Alternative Minimum Tax can wipe out any tax relief for disaster victims with recoveries in contingent fee lawsuits
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ABSTRACT

Disaster victims are entitled to tax deductions for business losses, and partial deductions for personal losses.  These deductions are reduced by insurance and other recoveries.  At the end of any tax year, any estimable recovery that has not been received must be considered.  However, if the loss cannot be estimated, generally, no deduction is allowed. If the recovery is from a lawsuit or claim against an insurer, determining when the loss can be estimated is problematic.  Taking the loss early and enjoying a subsequent recovery can trigger alternative minimum tax.  Suers should be cognizant of this possibility. 

INTRODUCTION

Casualty loss deductions are tax relief provisions for those who suffer losses beyond their control.  Business and investment losses are deductible.  There simply needs to be a completed transaction or identifiable event.  A casualty or theft, after which the loss can be measured, meets this requirement [9].

Personal losses of noncorporate taxpayers are deductible only if they are caused by a qualifying casualty.  Under Regulation1.165-1, the deduction for a theft is deductible in the year of discovery and a deduction for a casualty is deductible when it can be measured.  So if a disaster occurs in one year and the related loss cannot be measured until a subsequent year, the loss is deductible in the later year.

Sometimes disaster insurers are slow or unwilling to pay.  Other times there may be a third party that is liable due to acts or negligence.  Victims may take legal action, often under contingent fee arrangements.  Other recoveries related to lost income may be sought.  If these recovery efforts are successful, the awards may fall into a tax minefield.  For an extensive review of disaster losses, see [6].

OVERVIEW OF DISASTER LOSS DEDUCTIONS AND RECOVERIES

The tax deduction for a casualty is generally the decline in the fair market value of the property.  This decline is determined using before and after appraisals by competent appraisers.  There are two special rules: (1) the deduction cannot exceed the basis of the affected property, and (2) in the complete destruction of income producing property, the deduction is the basis of the property [9].  The deductible amount is reduced by any recoveries and only after recoveries are subject to estimation or become final.

Recoveries Related to Property

If, as a result of a casualty, a taxpayer incurs a loss in the market value of their property, they are eligible to claim a loss to the extent of basis (or in the case of individual casualty losses and partial business losses, the lesser of the decline fair market value or the adjusted basis) in the property damaged.  Thus the calculation of the loss can be presented in a straightforward fashion as:

	Reduction of fair market value (limited to basis in property)

	-Amounts recovered

	+Cost of securing recovery

	Casualty loss


Thus establishing the loss amount requires that each of the components be measured.  Depending on the nature of the underlying property and casualty event, each of the components of the casualty loss can be difficult to measure with reasonable certainty.  

Reduction of market value:  Generally a casualty loss is required to be deducted in the year the loss is sustained.  However, when the full extent of the loss is unknown, the loss deduction can be taken in a later year when the uncertainty has been resolved.  The courts have, in a number of occasions, allowed taxpayers to deduct the loss in a later year once the full extent of the loss was measurable [1][2][5].  However, the losses cannot be deducted piecemeal.  The entire loss must be deducted in either the year of the casualty or the year the full extent is known.  Additionally, the courts have held that the loss should be deducted in the year the full extent can be determined and may not be deferred merely by failure to actually determine the amount [5].
Amounts Recovered:  If a taxpayer has a claim for recovery, the amount of loss generally cannot be claimed until the claim is settled [3][12].  In the case of an insurance claim, where the amount of the claim can be determined, the loss should be recognized in the year of the casualty.  For example, if a fire completely destroys a home in Year 1.  An insurance claim is filed in Year 1 for the full amount of the loss but not paid until Year 2.  No loss is deductible in Year 1 as the prospect of a reasonable recovery existed.  The denial of the claim also may not trigger the recognition of the loss.  The Tax Court has held that even in an instance where the taxpayer’s insurance claim was rejected, since the taxpayer initiated a recovery suit, the loss due to denial of coverage was not recognizable [4].  Regulation § 1.165-1 (d) indicates that the year of the deduction should be the same as the year the loss is sustained.  In situation involving a recovery suit against a negligent party, if the claim for the loss is the full amount but upon adjudication, the claim is settled for a lesser amount, the loss may be deducted in the year the claim is settled.  Taxpayers should be aware that the regulations seem to show a preference for deferring the loss so long as a reasonable prospect of recovery exists and the courts have, for the most part, followed suit.

Costs to Securing Recovery:  In attempting to settle or adjudicate a claim against an insurer or other responsible party, a taxpayer may incur costs.  Though the code and regulations appear to lack any specific guidance, in a Tax Court memorandum decision [11] the court held that the loss incurred by a taxpayer was calculated by reducing the amount recovered by fees incurred in securing the insurance recovery (including legal fees).  This treatment is markedly different than the treatment of legal fees as it relates to lost income as described below.

Recoveries Related to Loss of Income
Any recovery for lost rental income or lost earnings from business (other than from employment) is simply treated like the income it replaces, i.e., ordinary income.  Any costs to generate this income are deductible under § 162(a) or § 212, and in these cases, as deductions for AGI.  Similarly, any recovery related to lost wages or for other time spent pursuing the lawsuit would be ordinary income.  However, any costs to generate the income would be a miscellaneous itemized deduction.  As such, it would be subject to the 2 percent of AGI floor.   

EFFECTS OF ALTERNATIVE MINIMUM TAX

Alternative minimum tax [AMT] adds extreme complexity and a potential tax trap for some disaster victims.  The AMT calculation is required for anyone who encounters this tax.  The calculation is required whether one actually owes the tax or not, just to determine whether they do or not).  The complexity for fire victims who incur legal fees and other costs to gain recoveries is in the treatment of the legal fees.  And the AMT could eliminate any tax relief.

As is illustrated above, legal fees related to property recoveries reduce the amount realized and are generally neutral related to the AMT.  However, legal fees related to recoveries of income are deductible as miscellaneous itemized deduction (subject to the 2 percent floor on miscellaneous itemized deductions).  Miscellaneous itemized deductions are an adjustment, or add back, to taxable income in calculating alternative minimum taxable income.  For details related to the calculation of AMT, see [7].  

APPLICATION TO A WILDFIRE

In October of 2007, eight major wildfires hit San Diego County [12].  Three of these fires—the Witch fire, the Guejito fire, and the Rice fire--have been determined by some state agencies to have been caused by extrmely fast Santa Ana winds and various related high voltage power line failures [8].
 Various lawsuits are being developed or prosecuted by the victims of these fires.  Many of them are under contingent fee arrangements and there is possible, even likely, AMT exposure in many instances.

CONCLUSION

Careful analysis by fire victims and their tax advisers is critical.  Generally recoveries for property and rental and business income will yield more favorable results than personal income payments.  Property payments represent some risk when an estimated recovery is low and recoveries are received in a subsequent year due to potential alternative minimum tax exposure. 
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