JANUARY 2008

Income Taxes

A Reprint from Tierra Grande

PUBLICATION 1842

g
" M -

dl b

=

oreclosures are

making head-

lines these days,
both nationally and in
Texas. While income
taxes may be the last
thing on the minds of
homeowners facing
foreclosure, there are
tax implications to
consider.

Two taxes are linked to foreclosure:

e Tax No. 1 is based on ordinary tax-
able income associated with the
cancellation of debt (not applicable
with nonrecourse loans), and

e Tax No. 2 is based on taxable gain
from disposition of the home (ap-
plicable with both recourse and
nonrecourse borrowings).

Nonrecourse Loans

On a nonrecourse loan default, the bor-
rower loses possession of the home and
title and has no further financial obliga-
tion to the lender, even if the mortgage
balance exceeds the home’s fair market
value (FMV). Moreover, the borrower
has no ordinary taxable income from the
cancellation of the nonrecourse debt, so
Tax No. 1 is avoided.

Gain, and potentially Tax No. 2, result
from foreclosure in connection with a
nonrecourse loan if the adjusted basis of
the home (the original cost plus improve-
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ments made during the holding period)
is less than the loan balance at default.
For tax purposes, the transaction is con-
sidered a sale, and the loan balance is
viewed as the sale price.

Assume Harry cannot make the mort-
gage payments on his nonrecourse loan,
and the lender forecloses. His mortgage
balance is $375,000, and the adjusted
basis in his home is $100,000. He faces
a $2.75,000 potential gain ($375,000 less
$100,000).

If Harry is unmarried and used the
home as a principal residence for a total
of at least two years during the five-year
period ending on the date of the foreclo-
sure, $250,000 of gain from the home
sale is excluded from income. If Harry is
single, he recognizes a $25,000 long-term
capital gain ($2.75,000 less $250,000),
generating Tax No. 2.

The exclusion is $500,000 for married
couples filing a joint tax return, so mar-
ried taxpayers filing a joint tax return
would avoid tax entirely in this scenario.

If the property is not a principal
residence, the gain exclusion does not
apply. The entire gain becomes a taxable
long-term capital gain taxed at either 15
percent or 5 percent depending on the
taxpayer’s other taxable income.

Note that the FMV of the home
($250,000) does not alter the computa-
tions when the loan is nonrecourse.
However, if the FMV was more than the
mortgage balance, the homeowner would
be able to sell the home, pay off the
mortgage, and avoid foreclosure.

Losses from foreclosures of personal
use property are not deductible. If
the adjusted basis for Harry’s home is
raised to $420,000, a $45,000 potential
loss results. Tax No. 1 and Tax No. 2

would be avoided because the adjusted
basis is greater than the $375,000 loan
balance.

Recourse Loans

ost Texas home mortgages are
recourse loans. While recourse
loans may have collateral

(such as vehicles, machinery, equipment
or real estate), the borrower is obligated
to pay the full loan balance if the col-
lateral is taken by the lender through
loan default and the property’s FMYV is
less than the loan balance. If the bor-
rower does not pay the entire recourse
debt with property and cash, the amount
forgiven is considered ordinary taxable
income, giving rise to Tax No. 1. Excep-
tions to this rule follow.

The tax character of the income is
ordinary regardless of whether the asset
is investment property, personal use
property or business property. Ordinary
income can be taxed at rates as high as
35 percent depending on the amount
of income and taxpayer’s income from
other sources.

he lender is required to issue IRS
I Form 1099-C to the borrower and
submit a copy to the IRS. The
form states the amount of debt cancelled
and the FMV of the property taken by
the lender.

If Harry’s mortgage loan is recourse,
the tax implications are significantly
worse. Tax No. 1 would result from
$125,000 ($375,000 loan balance less
$250,000 foreclosed property FMV) rec-
ognized as ordinary income and taxable
at ordinary tax rates. Again, ordinary tax
rates apply on recourse debt cancellation
regardless of whether the underlying as-
set is a capital asset.



Tax No. 2 must also be paid because
of the $150,000 gain ($250,000 FMYV,
which is treated as the sales price, less
$100,000 adjusted basis). If the home is
a principal residence, Tax No. 2 can be
avoided through the $250,000/$500,000
gain exclusion.

Let’s say Harry has a recourse loan
and an adjusted basis of $420,000. Even
though the adjusted basis is higher than
both the loan balance ($375,000) and
the property FMV ($250,000), Harry has
to recognize $125,000 taxable ordinary
income because the loan balance exceeds
the $250,000 FMV. The $170,000 loss
potential ($420,000 adjusted basis less
$250,000 FMV) may offset the gain
depending on whether the asset is busi-
ness property, investment property or a
personal use asset.

Some exceptions may allow taxpayers
to avoid Tax No. 1 on recourse borrowings:

Gift: If the creditor is a relative, he
or she may forgive the portion of
the loan balance not satisfied by
collateral.

Bankruptcy: Debts discharged
through bankruptcy are not consid-
ered taxable income.

Insolvency: If the taxpayer is insol-
vent when the debt is cancelled,
some or all of the cancelled debt
may not be taxable. Insolvency ex-
ists when the taxpayer’s total debts
exceed the FMV of total assets.
Qualified farm debts: If the debt is
incurred for farming, more than half
of the taxpayer’s income in the three
preceding years was from farming,
and the loan was owed to a person
or agency regularly engaged in lend-
ing, the cancelled debt is generally
not considered taxable income.
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The tax implications of foreclosure are
complex, as are procedures for determin-
ing insolvency and rules applicable to
farmers. Consultation with a tax accoun-
tant or tax attorney is recommended. ¥

Dr. Stern (stern@indiana.edu) is a research fellow
with the Real Estate Center at Texas AGM Uni-
versity and a professor of accounting in the Kelley
School of Business at Indiana University.

Foreclosure has two possible tax con-
sequences. Tax may be due as ordi-
nary taxable income associated with
the cancellation of debt or as taxable
gain from the disposition of the asset.
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