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by  Patrick J. Downey

Many families have lost their homes through foreclosure as a result of the 

-

duced the loan amount.  This article will discuss some of the federal tax implications 

that arise out of these transactions. 

Foreclosure sales, non-judicial foreclosure sales and transfers by deed in lieu 

of foreclosure are considered to be taxable sales and any gain that is realized is taxable 

amount realized on a sale or other disposition includes the amount of nonrecourse li-

arguably arises from the “cancellation of debt,” it cannot be excluded under the can-

cellation of indebtedness exceptions.

Subject to the statutory limits and unless otherwise elected, the amount re-

ceived from a sale or exchange of property is excluded from income if the property 

ending on the date of the sale or exchange.  Property must be owned and used by 

the taxpayer as the taxpayer’s principal residence.  To establish use, the taxpayer 

must have occupied the residence.  Whether property is used as a taxpayer’s principal 

residence depends on all the facts and circumstances.  Generally, the property the 

taxpayer uses as a residence a majority of the time during the year will be considered 

his or her principal residence.



The articles in this newsletter have been prepared by Eastman & Smith Ltd. for informational pur-

poses only and should not be considered legal advice. This information is not intended to create, and receipt 

of it does not constitute, an attorney/client relationship.
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There is nothing in the statute or the related regulations to indicate this exclusion does not apply to the amount real-

exclude income that is realized from the cancellation of a nonrecourse mortgage upon foreclosure from gross income. 

In contrast, the amount realized from the sale or disposition of property that secures a recourse liability does not 

include the amounts that are (or would be if realized and recognized) income from the discharge of indebtedness.  As a con-

exception does not apply if the discharge is on account of services performed for the lender or on account of any other factor 

-

indebtedness described in the previous sentence, limited to the amount of indebtedness that was outstanding before the debt 

For purposes of this exclusion, the term “principal residence” has the same meaning as applies to the exclusion 

discussed above.  Although the sale of a principal residence exclusion can apply to a sale of property that a taxpayer is not 

currently using as his or herprincipal residence, a residence must be the taxpayer’s principal residence at the time the debt 

-

turn for the year in which the cancellation of indebtedness occurred to claim the exclusion.  A taxpayer who is insolvent at 

the time of the cancellation of debt can exclude an amount no greater than the amount of the taxpayer’s insolvency under 

another provision.  So, a taxpayer who cancels or reduces mortgage indebtedness can alternatively elect to exclude income 

under the insolvency provision.

-

man & Smith Ltd. will be happy to assist you in analyzing your options if you are in this unfortunate situation.

_____________________

Mr. Downey is an associate in the Business Section of the Firm with more than 10 
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