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Tax Aspects of Foreclosures
and “Short Sales”
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ith the home mortgage crisis in full swing, one or
more of your clients has probably received a Form
1099-A or 1099-C as a result of losing a home or
other real property due to foreclosure, “short sale,” abandonment or deed in lieu of foreclosure. What do you report on the
client’s tax return? The purpose of this article is to provide
you with an overview of these transactions and the tax implications that can result.

Background
In both a foreclosure and a “short sale,” the
fair market value (FMV) of
the property has fallen below
the amount of the outstanding indebtedness owed to the
lender and the borrower is in
default on the loan.
In a foreclosure,
the lender exercises its security interest in the property and takes the property.
The property is sold at a foreclosure sale. If the amount
received in the foreclosure sale does not fully satisfy the
unpaid indebtedness, then the lender may or may not hold
the borrower liable for the difference between the sales
price and the unpaid indebtedness.
In a “short sale,” the property is sold to a third
party at less than the balance of the indebtedness with
the sale proceeds going to the lender. The lender usually
cancels the balance of the indebtedness and releases its
security interest in the property.
The indebtedness can be either nonrecourse or recourse. A debt is nonrecourse if the lender cannot hold the
borrower personally liable for it and may go only against
the value of the property that is securing the debt in order
to collect. In California, an example of a nonrecourse debt
is a purchase money mortgage, where the borrowed funds
are used to purchase the property.
A debt is recourse if the lender can hold the borrower personally liable for it beyond the value of the property
that is securing the debt. In California, examples of recourse
debts that are secured by a real property include a second
mortgage, a refinance loan, and a line-of-credit loan.
Abandonment occurs when the owner “walks

away” from the property and the lender is forced to foreclose to satisfy the debt. A deed in lieu of foreclosure occurs when the borrower agrees to surrender the property
to the lender in satisfaction of the debt. Both of these
transactions are treated as foreclosures.
In general, transactions in which the lender agrees
to work with the borrower (“short sale” and deed in lieu
of foreclosure) do less damage to the borrower’s credit
rating and are preferable to
foreclosure or abandonment.

IRS Forms
Forms 1099-A and/or
1099-C (see illustrations on
following pages) are issued by
lenders to report the income tax
consequences of a foreclosure,
“short sale,” abandonment,
etc. If the lender acquires the
property and does not cancel any debt, then Form 1099-A
will be issued.1 If the lender cancels part or all of the debt,
then Form 1099-C will be issued.2 A lender who cancels a
debt in connection with a foreclosure or abandonment may
file Form 1099-C instead of Form 1099-A.3

Tax Consequences of Foreclosures and
“Short Sales”
If a lender discharges any part of a debt, then the taxpayer must recognize the amount discharged as ordinary income.4
The U.S. Supreme Court has held that when a nonrecourse debt is canceled in exchange for a transfer of the property
securing the debt, the transfer is treated as a sale or exchange of
the property and the amount realized from the sale equals the
amount of the debt even if it exceeds the FMV of the property.5
The amount realized from the sale includes the greater of the
sales price of the property or the unpaid balance of the debt.
However, where the unpaid indebtedness is recourse,
the transaction is split into two parts: (1) a taxable disposition
of the property, and (2) to the extent the FMV of the property
is less than the unpaid indebtedness, either a continuing debt
obligation is owed to the lender or the remainder of the debt is
discharged.6 The gain or loss on the taxable disposition portion
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Examples
A few examples will illustrate the application of these rules.
Example 1
In May 2006, Mr. and Mrs. Anderson purchased
a personal residence in Sacramento for $470,000, paying
$40,000 down and obtaining a nonrecourse mortgage loan
of $430,000.
In July 2008, the FMV of the residence had fallen to
$310,000. The principal amount owed on the mortgage loan
was $415,000 and the Andersons were in default. The lender
foreclosed and acquired the residence. The lender issued Form
1099-A to report the foreclosure.
As a result of this transaction, the Andersons had no
income from discharge of indebtedness because the indebtedness was nonrecourse. Rather, they had a nondeductible loss on
the sale of their residence of $55,000 (sales price of $415,000
minus cost basis of $470,000).
Example 2
In April 2006, Mr. and Mrs. Burke purchased a personal residence in Sacramento for $440,000, paying $30,000
down and obtaining a nonrecourse mortgage loan of $410,000.
In January 2007, when the value of the residence had risen to
$500,000 and the principal balance of the mortgage loan was
$405,000, they refinanced the mortgage loan for $460,000
and used the $55,000 in proceeds to make improvements to
the residence.
In October 2008, the FMV of the residence had fallen
to $320,000. The principal amount owed on the mortgage loan
was $450,000 and the Burkes were in default. The mortgage
loan had become a recourse loan because it resulted from a refinance. The lender agreed to a “short sale” in which the Burkes
sold the residence to a third party with the proceeds going to
the lender. The lender agreed to cancel the balance owed on
the mortgage loan. The lender issued Form 1099-C reporting
$130,000 ($450,000 principal balance of mortgage loan minus

$320,000 FMV of residence) in box 2 as the amount of the debt
that was canceled.
As a result of this transaction, the Burkes had income
from discharge of indebtedness of $130,000. They also had a
loss on the sale of their residence of $175,000 — sale price of
$320,000 minus cost basis of $495,000 ($440,000 cost plus
$55,000 improvements).
Under both the Mortgage Forgiveness Debt Relief
Act of 2007 and SB 1055, the Burkes will be able to exclude
the entire $130,000 income from discharge of indebtedness
from their gross income. The Burkes should include Form 982
with their 2008 tax return to claim the exclusion. The $175,000
loss on the sale of their residence is not deductible because it
constitutes a personal loss.
Although IRC §163(h)(3)(B) provides that refinancing
indebtedness qualifies as “acquisition indebtedness,” but only
to the extent that it doesn’t exceed the principal balance of the
debt paid off by the refinance loan, in this example, the proceeds from the refinance were used to substantially improve the
Burkes’ residence. Therefore, the entire refinance loan qualifies
as “Acquisition Indebtedness” and therefore, the entire $130,000
income from discharge of indebtedness qualifies for the IRC
§108(a)(1)(E) exclusion.
Example 3
In December 2005, Mr. and Mrs. Casey purchased a
personal residence in Sacramento for $470,000, paying $40,000
down and obtaining a nonrecourse mortgage loan of $430,000.
In February 2007, when the value of the residence had risen to
$550,000 and the principal balance of the mortgage loan was
$420,000, they refinanced the mortgage loan for $500,000 and
used all of the proceeds to pay off credit cards.
In December 2007, the FMV of the residence had fallen
to $420,000. The principal amount owed on the mortgage loan was
$490,000 and the Caseys were in default. The mortgage loan had
become a recourse loan because it resulted from a refinance. The
lender foreclosed and acquired the residence. The lender issued
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