Should You Buy That Vacation Home?

Steven Podnos MD, MBA,CFP™
     A friend approached me last week and asked about the advisability of buying a vacation home in North Carolina.  He was thrilled with the idea of having a regular place to go back to with his family during the summer and to see the leaves change in the fall.  He was tired of always looking for a “new” place. “Real estate can only go up in price, just look what is happening here in Brevard County!” “I was told that I could rent the house for several hundred dollars a day when I’m not using it,” he continued.

    Taking a deep breath, I interrupted his stream of good reasons to buy the home with the following.  First, I asked if he and his spouse would really want to go back to the same place repeatedly several times a year, and then again for many years after.  If not, the purchase was automatically not a good idea.  If so, the additional consideration of the cost of and time involved in returning to his new dream house was next on the agenda.  Some second homes are in locales so distant (perhaps the reason that they are so attractive on first glance), that returning to them on a regular basis becomes a chore and/or a significant expense of money and time.  Only after passing these hurdles, did we continue our exploration of the financial issues.

     The cost of desirable and easily rentable second homes almost always reflects the potential income of doing so.  This means that not renting out the property is very expensive, and that the income from such rentals is not a windfall, but appropriate compensation for the (inflated) purchase cost.  We discussed that the rental income is not certain, and that the costs of having the property managed from far away could easily chew up half of the received income.  Accordingly, I asked my friend to do a careful analysis of the following items: 
1) Comparative costs of similar properties in the area.

2) A careful inspection of the property, and analysis of the cost of maintenance and management of the property, regardless of potential income.

3) Consideration of financing issues—how much money was he prepared to put down, and what would be the cost of the mortgage.  How would this affect his cash flow and ability to invest for retirement?

4) A rethinking of the issues of the cost in time and travel back to the same location repeatedly over the years.

5) A realistic appraisal of potential capital gain by selling the home in future years.

   I also explained the tax treatment of a rental property.  If my friend were to rent the home out less than 15 days per year, he could keep all of that income without reporting it to the IRS.  He could deduct only property taxes and mortgage interest (within certain limits).
    If he wanted to rent out the property for more than 14 days a year, but also use it himself more than the same amount of time, then he’d have to split the maintenance and depreciation expenses proportionally between the times allotted to personal and business use. This seemed the most likely scenario.

   If he decided at some point to use the house personally less than 15 days a year or less than 10% of the days rented, then he could treat the house as a true business.  This meant he could deduct all repairs, maintenance, depreciation, interest and property taxes against the rental income.  But, he wouldn’t be able to declare a net loss unless his Adjusted Gross Income was less than 150,000 a year.  I related that if he planned to use the house as a business up front, that he should be especially careful about the pluses and minuses of the purchase, and minimize the pluses of occasionally using the property.  I referred him to IRS publication 527 (http://www.irs.gov/pub/irs-pdf/p527.pdf) for more information.
    Finally, I addressed the issue of home prices only rising and not falling.  I reminded my friend that home prices had indeed risen greatly over the last five years, and that this trend might not continue.  We both recalled some similar behavior of growth stocks in the late 1990s.
     By the time we finished our talk, the fire had gone out of my friend’s eyes.  Feeling sorry that I had potentially punctured his balloon of enthusiasm for a second home, I mentioned that he could consider an equity sharing or more traditional time sharing arrangement at much less cost and risk.  We agreed to talk some more about these choices in the near future.
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