
Short sales, foreclosures and deed-in-lieu transfers of distressed real estate have potential 
tax implications for the transferor and can present an investment opportunity for the trans-
feree. To learn more about the benefits of a §1031 transaction involving the disposition of 
distressed real estate, see 1031 Exchanges in a Foreclosure: Sometimes Your Loss Really is 
Your Gain.   
 
From the viewpoint of the secured bank lender, the receipt of the real estate pledged as col-
lateral for the borrower’s repayment obligation is a payment event. If the lender acquired 
the note at a significant discount, the receipt of the collateral can generate a capital gain if 
the value of the real estate exceeds the lender’s investment in the secured note. If the col-
lateral is worth less than the investment in the note (as is usually the case), the difference 
generates a loss. The loss is characterized for income tax purposes as an ordinary loss if the 
lender is actively engaged in the business of lending. A private party that is not in the busi-
ness of lending will realize a capital loss.  
 
If the collateral is not sold to a third party in a foreclosure sale, the lender ends up taking 
ownership of the collateral which is classified under GAAP rules as “other real estate 
owned” or REO property. Since a regulated bank is not in the business of owning and man-
aging real estate assets, bank regulations generally require that the bank dispose of REO 
property expeditiously but in accordance with prudent business judgment. The accounting 
standards governing the disposition of REO Property are set forth in Financial Accounting 
Standards No. 66 relating to Accounting for Sales of Real Estate. To satisfy regulators, banks 
must maintain documentation evidencing sales efforts.  
  
Some analysts have suggested that banks are intentionally holding REO property on their 
books at unrealistically high values. If a bank sells its REO property at a loss, the bank must 
recognize the actual loss which affects its balance sheet and reserve requirements. By timing 
the sale of REO property, the bank may be able to manage its balance sheet until the real 
estate market improves or that the bank’s balance sheet is otherwise able to absorb the loss. 
Although the exact number of properties taken back by lenders remains unknown, some 
recent estimates put the number as high as 7 million REO properties.  As such, some banks 
today are operating their portfolios of REO properties much like the investor owners they 
foreclosed on.  
 

CAN A BANK SELL AN REO PROPERTY TO COMPLETE A TAX DEFERRED EXCHANGE? 
 
A fundamental requirement of a tax deferred exchange is that both the relinquished prop-
erty sold and the replacement property acquired be held by the taxpayer for investment or 
for use in a trade or business. Section 1031(a)(2) excludes property held by the taxpayer 
primarily for sale. Property held for sale is generally classified as inventory under tax ac-
counting rules. REO Property is just that, inventory held by a bank for sale and would not 
qualify as held for investment. Even if REO property could be characterized as held for in-
vestment, however, the need to acquire replacement property is inconsistent with bank 
regulations requiring the bank to liquidate REO property. Of course, real estate owned by 
the bank for use in its trade or business, such as the bank’s headquarters or branch offices is 
not inventory and may be exchanged for other like kind property using Section 1031. As 
always, it is important to consult with an experienced tax advisor to evaluate the tax ramifi-
cations of a proposed tax deferred exchange.  

    

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Compliments of 

Template # 138 

National Headquarters 

800-282-1031 

Eastern Region Office 

866-394-1031 

apiexchange.com 

info@apiexchange.com 

A National IRC §1031  “Qualified Intermediary” 

© 2010 Asset Preservation, Inc. 

Asset Preservation, Inc. does not give tax or 
legal advice. The information contained herein 
should not be relied upon as a substitute for tax 
or legal advice obtained from a competent tax 
and/or legal advisor. 

REAL ESTATE OWNED (REO) 
“A LOOK AT ISSUES FROM THE LENDER’S PERSPECTIVE” 

http://apiexchange.com/index_main.php?id=8&idz=218
http://apiexchange.com/index_main.php?id=8&idz=218

	Personalize this flyer by typing your name, company, phone, etc: 
	 in this box - BE SURE TO CLICK OUTSIDE THE BOX WITH YOUR CURSOR TO 'SET' THE INFO: 
	 INTO THE DATA FIELDS PROVIDED: RHONDA DeVICTOR
Real Estate

310.433.5645
rdvrealestate@gmail.com
rdvrealestate.com




