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New Law Eases Some Mortgage Woes

After years of soaring home prices, housing
values are falling in many areas of the U.S.
In some cases, homeowners are selling for
less than their mortgage balance or even
walking away from highly leveraged houses.
Such actions can have serious and unexpected
tax consequences. However, temporary
relief is available, thanks to the Mortgage
Forgiveness Debt Relief Act of 2007, which
President Bush signed into law at year’s end.

Can’t win for losing

The tax code generally requires a taxpayer to
pick up taxable income when debt is dis-
charged. That is, if a lender forgives debt you
owe, you will have income equal to the
amount of the cancelled debt.

Example #1: Suppose Jim Smith bought a
house for $450,000 at the peak of the real
estate boom. He made a $50,000 down pay-
ment and obtained a $400,000 mortgage. Jimn,
who used the house as his primary residence,
was personally liable for the mortgage. In
2007, when the loan balance was $390,000,
Jim got a job in a different city and sold the
house. He received only $350,000 because the
house had lost value.

As you can see, Jim lost his $50,000 down
payment. What's more, the $350,000 he
received was not sufficient to cover the
$390,000 mortgage value. Nevertheless, the
lender agreed to accept his $350,000 and can-
celed the loan, effectively forgiving $40,000.
Normally, the lender would report that $40,000
cancellation of debt to the IRS. Likewise, the
lender would report to the IRS when a mort-
gaged property was abandoned, foreclosed,
repossessed, or reacquired by the lender.
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In all such cases, the resulting-income
would be taxed at ordinary income rates. With
$40,000 in taxable.income from debt cancella-
tion, Jim might owe $10,000-$15,000 in tax.

Tax relief for debt relief
The new law relieves Jim from having to pay
this tax. This provision is retroactive, so it
applies to discharges of home mortgage debt
that occurred in 2007. A similar tax shelter
applies to debt cancelled in 2008 and 2009.
Up to $2 million of cancelled debt qualifies for
the tax relief.

As you might expect, there are limits to the
tax break. For one, it applies only to debt relief
from “qualified principal residence indebted-
ness.” That is, the exception to prevailing law
applies only to debt that was used to acquire,
construct, or improve your principal resi-
dence, and the debt must be secured by that
residence. Thus, there is no tax break for dis-
charge of a home equity loan if the loan pro-
ceeds were used for purposes other than home
improvements. Debt relief for vacation homes
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