PART VI: CASUALTY AND THEFT LOSS

8649. What is a casualty loss?

A casualty loss is a loss that an individual taxpayer suffers as a direct result of an event that meets the following criteria:
(1)
It is identifiable;
(2)
It is damaging to property; and 
(3)
It is sudden, unexpected and unusual in nature.

IRC Section 165 specifically permits a casualty loss deduction for fire, storm, shipwreck or “other casualty.”
 The term “other casualty” has been interpreted to include damage sustained as a result of, among other events, floods
 and sudden freezing.
 Other deductible casualty losses, specifically allowed by the IRS, include damage caused by fire, earthquake, government ordered demolition or relocation of a home rendered unsafe due to a disaster, mine cave-ins, shipwrecks, sonic booms, storms, terrorist attacks, vandalism and volcanic eruptions.
 
The Tax Court allowed a taxpayer’s casualty loss deduction for damage caused by blasting operations when the damage caused by the particular blast was unusual and heavier than the blasting that had occurred on a day-to-day basis in the area.
 The Tax Court has also permitted a casualty loss deduction for damage sustained due to vandalism, because the vandalism in question was caused by persons outside of the taxpayers’ control, was sudden in nature and destructive in effect.
 
Damage to property created by termite infestation was not considered to be a casualty loss, because the damage was created by a progressive deterioration of property resulting from a steady cause operating over time—essentially, the casualty loss deduction was denied because the event that caused the destruction was not “sudden” in nature.

A taxpayer was not entitled to claim a casualty deduction for losses sustained as a result of the worthlessness of currency held by the taxpayer. The Tax Court found that “other casualty” must be interpreted to mean an event similar to “fire, storm or shipwreck” and that a decrease in currency value was not a similar event. Further, the Court noted that the taxpayers actually still held the currency at issue—and thus, it was not technically damaged.

Further, costs incurred by a taxpayer in order to prevent a potential casualty loss are not deductible under IRC Section 165 as casualty losses. According to the courts, such preventative steps are not sudden and unexpected in nature, and thus do not qualify as events giving rise to casualty loss treatment.

Special rules apply if a taxpayer suffers a casualty loss within a federally declared disaster area. (see Q 8659).
Generally, casualty losses are deductible during the taxable year that the loss occurred (see Q 8652).

8650. What is a theft loss?

A theft loss is a loss sustained as a result of (among other things) larceny, embezzlement or robbery.
 The taking of property must be illegal under the law of the state where it occurred and it must have been done with criminal intent. A conviction does not need to occur, however, to show a theft loss. 
 
 The definition of “theft” is given a broad meaning and, therefore, a theft loss deduction may often be allowed in situations that do not involve the straightforward theft of property. For example, the IRS has allowed a theft loss deduction when a publicly-traded company misrepresented its financial condition in a business transaction in which the company traded its common stock in a tax-free reorganization and that stock subsequently became worthless. The IRS analogized the situation to “larceny by false pretenses” in that the company’s officers knew that their representations were false.

In Revenue Ruling 66-355, the IRS held that a theft occurred when a taxpayer’s employee pledged shares of the taxpayer-employer’s stock as collateral to secure a personal loan. When the bank later sold the stock, the taxpayer-employer was able to treat the property as stolen, and the proceeds obtained in the employer’s settlement of the lawsuit against that employee were considered proceeds obtained as a result of an involuntary conversion (see Q 8651).

The decline in the market value of stock is not deductible as a theft loss where the stock was acquired on the open market if the decline is caused by accounting fraud or other illegal misconduct by the officers or directors of the corporation that issued the stock. However, the loss sustained when stock is sold or exchanged, or becomes completely worthless, is deductible as a capital loss reportable on Schedule D of Form 1040.
 
8651. How do the rules governing theft and casualty losses interact with the rules governing involuntary conversions of property?

The rules governing theft losses frequently intersect with the IRC Section 1033 provisions governing involuntary conversions (see Q 8611 to Q 8614). The rules on involuntary conversions govern the treatment of any reimbursement that a taxpayer receives as a result of a loss, such as a casualty or theft loss. 
Therefore, if a taxpayer receives insurance proceeds, for example, that exceed the amount lost as a result of a casualty or theft, the taxpayer would look to the rules on involuntary conversions for determining whether the gain must be recognized.
 In these circumstances, the gain is characterized as stemming from an involuntary conversion because the casualty in effect causes the damaged property to suddenly be converted into cash from the insurance proceeds. The rules for determining what gain is and is not subject to taxation in involuntary conversions may differ for federally declared disasters.
 
8652. When is a taxpayer entitled to take a deduction for a theft loss?

A taxpayer who sustains a theft loss may take the deduction for the tax year in which the taxpayer discovers the loss, rather than the year in which the loss was sustained (as is the general rule for casualty losses).
 
The reasonable prospect of recovery doctrine (see Q 8656) applies in the case of theft losses, so that the taxpayer will not be entitled to take a deduction if there is a claim for reimbursement against a third party that may fully or partially compensate the taxpayer for the theft loss, and there is a reasonable prospect that the taxpayer will recover these amounts.
 These rules do not apply to a theft loss discovered through a shortage in the inventories of a business.
 
The amount of the taxpayer’s theft loss deduction is determined using the same method applicable to casualty loss deductions (see Q 8653).
Example: Denise purchased a watch for $15,000 in 2011. In 2012, the watch, which now has a fair market value of $13,500, is stolen. Denise does not discover that the watch is missing until 2013. Though the watch was insured against theft, the insurance company challenges its liability for the loss. Despite this challenge, Denise has a reasonable prospect of recovering from the insurance company in 2013. In 2014, Denise settles with the insurance company and receives $12,000 in insurance proceeds to cover the theft loss. Denise is not permitted to take a deduction in 2012 or 2013, but in 2014, she is permitted a theft loss deduction for $1,500. The computation is made as follows:
	Value of property immediately before theft

	$13,500

	Less: value of property immediately after theft

	$0

	Balance

	$13,500

	Loss to be taken into account for purposes of Section 165(a)

	$13,500

	Less: insurance received in 2014

	$12,000

	Deduction allowable for 2014

	$1,500


8653. How is the amount of a taxpayer’s allowable casualty or theft loss deduction determined?

If a taxpayer has suffered a casualty (or theft) loss, regardless of whether the loss is personal in nature or is related to trade or business activities, the taxpayer may be entitled to deduct the lesser of the following amounts:
(1)
The fair market value immediately before the casualty minus the fair market value of the property immediately after the casualty; or 
(2)
The adjusted basis of the property that would be used for determining the taxpayer’s gain or loss if the property was sold or otherwise disposed of.

Planning Point: Although the regulations use the term “immediately after” when referring to the post-casualty value, the IRS recognizes that taxpayers’ ability to determine the decrease in the fair market values of their properties, as a result of a disaster, may be restricted by lack of access to the properties and the need to remove water from flooded properties. Under these circumstances, the decrease in fair market value would take into account additional damage sustained to the property as a result of delays due to legal and physical restrictions to taxpayers’ access to their property and the need to remove standing water from the properties.
 
The fair market value of the property must be ascertained by appraisal, and this appraisal must consider the impact of any general market decline affecting undamaged property (as well as damaged property) that may have occurred at the same time as the casualty, so that the casualty loss is limited to the actual loss caused by the casualty.

The taxpayer claiming the casualty loss may use the actual cost of repairs to the property as evidence of the amount of loss if the following conditions are met:
(1)
The repairs are necessary to restore the property to its condition immediately before the casualty;

(2)
The cost of the repairs is not excessive;

(2)
The repairs only fix the damage suffered as a result of the casualty; and 

(4)
The repairs do not cause the value of the property to exceed the value of the property immediately before the casualty.
 
The cost of repairs may, in certain cases, be used to measure the decline in fair market value, but it cannot be used by itself to determine the amount of the loss. When the cost of repairs is determined to be a fair measure of the decline in fair market value, then the fair market value of the property before the casualty is reduced by the cost of repairs to arrive at the fair market value after the casualty.

If the property at issue was used in a trade or business (or otherwise held for the production of income) and was totally destroyed by the casualty, the taxpayer may use the adjusted basis to determine the amount of loss if the fair market value of the property immediately before the casualty is less than the adjusted basis.

When property used in a taxpayer’s trade or business (or otherwise held for profit) is destroyed, each single, identifiable piece of property must be considered separately in computing the amount of loss.

Example: Chase owns a marina comprised of a large storage building and a boat docking area. The marina is badly damaged in a hurricane. In determining the fair market value of the property for purposes of determining loss, Chase must measure the decrease in value by taking the building and the docks into account separately, rather than together as two integral pieces of the property as a whole. In other words, he must determine the losses separately for the building and the docks.
However, where separate property is considered to be an integral piece of the property as a whole (for example, ornamental trees and shrubs on residential property), no separate calculation is made.

8654. What limitations apply to the amount a taxpayer is able to claim as a casualty or theft loss deduction?

Casualty and theft losses are deductible whether the loss relates to property held by the taxpayer (i) for use in a trade or business, (ii) for investment purposes or (iii) for use that is purely personal.
 However, if the property involved is not held for a business or profit-generating purpose, the amount of the deduction is limited as follows: 
(1)
each loss is reduced by $100 and any insurance received (prior to 2010, the $100 limitation was $500);
 and 

(2)
the aggregate of such adjusted losses is deductible only to the extent that it exceeds 10 percent of adjusted gross income.
 
If the taxpayer sustains more than one loss from a single casualty event, only one $100 reduction is made. Conversely, a separate reduction of $100 is made for losses from each casualty or theft event. The 10 percent limit applies to the total of all of the taxpayer’s losses from all casualty events occurring in the same tax year.
 
When casualty and theft losses exceed income for the tax year, the excess is considered a net operating loss and may be carried back to offset income of prior years and carried forward to offset income of future years under the net operating loss provisions. All casualty and theft losses qualify even though the property is personal.
As discussed in Q 8653, the amount of the loss which can be deducted above the $100 floor is limited to the lesser of (1) the difference between the fair market value of the property immediately before the casualty and the fair market value immediately after the casualty, or (2) the adjusted basis of the property.
 (For a description of what the IRS considers to constitute “immediately after,” see Q 8653.) This amount is further reduced by any insurance or other indemnification received. In addition, as discussed above, such loss is deductible only to the extent it exceeds 10 percent of AGI.
Example 1: In June, Pete and Karen discovered their house had been burglarized. Their loss after insurance reimbursement was $2,000. Their adjusted gross income for the tax year was $29,500. To determine their theft loss deduction, Pete and Karen must first apply the $100 rule and then the 10 percent rule. Their theft loss deduction is calculated as follows:
	1. Amount of loss

	$2,000

	2. Subtract $100

	(100)

	3. Loss after $100 rule

	1,900

	4. Subtract 10 percent of $29,500 (AGI)

	(2,950)

	Theft loss deduction

	-0- 


Pete and Karen will not be allowed a theft loss deduction because their loss ($1,900) is less than 10 percent of their AGI.

Example 2: Cathy and Bernardo owned a group of apartment buildings that were damaged by flooding. Before the flood, the adjusted basis in the apartment buildings was $672,000. The fair market value of the property immediately prior to the flood was $2 million, and immediately after the flood was $750,000. Cathy and Bernardo received $767,000 from insurance coverage. Although the $1,250,000 decline in market value far exceeded the insurance recovery, no casualty loss deduction is allowable, since the insurance proceeds exceeded the adjusted basis in the property.
 

8655. When will a taxpayer’s otherwise allowable casualty loss deduction be disallowed? How does a taxpayer’s eligibility to file an insurance claim with respect to the loss impact the availability of the deduction?

In general, a casualty loss deduction is only allowable to the extent that the taxpayer is not otherwise compensated for the loss by insurance or reimbursement from another third party. 
However, if a taxpayer’s casualty loss would have been covered by insurance, but the taxpayer fails to file a timely insurance claim with respect to the loss, the casualty loss deduction will be disallowed regardless of whether the taxpayer actually receives any insurance proceeds as compensation for the loss.
 Thus, if a taxpayer chooses not to file an insurance claim with respect to a loss, the casualty loss deduction will be limited to the portion of the loss that would not have been covered by insurance.
Further, a taxpayer is not entitled to deduct an otherwise allowable casualty loss if the loss has already been claimed for estate tax purposes on an estate tax return.

8656. Can a casualty loss be spread over more than one tax year? What is the reasonable prospect of recovery doctrine?

Generally, a taxpayer is required to claim a casualty loss deduction for the tax year in which the loss was sustained. A taxpayer is considered to have sustained a casualty loss in the year in which the loss occurs as evidenced by closed and completed transactions and as fixed by identifiable events occurring in the year.

The fact that a taxpayer is unable to determine the extent of the damage caused or the cost of repairing the damage is insufficient to allow the taxpayer to carry a casualty loss deduction into a succeeding tax year. The Tax Court has determined that an expert appraisal is sufficient to determine the level of damage sustained at the time the casualty loss occurred even if the extent of the damage was not immediately apparent.

Despite this, the reasonable prospect of recovery doctrine will actually prohibit a taxpayer from claiming a casualty loss in the year the casualty occurs if the taxpayer has a claim for reimbursement with respect to which the taxpayer may reasonably be expected to recover all or a portion of the casualty loss.
 The portion of the casualty loss to which the potential for reimbursement relates will be disallowed until it can be ascertained “with reasonable certainty” whether or not the reimbursement will be received. 
Example: Brent’s cottage, which had an adjusted basis of $100,000, is completely destroyed by a fire in 2013. His only claim for reimbursement was an insurance claim for $80,000, which he settled in 2014. Brent sustained a loss of $20,000 for 2013. If the cottage was destroyed due to the negligence of a third party, and there is a reasonable prospect that the third party can be held liable for the entire amount of the damage, Brent cannot take a loss deduction until it is determined whether or not he can recover damages from that third party.
 
Whether a “reasonable prospect of recovery” exists is a question of fact that is determined based on an examination of all of the facts and circumstances of the particular loss being claimed.
 
If a taxpayer takes a casualty loss deduction for a loss sustained in one year, but receives reimbursement for that loss in a subsequent tax year, the taxpayer is not required to file an amended return for the year in which the deduction was erroneously claimed. Instead, the taxpayer must include the reimbursed amount in gross income for the year it is received.

A special rule applies in the case of casualty losses sustained in a federally declared disaster area. If the taxpayer’s casualty loss was sustained in a disaster area, the taxpayer may elect to take the casualty loss deduction in the year immediately preceding the year in which the loss was sustained.
 See Q 8659 for a detailed discussion of the treatment of casualty losses that occur in a disaster area.
The reasonable prospect of recovery doctrine also applies in the case of theft losses (see Q 8652).
8657. Is a business-related casualty loss treated differently than a personal casualty loss?

If a taxpayer sustains a casualty loss with respect to property used in the taxpayer’s trade or business, the taxpayer will not be subject to the $100 floor or 10 percent of adjusted gross income limitations described in Q 8516. The taxpayer who sustains a casualty loss in connection with a trade or business can take the deduction as a business deduction.
Taxpayers who used the property and sustain a casualty or theft loss in performing services as an employee can deduct the casualty or theft loss as a miscellaneous itemized deduction subject to the 2 percent limit on these deductions (see Q 8525).
 If the property subject to the loss was investment-type property held for profit, the deduction will not be subject to the 2 percent limit on miscellaneous itemized deductions.
 This kind of investment-type property includes stocks, notes, bonds, gold, silver, vacant lots, and works of art.
 

8658. What are the tax consequences to a taxpayer who has both personal (nonbusiness) casualty (or theft) gains and losses for the same tax year?

If a taxpayer has both personal casualty (or theft) gains and losses for the tax year, the taxpayer is required to offset (net) those casualty losses with any casualty gains for the year. 

If a taxpayer has casualty or theft gains as well as losses to personal-use property, the taxpayer must compare his total gains to his total losses after he has reduced each loss by any reimbursements and by $100, but before he has reduced the losses by 10 percent of his adjusted gross income. 

If the taxpayer’s personal casualty losses for the year exceed personal casualty gains for the year, a deduction is allowable to the extent of the sum of the following:
(1)
The amount of personal casualty gains for the tax year; plus

(2)
So much of the excess as exceeds 10 percent of the taxpayer’s adjusted gross income for the tax year.

If the taxpayer’s casualty gains for the tax year exceed casualty losses, the gain or loss is treated as though it resulted from the sale or exchange of capital assets (see Q 8560).
 As such, any gains will be taxed at the rates applicable to short-term capital assets or long-term capital assets, depending upon how long the taxpayer held the asset (see Q 8567).
If the taxpayer’s casualty losses for the tax year exceed casualty gains, all gains and losses are treated as ordinary gains or losses.
These rules apply to both casualty losses and theft losses.

8659. What special rules apply to taxpayers who suffer casualty losses within a federally-declared disaster area?

In recognition of the fact that taxpayers who sustain casualty losses as a result of disasters often have an immediate need for relief, the IRC contains provisions that accelerate the recognition of tax benefits to which disaster victims are entitled. 
As such, disaster victims are entitled to claim casualty losses on their tax returns for the year before the disaster actually occurred.
 This treatment is elective, so the taxpayer may choose to claim the casualty loss in the manner otherwise prescribed by IRC Section 165 (see Q 8656).
Planning Point: An election to claim a deduction for the preceding year must be made by filing a return, an amended return, or a claim for refund clearly showing that the election has been made. In general, the return or claim should specify the date or dates of the disaster which gave rise to the loss, and the city, town, county, and state in which the property which was damaged or destroyed was located at the time of the disaster. An election for a loss resulting from a particular disaster occurring after December 31, 1971, must be made by the later of (1) the due date for filing the income tax return (without regard to any filing extensions) for the year in which the disaster actually occurred, or (2) the due date for filing the return (determined with regard to any filing extension) for the taxable year immediately preceding the year in which the disaster actually occurred. The election is irrevocable 90 days after the date on which it’s made.
 
If the due date (including extensions) for filing the taxpayer’s prior year tax return has not expired, the taxpayer can claim the deduction when the taxpayer files that return. If the due date has passed, the taxpayer can file an amended return to reflect the casualty loss deduction on the prior year’s tax return.

The special treatment described in this question applies to taxpayers who have sustained a loss:
(1)
Arising from a disaster in an area where the President of the United States determines that assistance is warranted by the federal government under the Disaster Relief Act of 1974;

(2)
Occurring after December 31, 1971;

(3)
That otherwise constitutes a loss allowable under IRC Section 165(a) and the regulations.

A taxpayer is entitled to claim a loss under these provisions if the taxpayer’s residence is located in a federally declared disaster area that has been declared unsafe for use as a residence because of the disaster, and the taxpayer is ordered to demolish or relocate the residence within 120 days after the area is declared to be a disaster area.

The $100 floor and adjusted gross income limitations do not apply in the case of certain hurricanes and other natural disasters if specifically exempted. For example, victims of Hurricanes Katrina, Rita and Wilma were exempt from these limitations.

8660. What is a qualified insolvent financial institution loss? Can a taxpayer treat such a loss as a casualty loss?

A taxpayer may choose to treat a qualified insolvent financial institution loss as a casualty loss if it can be ascertained with reasonable certainty that there is a loss on a qualified individual’s deposit in a qualified financial institution and that the loss is caused by the bankruptcy or insolvency of that institution.
 “Deposit” for this purpose means any deposit, withdrawable account or withdrawable or repurchasable share.

The term “qualified individual” is defined by exclusion as any individual other than an individual who:
(1)
owns at least 1 percent of the outstanding stock of the qualified institution;

(2)
is an officer of the qualified institution; or

(3)
is related to a person described in (1) or (2), above.

A “qualified financial institution” is a bank, mutual savings bank, credit union (if its deposits are insured or protected under federal or state law) or any similar institution that is chartered and supervised under either federal or state law.

If the taxpayer elects to treat a qualified insolvent financial institution loss as a casualty loss, the election applies to all losses in that same financial institution for the tax year. The election can only be revoked with the consent of the Secretary.

In the alternative, a taxpayer may elect to treat the loss as an ordinary loss in order to avoid the limits on the casualty loss deduction discussed in Q 8654. However, with respect to each financial institution, the taxpayer is only permitted to elect an ordinary loss deduction of up to $20,000 ($10,000 for married taxpayers filing separately). The taxpayer may not elect ordinary loss treatment if the deposit in question was federally insured.

An election to treat a qualified insolvent financial institution loss as a casualty loss precludes treating the loss as a bad debt.
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