TAX ISSUES

1099s And Taxation Of Discharged
Debts:What Is Taxable Income?

Under certain common conditions involving borrowers in foreclosure,

canceled debt is not considered taxable income.

embers of the defils servic-

Ing Industry aftén contend

with mumerons calls, letters
pned other communications feom
debtors inguiring about the Form
1085 they have received poss-fone
closure corcerning toxshls meome
resualting from crediines discharge of
e 5.

The Internal Revenue Service
(IS} tremts caneallstion or forge-
miess off debe by & creditor &5 taxable
Income 1o the dabior that muse ha

reported by way of 4 1000A or 1066
C. This simetion srces when 8 poog-
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erty ia sold m foreclosure for a speci-
Mol ot lisos than totsl dedst. “Ths
ereditor then usually writes off the
badange, thisrehy cancebng or “for-
gving” the remaining debd, which is
taxable income onder Lhe tix oode

In the context ol judicial forecls-
sure, (his Laxable discharge ocours
whether the underfying judgment is
in rem ar in personam. Debt wriiien
il or forgiven n connection with s
noti=juilicial foreclosure 5 also sub-
Jeet Lo Lavstion,

For example, assume o debtor
horrows § 100,000 and defaults on

the loan, leaving a principal balancs
in the smamnt of $06 000, The lender
forecloses. If the property sells for
$20, 000, snd the lender ks unable o
collect the remalning dobst, there s &
cancellation of debt of 5,000, which
is taxsble income to the deblor{s)
and reported te the RS by way of a
Form 1009-A or 1090.C.

Taxation can also result In con-
junction with lender-approved loss
mitigation. If & debtor in foreclosumn
sells a houss for less than what s
owed in & short sale, the difference
that e writton off by the lender b= al-

s0 treatod as discharged debt that is
taxcahle Inrome

There are, however, several im
portant exchsbions to the taxabilicy
of & conceled debt, most notably in
At waticns involving the following:

B Bankruptey: Debie discharged
through bankruptcy are not corsid-
ered taxable inceme.

B Insclvency: If the debior s in-
solvent when the debt is cancoled,
some of all of the canceled delbd may
nofl be meable. The TRS defllnes =
deldor as insolvent when hisher to-
tul debts sre grester than the fajr
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marked, value of histher total sssiis
Becanse msolvency can be Qairly
complex to determune, the [KS o
nmmends that debtors obtain the
assistance of o @x professional (o
derermine gualification for this
ExXrepiion

B Famn debis: If the debt 5 in-
curred directly i operation of a
farm, more than half the debtor's n-
coame for the pror theee years wis
from farming, &nd the loan was
oW 10 a person of agency regulardy
engaged in lendding. then the can-
celvd delw i genoTally not consid
ereid tixable moome.

Again, as the mules applicable to
farmess are complex, the IRS mecom-
mends hat debtors obian the assis-
tance of a tax professional to
determine gualifiestion for this
& Eneptinm.

B Nonrerounrss loans: A nonre-
courss lnan 15 n loan for which the
lenders only remedy in case of de-
famlt §s 1o mpossess the peoperty be
ing financed or used ns collateral
Forgivensss of a nonrecoumse loan
reszilimg from a forecinsure does not
resuin in eanceltanon of debt ineome.

Qualified principal residence

A significant exemption 1o the
rrenrian of discharged debt was cre
atedl By the recently passed Mort-
gape Forgiveness Deit Belief Aot of
8007 (H RA6483. Thia legislation al-
lows many homesownemn 1o eoelnde
income foom the discharge of deks
forgreem in comnection with fomcho.
BT OF TAOMEAZE TeREructuTing

“Familing dealmg with the pain of
a foreclomure should mot have the
doubls whammy of o large tax bill
Tar terminating their mortgnge
thoroiigh no Ml of thidr o, sotisd
Kip. Charles B, Ranped, D:-N.Y., the
chaleman of Honse Ways and Means
Larnmiiloe

HRI648 creates o 42 million ox-
chision (81 millson for debtors filing
aeparilely) for persanal s can-
cabed in 2007, 2008 or 2008 f the
debi was sécured by the debtor's
gyl i) prmeipe) reddence,”

The IRS defines “qualifind princ
pal resldenoe” 28 the indebtedness
gaed Lo Buy, bulld or subetantially
improve the debtors prncijal ness-
dence, and Il miust hate bedn a-
cured by that residence. Dbt used
to refinance qualifying deht is al-
so eligitsle for the exclusion, bl on-
Iy up to the amoant of the ald
mortgnge principal, just before the
refinancing

The exemplion created by the et |

can be used by filing a Form B&2
reduce & fHlor's tax stiribates il

Brien R. Hozed r ¢ eombones eftaresy
with fomzi. sl Massori brad low fim
Stk § hosiiones PL He oon b caeeed ot
(V] bAS-Fedn

ing fram dischargs of debea The
form can b fled with the Tederal tax
veturm of fled as part of s asnended
retum within six mosths of the doe
daté of the original retum

Debt forgiven on second homes,
remtal property, business property,
creddil cards or car loans does not
qualify for the new tax-relief provi
ston. Other exemptions, such = in-
solvency, may apply. However, It k=
the defitor’s duty to investigae these
options. Form U82 contains asddithon:

= — ———

al detaills for applyving for these
exemptions,

The Morigage Porgiveness Debil
Reliof Act of 2007 alvo creales a
Huree-yrar window for homeowivers
to refinance 1 mongage and pay oo
taxes on any debt foniveness (hal
they receive. Uinder the prior law, if
the vahie of & refinancing deblor's
house declines, and the bank or
lender forgives a portion of the debt,
thi 1ax code treats the wmount for-
given like any other discharged deld

and taxes the snount forgven as m
COm

"When your home is losing valoe
and your family is umder Tinancial
#Mress, the last thing you need k= to
b= bl wiih hligher taxes,” President
Gevrge 'W. Bush explained. “So F'm
working with menders of boch par-
Gies Lo pass a bill that will protect
b s from having to pay fax-
e oy cimotied morngsge debl”

eonlinugd on page 33
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Iower them the defaudt AVH price.

Wil - or even should - the results
of this test convinee seevicers (o
stop using DIM0s? OF course not
BPOs are the product of cholee of
the servicing industry and will be for
e fowreeseatile fiture.

B what this fest docs suggoest is
that AVMS and BMS used iogother
can improve the guality and the
depth of information that s servioor
hens i imaking a deckslon,

For instance, if the typioul proper-
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continwed fromw pooe |7

Acvoriliing o & Wlikie Douse press
release, “This Act will iIncrease (he
imowpative for borrmers and lenders
o work togather to refnance Juns
and wllow Aavevican Eamilios (o e
cure lower morkgage payments with-
oull, facsing higher meps

More efforts

In addition, the Bush adminis-
trailon has wrged Congress to
muodernize the Pederal Hoosing Ad-
ministration (FEA) o give the FHA
grvster Mexibility in order 1o qualify
mon= homebayers for primemte -
rancing. Bush has also encournged
the legisiature to reform and
strengthen independent regulation
uf governmeni-sponsared enfemris-
o= (Z8Es), such os Froddie Ms: and
Fayuule Mae, to improve efflichency
el ensure that GSEs continge 10
focus on “their importam hotusing
risbon.

Given all of these developments,
bere are some helpful forms and
Uik (o provlde Inguiring delitlors
betude s, serviceds or AEoETeYR

B Quustions and Answers on
Home Foreclosure and Debt Can
celludioee bt wawrw s gov/news.
reotierticla/ bl = 1 T34 00 himl

B lasiructions for Forms
1099-A and 1088-C (Z2008):
Bt g/ Pow w s gowinsrroctions)
) e bt

B Form 962, Reduction of Tax
Atributes Due 10 Discharge of In
dettedness: hilpewwa irs.gov/
prbvirs-pdiIE, il

Finally, while [oreclosure frms’
representation of lenders does not
umiially isdendd it the possadbls tax
repercussions that debtors in fore
closure face, educalion sbouwt these
besniees amad respealding Sppeopriately |
o dhishbors” mupeiries: may esist in in-
salating both e suwd lervders. feoim
NSy SOT LY OF CXpse

It ks also importand 1o note that |
the IRS encommges dettors who
disagren with U kfomuation con-
mined o Form 1080 1o conesct the
lender and megueest & carrscitd form
(1f the informatien |s determined o
bt It )

iy hes two or three Villiistlon reviews
n8 It moves from defanlt through
foreelosure to REQ, should they all
be BPOs? Maybe, but by adding a de-
Eolt. AV mitor thwe i, the sereicer
ahtaing not ondy & differsnt perspec
tive an the dispesition values, bt
=0 much deeper imformation on the
propety and S owaership Nistory
neighborhood, area listings and
salos, maps and more,

Large users of BPUs sre also be
glnning to sée the value of ming de-

fauilt AVM technology 1o evalile the
effectiveness of their BPO providers
A st likee the ane we conductad for
eximmpls, could ghve A aaloial ser-
vicer o moch hefier onderstanding of
the perfarmomen levels of thelr BPO
providers in different marosts
Finally, & mundser of servicers are
now using AVMS fof quality assur-
ance and fraod detection, running
AVMs againss recent re-sales of REO
properties. Typloally, for every thou-
sand loans rviewed for BPO price,
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the final REOD sales price and a sec-
and sale prlboe, four or five properties
that hove resold of & significantly
higher price will be found a fow
months ater, This discregancy is of
vy a slen of colluston and fraod.

I comehagion, Uhes |mpodtand dquses.
don should ot Lo whethir BPOs ane
berer thamn AVME, or vice versa, bul
stead. whether we as an indastry
Ak using ull of the aﬂ:t.'l.'hhf-" ool 1o
work through the servicing chal
lenges we ince.
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