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Introduction

It has been some time since the real estate industry, on a large-scale basis, has had to deal with
foreclosures, deeds in lieu of foreclosure, short sales and other distress sales of real property.
Unfortunately, distress sales of real property, resulting from a convergence of tightening credit, falling
property values, and the consequences of prior lending practices, are all too common currently and
do not appear likely to end any time soon.

Seemingly adding insult to injury, owners of real property facing a distress sale, and generally
already under financial strain, may be unpleasantly surprised to learn that two types of taxable
income can result from a foreclosure, deed in lieu of foreclosure, or short sale: capital gains

and forgiveness of debt (cancellation of debt) income. Both types of income can trigger unexpected
taxes for the owner.

This legal article discusses the income tax consequences to the borrower in the event of foreclosure,
the event the borrower simply transfers title to the lender (deed in lieu of foreclosure), and if the
borrower sells the property to another in a short sale in which a lender accepts less than the balance
due on the loan as payment in full.

Q 1. Are foreclosures, deeds in lieu of foreclosure, and short sales subject to federal tax
income taxation?

A Yes. However, the income is taxed differently depending on several factors, including whether
there was a foreclosure, a deed in lieu of foreclosure given to the lender, or a short sale (a sale
where the lender agrees to reduce the amount owed in order to facilitate a sale), and whether the
underlying debt is "recourse" (the borrower is personally liable for the debt) or "nonrecourse” (the
borrower is not personally liable for the debt).

For federal income taxation as a result of foreclosure, see generally 26 U.S.C. §§ 1001 through
1016. For federal income taxation of short sales, see generally 26 U.S.C. §§ 61, 108 and 1001
through 1016.

TAXATION OF FORECLOSURES OR DEEDS IN LIEU OF FORECLOSURE

Q 2. What is the difference between a foreclosure and a deed in lieu of foreclosure?
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