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Home Equity Debt
As a result of the Tax Cuts and Jobs 
Act (TCJA), for tax years begin
ning in 2018 through 2025, the 
deduction for personal interest paid 
on home equity loans and lines of 
credit is suspended and disallowed 
unless the interest is qualified resi
dence interest (QRI). QRI is inter
est on loan proceeds that were used 
to acquire, build or substantially 
improve the personal residence that 
secures the loan. 
 The intent of these new rules 
on mortgage interest is to limit the 
deduction of interest to QRI only. 
If a taxpayer takes out a “home 
equity loan” and uses it to acquire, 
build or substantially improve the 
personal residence that secures the 
loan, the interest on this debt is 
still (QRI) under the TCJA. The 
fact that the lender calls it home 
equity debt or a line of credit is 
irrelevant. Regardless of what 
the lender calls the debt, how the 
taxpayer spends the loan proceeds 
is the determining factor. 
 Interest on home equity loans 
that is not QRI may still be deduct
ible. Under the interest tracing 
rules, if the taxpayer’s use of loan 
proceeds does not give rise to QRI, 
the taxpayer may be able to deduct 
the interest elsewhere on the return 
if the underlying expenditure was 
business related. For example, the 
interest from a home equity loan 
on a principal residence obtained to 
make repairs or improvements on a 

rental property remains deductible 
on Form 1040, Schedule E.
 For tax years beginning before 
2018, interest on the first $100,000 
of home equity debt was deemed 
QRI regardless of how the tax
payer used the loan proceeds, and 
it was only deductible on Schedule 
A. Tracing rules applied to inter
est on debt in excess of $100,000. 
If taxpayers wanted to use trac
ing rules for interest on the first 
$100,000 of home equity debt as 
well, they were required to make an 
election to treat the interest on the 
home equity indebtedness as not 
secured by the qualifying residence. 
Indebtedness that is not secured by 
the residence cannot generate QRI. 
With that election in place, tracing 
rules applied.
 Example: In January 2016, 
Karen took out a $500,000 mort
gage to purchase a main home. The 
loan is secured by the main home. 
In February 2017, she took out a 
$150,000 home equity loan, secured 
by the main home, to purchase a 
rental property.
 PreTCJA, unless Karen 
made the election to treat a home 
equity loan as not secured by the 
main home, interest on the first 
$100,000 was QRI and could only 
be claimed on Schedule A. The 
remaining $50,000 of home equity 
indebtedness was not QRI and 
tracing rules applied. Karen would 
claim the interest on the $50,000 
on Schedule E.

 Under the TCJA, none of the 
home equity debt interest is QRI. 
Thus, tracing rules apply to interest 
on the entire home equity debt. All 
the interest on this debt is deduct
ible on Schedule E.

Mortgage Interest
The TCJA also reduced QRI from 
indebtedness on a maximum of 
$1,000,000 down to $750,000 for 
new loans obtained in 2018–2025. 
The limit is $375,000 for a married 
taxpayer filing a separate return. 
The limits apply to the combined 
amount of loans used to buy, build 
or substantially improve the taxpay
er’s main home and second home.
 In IR201832, the IRS pro
vides three examples. Within these 
examples, the IRS clarified that the 
loan proceeds must be acquisition 
indebtedness for the home that 
secures the loan. In other words, 
a taxpayer cannot obtain a home 
equity loan secured by one home 
to purchase a second home.
 Example: In January 2018, 
a taxpayer took out a $500,000 
mortgage to purchase a main home 
with a FMV of $800,000. In Feb
ruary 2018, the taxpayer took out 
a $250,000 home equity loan to 
put an addition on the main home. 
Both loans are secured by the main 
home, and the total does not exceed 
the cost of the home. 
 Because the total amount of 
both loans does not exceed $750,000, 
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all the interest paid on the loans is 
deductible. However, if the taxpayer 
used the home equity loan proceeds 
for personal expenses, such as pay
ing off student loans and credit 
cards, then the interest on the home 
equity loan would not be deductible.
 Example: In January 2018, a 
taxpayer took out a $500,000 mort
gage to purchase a main home. The 
loan is secured by the main home. 
In February 2018, the taxpayer took 
out a $250,000 loan to purchase a 
vacation home. The loan is secured 
by the vacation home. 
 Because the total amount of 
both mortgages does not exceed 
$750,000, all the interest paid 
on both mortgages is deductible. 
However, if the taxpayer took out a 
$250,000 home equity loan on the 
main home to purchase the vacation 
home, then the interest on the home 
equity loan would not be deductible.
 Example: In January 2018, a 
taxpayer took out a $500,000 mort
gage to purchase a main home. The 
loan is secured by the main home. 
In February 2018, the taxpayer 

took out a $500,000 loan to pur
chase a vacation home. The loan 
is secured by the vacation home. 
Because the total amount of both 
mortgages exceeds $750,000, not all 
the interest paid on the mortgages is 
deductible. A percentage of the total 
interest paid is deductible.
 Loans obtained on or before Dec. 
15, 2017, are grandfathered and still 
have the $1,000,000 limit ($500,000 
MFS). A taxpayer who entered into 
a binding contract before Dec. 15, 
2017, on the purchase of a princi
pal residence before Jan. 1, 2018, 
and who purchases that residence 
before April 1, 2018, can use the 
$1,000,000 limit ($500,000 MFS).
 If a grandfathered loan is refi
nanced in a year after 2017 and 
before 2026, the higher limit still 
applies, but only to the portion of 
the original debt refinanced.
 Example: In January 2016, a 
taxpayer took out a $1,000,000 
mortgage to purchase a main home. 
The loan is secured by the main 
home. Interest on the entire loan 
continues to be deductible in 2018 

and the following years. In Febru
ary 2020, when the balance on 
the loan is $800,000, the taxpayer 
refinances the loan with a new bank 
and tacks on an additional $50,000 
to purchase a boat. The loan is now 
$850,000. Interest on the $800,000 
is still deductible even though it 
exceeds the $750,000 limit. How
ever, interest on the $50,000 of 
home equity loan is not part of the 
grandfathered loan and is personal 
nondeductible interest.

Conclusion
Because QRI is now only interest 
on loan proceeds used to acquire, 
build or substantially improve 
the home that secures the loan, it 
presents a new challenge in this 
upcoming tax season. The Form 
1098 does not tell the tax profes
sional whether the balance is the 
original acquisition indebtedness or 
whether the taxpayer refinanced one 
or more times and pulled out equity. 
We now need to ask if the indebt
edness reflected on the Form 1098 
gives rise to QRI or not.  n


