
Features

10 May/June 2012  |  California Enrolled Agent

 

       California Enrolled Agent  

Background

nonrecourse

recourse

nonrecourse

1

is recourse

2 

Myth #1 – The amount of COD income in a foreclosure 

and short sale are the same.

Probably not.

Ten More Myths About the
Tax Consequences of Foreclosures 

and Short Sales
By David M. Fogel, EA, CPA
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Myth #2 – Where there’s a !rst and second mortgage, 

and the lender holding the !rst mortgage forecloses, the 

second mortgage isn’t canceled.

It depends.

-
4

-

5

Myth #3 – Where two or more people are joint obligors 

on a debt that’s canceled, each must report their share of 

the COD income.

Not necessarily.

each full amount 

continued on p. 11
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-

-

Myth #4 – Since you must reduce the basis of business 

property by the amount of the Quali!ed Real Property 

Business Indebtedness (QRPBI) exclusion, there’s no 

bene!t in claiming the exclusion.

Wrong.

7

8 

9 
Myth #5 – COD income resulting from the foreclosure or 

short sale of property held for investment may not be 

treated as investment income that increases the limitation 

for deducting investment interest expense.

Wrong.
10 

continued from p. 10

continued on p. 12

COD Income

Principal balance of loan  $530,000 

Sales price  $325,000 

Less: Selling expenses of short sale  (20,000)

Net proceeds of short sale  $305,000  (305,000)

Amount of Debt Canceled = COD Income  $225,000 

IRC §108(c)(2)(A) Limitation on QRPBI Exclusion

Principal balance of loan  $530,000 

Fair market value of property  (325,000)

IRC §108(c)(2)(A) limitation on QRPBI exclusion  $205,000 

Calculation of Loss

Sales price  $325,000 

Less: Selling expenses of short sale  (20,000)

Amount Realized  $305,000 

(a) Original cost of property  $550,000 

(b) FMV at time of conversion to rental use  325,000 

Lower of (a) or (b) (Treas. Reg. §1.165-9(b)(2))  $325,000 

Less: Depreciation  (15,000)

Less: QRPBI exclusion (IRC §1017(b)(3)(F)(iii))  (205,000)

Adjusted Basis  (105,000)

Loss on Short Sale  $200,000 

Since this is a gain, there is no loss.

Calculation of Gain

Sales price  $325,000 

Less: Selling expenses of short sale  (20,000)

Amount Realized  $305,000 

Original cost of property (Treas. Reg. §1.1011-1)  $550,000 

Less: Depreciation  (15,000)

Less: QRPBI exclusion (IRC §1017(b)(3)(F)(iii))  (205,000)

Adjusted Basis  (330,000)

Gain on Short Sale  $(25,000)

Since this is a loss, there is no gain.
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Myth #6 – When calculating insolvency, the balance in 

a quali!ed retirement plan isn’t counted as an asset 

because it’s exempt from the claims of creditors.

Wrong.

11 
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Myth #7 – When calculating insolvency, all liabilities that 

the taxpayer potentially could be liable for are counted.

Not always.

13 

-

14

15 

Myth #8 – When calculating the extent of insolvency on a 

joint return where only one spouse received COD income, 

you can either combine the assets and liabilities of the 

spouses or have separate calculations for each spouse.

Wrong.

 

Myth #9 – When the taxpayer excludes COD income relat-

ing to the foreclosure or short sale of business property 

by using the insolvency exclusion, in computing gain or 

loss, reduce the adjusted basis of the property by the 

insolvency exclusion.

Wrong.

-
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Myth #10 – If the basis of the taxpayer’s principal resi-

dence is one of the “tax attributes” that’s reduced by the 

bankruptcy or insolvency exclusion, the subsequent gain 

on the disposition of that residence may be excluded 

under the home sale exclusion of IRC §121.

Wrong.

22

23 

Conclusion

-
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See footnote below

In Schieber v. Commissioner, 

T.C. Memo. 2017-32, the Tax 

Court ruled that if the taxpayer 

is receiving monthly pension 

benefits but has no immediate 

access to other benefits, then 

no amount needs to be included 

as an asset in the insolvency 

calculation.


