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How to Get Technical Updates?
Updates to the volunteer training materials will be contained in Publication 4491X, VITA/TCE Training 
Supplement. To access this publication, in the upper right hand corner of www.irs.gov, type in “Pub 4491X” in 
the search field.

During the tax season Volunteer Tax Alerts will be issued periodically. Type “volunteer alerts”, in the search 
field to access all tax alerts.

Volunteer Standards of Conduct

VITA/TCE Programs
The mission of the VITA/TCE return preparation programs is to assist eligible taxpayers in satisfying 
their tax responsibilities by providing free tax return preparation. To establish the greatest degree of 
public trust, volunteers are required to maintain the highest standards of ethical conduct and provide 
quality service.

All VITA/TCE volunteers (whether paid or unpaid workers) must complete the Volunteer Standards of 
Conduct Training, and sign Form 13615, Volunteer Standards of Conduct Agreement, prior to working at 
a VITA/TCE site. In addition, return preparers, quality reviewers, and VITA/TCE tax law instructors must 
certify in tax law prior to signing this form. This form is not valid until the site coordinator, sponsoring 
partner, instructor, or IRS contact confirms the volunteer’s identity and signs and dates the form.

As a volunteer in the VITA/TCE Programs, you must:

1.	Follow the Quality Site Requirements (QSR).
2.	Not accept payment or solicit donations for federal or state tax return preparation.
3.	Not solicit business from taxpayers you assist or use the knowledge you gained (their 

information) about them for any direct or indirect personal benefit for you or any other specific 
individual.

4.	Not knowingly prepare false returns.
5.	Not engage in criminal, infamous, dishonest, notoriously disgraceful conduct, or any other 

conduct deemed to have a negative effect on the VITA/TCE Programs.
6.	Treat all taxpayers in a professional, courteous, and respectful manner.

Failure to comply with these standards could result in, but is not limited to, the following:

•	 Your removal from all VITA/TCE Programs;
•	 Inclusion in the IRS Volunteer Registry to bar future VITA/TCE activity indefinitely;
•	 Deactivation of your sponsoring partner’s site VITA/TCE EFIN (electronic filing ID number);
•	 Removal of all IRS products, supplies, loaned equipment, and taxpayer information from your 

site;
•	 Termination of your sponsoring organization’s partnership with the IRS;
•	 Termination of grant funds from the IRS to your sponsoring partner; and
•	 Referral of your conduct for potential TIGTA and criminal investigations.

TaxWise® is a copyrighted software program owned by CCH Small Firm Services (CCH). All screen shots 
that appear throughout the official Volunteer Income Tax Assistance (VITA) and Tax Counseling for the Elderly 
(TCE) training materials are used with the permission of CCH. The screen shots used in this publication—or 
any other screen shots from TaxWise® or its affiliated programs—may not be extracted, copied, or distributed 
without written approval from the IRS SPEC Office of Products, Systems, & Analysis.

Confidentiality Statement:
All tax information you receive from taxpayers in your VOLUNTEER capacity is strictly confidential and should 
not, under any circumstances, be disclosed to unauthorized individuals.
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Cancellation of Debt (COD) – Principal Residence

Introduction 

The Cancellation of Debt (COD) – Principal Residence course is an optional specialty training for volunteers 
with an Advanced Certification. A separate certification is required for volunteers on cancellation of debt 
issues. Check with your Site Coordinator to determine whether you should be certified in this topic.

This course will help you recognize when you can help taxpayers who have a canceled debt and when you 
must refer them elsewhere for help with their tax returns.

Objectives

At the end of this lesson, using your resource materials, you will be able to:

•	 Define cancellation of debt

•	 Identify the difference between recourse and nonrecourse debt

•	 Identify the exceptions and exclusions to the general rule for including canceled debt as income

•	 Determine the requirements for the cancellation of debt on principal residence when preparing tax returns

•	 Determine the filing requirements for recipients of foreclosures – Form 1099-A, Acquisition or 
Abandonment of Secured Property

•	 Determine the filing requirements for recipients of Form 1099-C, 
Cancellation of Debt

•	 Determine if a taxpayer may exclude from taxable income certain debt 
forgiven or canceled on a principal residence

Cancellation of Debt – Basics 

A debt includes any indebtedness for which a taxpayer is liable or which 
attaches to the taxpayer’s property. Cancellation of indebtedness can 
involve auto loans, credit card debt, medical care, professional services, 
installment purchases of furniture or other personal property, mortgages, 
and home equity loans. Generally, if a debt for which a taxpayer is person-
ally liable is canceled or forgiven, the taxpayer must include the canceled 
amount in income. There is no income from canceled debt if the cancella-
tion or forgiveness of debt is a gift or bequest.

Use Form 13614-C, Intake/Interview & Quality Review Sheet, to determine 
if the taxpayer received one or both of Forms 1099-C, Cancellation of Debt, 
or 1099-A, Acquisition or Abandonment of Secured Property. 

What do I need?

□	 Form 13614-C, Intake/ 
Interview & Quality Review 
Sheet 

□	 Publication 4012, Volunteer 
Resource Guide

□	 Publication 17
□	 Publication 4731-A
Optional
□	 Publication 4491-W
□	 Publication 4681
□	 Publication 523
□	 Publication 525
□	 Publication 544
□	 Publication 551
□	 Form 982
□	 Form 1040 
□	 Form 1040 Instructions
□	 Form 1099-A 
□	 Forms 1099-A and 1099-C 

Instructions
□	 Form 1099-C
□	 Form 8949
□	 Schedule D 
□	 Schedule D Instructions
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In Scope for VITA/TCE Programs

Cancellation of credit card debt is included in the Other Income lesson of 
Publication 4491 for Advanced certification.

Publication 4731 provides step-by-step guidance for the volunteer tax return 
preparer to determine if the cancellation of debt is within scope. 

•	 Use Publication 4731-A, Part I for taxpayers with Form 1099-A for a fore-
closure or abandonment of their principal residence

•	 Use Publication 4731-A, Part II for taxpayers with Form 1099-C, or Forms 1099-A and 1099-C resulting 
from cancellation of debt on a home mortgage loan

•	 Use Publication 4731 for taxpayers with Form 1099-C resulting from cancellation of credit card debt

	 NOTE: Cancellation of credit card debt is included in the Other Income section of Publication 4491 for 
Advanced certification.

Taxability of Canceled Debt

Taxpayers often question the taxability of canceled debt because they did not receive money in hand. In situ-
ations where property is surrendered, such as a foreclosure, taxpayers feel that by giving up the property 
they are relieved from any further obligation. Explain that the benefit to the taxpayer is the relief from personal 
liability to pay the debt. Information in Publication 17, Your Federal Income Tax for Individuals, can assist with 
the explanation. 

Additional resources include:

•	 Publication 523, Selling Your Home

•	 Publication 525, Taxable and Nontaxable Income

•	 Publication 544, Sales and Other Dispositions of Assets

•	 Publication 4681, Canceled Debts, Foreclosures, Repossessions, and Abandonments

•	 Publication 4731-A, Screening Sheet for Foreclosures/Abandonments and Cancellation of Debt

Generally, when debt is canceled, the lender will issue Form 1099-C, Cancellation of Debt, which is then 
reported by the recipients on their tax return. There are exceptions and exclusions to the general rule that 
determines whether a canceled debt is included as income. This is covered in greater detail later in the 
course.

Recourse vs. Nonrecourse Debt

There are two types of debts: recourse and nonrecourse. A recourse debt holds the borrower personally 
liable. All other debt is considered nonrecourse. 

In general, recourse debt (loans) allows lenders to collect what is owed for the debt even after they’ve taken 
collateral (home, credit cards). Lenders have the right to garnish wages or levy accounts in order to collect 
what is owed. 

The qualified principal resi-
dence debt provision is 
subject to change. See the 
current Publication 4491X for 
any updates.

Refer to Publication 4731-A, Screening Sheet for Foreclosures/Abandonments and Cancellation of Debt, to ensure that 
the tax return being prepared is within scope of the VITA/TCE programs.
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A nonrecourse debt (loan) does not allow the lender to pursue anything other than the collateral. For example, 
if a borrower defaults on a nonrecourse home loan, the bank can only foreclose on the home. The bank 
generally cannot take further legal action to collect the money owed on the debt. Whether a debt is recourse 
or nonrecourse may vary from state to state, depending on state law.

If a lender cancels a debt and issues Form 1099-C, the lender will indicate on the form if the borrower was 
personally liable (recourse) for repayment of the debt. Go to www.irs.gov to view Form 1099-C.

Recourse debt holds the borrower personally liable for any amount not satisfied by the surrender of secured 
property. 

•	 If a lender forecloses on property subject to a recourse debt and cancels the portion of the debt in excess 
of the fair market value (FMV) of the property, the canceled portion of the debt is treated as ordinary 
income from cancellation of indebtedness. This amount must be included in gross income unless it quali-
fies for an exception or exclusion. 

•	 In addition to this cancellation of indebtedness income, the taxpayer may realize a gain or loss on the 
disposition of the property; this amount is generally the difference between the FMV of the property at the 
time of the foreclosure and the taxpayer’s basis in the property. 

Nonrecourse debt is satisfied by the surrender of the secured property regardless of the FMV at the time of 
surrender, and the borrower is not personally liable for the debt. 

•	 If property that is subject to nonrecourse debt is abandoned, foreclosed upon, subject of a short sale, or 
repossessed by the lender, the circumstances are treated as a sale of the property by the taxpayer.

•	 In determining the gain or loss on the disposition of the property, the balance of the nonrecourse debt at 
the time of the disposition of the property is included in the amount realized (generally the selling price). 
Since the borrower is not personally liable for the debt, the difference between the FMV of the property and 
the balance of the loan is not included in gross income. 

If property securing the debt was foreclosed on or abandoned, the taxpayer may need to report the disposition (sale) 
on Form 8949 and Schedule D. This is covered in more detail later in this course. 

Generally, if taxpayers abandon property that secures debt for which they are personally liable, they do not have a 
gain or loss until the foreclosure is completed.

If taxpayers abandon property that secures debt for which they are not personally liable, the abandonment is treated 
as a sale or exchange.

For more information on abandonments see Publication 4681.
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Recourse Debt Nonrecourse Debt
Borrower is… Personally liable Not personally liable
Canceled portion of 
debt is generally…

Treated as ordinary income and 
included in gross income (unless 
it qualifies as an exception or 
exclusion)

Not applicable. Nonrecourse debt is satis-
fied by the surrender of the secured prop-
erty regardless of the FMV at the time of 
surrender.

Gain or loss on 
disposition of the 
property

Generally determined by the 
difference between the FMV of the 
property and the adjusted basis 

The amount realized includes the balance 
of the nonrecourse debt at the time of the 
disposition of the property. This is true even 
if the FMV of the property is less than the 
outstanding debt.

Exceptions and Exclusions 

Some canceled or forgiven debts may be eliminated from income by applying exceptions, or reduced by 
applying exclusions to the general rule. Exceptions are applied before exclusions.

Exceptions

Exceptions may allow the taxpayer to eliminate the following types of canceled debt from income:

•	 Amounts otherwise excluded from income (e.g., gifts and bequests) 

•	 Certain student loans (e.g., doctors, nurses, and teachers serving in rural or low-income areas)

•	 Deductible debt (e.g., home mortgage interest that would have been deductible on Schedule A) 

•	 Price reduced after purchase (e.g., debt on solvent taxpayer’s property is reduced by the seller; basis of 
property must be reduced) 

For more information on exceptions, refer to Publication 4681, Canceled Debts, Foreclosures, 
Repossessions, and Abandonments. 

Exclusions

There are several exclusions from the general rule for reporting canceled debt as income. 

Form 982, Reduction of Tax Attributes Due to Discharge of Indebtedness, must be filed with the taxpayer’s 
return to show the amount of the canceled debt excluded. 

example

Jason lost his home to foreclosure because he could no longer make his mortgage payments. At the 
time of foreclosure, he owed a balance of $170,000 to the lender and the FMV of the property was 
$140,000. 

If Jason is personally liable for the debt (recourse loan), the selling price would be $140,000. 

If Jason is not personally liable for the debt (nonrecourse loan), the selling price would be $170,000.
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The exclusions are:

•	 Discharge of debt through bankruptcy 

•	 Discharge of debt of insolvent taxpayer

•	 Discharge of qualified farm indebtedness 

•	 Discharge of qualified real property business indebtedness 

•	 Discharge of qualified principal residence indebtedness 

Cancellation of Debt – Principal Residence

Mortgage Forgiveness Debt Relief Act 2007

Under the Mortgage Forgiveness Debt Relief Act of 2007, taxpayers may exclude from income certain debt 
forgiven or canceled on their principal residence. This exclusion is applicable to the discharge of “qualified 
principal residence indebtedness.” If the canceled debt qualifies for exclusion from gross income, the debtor 
may be required to reduce tax attributes (certain credits, losses, and basis of assets) by the amount excluded. 

If a property was taken by the lender (foreclosure) or given up by the borrower (abandonment), the lender 
usually sends the taxpayer Form 1099-A, Acquisition or Abandonment of Secured Property. Form 1099-A will 
have information needed to determine the gain or loss due to the foreclosure or abandonment. 

If the debt is canceled, the taxpayer will receive Form 1099-C, Cancellation of Debt. If foreclosure/abandon-
ment and debt cancellation occur in the same calendar year, the lender may issue only Form 1099-C, includ-
ing the information that would be reported on Form 1099-A. 

The Mortgage Forgiveness Debt Relief Act of 2007 allows for the exclusion of discharged qualified principal 
residence indebtedness canceled in 2007, 2008, and 2009.

The Emergency Economic Stabilization Act of 2008 extended the exclusion for tax years 2010 through 2012. 
The American Taxpayer Relief Act of 2012 extended the exclusion to 12/31/2013.

The Tax Increase Prevention Act of 2014 extended the exclusion to 12/31/2014.

Qualified Principal Residence Indebtedness

Qualified principal residence indebtedness includes: 

•	 Any debt incurred in acquiring, constructing, or substantially improving a 
principal residence that is secured by the principal residence

•	 Any debt secured by the principal residence resulting from the refinancing 
of debt incurred to acquire, construct, or substantially improve a principal 
residence, but only to the extent that the amount of debt does not exceed 
the amount of the refinanced indebtedness 

Exclusion Limit

The maximum amount that can be treated as qualified principal residence indebtedness is $2 million ($1 
million if Married Filing Separately). 

Canceled qualified principal residence indebtedness cannot be excluded from income if the cancellation was 
for services performed for the lender or on account of any factor not directly related to a decline in the value of 
the residence or the taxpayer’s financial condition.

The issues involved in exclu-
sions can be complex. Only 
cancellation of qualified princi-
pal residence indebtedness is 
within the scope of VITA/TCE.

A principal residence is gener-
ally the home where the 
taxpayer lives most of the 
time. A taxpayer can have only 
one principal residence at a 
time.
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EXERCISES

Criteria for Canceled Principal Residence Debt
Volunteers may assist taxpayers who meet the following requirements:

•	 The home was never used in a business or as rental property

•	 The debt was not canceled because the taxpayer filed bankruptcy 

•	 The taxpayer is not in bankruptcy when he/she comes to the site for assistance

•	 Form 1099-C does not include an amount for interest

•	 The debt must be a mortgage used only to buy, build, or substantially improve the taxpayer’s primary resi-
dence, i.e., this money was not used to pay off credit cards, medical/dental expenses, vacations, etc.

•	 The mortgage was secured by the taxpayer’s primary residence

•	 The mortgage was not more than $2 million ($1 million if Married Filing Separately) 

Use Publication 4731-A, Part II, to answer the following questions. The answers appear at the end of the 
lesson.

Question 1: A volunteer with Cancellation of Debt certification is working with Angie. Angie confirmed that 
she had to give up her principal residence and produced Form 1099-C for the cancellation of the mort-
gage loan. Angie explains that she did not file for bankruptcy, even though she experienced hardship due 
to the loss of income from no longer being able to rent out an upstairs bedroom and bath. Angie also veri-
fied that the mortgage loan was used entirely to purchase the home and was secured by the home. Her 
Form 1099-C lists the amount of debt canceled as $60,000. 

Should the volunteer assist Angie with her return?    ¨ Yes   ¨ No

Question 2: Fred went to his local VITA site to have his tax return prepared. The volunteer went through 
Fred’s records and noticed Form 1099-C reflecting a canceled debt of $50,000. 

Using Publication 4731-A, Part II, as a guide, the volunteer learned Fred lost his job and could no longer 
make his mortgage payments. The bank foreclosed on Fred’s home. Due to the housing market slump, the 
value of Fred’s home had declined, and his mortgage balance was more than the fair market value of the 
home. The bank sold Fred’s home and canceled the remaining debt ($50,000) not covered by the sale 
price.

Upon further questioning, the volunteer learned Fred had refinanced his home two years ago and used 
the equity in the home to pay off some credit cards and take a trip to Las Vegas. 

Should the volunteer assist Fred with the preparation of his return at the VITA site?    ¨ Yes   ¨ No

example

Bob refinanced his personal residence and used the loan proceeds from the equity in his home to build 
a new master bedroom suite on the main level of his house. This debt is qualified principal residence 
indebtedness. 

example

Tom refinanced his personal residence and used the loan proceeds from the equity in his home to pay off 
credit cards and buy a car. This debt is not qualified principal residence indebtedness.
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Foreclosures and Capital Gain or Loss

If a taxpayer does not make payments owed on a loan secured by property, the lender may foreclose on the 
loan or repossess the property. The foreclosure or repossession is treated as a sale from which the taxpayer 
may realize a gain or loss. This is true even if the taxpayer voluntarily returns the property to the lender. 

Figure the gain or loss from a foreclosure or repossession the same way as the gain or loss from a sale. The 
gain is the difference between the amount realized and the adjusted basis of the transferred property (amount 
realized minus adjusted basis). The loss is the difference between the adjusted basis in the transferred prop-
erty and the amount realized (adjusted basis minus amount realized).

When a residence that is security for a mortgage is abandoned or foreclosed upon, the gain or loss must be 
reported on the return and is subject to the rules for a Sale of Residence. 

Generally, the amount realized on a foreclosure is considered to be the selling price. But this selling price 
depends, in part, on whether the debt was recourse debt or nonrecourse debt. In addition, the taxpayer may 
also have ordinary income from the cancellation of debt. 

Use the Worksheet for Foreclosures and Repossessions in Publication 4681 
to figure the ordinary income from the cancellation of debt and the gain or 
loss from a foreclosure or repossession.

Generally, the taxpayer’s gain or loss from a foreclosure or abandonment is 
reported on Form 8949 and Schedule D. 

If the taxpayer is personally liable for the debt (recourse debt), and the 
amount of outstanding debt (mortgage) is more than the home’s FMV, the 
difference is treated as cancellation of debt income. 

•	 If the canceled debt qualifies as excludable from gross income, the 
exclusion is reported on Form 982, Reduction of Tax Attributes Due to 
Discharge of Indebtedness (And Section 1082 Basis Adjustment) 

•	 Otherwise, the canceled debt is reportable as ordinary income on Form 
1040, line 21 and is beyond the scope of VITA/TCE

Form 1099-A, Acquisition or Abandonment of Secured Property

When a personal residence is foreclosed upon, and the lender cancels a portion of the debt, the taxpayer 
will generally receive Form 1099-A and Form 1099-C. If, in the same calendar year, the debt is canceled in 
connection with a foreclosure of secured property, the lender has the option of issuing Form 1099-C only. 

The filing requirements of Form 1099-A are met by the lender completing the 
following on Form 1099-C:

•	 Debt description

•	 The debtor was personally liable for the repayment of the debt

•	 Fair market value of property

Verify with the taxpayer that the information on Form 1099-A and Form 
1099-C is correct. Pay particular attention to the amount of debt forgiven and the fair market value reported. 
Advise the taxpayer to contact the lender immediately if any of the information is not correct. 

A loss on the sale or disposi-
tion of a personal residence 
is not deductible. A gain 
may qualify for the Section 
121 exclusion ($250,000 or 
$500,000 for Married Filing 
Jointly taxpayers) for a gain 
on the sale of a personal 
residence.

If the canceled debt is report-
able on Form 1040, line 21 or 
the canceled debt is not fully 
excludable from gross income, 
the issue is beyond the scope 
of the VITA/TCE programs.

For more information on 
determining the basis for sale 
of residence see the lesson 
on Income – Capital Gain or 
Loss, or Publication 17.
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Form 1099-A, issued by the lender, reports the outstanding debt and the fair market value of the property. 
This form provides information needed to determine the amount of any gain or loss due to foreclosure or 
abandonment. Report the gain or loss from Form 1099-A on Form 8949 and Schedule D.

The sale price (amount realized) is based on whether the taxpayer is personally liable (recourse loan) or not 
personally liable (nonrecourse loan) for the debt. 

•	 If the taxpayer is personally liable, the sale price is the lesser of the balance of the principal mortgage debt 
outstanding or the fair market value 

•	 If the taxpayer is not personally liable, then the sale price is the full amount 
of the outstanding debt, as reflected on Form 1099-A

•	 For both recourse and nonrecourse loans, add any proceeds the taxpayer 
received from the foreclosure sale to the amount realized 

Generally, if there is a loss on the sale of a principal residence or the entire 
gain is excluded under the Section 121 exclusion ($250,000 or $500,000 
for Married Filing Jointly), the sale does not have to be reported. However, 
taxpayers who receive Form 1099-A should report the sale to account for the basis in the property. 

Form 1099-C, Cancellation of Debt 

Lenders or creditors are required to issue Form 1099-C if they cancel a debt owed to them of $600 or more. 
Generally, an individual taxpayer must include all canceled amounts (even if less than $600) on the “Other 
Income” line of Form 1040. 

However, under certain circumstances, a taxpayer may not have to include canceled debt in income. For 
example, if the canceled debt is related to the taxpayer’s principal residence, the taxpayer may be able to 
exclude all or a portion of canceled debt if it is “qualified principal residence indebtedness.” The amount 
excluded due to the “discharge of qualified principal residence indebtedness” is reported on Form 982.

In addition to debtor information, Form 1099-C reports the amount of debt canceled and the date canceled. If 
the form has event code “A” indicating bankruptcy, or if an amount is included for interest, refer the 
taxpayer to a professional tax preparer.

Form 982 must be filed with the taxpayer’s return to report the excluded amount of discharged indebtedness 
and the reduction of certain tax attributes. Taxpayers excluding discharged debt from “qualified principal resi-
dence indebtedness” must complete only a few lines on Form 982; check the discharge of qualified principal 
residence indebtedness box and include the amount of debt discharged from Form 1099-C to Form 982. If 
the taxpayer kept ownership of the home, the basis adjustment to the principal residence for the excluded 
canceled debt must be reflected on the form.

Coordination with Form 1099-A

As mentioned earlier, if a personal residence is foreclosed upon, and the debt is canceled in the same year, 
the taxpayer may receive Form 1099-C only. The required filing information from Form 1099-A will be shown 
on Form 1099-C. 

Generally, the gross foreclosure bid price is considered to be the FMV. For an abandonment or voluntary 
conveyance in lieu of foreclosure, the FMV is generally the appraised value of the property. 

For a recourse loan, the sale price is the lesser of the balance of the principal debt (mortgage) outstanding or 
fair market value. 

Failure to report a foreclosure 
or abandonment transaction 
on Form 8949 and Schedule 
D may result in an IRS notice 
to the taxpayer.
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Mortgage Workouts and Form 1099-C

Homeowners whose mortgage debt is partly forgiven through a loan modification, or “workout,” which allows 
them to continue owning their residence, will receive Form 1099-C reporting the amount of debt discharged. 
Because the taxpayer kept ownership of the home, there is no gain or loss to be reported. 

However, if the canceled debt meets the requirements of “qualified principal residence indebtedness,” Form 
982 must be completed to report the amount excluded from gross income and the reduction of tax attributes. 
See Publication 4012, Income tab, Capital Loss on Foreclosure, on how to complete Form 982.

Taxpayers who are not personally liable for the debt (nonrecourse debt) do not have ordinary income from the 
cancellation of the debt unless the lender:

•	 Offered a discount for the early payment of the debt or 

•	 Agreed to a loan modification that resulted in the reduction of the principal balance of the debt 

If a lender offers to discount (reduce) the principal balance of a loan that is paid off early, or agrees to a loan 
modification (“workout”) that includes a reduction in the principal balance of a loan, the amount of the discount 
or the amount of the principal reduction is canceled debt whether or not the taxpayer is personally liable for 
the debt. The amount of the canceled debt must be included in income unless the exceptions or exclusions 
discussed earlier apply. 

Gain or Loss Reported on Form 8949 and Schedule D

Form 8949, Sales and Other Dispositions of Capital Assets, includes all capital gain and loss transactions. 
The subtotals from Form 8949 are carried over to Schedule D, Capital Gains and Losses, where gain or loss 
is calculated in aggregate. 

Losses on a personal residence are never deductible. Gains (all or part) may be excluded under the rules 
regarding the sale of a personal residence (Section 121 exclusion).

For more information on how to report the gain or losses, see the instructions for Form 8949.

See Publication 4012, Income tab, Capital Loss on Foreclosure, that shows how a foreclosure was reported 
on the Capital Gain or Loss Transaction Worksheet based on the information provided on Form 1099-A.
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Case Study – Reporting a Foreclosure and Canceled Debt

Frank bought his home on May 14, 2003. His basis in the home was $200,000. After he lost his job last year, 
he was not able to make the payments. The bank foreclosed in June of the current year, and Frank moved 
out. At the time of the foreclosure, the fair market value of the home was $125,000 and the principal balance 
of the mortgage was $195,000. All of the debt was incurred to purchase the 
home. Frank received Form 1099-C for the amount of debt canceled by his 
bank.

Frank has qualified principal residence indebtedness. His tax return should 
include Form 8949 and Schedule D to show the basis of the home disposed 
of through foreclosure, and Form 982 to exclude the debt cancellation from 
income.

Case Study Alternative– Mortgage Workout 

If Frank had been able to negotiate a workout with his mortgage lender (reducing the amount he 
owed on the mortgage and staying in the home), he would not have completed Form 8949 and 
Schedule D because he had not disposed of the asset.

Assume Frank’s lender agreed to reduce his mortgage debt from $195,000 to $175,000. The 
lender issued Frank a Form 1099-C showing $20,000 of canceled debt. Frank’s Form 982 would be 
completed, but the amount of debt forgiven (or his basis in the home, whichever was smaller) would 
need to be entered on the form, and his basis in the home would be decreased by that amount.

The following case studies 
are only examples of how the 
mentioned issues and forms 
can look and be reported. The 
dates and years of the forms 
are relevant for these case 
studies.
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Case Study Alternative – Mortgage Workout 

If Frank had been able to negotiate a workout with his mortgage lender (reducing the amount he owed on the 
mortgage and staying in the home), he would not have completed Form 8949 and Schedule D because he 
had not disposed of the asset.

Assume Frank’s lender agreed to reduce his mortgage debt from $195,000 to $175,000. The lender issued 
Frank a Form 1099-C showing $20,000 of canceled debt. Frank’s Form 982 would be completed, but the 
amount of debt forgiven (or his basis in the home, whichever was smaller) would need to be entered on the 
form, and his basis in the home would be decreased by that amount.
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EXERCISES (continued)

Question 3: A volunteer with Cancellation of Debt certification is working with Robert. The volunteer asks 
Robert if he underwent foreclosure or had to give up his home during the tax year. Robert confirmed that 
he did, and produced Form 1099-A. The volunteer asked Robert if he had received Form 1099-C, and 
Robert replied that he did not. Examining the form, the volunteer noted the balance of principal outstand-
ing was $234,000. What should the volunteer do next?

A. �Ask the questions on Publication 4731-A, Screening Sheet for Foreclosures/Abandonments and 
Cancellation of Debt

B. Ask enough probing questions to determine if Robert had a gain or loss on the foreclosure

C. Refer Robert to a professional tax preparer

D. Complete Form 982

Question 4: Mary purchased her main home in June 2004 for $175,000. She lost her job and was no 
longer able to make her mortgage payments during the current year. In July of the current year, Mary 
moved out of the home to live with relatives. On July 15, the bank foreclosed on the home. On November 
15, the bank discontinued its collection activity and canceled the remaining debt. The fair market value at 
the time of foreclosure was $100,000 because of the poor housing market, but Mary still owed $150,000 
on the mortgage. None of the loan proceeds were used for any purpose other than to buy, build, or 
substantially improve the principal residence. Mary never used the home for business or rental purposes 
and has not filed for bankruptcy. Based on this information, what should the volunteer do?

A. Refer Mary to another source for tax return preparation

B. Report a loss of $50,000 on Schedule D

C. Report $50,000 debt canceled on Form 982

D. Include the debt cancellation amount in income 

Question 5: After Tom became ill and could not work full time, he and his wife, Grace, were having 
difficulty making their mortgage payments. Rather than go through the expense of a foreclosure, the 
lender agreed to reduce the principal on their loan and refinance it with a better interest rate and lower 
payments. The principal balance before the November 1 of the current year workout was $130,000, and 
the lender reduced the loan to $110,000. None of the loan proceeds were used for any purpose other 
than to buy, build, or substantially improve the principal residence. The home has never been used for 
business or as rental property, and the taxpayers have not filed for bankruptcy. 

Based on this information, what should the volunteer do?

A. Refer Tom and Grace to another source for tax return preparation

B. Report the reduction in the basis of the home on line 10b of Form 982 

C. Report the $20,000 as a loss on Schedule D

D. Include the debt cancellation amount in income 
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EXERCISES (continued)

Question 6: Gene bought his home in 2003. His basis in the home was $210,000. He lost his job in 
January of this year  and was not able to make the mortgage payments. The bank foreclosed in August 
and Gene moved out. At the time of the foreclosure, the fair market value was $145,000 and the principal 
balance of the mortgage was $185,000. All of the debt was incurred to purchase the home, it was never 
used for business or as a rental, and Gene has not filed for bankruptcy. Gene has a Form 1099-C. Gene 
is personally liable for repayment of the debt.

How should the foreclosure and loss be reported?

A. Report the $40,000 debt cancellation on Form 982, line 10b 

B. Report the $40,000 debt cancellation on Form 982, line 2, only

C. �Report the $40,000 debt cancellation on Form 982, line 2, and the foreclosure on Form 8949 and 
Schedule D

D. Report the $40,000 debt cancellation on Form 1040, line 21 

Summary

Cancellation of Debt is an optional specialty training for volunteers with an Advanced Certification. A sepa-
rate certification is required for volunteers on cancellation of debt issues. A debt includes any indebtedness 
for which a taxpayer is liable or which attaches to the taxpayer’s property. Cancellation of indebtedness can 
involve auto loans, credit card debt, medical care, professional services, installment purchases of furniture or 
other personal property, mortgages, and home equity loans.

Cancellation of debt can be complex. VITA/TCE volunteers may assist a taxpayer with issues related to 
cancellation of debt as long as the taxpayer meets all the criteria for discharge of qualified principal residence 
indebtedness or if all debt canceled and reported on Form 1099-C was nonbusiness credit card debt.

Taxpayers who go through a foreclosure or abandonment of their principal residence receive Form 1099-A, 
Acquisition or Abandonment of Secured Property. Form 1099-A will have information needed to determine the 
gain or loss due to the foreclosure or abandonment.

If the debt on the principal residence is canceled, the taxpayer will receive Form 1099-C, Cancellation of 
Debt. If foreclosure/abandonment and debt cancellation occur in the same calendar year, the lender may 
issue only Form 1099-C, including the information that would be reported on Form 1099-A.

Use Publication 4731-A, Screening Sheet for Foreclosures/Abandonments and Cancellation of Debt, which 
provides questions and step-by-step guidance to determine whether the cancellation of debt issue is within 
scope for the VITA/TCE programs.

•	 Use Publication 4731-A, Part I for taxpayers with Form 1099-A for a foreclosure or abandonment of their 
principal residence.

•	 Use Publication 4731-A, Part II for taxpayers with Form 1099-C, and/or Forms 1099-A and 1099-C result-
ing from cancellation of debt on a home mortgage loan.

•	 Use Publication 4731 for taxpayers with Form 1099-C resulting from cancellation of credit card debt.
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EXERCISE ANSWERS

What situations are out of scope for the VITA/TCE programs? 

The following are out of scope for this lesson. While this list may not be all inclusive, it is provided for your 
awareness only.

•	 Cancellation of debt for issues other than “qualified principal residence indebtedness” or nonbusiness 
credit card debt

•	 Cancellation of debt for a principal residence that was used in a business or as rental property

•	 Cancellation of debt when Form 1099-C includes an amount for interest

•	 Cancellation of debt was because the taxpayer filed bankruptcy or was insolvent immediately before the 
debt was canceled

Answer 1: No. Because Angie used part of the home as rental property, all the canceled debt may not 
qualify to be excluded from income. The rules involving mortgage debt exclusions are complex. Angie 
should be referred to a professional tax preparer.

Answer 2: No. Fred’s situation is outside the scope of the volunteer program since a portion of his refi-
nanced debt was used for purposes other than to buy, build, or substantially improve his principal resi-
dence. Fred should be referred to a professional tax preparer, per the guidance on Publication 4731-A. 

Answer 3: A. The volunteer should use Publication 4731-A, Part I to determine if Robert had a gain or 
loss on the foreclosure. If the taxpayer receives a Form 1099-C, the volunteer would use the screening 
sheet to determine if the related tax issues are within scope.

Answer 4: C. The volunteer would need to complete Form 8949, Schedule D, and Form 982. Although 
there is a loss, it cannot be deducted. The mortgage debt cancellation is not included in income on the tax 
return because it is covered by the qualified principal residence indebtedness exclusion on Form 982.

Answer 5: B. The volunteer would complete Form 982 and report the reduction in the basis of the home. 
The $20,000 in debt cancellation can be excluded as qualified principal residence indebtedness on Form 
982 and is not counted as income on the tax return. Form 8949 and Schedule D are not required because 
Tom and Grace did not dispose of the home.

Answer 6: C. Form 982, Form 8949, and Schedule D should be completed. When a residence that is 
security for a mortgage is abandoned or foreclosed upon, it is treated as having been sold. This results in 
the foreclosure being reported on Form 8949 and Schedule D as sale of home. Failure to file Form 8949 
and Schedule D may result in an IRS notice to the taxpayer.
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Cancellation of Debt – Practice Scenarios
Now that you have completed the Cancellation of Debt course, let’s practice. Five practice scenarios are 
provided to help you apply what you have learned.

Scenarios 1, 2, and 3 involve cancellation of debt issues on the taxpayer’s principal residence. The first 
scenario does not require you to prepare a tax return. For practice using the tax preparation software, review 
the interview notes and taxpayer documents in order to complete a tax return for scenarios 2 and 3.

To answer the questions, complete Form 1040, page 1, and the appropriate forms and schedules.

The Practice Lab on Link & Learn Taxes is available for you to complete the returns using tax preparation soft-
ware. After you answer the questions, you can check your answers, which are listed at the end of this course.  

Practice Scenario 1 – Mike and Marilyn Albion

Interview Notes

Mike and Marilyn owned and lived in their home since 2001. They could not make the mortgage payments, 
so they moved out of their home in July 2014. In January 2015, they received Form 1099-C from their mort-
gage company. Box 2 showed canceled debt of $75,000 and box 5 indicated that the loan was a recourse 
loan, which made them personally liable for the debt. Their home was never used in a business or as a rental 
property. The mortgage was used to purchase the home and was secured by the home. They did not file 
bankruptcy.

Practice Scenario 1 Questions

Answers appear at the end of the lesson.

1-1	 Mike and Marilyn’s debt is referred to as nonrecourse debt.     ¨ True      ¨ False

1-2	 Mike and Marilyn will not have to report the canceled debt as income because it meets one of the exclu-
sions to the general rule.     ¨ True      ¨ False

1-3	 The canceled debt will be reported on:

A. Form 1040, line 21

B. Form 982, line 2

C. Form 982, line 10b

D. All of the above 

1-4	 VITA/TCE volunteers can assist taxpayers who lose their home during bankruptcy. 
¨ True      ¨ False
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Practice Scenario 2 – Larry and Donna Rusk

Interview Notes

•	 Larry and Donna are married and want to a file a joint return.

•	 Larry is a middle school art teacher.

•	 Donna lost her job and received unemployment.

•	 They stopped making their house payments in December 2013, and the bank foreclosed on August 16, 
2014. They had owned and lived in the home since June 10, 2001. The cost of the home was $150,000. 
The home was never used for business or rental purposes. The balance of the mortgage principal at the 
time of foreclosure was $133,000.

•	 The bank issued a 1099-C for debt canceled.

•	 They want to have their refund direct deposited: Routing #062005690 Acct. #123876-4.
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Practice Scenario 2 Questions

2-1	 What is the amount of canceled debt excluded from gross income on Form 982, line 2?

A. $0

B. $21,000

C. $112,000

D. $133,000

2-2	 What is the net long-term capital gain or loss shown on Schedule D, line 15?

A. ($21,000)

B. $0

C. $17,000

D. $21,000

2-3	 Which of the following would cause the Rusks’ return to be out of scope for VITA/TCE volunteers?

A. They filed bankruptcy 

B. They rented out the basement apartment

C. They took out a home equity loan and used the proceeds to pay off credit card debt

D. All of the above

2-4	 What is the amount of canceled debt the Rusks will report as income on Form 1040, line 21? $______

2-5	 What is the Rusks’ total income on Form 1040, line 22?

A. $36,459

B. $40,959

C. $50,559

D. $60,959 



Cancellation of Debt (COD)26

Practice Scenario 3 – Tibbit Johnson

Interview Notes

•	 Tibbit Johnson is a retired school teacher and a widower with two adult children. His wife, Sasha, passed 
away in 2013. At the time of his wife’s death, she was employed full-time as a bank teller.

•	 He has not remarried.

•	 After the death of his wife, he was struggling to make the mortgage payment on his residence on his 
teacher’s pension alone. In November 2014 he worked out a loan modification agreement with his lender, 
reducing his monthly payment by $200, which allowed him to keep his home.

•	 Tibbit received a Form 1099-R for his teacher’s pension and his only other source of income was $7 in 
interest on a savings account he had with Teachers Credit Union. He did not receive a Form 1099-INT from 
the credit union.

•	 The mortgage breakdown was: 

–	 Year 1994, mortgage secured to buy the house: $175,000

–	 Year 2002, second mortgage loan to replace the roof and windows: $25,000

•	 The home’s fair market value (FMV) had fallen to $160,000 when the mortgage workout with his lender 
occurred. Tibbit owed $173,000 on the combined first and second mortgage loans before the mortgage 
workout with his lender. The lender agreed to refinance the two loans into one and reduce the mortgage 
principal balance to the current fair market value. 

•	 Tibbit received Form 1099-C reflecting $13,000 in cancellation of debt. He was solvent at the time the 
debt was canceled and was not in bankruptcy. The house has never been rented or used for any business 
purpose.

•	 Tibbit and Sasha itemized on their joint 2013 return and did not receive a refund on their state return. Tibbit 
is wondering if he should itemize on his 2014 return.

•	 Tibbit wants to know if he can still deduct the $1,200 in mortgage interest. He has no other deductible 
expenses.

•	 He would like any refund to be direct deposited into his checking account. Routing #062005690 and 
Account #123967-3.
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Practice Scenario 3 Questions

3-1	 Tibbit’s debt is referred to as recourse debt.     ¨ True      ¨ False

3-2	 Tibbit’s adjusted gross income is $33,007.     ¨ True      ¨ False

3-3	 How should the workout with the mortgage lender be reported on Tibbit’s tax return?

A. Report the $13,000 debt cancellation on Form 982, line 2 only.

B. Report the $13,000 debt cancellation on Form 982, line 2, and Form 8949 and Schedule D.

C. Report the $13,000 debt cancellation on Form 982, line 2, and on Form 1040, line 21.

D. Report the $13,000 debt cancellation on Form 982, line 2, and line 10b.

Answers to Practice Scenarios

1-1: False

1-2: True

1-3: B

1-4: False

2-1: B

2-2: B

2-3: D

2-4: 0

2-5: B

3-1. True

3-2. False

3-3. D
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Test Answer Sheet
 
Name 

Instructions: Volunteers with an Advanced Certification may proceed to a certi-
fication for Cancellation of Debt (COD). COD is an optional specialty training 
and certification test provided electronically in a PDF format. Volunteers have 
two attempts to achieve a minimum of 80% to be certified. 

Privacy Act Notice 

The Privacy Act of 1974 requires that 
when we ask for information we tell you 
our legal right to ask for the information, 
why we are asking for it, and how it will 
be used. We must also tell you what 
could happen if we do not receive it, 
and whether your response is voluntary, 
required to obtain a benefit, or mandatory.

Our legal right to ask for information is  
5 U.S.C. 301. 

We are asking for this information to assist 
us in contacting you relative to your inter-
est and/or participation in the IRS volun-
teer income tax preparation and outreach 
programs. The information you provide 
may be furnished to others who coordi-
nate activities and staffing at volunteer 
return preparation sites or outreach activi-
ties. The information may also be used to 
establish effective controls, send corre-
spondence and recognize volunteers. 

Your response is voluntary. However, if 
you do not provide the requested informa-
tion, the IRS may not be able to use your 
assistance in these programs.

Question	 Answer
COD Scenario 1
	 1.	
	 2.	
	 3.	
	 4.	
COD Scenario 2
	 5.	
	 6.	
	 7.	
	 8.	
COD Scenario 3
	 9.	
	 10.	
COD Scenario 4
	 11.	
	 12.	
	 13.	
	 14.	
	 15.	
Total Answers Correct:
 Total Questions:	 15
 Passing Score:	 12 of 15

Cancellation of Debt – Test Questions
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Directions
Scenarios 1 through 4 cover qualified principal residence indebtedness. The first three scenarios do not 
require you to prepare a tax return. Read the interview notes for each scenario carefully and use your training 
and resource materials to answer the questions after each scenario.

COD Scenario 1: Frank and Lonnette Snow 

Interview Notes

•	 Frank and Lonnette received Form 1099-A reporting the foreclosure on their princi-
pal residence in 2014.

•	 At the time of foreclosure, they owed a balance of $100,000 to the lender (Form 
1099-A, box 2) and the FMV of the property was $50,000 (Form 1099-A, box 4).

•	 Frank and Lonnette had owned and lived in their home since 2001.

•	 They moved out of their home on September 2, 2014.

•	 Their residence was never used as a business or as rental property.

•	 Frank and Lonnette have not filed for bankruptcy.

•	 Form 1099-A, box 5, was checked showing the Snows were personally liable for the 
debt.

•	 The debt has not been canceled by the creditor.

COD Scenario 1: Test Questions

1.	 Frank and Lonnette should report the foreclosure of their home on Form 8949 and 
Schedule D.

a.	 True

b.	 False

2.	 Since Frank and Lonnette have a recourse loan, they will report the sales price of 
their home using the fair market value (FMV).

a.	 True

b.	 False

3.	 A lender can use Form 1099-A to report both a foreclosure and cancellation of debt 
even if they occur in different years.

a.	 True

b.	 False

4.	 Since Frank and Lonnette have not filed for bankruptcy, their tax return is in scope 
for the VITA/TCE programs.

a.	 True

b.	 False
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COD Scenario 2: Jacob and Tiffany Brown

Interview Notes

•	 Jacob and Tiffany owned and lived in their home since 2005.

•	 They could not make the mortgage payments and moved out of their home in March 
2014.

•	 In August 2014, they received Form 1099-C from the mortgage company showing 
they were personally liable for the debt (box 5). Box 2 indicated canceled debt of 
$30,000. Box 3 indicated no interest.

•	 The home was never used in a business or as rental property.

•	 The original mortgage of $100,000 was used to purchase and was secured by the 
home.

•	 FMV on Form 1099-A, box 4 is $60,000 and the Browns owed a balance of $90,000 
at the time of foreclosure.

•	 They did not file bankruptcy.

COD Scenario 2: Test Questions

5.	 Jacob and Tiffany’s discharge of qualified principal residence indebtedness is an 
exclusion to the general rule that cancellation of debt is reported as income on the 
tax return.

a.	 True

b.	 False

6.	 Jacob and Tiffany have a _____ loan.

a.	 Home equity

b.	 Nonrecourse

c.	 Debt consolidation

d.	 Recourse

7.	 Exceptions to the general rule for reporting cancellation of debt as income include:

a.	 Certain student loans

b.	 Deductible debt

c.	 Bankruptcy

d.	 Both a and b

8.	 The sales price of Jacob and Tiffany’s home on Form 8949 and Schedule D is:

a.	 $30,000

b.	 $60,000

c.	 $90,000

d.	 $100,000 
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COD Scenario 3: Marie Reeves

Interview Notes

•	 Marie owned and lived in her home since 2005.

•	 In 2012, Marie lost her job. She started working as a teacher’s assistant in 2014. 

•	 In March 2014, she was struggling to make the mortgage payment on her home. 
She worked out a loan modification agreement with her lender and was able to 
reduce her monthly mortgage payment by $300, allowing her to stay in her home.

•	 Marie purchased the home in 2005 for $175,000. In March 2014, at the time of her 
mortgage workout, the balance owed on her mortgage was $150,000. Due to the 
real estate market in her area, the fair market value (FMV) of her home had declined 
to less than what she currently owed on the mortgage. 

•	 Marie’s lender issued a Form 1099-C, showing $40,000 in box 2. Box 3 indicated no 
interest.

•	 Form 1099-C, box 5 is checked “yes” indicating that she has a recourse loan and is 
personally liable for the debt.

•	 The home was never used in a business or as rental property.

•	 The mortgage was used to purchase and was secured by the home.

•	 Marie has not filed for bankruptcy.

COD Scenario 3: Test Questions

9.	 How will Marie report the Form 1099-C information on her 2014 Form 1040?

a.	 She will report it on Form 982, lines 1e, 2, and 10b.

b.	 She will report the transaction on Form 8949, Schedule D, and Form 982.

c.	 She will report it on Form 982, lines 1e and 2.

d.	 She does not have to report it since there was no foreclosure on her home.

10.	The basis of Marie’s home is reduced by $40,000.

a.	 True

b.	 False
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COD Scenario 4: Ben and Mia Jones

Interview Notes

•	 Ben and Mia want to file a joint return.

•	 Mia lost her job in 2013 and they got behind on their mortgage payments.

•	 Mia started working for a flower shop in 2014 but they still struggled to meet all their 
financial obligations.

•	 Their mortgage company foreclosed on their principal residence in May 2014.

•	 The mortgage was used to purchase the home, and was secured by the home. 
There was no business or rental use of the property. Their records show the follow-
ing information:

–	 Fair Market Value: $165,000

–	 Purchase date: August 16, 2000

–	 Cost basis: $265,000

–	 Mortgage balance at the time of foreclosure: $235,000

•	 They did not file for bankruptcy.

•	 They want to know if they can exclude the canceled debt by the mortgage company 
under the qualified principal residence indebtedness exclusion.

•	 Ben and Mia will not itemize for 2014.

•	 If they have a refund, they want the check mailed to them.
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COD Scenario 4: Test Questions

Directions

Using the interview notes, taxpayer documents, and reference materials, prepare Ben and Mia’s tax return 
through line 22 of Form 1040 including the appropriate forms, schedules or worksheets to answer each of the 
following questions. 

Note: When using the Link & Learn Taxes Practice Lab, complete the social security numbers and employer 
identification numbers by replacing the Xs with your User ID.

11.	 What is the sales price of the home shown on Part II of Form 8949? $_____

12.	What is the long-term capital gain or loss reported on Schedule D? 

a.	 ($100,000)

b.	 $0

c.	 $70,000

d.	 $165,000

13.	What is the total amount of canceled debt excluded from gross income on Form 
982, Part I, line 2? 

a.	 $0

b.	 $70,000

c.	 $165,000

d.	 $235,000

14.	Which of the following would cause Ben and Mia’s return to be out of scope?

a.	 They took out a home equity loan in 2007 to vacation in London.

b.	 Ben and Mia filed for bankruptcy.

c.	 They had an interest amount in box 3 of their Form 1099-C.

d.	 All of the above.

15.	What is Ben & Mia’s total income from Form 1040, Line 22? $_____
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Retest Answer Sheet
 
Name 

Instructions: Volunteers with an Advanced Certification may proceed to a certi-
fication for Cancellation of Debt (COD). COD is an optional specialty training 
and certification test provided electronically in a PDF format. Volunteers have 
two attempts to achieve a minimum of 80% to be certified.

Privacy Act Notice 

The Privacy Act of 1974 requires that 
when we ask for information we tell you 
our legal right to ask for the information, 
why we are asking for it, and how it will 
be used. We must also tell you what 
could happen if we do not receive it, 
and whether your response is voluntary, 
required to obtain a benefit, or mandatory.

Our legal right to ask for information is  
5 U.S.C. 301. 

We are asking for this information to assist 
us in contacting you relative to your inter-
est and/or participation in the IRS volun-
teer income tax preparation and outreach 
programs. The information you provide 
may be furnished to others who coordi-
nate activities and staffing at volunteer 
return preparation sites or outreach activi-
ties. The information may also be used to 
establish effective controls, send corre-
spondence and recognize volunteers. 

Your response is voluntary. However, if 
you do not provide the requested informa-
tion, the IRS may not be able to use your 
assistance in these programs.

Cancellation of Debt – Retest Questions

Question	 Answer
COD Scenario 1
	 1.	
	 2.	
	 3.	
	 4.	
COD Scenario 2
	 5.	
	 6.	
	 7.	
	 8.	
COD Scenario 3
	 9.	
	 10.	
COD Scenario 4
	 11.	
	 12.	
	 13.	
	 14.	
	 15.	
Total Answers Correct:
 Total Questions:	 15
 Passing Score:	 12 of 15
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Directions
The first three scenarios do not require you to prepare a tax return. Read the interview notes for each 
scenario carefully and use your training and resource materials to answer the questions after each scenario.

COD Scenario 1: Frank and Lonnette Snow

Interview Notes

•	 Frank and Lonnette received Form 1099-A reporting the foreclosure on their princi-
pal residence in 2014.

•	 At the time of foreclosure, they owed a balance of $100,000 to the lender (Form 
1099-A, box 2) and the FMV of the property was $50,000 (Form 1099-A, box 4).

•	 Frank and Lonnette had owned and lived in their home since 2001.

•	 They moved out of their home on September 2, 2014.

•	 Their residence was never used as a business or as rental property.

•	 Frank and Lonnette have not filed for bankruptcy.

•	 Form 1099-A, box 5, was checked showing the Snows were personally liable for the 
debt.

•	 The debt has not been canceled by the creditor.

COD Scenario 1: Retest Questions

1.	 Frank and Lonnette will report the foreclosure of their home using _____.

a.	 Form 982 only

b.	 Schedule D only

c.	 Form 8949 and Schedule D

d.	 Form 982, Form 8949, and Schedule D

2.	 The sales price of Frank and Lonette’s home on Form 8949 and Schedule D is 
$_____.

a.	 $30,000

b.	 $50,000

c.	 $100,000

d.	 $150,000

3.	 Can the lender report both a foreclosure and cancellation of debt on Form 1099-C 
if they occur in the same year?

a.	 Yes 

b.	 No

4.	 If Frank and Lonnette had filed for bankruptcy, their tax return would be in scope for 
the VITA/TCE programs.

a.	 Yes 

b.	 No 
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COD Scenario 2: Jacob and Tiffany Brown

Interview Notes

•	 Jacob and Tiffany owned and lived in their home since 2005.

•	 They could not make the mortgage payments and moved out of their home in March 
2014.

•	 In August 2014, they received Form 1099-C from the mortgage company showing 
they were personally liable for the debt (box 5). Box 2 indicated canceled debt of 
$30,000. Box 3 indicated no interest.

•	 The home was never used in a business or as rental property.

•	 The original mortgage of $100,000 was used to purchase and was secured by the 
home.

•	 FMV on Form 1099-A, box 4 is $60,000 and the Browns owed a balance of $90,000 
at the time of foreclosure.

•	 They did not file bankruptcy.

COD Scenario 2: Retest Questions

5.	 Which of the following is an exclusion to the general rule that cancellation of debt is 
income to the taxpayer?

a.	 Discharge of debt through bankruptcy

b.	 Discharge of qualified principal residence indebtedness

c.	 Discharge of debt of an insolvent taxpayer

d.	 All of the above

6.	 If Jacob and Tiffany have a non-recourse loan with their lender, are they personally 
liable for the debt?

a.	 Yes

b.	 No

7.	 Which of the following is not an exception to the general rule that cancellation of 
debt is income to the taxpayer?

a.	 Deductible debt

b.	 Bequests

c.	 Insolvency

d.	 Certain student loans

8.	 The sales price of Jacob and Tiffany’s home on Form 8949 and Schedule D is 
$_____ 
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COD Scenario 3: Marie Reeves

Interview Notes

•	 Marie owned and lived in her home since 2005.

•	 In 2012, Marie lost her job. She started working as a teacher’s assistant in 2014. 

•	 In March 2014, she was struggling to make the mortgage payment on her home. 
She worked out a loan modification agreement with her lender and was able to 
reduce her monthly mortgage payment by $300, allowing her to stay in her home.

•	 Marie purchased the home in 2005 for $175,000. In March 2014, at the time of her 
mortgage workout, the balance owed on her mortgage was $150,000. Due to the 
real estate market in her area, the fair market value (FMV) of her home had declined 
to less than what she currently owed on the mortgage. 

•	 Marie’s lender issued a Form 1099-C, showing $40,000 in box 2. Box 3 indicated no 
interest.

•	 Form 1099-C, box 5 is checked “yes” indicating that she has a recourse loan and is 
personally liable for the debt.

•	 The home was never used in a business or as rental property.

•	 The mortgage was used to purchase and was secured by the home.

•	 Marie has not filed for bankruptcy.

COD Scenario 3: Retest Questions

9.	 Line ___ of Form 982 is used to report the reduction in basis of Marie’s home.

a.	 1e

b.	 2

c.	 10a

d.	 10b

10.	The reduction in basis reported on Form 982 is $_____.

a.	 $300

b.	 $25,000

c.	 $40,000

d.	 $110,000
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COD Scenario 4: Retest Questions

Directions
Refer to the scenario information for Ben and Mia Jones beginning on page 1-33. 

Using the interview notes, taxpayer documents, and reference materials, prepare Ben and Mia’s tax return 
through line 22 of Form 1040 including the appropriate forms, schedules or worksheets to answer each of the 
following questions.

Note: When using the Link & Learn Taxes Practice Lab, complete the social security numbers and employer 
identification numbers by replacing the Xs with your User ID.

11.	 What is the sales price of the home shown on Part II of Form 8949?

a.	 $70,000

b.	 $165,000

c.	 $235,000

d.	 $265,000

12.	What is the long-term capital gain or loss reported on Schedule D? $______

13.	What is the total amount of canceled debt Ben and Mia can exclude from gross 
income on Form 982, Part I, line 2?  $_____

14.	Ben and Mia’s return would be out of scope for the VITA/TCE programs if they filed 
for bankruptcy.

a.	 True

b.	 False

15.	What is Ben and Mia’s total income on Form 1040, Line 22?

a.	 $11,500

b.	 $17,000

c.	 $28,500

d.	 $98,500
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Notes



Link & Learn Taxes is web-based training designed specifically for VITA/TCE volunteers. Each volunteer’s 
ability to prepare complete and accurate returns is vital to the credibility and integrity of the program. Link & 
Learn Taxes, as part of the complete volunteer training kit, provides the path to achieving this high level of 
quality service.

Link & Learn Taxes and the printed technical training kit, Publication 4480, work together to help volunteers 
learn and practice.

Link & Learn Taxes for 2014 includes:

•	 Access to all VITA/TCE courses

•	 Easy identification of the VITA/TCE courses with the course icons

•	 As you progress through a lesson, the content for Basic, Advanced, Military, or International will 
display, depending on the level of certification you selected

•	 PowerPoint presentations that can be customized to fit your classroom needs

•	 VITA/TCE Central to provide centralized access for training materials and reference links

•	 The Practice Lab

•	 Gives volunteers practice with an early version of the IRS-provided tax preparation software

•	 Lets volunteers complete workbook problems from Publication 4491W

•	 Lets volunteers prepare test scenario returns for the test/retest

Link & Learn Taxes

Go to www.irs.gov, type “Link & Learn” in the Keyword 
field and click Search. You’ll find a detailed overview and 
links to the courses.

FSA (Facilitated Self Assistance) empowers taxpayers to prepare their own return with the assistance of a 
certified volunteer. Taxpayers complete their own return using interview-based software supplied by leaders in 
the tax preparation industry. Volunteers assist taxpayers with tax law and software questions.

Virtual VITA allows partners to initiate the intake process for taxpayers in one location, while utilizing a 
certified volunteer to prepare the return in an entirely different location. By incorporating this flexibility, 
partners can provide taxpayers with more convenient locations to file their taxes.

For more information contact your SPEC Relationship Manager to see if you should start a FSA or 
Virtual VITA site in your community.



Your online resource for volunteer 
and taxpayer assistance

The Volunteer Resource Center
(Keyword: Volunteer Resource Center)

•	 Hot topics for volunteers and partners
•	 Site Coordinator’s Corner
•	 Volunteer Tax Alerts
•	 Volunteer Training Resources
•	 EITC Information for Partners
•	 e-file Materials and Outreach Products

Tax Information for Individuals
(Keyword: Individuals)

•	 1040 Central (What’s new this filing season)
•	 Where’s My Refund
•	 EITC Assistant - Available in English and Spanish
•	 Tax Trails for answers to common tax questions
•	 Alternative Minimum Tax (AMT) Assistant
•	 Interactive Tax Assistant (ITA)

and much more!

Your direct link to tax information 24/7

www.irs.gov
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