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With the real estate market crisis, more and more families have been 
forced into foreclosures, or finding other ways to eliminate their mounting 
debt. However, many are unaware of the tax consequences of such 
actions. Our goal is to ensure that you understand exactly what is involved 
in debt forgiveness, so that there are no unpleasant surprises when you file 
your taxes.

Table of Contents

#1 - IRC Section 108(a)! 3

#2 - Mortgage Debt Relief Act of 2007! 4

#3 - Emergency Economic Stabilization Act of 2008! 5

#4 - IRS Form 982 - Insolvency ! 6

#5 - Filing Your Tax Form 1099-C! 7

#6 - Filing Your Tax Form 1099-A! 8

#7 - Filing Your 1040 Foreclosure & Short Sale Taxes ! 9

7 Things You Should Know About 
The Tax Consequences of Debt Forgiveness

Learn more by visiting www.Makara-Assoc.com or by calling (239) 384-9688.
Copyright © 2011. Makara & Associates, LLC. All Rights Reserved. 

http://www.Makara-Assoc.com
http://www.Makara-Assoc.com


#1 - IRC Section 108(a)
First and foremost, it is important for you to understand what the Internal Revenue Code 
is, and what Section 108(a) has to do with. This section generally states that any debt 
forgiveness, in whole or in part, by a creditor is interpreted as gross income to the 
taxpayer. This is the case unless an exception applies. “Insolvency” is one mandatory 
exception for taxpayers provided by IRC section 108(a).  

Canceled Debts, Foreclosures and Repossessions:

Discharge of any debt can be a welcome event for a taxpayer who is struggling with 
cash flow problems. However, debts come in many different shapes and sizes and the 
tax code looks at them individually, by type. For any debt that is forgiven or discharged, 
the taxpayer will need to look at the origin of the debt. 

Here’s an example:

Let’s say that in 2004 a taxpayer 
refinances their principle 
residence and pays off $50,000 
of credit card debt and an auto 
loan. That transaction looked 
good at the time as the taxpayer 
converted the interest paid on the 
credit cards and auto loan into 
tax-deductible interest. However, 
in 2009 the taxpayer is unable to 
make mortgage payments on the 
2004 refinanced loan. They then 
are forced to sell the residence 
for less than is owed (a “short 
sale”), and the borrower forgives 
$100,000 of mortgage debt.  

Most taxpayers are unaware that $50,000 of the debt that was forgiven will be subject to 
tax (assuming the taxpayer is not insolvent) due to the debts origin.

Understanding these complex rules is something that you should not take lightly! It is 
important to seek out professional help, as there are many missteps that can be taken 
in the IRC Section 108(a) area of the tax code.

Tax consequences can be serious...you don’t want to take any chances!  
Make sure you use a tax professional to guide you through the process.  

Contact us at (239) 384-9688 today for all your personal or business tax and 
accounting needs!
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#2 - Mortgage Debt Relief Act of 2007
A foreclosure or short sale of your home can be a double edged sword. You not only 
lose your house, but then may have to pay taxes on the forgiven debt amount. In recent 
years, with the rise of short-sales and foreclosures, the Mortgage Debt Relief Act of 
2007 was passed to help homeowners who are presented with this situation.

The Mortgage Forgiveness Debt Relief Act of 2007 generally allows the taxpayer to 
exclude income relief as a result of mortgage modification or foreclosure on their 
qualified principle residence.  

However, to receive this exclusion, the debt must have been secured by the residence 
and used to buy, build or substantially improve the residence. The following does not 
qualify for the exclusion under the Act. 

Debt forgiven on: 

• Credit cards 
• Auto loans 
• 2nd homes 
• Rental property 

The maximum exclusion under 
the Mortgage Forgiveness 
Debt Relief Act is $2 million 
($1 million for a married 
person filing separately). You 
will need to complete Form 
982 and attach it to your tax 
return (Form 1040) for the 
year debt was forgiven.

You should also review any 
home equity lines of credit that 
were forgiven. The interest on $100,000 may be deductible for income tax purposes, 
however, any debt forgiven (used to pay off credit cards or buy a car) would not be 
excludable under this act. Also, if the qualified principle residence was refinanced, and if 
those proceeds were not used to improve the principle residence, that amount above 
the refinanced loan would also not be excludable under the Mortgage Forgiveness 
Debt Relief Act.

Tax consequences can be serious...you don’t want to take any chances!  
Make sure you use a tax professional to guide you through the process.  

Contact us at (239) 384-9688 today for all your personal or business tax and 
accounting needs!
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#3 - Emergency Economic Stabilization Act of 
2008

The Emergency Economic Stabilization Act of 2008, is most commonly referred to as 
“the bailout” of the U.S. financial system.  As most people are aware, it provided up to 
$700 billion to the Secretary of the Treasury to buy mortgages and other assets that 
were clogging the balance sheets of financial institutions and making it difficult for 
working families, small businesses, and other companies to access credit. 

However, there were other components of this Act that you, as a taxpayer, should be 
aware of. Basically, the Emergency Economic Stabilization Act of 2008 focused on 
these 3 components:

1. Alternative Minimum Tax relief for individuals
2. Financial bailout related changes (including relief for banks, new compensation 

deduction limits, and debt forgiveness relief)
3. Extender Provisions

For the sake of learning the tax consequences of debt forgiveness, we’re going to focus 
on #3, the “Extender Provisions”. This Act extended the treatment of forgiven debt under 
the Mortgage Forgiveness Debt Relief Act of 2007, so that the benefits for taxpayers are 
extended through the end of 2012.  

Tax consequences can be serious...you don’t want to take any chances!  
Make sure you use a tax professional to guide you through the process.  

Contact us at (239)384-9688 today for all your personal or business tax and 
accounting needs!
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#4 - IRS Form 982 - Insolvency
IRS Form 982 says that "Generally, the 
amount by which you benefit from the 
discharge of indebtedness is included in 
your gross income. However, under certain 
circumstances described in section 108, 
you may exclude the amount of discharged 
indebtedness from your gross income.” 
The specific instructions are contained in 
section 108 of the Internal Revenue Code.

One of the “circumstances” they are 
referring to here is “insolvency”. The basic 
definition of insolvency is the inability to 
pay one's debts as they fall due. When 
referring to a business, insolvency refers 
to the inability of a company to pay off its 
debts.

In this instance, we are referring to the 
“Insolvent Taxpayer”: An insolvent taxpayer 
is defined as anyone with total liabilities 
(debts) that exceed the fair market value of 
all assets. This determination is made 
immediately before the discharge of 
indebtedness. As mentioned above, 
insolvency is a mandatory exception 
under the Internal Revenue Code (section 
108(a). It should be looked at first in any discharge of indebtedness. 

Making this determination is complex and should be completed with the help of a tax 
professional. If the forgiven debt can be excluded under IRC 108 then IRS Form 982 
will need to be attached to your tax return (Form 1040) for the year debt was forgiven.  

If you are not deemed insolvent, additional exclusions do exist for qualified principle 
residences.  Again, it is important to seek a tax professional to outline the exclusions 
that may apply to you.

IRS Form 982 can be found here: www.irs.gov/pub/irs-pdf/f982.pdf

Tax consequences can be serious...you don’t want to take any chances!  
Make sure you use a tax professional to guide you through the process.  

Contact us at (239)384-9688 today for all your personal or business tax and 
accounting needs!
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#5 - Filing Your Tax Form 1099-C

IRS Form 1099-A can be found here: www.irs.gov/pub/irs-pdf/f1099c.pdf

The IRS Form 1099 is used by various entities to report income that they have 
perceived you have earned. 

For example: A bank issues you a credit card. You charge $1,000 and never make 
payments. After some time, the bank will issue a Form 1099-C to you. They are also 
reporting the $1,000 as income you have earned, to the IRS. 

You will also receive a Form 1099-C for any forgiven mortgage debt. The form will tell 
you the amount of debt that was cancelled. You must report all forgiven mortgage debt 
to the IRS. However, if you fall under one of the exceptions, such as 
“Insolvency” (discussed in Tip #4), then you do not need to pay taxes on this.  

In order to take advantage of these exceptions, however, you will need to fill out an IRS 
form 982 to report cancelled debt.  

(Oh come on, you know you’re excited!)  These forms may not be the most enjoyable 
thing to think about now, but we promise that you will be excited when you see the 
money you’re saving on your taxes!

Need help navigating these forms? Tax consequences can be serious...you 
don’t want to take any chances! Make sure you use a tax professional to 
guide you through the process. Contact us at (239) 384-9688 today for all 

your personal or business tax and accounting needs!
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#6 - Filing Your Tax Form 1099-A
If your home has been foreclosed on by the bank, you will typically receive Form 1099-
A from your lender.  This will contain several 
components of relevant information.  You will need the 
information on Form 
1099-A to report the 
foreclosure properly 
on your tax return.

Here is some 
important information 
to know about a 
foreclosure as it 
relates to your taxes:

A foreclosure is 
treated as the sale of 
property, and the 
former property 
owner will need to 
calculate their gain or 
loss on the property. However, unlike a normal sale, there's no "selling price," and this is 
where the Form 1099-A comes into play. To determine the selling price, you would need 
to use either the fair market value of the property or the outstanding loan balance on the 
property for the selling price. Both of these figures are reported on Form 1099-A. 

To help you navigate through the form:

• The outstanding loan balance is found in Box 2
• The property's fair market value is found in Box 4
• The date of the foreclosure is indicated in Box 1 - This will be used as the date 

the property was disposed of (that is, the "sale date") 

You will also need to know if the loan was a recourse or a non-recourse loan. If the bank 
has checked "yes" in Box 5, which asks "Was borrower personally liable for repayment 
of the debt?", then the loan was probably a recourse loan. 

IRS Form 1099-A can be found here: IRS.gov/pub/irs-pdf/f1099a.pdf

Need help with these forms? Tax consequences can be serious...you don’t 
want to take any chances! Make sure you use a tax professional to guide 
you through the process. Contact us at (239) 384-9688 today for all your 

personal or business tax and accounting needs!
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#7 - Filing Your 1040 Foreclosure & Short Sale 
Taxes 

It is possible for you to receive multiple tax forms (1099A & 1099C) in the same year.  
This is based on a variety of scenarios, depending on how you file your 1040 in the 
case of foreclosure taxes or short sale taxes.  

Before we proceed with filing your 1040, let’s take a moment to better define a Short 
Sale. Short sales on real estate are often a misunderstood process and a twist of terms. 
The term is borrowed from the securities industries, where it is used when a taxpayer 
sells a security they do not own in hopes of buying it later at a cheaper price. 
              
This is not the case with a real estate “short sale”. In this case, a taxpayer owns their 
property and is trying to sell for less than what is owed to a borrower. This process is 
complex and needs to be handled by a real estate professional with the knowledge and 
experience with the property and working with borrowers. 

It is very important for you, to consider these items before going through with a short 
sale:

• Is the mortgage non-recourse or recourse? (review taxpayers 
state law)

• What is the lender’s position regarding going after the 
taxpayers other assets?

• Is the property your qualified principle residence or investment 
property?                                                   Photo courtesy of Mike Licht

To be a successful transaction the taxpayer needs to consider the 
above to avoid unexpected short sale taxes or foreclosure taxes due on forgiven debt 
or a borrower collecting the full amount of the debt secured by the property.

As described in some of the previous tips, the difference of cost in a Short Sale or the 
debt forgiveness of Foreclosure can be viewed as “income.” Therefore, short sale 
taxes or  Foreclosure taxes can hit homeowners very hard if they are not prepared, or 
have not filed the proper forms for exemption.

 Tax consequences can be serious...you don’t want to take any chances!  
Make sure you use a tax professional to guide you through the process.  

Contact us at (239) 384-9688 today for all your personal or business tax and 
accounting needs!

LEGAL NOTICE AND DISCLAIMER: The information within this eBook is for informational and educational purposes 
only and is not tax advice and should not be used as such. The facts of each individual situation can have 

significantly different outcomes when applying tax law. The hiring of a CPA is an important decision not to be based 
solely on advertisements.
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