge, ability and determination to perform
the agency tasks undertaken.
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A licensee must conduct himself at or above the minimum acceptable levels
of competency to avoid liability to the client or disciplinary action by the
BRE.
An agency relationship is created in a real estate transaction when a principal
employs a broker to act on his behalf.3
A broker’s representation of a client, such as a buyer or seller, is properly
undertaken on a written employment agreement signed by both the client
and the broker. A written employment agreement is necessary for the broker
to have an enforceable fee agreement. This employment contract is loosely
referred to in the real estate industry as a “listing agreement.”4 [See first
tuesday Form 102 and 103]
3 CC §2307
4 Phillippe v. Shapell Industries, Inc. (1987) 43 C3d 1247

Creation of
the agency
relationship
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SAMPLE QUIZ AND EXAM MATERIAL
Online quiz questions:
Each online quiz appears on its own interactive page. Answer a
question by marking the correct answer selection. Quizzes are not
timed and may be taken as many times as you like. A digital copy
of the reading material is available on this page for your reference.
The quiz and exam questions are similar as they are based on the
same critical concepts. Feedback on your quiz performance and
quiz answers are provided after you complete each quiz.

Online quiz feedback:
Quiz feedback is available immediately after submitting a quiz
online. Feedback:
• indicates whether each question was answered correctly or
incorrectly;
• bolds the correct answer choice; and
• provides the page number in the book where the concept of
the question is discussed.
You may print or e-mail a copy of the feedback, or access it later
within your Student Homepage.

Online exam questions:
Each online exam appears on its own interactive page
displaying all questions. A timer on the bottom right corner of
the page displays the time remaining to answer all questions.
The passing score is 70%.
Click “Finish” to submit your exam for grading.

Online exam feedback:
You will receive your exam results immediately after clicking
“Finish.”
Exam feedback displays the questions you missed. Excerpts from
the book are provided to explain relevant concepts and clarify the
correct answer.
If you fail an exam, you may take the backup exam at any time.
The backup exam covers the same course material as the original
exam, but the questions are not the same.

