
UNDERSTANDING RECAPTURE 

WHAT IS THE RECAPTURE TAX? In 1989, a federal law was passed which provides 
for a "recapture tax” on the gain from a borrower's sale of a residence financed with a 
Mortgage Revenue Bond (MRB) loan.  This provision is administered by the Internal 
Revenue Service (IRS).  If an amount of recapture tax is due, the borrower pays it to the 
IRS after selling the home.  At loan closing, a settlement notice form showing the 
maximum recapture tax that could be due is provided to the borrower. 

WHO MUST PAY THE RECAPTURE TAX? To owe any recapture tax at all, you must (1) sell your MRB 
financed home within nine years, (2) earn significantly more income than when you bought the home, and (3) 
gain from the sale.  All three of these criteria must be met.   Note:

 If your household income does not rise significantly over the life of the loan (generally more than five 
percent per year), there is no recapture tax due. 

 If you sell your home anytime after nine years, there is no recapture tax due. 

 If you sell your home within nine years but there is no gain, there is no recapture tax due. 

Most MRB loan borrowers will not have to pay any recapture tax.  For others, the amount will be minimal.   

HOW MUCH IS THE RECAPTURE TAX?  If the three criteria listed above are met, then a portion of the 
gain received will be due as a recapture tax.  The tax is calculated based on the amount of the original mortgage, 
the length of time the borrower lived in the home and the amount of income increase since the purchase of the 
home.  The tax will never exceed one-half of the gain on the sale of the home, or 6.25% of the original 
mortgage, whichever is less.
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Recapture taxes are figured on a scale based on the 
number of years the borrower has lived in the house, with 
the fifth year potentially being the costliest time to sell.  
The maximum recapture tax due rises to 6.25% percent 
in year five of homeownership. 

The five percent increase in income that makes a 
borrower a candidate for recapture is figured from the 
maximum income limit for the MRB program at the time 
of purchase.  For example, if a borrower earned $40,000 
per year when the home was purchased, and at that time 
the maximum income limit was $50,000, then the five 
percent increase would be figured from $50,000, not 
$40,000.  The borrower would actually have to earn in 
excess of a five percent increase in salary each year to 
trigger the recapture tax.  If the borrower’s income 
exceeds the maximum income limit, but not by more than 
$5,000, the amount of the recapture tax will be reduced.   

The amount of potential recapture tax could further be reduced by items such as realtor, legal and closing fees 
accrued in connection with the sale.  These items are deducted from the gain on the sale before computing the 
fifty percent of gain limitation.  For example, a borrower may have a substantially increased income, sell the 
home in year five, and realize a gain on the sale.  Yet the recapture tax would be limited to fifty percent of the 
gain after deduction of transaction expenses.
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HOW HIGH IS THE RISK OF THE RECAPTURE TAX? When the program serves those it’s intended for, 
recapture is seldom a threat.  For most people, the financial benefits of homeownership – deductions for 
mortgage interest and taxes, as well as the MRB program’s lower interest rates and down payment assistance, 
far outweigh the risks of recapture. 

OTHER FREQUENTLY ASKED QUESTIONS…… 

Can TDHCA tell me exactly what my Recapture Tax will be? No.  Because all Staff comments are 
subject to tax law interpretation, TDHCA’s staff cannot assist you in determining the exact amount of the tax. 

When is the Recapture Tax paid?  Any Recapture Tax due is to be submitted with the individual tax return 
for the year in which the property was sold.  For instance, if the property was sold in 2006, the Recapture Tax, if 
any, along with IRS Form 8828, must be submitted with IRS Form 1040 in 2007.  It is strongly recommended 

that the services of a tax preparer be obtained for the tax year the Recapture Tax form is required to be 

submitted.

Will recapture eliminate a borrower’s gain from the sale of the home? No.  A gain is required for a 
Recapture Tax to be assessed; however, the amount of the gain can only cause the Recapture Tax to be reduced, 
never increased.  The formula looks at 50% of the gain to see if it is less than the calculated Recapture Tax, and, 
if it is, you pay that lower amount. 

What happens if the loan is assumed? If the sale or transfer occurs within the first nine years of 
ownership, the original borrower pays the recapture tax and a new nine-year period begins for the purpose of 
applying a new recapture tax to the assuming purchaser.  

How does the IRS track the amount of recapture due? The borrower is required to file IRS Form 8828 
with his/her federal income tax return for the tax year in which the home is sold or transferred. 

Does a refinance activate the Recapture Tax?  No, however, it does not eliminate the Recapture Tax 
either.  If the mortgage is refinanced and then the home is sold within the first nine years of ownership, the 
potential for Recapture Tax still exists.  

Is recapture tax due if the borrower dies within the nine-year period? No.  A death transfer is not a 
sale or transfer for the purposes of recapture.  

Is recapture tax due if the borrower gives away the residence?   Yes.  The recapture tax must be 
calculated as if the residence was sold at fair market value. 

Is recapture tax due if the borrower transfers ownership as a result of divorce?  No, provided the 
transfer is to the borrower's spouse or former spouse, is in connection with the divorce and the transfer did not 
result in any gain or loss to the borrower as calculated for federal income tax purposes.

What is needed to calculate Recapture Tax?  The closing statement from when the home was purchased, 
the closing statement from when the home was sold, the closing statement from the first of any refinances, and 
the Recapture Notice the borrower would have received when the loan originally closed.

For additional information regarding recapture, please refer to the settlement notice provided to you at the time your loan was closed or consult a 

tax professional.
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