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Anna Maria Galdieri, CPA, MS. Taxation,is a sole
practitioner residing in OCakland, California. She
has worked extensively with firestormvictins, and
| ectured, witten and advocated on behal f of her

nei ghbors when their hones were destroyed in the
Cakl and firestormof 1991. She worked closely with
the RS during the intervening years to provide

gui dance on issues that arose out of those |osses.
She sits on the Statewide Conmittee of Taxation and
the Statew de Committee of Estate Planning for the
California Society of Certified Public Accountants
and is the Chair of the Annual Advanced Estate

Pl anni ng Synposium for the East Bay Chapter of the
CSCPAs. She served on the Individual Taxation
Committee of the American Institute of Certified
Publ ic Accountants and was responsi ble for the

Di saster Recovery @uide published by the Al CPA 1997-
2000. She is the current chair of the Disaster Tax
subcomm ttee of the CSCPAs Conmittee of Taxation.
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Wel come to the California CPA Education Foundation’s
D saster Recovery Wrkshop. This workshop is unique
for it was organi zed to neet the needs of the
comunities of Los Angel es, Riverside, San

Ber nardi no, San Di ego and Ventura who suffered
wildfire | osses in Cctober, 2003. I1"d like to

t hank Kurtis Docken and John Dunl evy of the
Educati on Foundation for putting this workshop
together, and all the speakers who have vol unt eered
their tinme and expertise to be here today to help us
understand the issues that arise when one | osses
everything in a wildfire.

George Kehrer, CARE

Philip Jelsm, Attorney at Law
Angel a St apl et on, FENA

Jody Lawrey, SBA

Mriam Sanger,|RS

Pl ease be sure to check out the various resources
listed at the California Society of Certified Public
Account ants website:
http://ww. cal cpa. org/ cal i forniacpal/ newstrends/ 2003/
11.29. htnm .

FEMA advi ses your clients to register with them
even if they think they are fully insured. And
remenber that FEMA and SBA are unable to offer
financial assistance to wildfire victinms who have
not filed past years returns. The IRSis here with
us today and will offer assistance to wildfire
victinms who need to file prior year returns.

Anna Maria Galdieri, CPA
Chair, D saster Recovery Wrkshop
Decenber 17 & 18, 2003
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DEDI CATION:  This presentation is dedicated to the mllions of
Aneri cans who have had their lives torn asunder by disasters.

The changes to Section 1033 and PLRs and Revenue Rulings issued
by the I RS addressing sone of the many unanswered questions
that were raised when our community was devastated by the

Cakl and Firestormare the direct result of the efforts of the
Cakl and Community. It takes a community to make Congress and
Treasury respond to the very urgent needs for reformin the tax
law. There are many nore areas that need reform and the two
that woul d provide enormous relief to disaster victinms are the
fol | owi ng:

1). Tearing down the distinctions under Section 1033 as to
what is simlar or related in service or use. \Wen disaster
strikes, it is conplete, involuntary, and victinms need to take
their capital and reinvest it in trades or business that make
sense. A part of the wall has been renmoved with the enactnent
of Section 1033 (h)(2) responding to the needs of businesses
destroyed by the Okl ahoma bonbing in 1994,

2). Renoving the distinction between trade or business persona
property | osses and personal |osses. Personal property |osses
nmust be renoved from below the |ine and brought above the Iine
at original cost and not depreciated basis.

Recent Di sasters: No one is ever fully prepared to cope
with a disaster. Wen it hits, it is sudden, devastating, and
its victinms cope with its inmpact for years to come. 1In recent

years, this country has been hit hard by a nunber of |arge

di sasters. There was Hurricane Hugo that swept the Carolina
coast in 1989, the Lomm Prieta earthquake that tunbled Northern
California in 1989, the Gakland Berkeley Firestorm of 1991, the
wor st urban forest fire which destroyed 3,000 hones and took 25
lives, Hurricane Andrew, Hurricane Iniki, the great flood of
1993, where in Mssouri alone, 104 counties and two cities were
designated as disasters, the firestormthat swept Southern

Cal i fornia burning over 200,000 acres in 1993 and destroying
over 800 hones, the Northridge Quake of 1994 that jolted the
San Fernando Val |l ey awakel, the Septenmber, 1999 earthquake that
rock the city of Napa in Northern California and in October

, 2003 the WIldfires that swept over counties of Los Angeles,
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Ri versi de, San Bernardi no, San Di ego, and Ventura, destroying
over 4,800 honmes and affecting 1100 square m | es.

CALI FORNI A SCCI ETY OF CPA VEEBSI TE: The California
Society of Certified Public Accountants web site has a nunber
of resources available to Wldfire victins and their advisors.
The web site is |ocated at

Measuring the |oss: Whil e I RS Publication 547, "Nonbusiness
di sasters, Casualties, and Thefts" and |Internal Revenue Code
Section 165 all tell us that the nmeasure of the | oss sustained
in a disaster is the lesser of its adjusted basis or the
decline in its fair market value, that determ nation is often
very difficult to nmakel.

Regul ati on section 1.165-7(2) tells us that in determ ning the
ampunt of deductible |oss, taxpayers nust ascertain the fair
mar ket val ue of the property i mmediately before and after the
di saster. Publication 547 cautions taxpayers to use
experienced and reliable appraisers who have know edge of sal es
of conparable property, of the condition of the area, and one
who is famliar with the property before and after the
casualty. The appraiser nmust be conpetent to recognize the
effects of any general market decline affecting the undamaged
as well as damaged property, which may occur sinultaneously
with the casualty, to limt the actual |oss to damge to the
property? A second standard has been adopted by the
regul ati ons, "the cost of repairs" method®. However, the

1 see I RS Publication 2194, 2003 Disaster Losses Kit for Individuals. |t
includes copies of Publication 3932, Casualty Losses- docunent |ist, Form 4506,
Request for Copy of Tax Form Publication 584, Casualty, D saster, and Theft
Loss Workbook, Publication 547, Casual ties, D sasters and Thefts, Form 4868 and
Instructions, Casualties and Thefts, Publication 551, Basis of Assets,

Publ i cation 536, Net Operating Losses (NOLs) for Individuals, Estates and
Trust, Form 1040X and Instructions, Amended U.S. |ndividual |Income Tax Return,
Form 8822 Change of Address. See also Publication 584B Busi ness Casualty,

Di saster and Theft Loss Wrkbook.

2 RevRul 66-49 for IRS guidelines for al| persons making appraisals of donated
property; see also Keligian, David L, "Appraisal |ssues Now Require G eater
Attention for Tax Planning To Be Effective", 80 J. Taxation, No.2, 98.

3 Regl § 1.165-7(a)(2)(ii), see D Placido, TC Menp 1993- 169; Lanphere, 70 TC
391 (1978), see al so RV BAker, 37 TCM 1556 where undi sputed testinony as to the
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t axpayer has the burden to prove that the repairs are necessary
to restore the property to its condition just before the fire,
that the ampunt spent is not EXCESSIVE, that the repairs are
l[imted only to casualty rel ated damage, and that the val ue of
the property after the repairs does not as a result of the
repairs exceed the value of the property imediately before the
casualty® If disaster victims fail to obtain a conpetent
appraisal and rely solely on this second nethod, the IRS and
some courts are allowing only the actual ampunts spent to
repair as the casualty | oss, even in cases where it is clear
that the damage was sustained by the courts own adm ssion, and
the repairs were not done because the taxpayers were unable to
afford the repair® Neither Lanphere nor Di Pl aci do obt ai ned
any appraisal of the decline in FMW/ of their properties after
the disaster. Lanphere's loss was |linmted to the actua

anmount s expended, while DiPlacido's | oss was increased by sone
anount determ ned by the courts to be a nore correct
determination of his disaster loss. Wy the difference? The
quality of the evidence submitted by each taxpayer.

Evi dence

Taxpayers have the burden of proving the ambunt of their |oss.
Bruhns® failed to prove that his | oss exceeded the ampunt of

i nsurance received for flood damage and failed to provide

evi dence of the decline in FW or the adjusted basis of his
home damaged. Lutz’ was not entitled to the conplete casualty
| oss since he failed to establish the ambunt spent on repairs.
But where the taxpayer provides conpetent evidence, the loss is
sustained. Smithgall 8 was entitled to a casualty |oss
deduction for clean up and repair expense as well as for the
decrease in FW of his hone. Baker® was allowed as a casualty
|l oss the estimted cost of his labor in clearing |and after
hurri cane damage, where the cost did not exceed the limtation
on casualty | osses.

The courts have held that the sales price shortly after may be
a better indicator of the value after, notw thstanding the

FMW/ before and after a flood as to adjusted basis of inherited property was
sufficient to establish that they were entitled to a casualty | oss deduction.

4 Rev Rul 66-303, cost of restoring landscaping to original condition may be indicative of the decrease in fair market
value; Harmon, 13 TC 373 (Acq.); L.F.Ford, 33 TCM 496

® Lanphere 70 TC 391; DiPlacido, TC Meno 1993- 169

® 61 TOM 2032

! 79-1 USTC T 9258; see al so Hagerty TC Meno 1975-66 where the cost of repairs
was not a proper neasure because the repair work didn't restore the taxpayer's

residence to its pre-fire condition, and Bagnol TC Meno 1978-240 where | 0ss not
al | oned because repairs were never made.

8 81-1 usTC 7 9121
% 60TOM 1077
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presence of an appraisal that indicated a greater |oss'®. Wods
suffered damage to his residence from an unprecedented drought
in the area. N ne nonths later he sold his home for $1, 000

| ess than the appraised value of his hone just before the
drought. On his tax return, he clainmed a $7,000 | oss based
upon an appraisal that valued his home for use as a single
famly residence, though the | and was zoned for nultiple units,
and the |l and and damaged hone were sold to a devel oper who
eventually built a multiunit building on the land. The court
hel d that the appraiser had the duty to value the | and based
upon its possible multiunit use, and held that the evidence
didn't sustain a loss of $7,000. The courts allowed a $1, 000

| oss.

REPAI R COST DI FFERENT FROM APPRAI SAL OF THE DECLI NE I N FMV- The
courts in Conner!! held that the decline in FW of his home and
not the cost of restoration was to be used to determ ne the
anount deductible as a casualty loss. The decline in FW as
$93, 054, and the cost to repair was $66,395. The court found

t he taxpayer's evidence of the decline in FW to be credible
and noted that it had addressed the question as to the anmount
of a deductible |oss where the actual cost to repair was |ess
than the decline in FW. In Al coma Association'? a hurricane
damaged a citrus grove and there was no way to restore the
grove to its pre-casualty condition. The court granted a |oss
equal to the decline in FMW/ because it held that it would not
be an uncommon situation where the restoration of the property
m ght be inpossible, inadvisable, yet the | oss had been

sustai ned®®.  The court is so holding noted that where the cost
to repair exceed the decline in FW the Comn ssioner would use
his regul ati ons under Section 165 to limt the loss to the
decline in FW. And where the cost to repair are | ess than the
decline in FW and the taxpayer offers no substantive evi dence
that his property has not been restored to its pre-casualty
condition, the courts have held that appraisals detailing a

| arger decline in value is not the nost reliable benchmark for
determning the loss'. Pfalzgraf's home was damaged in a fire,
and the insurance proceeds covered the cost of the repairs. He
took a casualty loss for the excess of the decline in FMW/ over
the cost to repair. The court in disallow ng the excess |o0ss
noted that the appraisal factored in non-casualty related itens

10 \wods, 19TOVBSS (1960); Ferst, 129 F.Supp. 606 (MD. Ga. 1955)

11 71-1 ustc § 9271
12 57.1 usTC 1 9203
13 Contrast this with the decision in Lamphere

14 Keith 52 TC 41 (1969) A 1970; Clapp 321 F.2d 12 (C. A 9,1963), aff'g 36 TC
905 (1961); Squirt Co, 51 TC 543, (1969); O arence A Peterson, 30 TC 660
(1958); Pfal zagraf, 67 TC 784, A 1977-2 CB2; Kal bfleisch, TC Meno 1991- 61.
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such as aggravation, |lack of buyers for a partially damaged
resi dence, contractor profit margin, sales costs, real estate
taxes, as well as a 25%profit margin to conpensate the buyer
for his time to repair the building. The court concluded that
whil e they synpathized with the enotional distress.... they did
not know how to val ue aggravati on and saw no need to, since it
is surely not part of a casualty | oss.

COST TO REPAI R EXCEED THE DECLI NE I N FMW/

The court in Hubinger *° disallowed the |oss because the
taxpayer was unable to prove that his adjusted basis in the
property damaged exceeded the insurance proceeds received it
hel d that the nature of the repairs were capital in nature
since they were not able to restore the comercial building to

its condition just prior to the disaster. |In its decision the
court | ooked at whether these excess costs woul d ot herw se be
deductible. 1t concluded that one had to | ook at the

significance of the expenditure relative to incone hol ding that
an itemin relation to income may be so insignificant that it
woul d be absurd to require capitalization even though
technically it would be considered an i nprovenent and not a
repair. Using this standard, the court held the excess costs
woul d ot herwi se be non-deducti bl e because the court did not
believe that Congress intended to allow as charges agai nst

i ncome the revenues the cost of restoring najor parts of an

i ncome- produci ng property where the restoration is of such a
character as to be useful over a |long period of tinme.

Where the ampunt of insurance coll ected exceeded the

depreci ated basis of the building destroyed, anmpunts spent to
reconstruct which exceeded the insurance recovery were held not
to be a casualty loss'®. In Belcher ' the court disallowed the
casualty loss in excess of the cost basis of the property |ost,
and in Drew ® where the | oss exceeded the adjusted basis of the
property damaged

BUYER RESI STENCE/ MARKET STI GVA

Under the regul ations of 165 taxpayers are precluded from
taking a casualty | oss due to tenporary declines in market

val ue due to buyer resistance. In Revenue Ruling 66-242 the IRS
di scount ed the apprai sal done by the taxpayer because it took
into account not only the actual physical damage sustai ned, but

1513 BTA 960
1% Pdlican Bay Lumber Co 9 BTA 1024

17 60-2 usTC § 9733
131 TOM 143
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al so a decline in value due to "econom c obsol escence
attributable to buyer resistance". The regulations linmt the
deductible I oss to actual value, noting that the | oss nust be
more than a mere dimnution in value denonstrable solely by
sone econom ¢ concept. In the absence of corroborating nmarket
data shown by bona fide purchases and sal es of the decline,
“potential buyer resistance is just speculative”. The courts
have generally rejected | osses due to buyer resistance.

Kendal | % tried to take a deduction for the difference between
what he thought his property was worth, and what it sold for
The court held that even if it would agree that the |oss
occurred in fair market value, this | oss was not the result of
physi cal damage caused by the storm but fromfear on the
buyer's part. While taxpayers find this one hard to swall ow,
the courts are generally unwilling to give themthe deduction
for this type of loss. Additionally nmany taxpayers erroneously
beli eve that the nmeasure of their loss is that difference in
fair market value before and after the disaster. They forget
that the overall limtation on the loss is their adjusted basis
in the property. Were a personal residence has been placed
into service, and its fair market value before the disaster is
less than its adjusted basis, that FW becones the new basis
for determning the imtation on the | oss.

O her cases where courts have rul ed agai nst taxpayers:

Pul vers 2° where taxpayer attenpted to take a | oss for the
decline in FW of property because of |andslides in the

nei ghbor hood, and Kamanski 2! where part of the loss from

| andsl i de damage to his honme was due to buyer resistance and
the unwillingness of financial institutions to nake loans in
that area.? Kamanski suffered minor damage to his house in a
| andsl i de, which he did not repair. He tried to sell his hone,
but no one wanted to purchase it, so he just wal ked away from
it in 1966 and let the trust deed hol ders take possession of

it. They tried unsuccessfully to sell it and couldn't, so they
rented it out. At the time of the trial, the home was stil
unsold and still rented out. The court agreed with the IRS

that the taxpayer's loss was |limted to the physical damage,
since buyer's resistance is generally tenporary in nature.

CASUALTY LOSS ATTRI BUABLE TO PERMANENT DECLI NE I N LAND VALUE
In order for land to sustain a casualty |oss, the taxpayer nust
denonstrate that it incurred a permanent decline in value. The
courts did sustain a loss in Finkbohner? for a loss incurred

1917 T.c. M 809 (1958)
20 48 TC 245 (1967)
29 TCM 1702 (1970)

22 gee also Ford, 33 TOM 496, (1974), Benner 36 TCM 682 (1977)
23 788 F.2d 723, (11th Gir, 1986)
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not only for physical damage from fl oodi ng but al so for
"permanent buyer resistance" where there was extensive damage
to 7 of the 12 nei ghboring hones, all of which had to be
denol i shed, and where the vacant [ots were acquired to
establ i sh permanent open space.

The court in Beyer? denied the taxpayer a casualty |oss
deduction for a permanent decline in FW because their expert
using faulty conparisons, failed to establish that erosion of
sand from heavy rains dimnished the value of the beach front
property. A reading of Beyer conveys to us what facts and

evi dence the courts require to support a permanent decline in
the value of land. Severe storns in 1983 swept away a mmj or
portion of Beyer's beach front property, which he repaired for
$66, 293, though he clainmed a | oss of $2,076,239 on his return.
The court in agreeing with the Comn ssioner disallowed the |oss
because the taxpayer failed to sustain his burden of proof that
the | and had suffered a permanent decline in value. It didn't
hel p that the I RS s appraiser presented market data that proved
that the selling price of a neighboring home had increased
between the period of time prior to and after the storms. In
arriving at its decision the court recognized that it is
generally accepted that the anobunt of the loss is represented
by the difference in FW before and after the disaster 2.
However the courts have al so recogni zed that conpetent

apprai sal is one of the nethods of proving the value of the

| oss, and have recogni zed that the | oss nay al so be proved by
the cost to repair, though if work done al so includes capita

i mprovenents, such inmprovenents are not part of the |loss. What
was fatal in Beyer was that his expert failed to prove what the
amount of the decline in value was, and used faulty conparisons
to arrive at his appraised decline in FMW.

Use of Disaster Loan Appraisals to Establish Amount of
Loss

Section 912(a) of the Taxpayer Relief Act of 1997 added |IRC
8165(i ) (4)which provides that taxpayers can use alternate types
of acceptabl e appraisals to establish the anbunt of the

di saster loss. This section was enacted in response to
concerns raised after the Northridge Earthquakes of 1994. The
IRS is to prescribe regulations or other guidelines under which
an appraisal that is made for purposes of getting a |oan of
federal funds or a |oan guarantee fromthe federal governnent
as a result of a Presidentially declared disaster nay be used
to establish the amount of the disaster |oss. The new

provi sion pernmits taxpayers to use the appraisal nmade for

24 TC Meno 1993-313
S Helvering v Owens, 39-1 USTC 19229; Lampherev Comm, 70 TC 391
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purposes of getting a federal |oan or guarantee to establish
t he anmount deductible as a disaster |oss.

I ndirectly sustained | osses

Cenerally indirectly sustained | osses are not deducti bl e,

al though the courts in Stowers %5 allowed a | 0ss where there was
no access to the road to the taxpayer's residence because of a
| andslide and in Marx 2’ the courts sustained a casualty |oss
where a roofer's negligent work caused a single isolated | eak
to multiply into 15 nassive | eaks.

Converted property

For property that has been converted from personal to business,
the regul ati ons under Section 1.165-7(a)(5) limts the anount
of the loss to the fair nmarket value of the property on the
date of conversion, even if this is |l ess than the adjusted
basis of the property at the tinme of the conversion

EXAMPLE

Taxpayers purchases a honme for $360,000 in January 1992, and in
Sept enber, 1992 place it on the market because of a job related
nove. They are unable to sell it because of general market
conditions and the econony for $360,000. The property is
apprai sed at $300, 000 and they get an offer for $300, 000 but
reject it, and rent it out instead. Their adjusted basis for
pur poses of Section 165, 167 and 168 depreciation is $300, 000.
The hone is destroyed in the Northridge Quake of 1994. The
apprai sal made after the earthquake states that the property is
a total loss including the land and cal cul ates the | oss at
$300,000. Their loss is limted to adjusted basis, $300, 000

m nus depreciation taken. The other $50,000 in basis just

vani shes.

Treatment of denolition costs, appraisal costs, costs to
docunent | oss

Items that are treated as part of the casualty |oss include
incurred costs of repair, amunts expended to renmpve debris and
other clean up costs?®, as well as expenses incurred to recover
rei mbursenent or conpensation of loss. Wile such costs are
evi dence of the | oss sustained, they do not take the place of
an appraisal. These costs are of the nature of a replacenent
of the part of the property that was damaged and are
capitalized and added to the basis of the property. The costs

26 169 F. Supp 246 (S.D.Mss, 1958)
27 Marx TC Meno 1991-598
28 Revenue Rul i ng 71-161

10-11

2003 California CPA Education Foundati on Di saster Recovery
Wor kshop
Anna Maria Galdieri, CPA 510-601-6691, angal di eri @acbell . net



of photographs, and appraisals are not part of the casualty

| oss, but are considered expenses incurred to determ ne a tax
liability and are deductible as Section 212 expenses, subject
to the 2% rule on item zed deducti ons.

Cenerally costs incurred to recover reinbursenment are netted
agai nst the settlenent and are not deductible. However while
the court in Spectre ?° denied a deduction for an
unsubstanti ated decline in value in excess of an insurance
recovery, it did allowed a "casualty |oss" deduction for |ega
fees and anounts paid to an adjuster incurred in connection
with litigation. 1In this case, the court first applied the

i nsurance proceeds against the "clained |loss", and linmted the
ampunt of the loss to the insurance proceeds since the taxpayer
failed to substantiate a | oss in excess of the insurance
proceeds. The additional costs incurred for |egal expenses
were taken as an additional casualty | oss and not as a

m scel | aneous itenized deduction. In Marx ®° the courts did
not allow a deduction for |egal expenses incurred to pursue
breach of contract warranty agai nst the nmaintenance conpany
that caused the leaks in the roof. Where the taxpayer is
unsuccessful in his litigation attenpt, these expenses are not
deductible unless incurred in a trade or business3.

Basi s adj ustnents
Basis is reduced by the amobunt of the allowable | oss deduction,
any insurance proceeds received (m nus expenses incurred to

settle), or other reinmbursenent received such as:

-Forgiven part of a Federal Disaster |oan under the
Di saster relief and Emergency Assistance Act

- Repaynment/ costs of repairs paid by persons who | ease
the taxpayer's property

-Court awards for damage for a casualty, reduced by
| awers fees, and other settlenment expenses

-Repairs, restoration, cleanup services provided by

29 25 TCM 519 (1966); Jeffers 12 TCM 534 (1953) where legal fees incurred in

connection with obtaining an insurance recovery reduced the anmount of insurance
recovery to of fset against the casualty | oss; Ander, 47 TC 592; consider also
the applicability of the origin of claimdoctrine in such a case.

% BID
s Tarsey, 56 TC 553, 1971; Ticket Ofice Equipnent Co, 20 TC 272, aff'd 213
F.2d 318 (C A 2,1954)
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relief agencies %

Gfts fromrelatives don't reduce the amunt of the allowable
loss if there is no limtation on how the noney is to be spent
33, FEMA grants, other grants, gifts, and other payments
received by a disaster victimare considered rei nbursenent only
if they are specifically designated to repair or replace
property. |If there are no conditions on how the noney is be
used, it is not considered a reinmbursement®. If there is no
adj usted basis at the tine of the | oss, the anpunt is

consi dered i ncome®.

Amounts required to be capitalized into basis include anounts
paid to replace or restore the damaged property that woul d be
consi dered capital expenditures including debris renoval and
denolition costs. There is no ordinary inconme recapture of the
previously clained casualty loss at the tine the property is
sol d%. Food, nedical supplies, and other forns of subsistence
do not reduce the amount of the |oss, and are not considered

t axabl e i nconme®.

Accounting for disaster losses incurred in a trade or business
Taxpayer suffers damage to his comercial building in the Loma
Pri eta earthquake of 1989. The decline in fair market value is
$50, 000, he incurs $500 in legal fees to settle with his

i nsurance conpany, which paid him$ 7,000, and he spends

$10, 000 to renove debris and $40,000 to repair the property.
Comput ati on of adjusted basis of the property after the
casualty loss, and after repair

%2 RR 71- 160, 71-161, 73-408, 74-206; see al so Durden, 3TC 1 (1944) where val ue

of driveway laid by quarry offset the anmbunt of the allowabl e | oss

33 Revenue Rul i ng 64-329

34 Publication 547, IBID, Rev Rul 64-329, Rev Rul 71-160 IBID.

% Rev Rul 76-509 1976-2 OB 254 where inconme fromthe cancelled portion of an
energency FHA | oan was deenmed SE incone. However see the di scussion under
Section 1033 where the “gain realized” may be deferred. See also Rev Rul 2003-
12 which excludes frominconme relief grants intended to pay or reinburse

medi cal, housing or transportation.

36 ox 38 AFTR 2d Y 5351
3" | RS Publication 547
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Adj usted basis before the disaster $250, 000
m nus al | owabl e casualty | oss:

apprai sed | oss 50, 0000

| ess insurance recovery (7,000)

| egal expenses 500

debris renoval 10, 000

allowable loss (53, 500)

ADJUSTED BASI S AFTER THE DI SASTER: 196, 500
cost of repairs 50, 000

ADJUSTED BASI S AFTER CLEAN UP AND REPAI R $246, 500

Ot her recoveries and compensation

I nsurance recovery need not be allocated in any specific
manner. In Ticket O fice Equi pment Co. 38 the court held that
the insurance recovery did not need to be allocated in any
speci fic manner. Here the conpany | ost personal property

i ncludi ng i nventory, and spent the noney on other itenms and
took a loss on the inventory. Court held this to be ok.
Query--What happens if taxpayer receives rei mbursenment for an
event that does not give rise to a deduction, such as an award
for faulty construction? To the extent that there is basis,
the rei mbursenment would reduce basis and if the recovery were
greater than basis, it would appear to be income, unless the
noney coul d be considered to be received for the involuntary
conversion of the property and subject to the rul es under
Section 1033.

Li ving expenses as part of the casualty | oss

It is clear that nobney spent for tenporary accommodations for
the period of time that the home is notable to be occupied are
personal in nature and may not be deducted as part of the
casual ty | oss .

Different rules for personal and business disaster |osses

Di saster | osses suffered by busi nesses and owners of rea
property held for use in a trade or business or for investnent
are accorded a different tax treatment than honeowners who | ose

%8 20TC 272 (1953) acq. 1953-2 CB 6

% Rev Rul 59-398, MIlIsap 46 TC 751 (1966)

10-14

2003 California CPA Education Foundati on Di saster Recovery
Wor kshop
Anna Maria Galdieri, CPA 510-601-6691, angal di eri @acbell . net



their hone and everything in it. Under 1.165-7(b) the neasure
of a "business loss" is the Iesser of its adjusted basis or its
decline in fair market value. However, if the fair market
value prior to the disaster loss is |less than the adjusted
basis, it is considered the neasure of the |oss*. For

uni nsured busi nesses this often results in a | arge econom ¢

| oss, but only a small tax loss, if any, because the adjusted
basis of npbst of their assets have been expensed or fully
depreci ated. \Where real property used in a trade or business
or for investnment is damaged or destroyed, the loss is linmted
to the adjusted basis in the realty*. For personal use assets
no such allocation is required between |and and real t y*.

Special treatment for |osses of inventory Losses of
inventory are generally not taken as a casualty |l oss, but are
reflected as an adjustnment to the cost of goods sold. |If the

loss is reported separately, the IRS requires that the taxpayer
make an of fsetting adjustnment to either opening inventory or
pur chases“.

Lim tati ons on personal |osses

VWil e an above-the-line deduction is allowed for |osses
incurred in a trade or business, personal, non-business | osses
are allowed only if they fit within the purview of certain
limted types of |osses allowed under Section 165. Section
165(c) (3) allows a deduction for |osses resulting froma "fire,
storm shipweck or other casualty, or theft." Publication
547, Non-Busi ness Disaster, Casualties and Thefts, defines
"casualty" as the conplete or partial destruction or |oss of
property resulting froman identifiable event that is
"...sudden, unexpected or unusual in nature.” Destruction
caused by progressive deterioration of property, such as
termte or noth danage i s not accorded casualty | oss treatnent.
The Suprene Court in Helvering V Oaens % set the standard for
limting the | osses of nonbusi ness property to the | esser of
its adjusted basis or depreciated val ue, even though the

t axpayers never benefited from any deduction for depreciation
The loss is reduced by insurance proceeds and ot her
conpensation received and |osses not incurred in a trade or
busi ness or for income producing property are subject to a $100
fl oor and are deductible only to the extent the | oss exceeds
10% of adj usted gross inconme. Failure to file an insurance
claimwi th their insurance conpany precludes disaster victins

40 Reg. Sec 1.165-7-(b)(ii)

! Reg. Sec. 1.165-7-(b)(3),Ex.(2)

2 Reg. § 1.167-7(b)(2)(ii)

43 pyplication 334, Tax Guide for Small Businesses
44 39.1 USTC 1 9229
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fromtaking their disaster |osses®. There is no sinilar
requi rement for |osses incurred in a trade or business.

DOCUMENTI NG PERSONAL PROPERTY LOSSES

The maj or problem facing disaster victins is evidence.

Uni nsured victinms must prove to the IRS that they owned the
itenms they lost in the disaster, and that it had the val ue they
clainmed on their tax return. Insured disaster victinms nust
prove to the insurance conpani es that they owned what they

|l ost, what it cost to replace it, and then nmust go out and
purchase it to get conpensated fully by the insurance conpany.
Whi |l e ownership of real property is a matter of public record,
and whereas nost businesses have extensive records of itens
purchased for use in the business, nost homeowners who | ose
their personal property in a disaster have very little or no
evi dence of what they lost. VWhile sone may have vi deot apes of
the contents of their home, al nbst no one keeps neticul ous
records of their yearly personal property purchases and keeps
those records in a safety deposit box.

The I RS wants evidence of the property's cost or other adjusted
basis in the formof receipts, cancelled checks, or credit card
statenments. When disaster victins | ose everything in a fire,

fl ood, or tornado, they generally nmay be able to produce the
current year's bank statenents, credit card transaction and
even photocopi es of their checks for years, but they generally
do not have the actual receipts proving the nature of the

pur chase.

Evi dence accepted by the courts

The courts have taken a nore | enient approach to the
reconstruction of evidence where disaster victinms have | ost al
their books and records. In Woblewski* the court accepted a
disaster victims estimate of the fair market val ue (one-half
of the original cost) of the destroyed itens submitted in a
detail ed four-page schedule, which he attached to his tax
return. The IRS' s estimate, made by a Sal vation Arnmy outl et
store, which was one-third of the disaster victims value, was
rej ected because the court held that the taxpayer was famliar
with the items | ost and was better able to appraise themthan
the Sal vation Arnmy enpl oyees. The Tax Court has al so all owed
the value of the losses froma fire substantiated by an

item zed |ist prepared by the disaster victimand an experience
interior decorator that was famliar with the contents of the
home. In discussing the inventory schedule, the court stated
that in so far as it identified the itenms in the house and

45 165(h) (4)B)
6 TC Meno 1973-37, Cornelius, 56 TC 976,1971; Stone V Comm TC Meno 1972- 211
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supplied the cost thereof, it is probably as accurate and
conplete a list as could be prepared. Because the list didn't
factor for the age of the contents, the court reduced the val ue
of her contents by 23% *. In spite of decisions |ike these,
the IRS continues to request photos of the itens |ost,
cancel | ed checks and invoices of recent purchases, and they
continue to use thrift store valuation to nmeasure the | oss.

Compi ling the Data

After a disaster, one of the greatest difficulties that victins
face after dealing with the direct aftermath of the loss is
determi ning the exact extent of the |oss. Publication 584,

Non- Busi ness Di saster, Casualty and Theft Loss Workbook

provi des worksheets to begin the process. But that is just the
tip of the iceberg. The task can be very daunting especially
if the victims records are destroyed. The first step is to
take pictures of the devastation. Friends and relatives can be
asked for copies of pictures they had taken in the destroyed
home. A workbook listing hundreds of items normally found in a
hone can be revi ewed*. Catal ogs from various departnent stores
and mail order firnms can be checked for prices that can be used
as guides for the value of the destroyed property.

Victinms should nmake a detailed Iist, which includes the age of
the property, to help ascertain the exact value for the itens
destroyed. They can use statenents fromcredit card conpanies
and the checkbook to ascertain the cost of recently acquired
property. Copies of cancell ed checks obtained fromthe
victims bank may help jog the victims menory of recent
acquisitions. A memp pad should be at hand at all tines so
when an itemis remenbered, it is recorded. Appraisals will be
needed to prove the value of items of substantial value, such
as antique furniture.

Reconstructing the cost of real property can be a problemif
the victimbuilt the house and there is no | onger any record of
the original costs. |In such a case, local contractors can be
asked for an estimate of the historical building costs and a
copy of the history of the parcel and its assessed val ue can be
obtained fromthe assessor’'s office. Since the loss is the

| esser of original cost or decline in FW/, an appraisal of the
fair market value of the hone before and after the destruction
is al so needed. Where a honme is partially destroyed, the cost
of the repairs can often be used as a way of determining the
anount of the damage as |long as the property is restored to the

a1 Shackleford, TC Memo 1948-190

48 Carol Philips,” Household Inventory CGuide",(l.P.P. Press, Eneryville, Ca)

10- 17

2003 California CPA Education Foundati on Di saster Recovery
Wor kshop
Anna Maria Galdieri, CPA 510-601-6691, angal di eri @acbell . net



condition that it was before the disaster?.

Because of the nunber of disasters that occur each year we need
to tell our clients that they should make vi deotapes of the
exterior and interior of their homes that should be placed in a
saf ety deposit box, or at the very |east, stored somewhere el se
ot her than the residence. Since we often keep permanent
records of our client’'s basis in their residences for tax

pur poses, one of the questions that could be included in the
annual tax organi zer should be a question about inprovenents
made during the year. W should also tell our clients to keep
recei pts for purchases of itens over a $1, 000

Cal cul ating |1 oss of property held for other than use in a trade
or business or for investnent

When a personal residence is destroyed, no allocation is to be
made between | and, building and | andscaping.® |f nmore than one
item of non-business property is destroyed in a disaster, Rev.
Rul . 66-50 requires the personal property to be listed item by-
itemwith the loss for each item conputed. The separate | osses
are then conbined to deternmine the allowable |oss. However,
the RS s approach in Publication 584, is to aggregate the

| ower of the original cost or the decline in fair market val ue
of the nunerous household itens |isted, conpare this to the
total insurance proceeds or other specific grants received to
arrive at the anount of the allowable |oss before limtations.

This is contrary to the instructions for Form 4684, Casualties
and Thefts. Form 4684 requires an itemby-item conputation of
gain or loss realized. |If the approach of Publication 584 is
used, the |ower of original cost or "depreciated value" is
aggregated, and netted agai nst the total insurance proceeds
received. Under Form 4684's approach, the insurance proceeds
are allocated to each of the numerous itens |lost, and the gain
or loss is conmputed individually. It is possible using the
Form 4684 approach, that even if the anpbunt of insurance
proceeds paid out is I ess than the sum of the original cost of
the items destroyed, a gain could still be recognized. It is
not the intention of the law to have taxpayers recogni zes gain
in this situation. Unless disaster victinms receive

rei mbursement on an itemby itembasis, their |oss should be
conputed following the instructions of Publication 541.

Casualty | osses may give rise to an NOL
If the casualty | oss deduction is nmore than the victims incone

49 Reg. Sec. 1.165-7(8)(2)(ii), Lutz v Comm, TC Memo 1976-146
%0 Reg. 1.165-7(b)(2)(ii) and 1.165-7(b)(3), Exanple (3), Wipple V US (D. Mass,
1928), 1 USTC T 304; Buttramv Jones (WD. Ckla, 1943) 43-1 USTC f 9359
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for the year, the excess deduction nay qualify as a net
operating loss. The NOL nmay be carried back two years® and
forward twenty years or the carryback can be foregone and the
t axpayer can elect to carryforward the disaster |oss®.

The election to carryforward the | oss nust be rmade on a tinely
filed tax return®. Carrybacks are clained by filing a separate
1040X for each of the carryback years®. Under California |aw
the disaster loss is accorded special treatnent, and i s not
consi dered part of an NOL®. The loss is carried forward at
100% to the earliest of 5 taxable years follow ng the |oss and
if there is remaining loss, it is reduced to 50% and carried
forward to the next 10 years®,

Property tax relief available when a disaster strikes

When a disaster strikes local property tax relief is avail able.
County assessors are nmandated to view the subject property and
reduce the property tax valuation to reflect the decrease in
its fair market value %. Their local assessors alert taxpayers
who | ose their home in a |large disaster generally to this.
However, taxpayers who | ose their hone in a single event
generally don't think to call their assessor and request a
reduction in valuation. This reduction in value remains in

pl ace until the property has been restored or repaired.

Taxpayers who rebuild at the sane site have a reasonabl e period
of time in which to rebuild, while those who rebuild or
purchase within the same county have three years fromthe date
of the disaster in which to claimthis benefit 58

Taxpayers who nove outside of the county will be able to
transfer their tax base only if that county adopts the

provi sions of Proposition 171%, and only if the value of the
repl acenent property is equal to or less than the fair market
val ue of the destroyed property just prior to the disaster

®1 For year beginning before 8/5/97 the carryback period was 3 years and the carryforward was 15; thereis still a3
year carryback for certain NOL's. IRC 172 (b)(F)(ii).

52 5ee IRS §172(b) (1) (F)(ii)(11) for special treatment for qualifying small
busi ness.

% 172 (b)(3)

* Neely, 539 T.M, Net operating | osses- Concepts and Conput ations

%5 Cdifornia Revenue & Taxation Code § 17207(€) & 24347.5(b)

6 california NOLs are currently under suspension; please check the current
status and
carryforward years.

" CaiforniaR&T 7C § 69.
%8 SB 1824 anmending R&TC § 69
Proposition 171, enacted Novenber 6,1993, amendi ng R&TC § 69. 5.

105% of FW if purchased within one year, 110%if purchased within 2 years and
115% i f purchased within 3 years
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The provisions of Proposition 171 are not as |enient as those
under California Revenue and Taxation Code 69 which all ows
disaster victinms to transfer their tax base to a new honme
purchased within the country that is greater than the fair

mar ket val ue of the hone destroyed. |If the hone costs |ess
than or equal to 120% of the FMV of the old home just prior to
the disaster, there is no increase in the tax base. |If the

purchase price is greater than this, that "excess purchase
price" is subject to current market valuation. Under the rules
adopted by Proposition 171, inter county transfers are

avail able only to those honeowners who purchase a repl acenent
residence that is less than or equal to the fair market val ue
of the home imedi ately before its destruction. If the

repl acenent residence is nore than an indexed anount, %t he
taxpayer is precluded fromthis benefit.

Trusts, estates, partnerships and S corporations- Wich
t axpayer takes the |oss

It is clear that in the case of trusts and estates that | osses
suffered are part of the corpus and under the Uniform Principa
and I ncome Act of California such | osses are not passed through
to the beneficiaries. The 10%limtation on personal casualty
| osses applies to estates and trust, although adm nistration
expenses are allowed as a deduction in arriving at AG. Under
Section 165(h)(4) (D) a personal casualty |oss suffered by the
decedent can be taken either on the decedent's final return or
on the estates final return. The Tax Court in Smietanka
disall owed a casualty |oss taken by a taxpayer incurred by the
trust. The taxpayer possessed a potential remainder interest
in the trust and did not own an interest init.

S Corporations and Partnershi ps:

It is not clear whether casualty | osses incurred by an S
corporation need to be separately stated in order to be

refl ected as an itemnmi zed deduction at the sharehol der |evel.
Under the general rules of § 1366, only those | osses that woul d
be subject to a limtation at the sharehol der |evel would be
separately stated. Since |osses incurred by an "S" Corporation
woul d al nost al ways be incurred in a trade or business, it
woul d not appear that these would not be required to be
separately stated. It would appear that | osses would have to
be separately stated when they are not related to a trade or
busi ness or a profit notive.

Consistent with the entity concept of partnership taxation, 8§
703(b) provides that "any election affecting conputation of

5 BID
61
41 TCM 451
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taxabl e i ncone froma partnership should be made by the
partnership except for 3 specified elections not applicable to
casualty | osses. GCenerally the partnership would meke the

el ection under Section 165(i) to treat the loss as occurring in
a prior year. However, if a |loss were of a personal nature, it
woul d appear that it would be required to be separately stated.

El ecting to take the loss in the year preceding the disaster

Di saster victins nay take the disaster loss in the year of the
di saster or in the year preceding the | oss under Section
165(i). This election nust be nade on or before the |ater of
(1) the due date for filing the incone tax return (determn ned
wi t hout regard to any extension of tine) for the taxable year
in which the disaster actually occurred, or (2) the due date
for filing the income tax return (determined with regard to any
extension) for the taxable year immedi ately preceding the
taxabl e year in which the disaster actually occurred.

California has enacted a nore |iberal |aw that all ows disaster
victims to make this decision as late as the filing date

i ncludi ng extensions of the tax year in which the disaster
occurred®. \While the federal |aw does not conform it is
possible to request an extension of time to elect to take the
loss in a prior year. |In PLR 9145009, the IRS granted an
extension of time to take the loss in the year preceding the

di saster when the accountant failed to notify the disaster
victinms of the election requirenents and the disaster (freezing
of crops) occurred at the end of the year, resulting in
insufficient tine to determ ne the anount of the damage by the
due date of the return. For these reasons, the Service granted
an extension of time to elect to take the disaster loss in a
precedi ng year %,

If you elect to take the disaster loss in the preceding year
you nust file form 1040X, Anended US Income Tax Return. The
IRS in Publication 547 allege that you have 90 days after
filing this return in which to rescind your election. Wile
Reg. 8§ 1.165-11(e) state that the taxpayer has 90 days in which
to revoke the election, the Tax Court in Matheson ruled the
regul ation invalid® They held that the intent of the

| egislation was to give taxpayers i medi ate hel p, but a
conparison of the relative tax benefits m ght not be possible
until the tinme for filing their returns for the year of the
loss. If a Section 165(i) election is made, it applies to the

62 SB 1234 enacting R&TC § 17207(g). See FTB Publication 1034 and 1034A-4. Each

di saster requires enabling legislation to add it to R&TC 17207(g). It is
usual 'y granted.

% See al so Rev Proc 79-63
54 74 TC 836
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entire loss sustained by the taxpayer .

Esti mated Tax Paynents and di saster |osses

Di saster victinms who suffer a disaster [oss often stop making
estimated tax paynents because they believe that the casualty
loss will wipe out all their tax liability. This is a pitfal
for many sel f-enployed disaster victins. Wile the casualty

| oss does reduce their income tax liability, it does not reduce
their self-enploynment tax, unless they | ose business property
that has not been fully depreciated or expensed or inventory.
My experience in the disaster here in Oakland is that taxpayers
believe that their | osses are valued at the replacenment cost of
their items |ost and calculate their | oss based upon this

m sconception. In reality there loss is nmuch smaller.
General ly uninsured disaster victins don't get nmuch tax benefit
fromthe tax law. Their economc |loss far outweighs their tax
| oss.

CASUALTY LOSSES AND PASSI VE ACTI VI TY LOSSES:

As a result of the Loma Prieta earthquake of October 17,1989
the IRS issued a tenporary ruling which was finalized in the
regul ati ons under Section 469 that provide that |osses
sustained in a disaster are not |limted by Section 469 but are
governed by the rul es under Section 165(c) (3)°S.

1.1 NVOLUNTARY CONVERSI ONS

Period of time in which to replace property

Under Section 1033(a), no gain is recognized if noney received
for property that is conmpulsory or involuntarily converted is
spent to purchase property or stock in a corporation owning
property that simlar or related in service or use to the
converted property within specified time periods. Generally

t axpayers have two years fromthe end of the first taxable year
in which gain is realized to reinvest the proceeds in property
that is simlar or related in service or use. Gain is realized
when the anmount of the insurance proceeds or condennation award
recei ved exceed the adjusted basis in the asset. Anmounts paid
directly to the holder of a nortgage are consi dered anounts
paid to the taxpayer?®.

®Reg. § 1.165-11(d)4 TC 836

% see also T.D. 8477, 58 Fed Regl 11537 (2/26//93), IRS has finalized proposed
and tenporary regul ations issued in 1990. The final regul ations provide that
passive activity gross inconme does not include any gross incone attributable to
the reimbursenment of a casualty loss if it is includible as reinbursenent under
Regl 81.165-1(d)(2)(ii) and the deduction for |oss was not a passive activity
deduction, Regl & 1.469-2(c)(7)(vi)

67 WalaGarage, Incv U.S,, 163 F.Supp 379, 1958
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While it is clear that the basis for real property held for
productive use in a trade or business or for investnent is

al | ocated between | and and buil ding, Section 1033 is silent as
to whet her homeowners who | ose their hones nust allocate their
basi s between | and and building. The Tax Court in David

Al exander ® did not allocate basis. |f allocation were
required, sone disaster victins may realize gain in an earlier
year. |In 1996 the IRS in response to our concerns issued

Revenue Ruling 96-32 holding that no allocation of basis was
requi r ed®.

EXAMPLE

Lupe M Il er purchased his hone in 1976 for $80,000 and made

i mprovenents to it of $100,000 before Hurricane |niki destroyed
it in Septenmber 1992. In Novenber 1992 his insurance conpany
paid him $153,000 for his home. |If he is required to allocate
basi s between |l and ($30,000) and building ($150,000), he has
realized gain in Cctober 1992 and has 4 years, until Decenber
31, 1996 in which to replace it. |If he is not required to

al l ocate his basis, he has no gain, and possibly a disaster

| oss.

Period of tinme to replace other types of property

There is a three-year rule for certain involuntary conversions
of real property held for productive use in a trade or business
under Section 1033(g)(4) and a four-year rule for persona

resi dences damaged in a presidentially declared disaster on or
after Sept. 1, 1991 under Section 1033(h)(1). |If taxpayers are
unabl e to conplete reinvestnment within these tinme periods,
Section 1033(a)(2)(B)(ii) provides that an extension of tine
can be granted. Requests supported by reasonabl e cause for
failure to conplete reinvestnment are nade to the | ocal District
Director on or within a reasonable period of time after the
expiration of the replacenent period. Reliance on the advice
of a reputable attorney and accountant that no gain was to be
recogni zed was reasonable cause for failure to file a tinely
application to extend the replacenent period’” because the

advi sors were held to be know edgeable. Where reliance was

pl aced upon a tax advisor who had slight experience the
benefits of Rev Rul 72-27 were denied to the taxpayer’. In PLR

68 TC Memo 1984-653

® Inthis ruli ng the service also held that the vacant |and sol d subsequent to
the disaster would be considered part of the involuntary conversion and the
proceeds treated under 1033 and deferrable.

O Rev Rul 72-27

" CasalinaCorp, 60 TC 694; see also Marinello Associates, Inc (Ca-1), 76-1 USTC 1 9415
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9237012 a taxpayer was granted an extension of tinme where del ay
was due to litigation. Extensions can be granted whether the
property is "2"," 3", or "4" year property’?

El ections to defer gain realized under Section 1033

The election to defer gain is made by including in the tax
return of the years in which gain is realized the details of
the involuntary conversion’™ Failure to include gain in gross
income in any year gain is realized shall be deenmed to be an
el ection by the taxpayer to have the gain recognized only to
the extent provided under Regl 81.1033(a)(2)(c)(2). The
statute of limtations for the year in which gain is realized
does not begin until the taxpayer notifies the District
Director that the nmoney has been reinvested in replacenent
property’ Notification is acconplished by including the
details of the involuntary conversion and the anounts received
and reinvested along with a description of the property in the
tax return for the year in which the replacenment occurs.
Earlier notification is acconplished by sending a letter to the
District Director’.

CHANG NG A PREVI QUS ELECTI ON

Revocation of a previous election (made by omtting the gain
realized fromincone in the year realized) appears to be
possible only in 3 specific situation under Reg 8§1.1033-(a)-

2(c)(2):

1). \here replacenent is at a cost |ower than anticipated at
the tine of the election

2). \Where replacement does not occur within the replacenent
peri od

3). Where a decision is nade not to replace

Once the nonrecognition election is made, it is the purchase of
any qualifying property that nmakes the 1033 el ection
irrevocable. While it would appear that replacenment doesn't
occur until property is identified to the IRS, neither the
courts’ nor the IRS attach any significance to this. However,
in PLR 8422005 the IRS held that neither the Code nor

2 1083@)(2)(b) (i), Regl §1.1033(a12(0)(3)

Regl §1.1033(a)-2(c)(2)

™ Regl 81.1033(a)- (2)(c)(2)

75
76

Regl . §1. 1033(a) - 2(c) (5)
McShain 65 TC 686 (1976), Rev Rul 83-39, TAM 7809006
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regul ations require that the first purchased repl acenent
property need be designated as the replacenent property. Any
property replaced within the replacenent period can be
designated as the replacenent property.

If taxpayers are not sure that deferral is the nost

advant ageous, they shoul d consider recogni zing the gain and
then electing deferral with an amended return. Regl 81.1033-
(a)-2(c)(2) allows taxpayers to elect to defer the gain after
filing a return reporting the gain, as |long as the anended
return is filed prior to the expiration of the period of tine
in which to make the replacenent.

The RS will not extend the period of time for electing
nonrecognition treatment. |In TAM 9138002 they held that the
statute is clear that extensions can only be granted of the
time in which to make the replacenent, and not of the tine in
whi ch to make the el ection’.

PROPERTY THAT IS SIM LAR OR RELATED I N SERVI CE OR USE

Property that is involuntarily converted generally is either
(1) non-business personal and real property (2) persona
property used in a trade or business or (3) real property held
for productive use in a trade or business or for investnent.
When Section 1033 was originally enacted, little guidance

exi sted from Congress about the "simlar or related in service
or use" requirement. As is true with other code sections, the
definition has been hamered out in court cases and revenue
rulings. The IRS and some of the courts have taken the
position that the replacement property had to have a close
functional simlarity to the converted property for the owner-
user of realty. |In Revenue Ruling 56-347 replacenent of a
parking lot and filing station with a retail store building did
not meet this test’ The courts were split on whether this sane
functional test had to be nmet at the owner-investor |level or at
the end-use | evel for owner-investors. In Pohn’™ the court
ruled that the test was to be applied at the owner-investor

| evel and all owed nonrecognition where a filing station was
replaced with an apartnment buil ding.

In Clifton Investment Conpany® the court rejected this

" See santucci v Conr, 32 T.C M 840(1973). Taxpayer realized gain froman

invol unt ary conversion which he recogni zed on his tax return. Later he was
audited after the replacenment period had expired. He argued that he should be
granted an extension of time in which to make the election and replace. The
courts were clear that the election had to be made tinmely. The statute
provided only for an extension of tine in which to replace the property.

8 Seedso CollinsV Comm, 29 TC 670 and Rev Rul 77-192,1977 -1 CB 249

 B. Pohn, 62-2 USTC T 9774

80 g3.1 USTC 1 9246
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functional test or end use test, which takes into account only
the actual physical end use to which the property is put

whet her that use be by the owner-taxpayer or by his tenant as
it applied to owners of investnent property. In so holding the
court ruled that Congressional intent was that the taxpayer
have a continuity of interest as to the original property and
its replacenent in order to not be given a tax-free alteration
of his interest. The court in Clifton devel oped a standard
that still applies today under Section 1033(a) when an owner-

i nvestor has his property destroyed in a disaster. The
standard pronul gated and foll owed by the IRS is that the
properties must be reasonably simlar in the relation to the

t axpayer whi ch reasonabl eness is dependent on a nunber of
factors, all of which turn on whether or not the relation of
the taxpayer to the property has been changed. The ultimte
use does not control when the taxpayer is not the user of the
property. In Liant Records®the court conpared the extent and
type of managenent activity, amount and ki nd of services
rendered by the taxpayer to the tenants and the nature of his
busi ness risks connected with the property. As is usual, each
case is dependent upon its set of facts and circunstances.
Applying this standard the court rejected the nonrecognition of
gain in Clifton because it considered there to be a materia
variation between the relation of the office building condemmed
and the operation of a hotel. \While both properties were held
for rental incone, the services and nanagenent and relation to
the tenants were significantly different in the operation of a
hot el .

The controversy over whether the holder of investment property
had to net the cl ose functional test waged on and in

McCaf frey®gain on the involuntary conversion of a public
parking | ot could not escape recognition where proceeds were
invested in the stock of a corporation owning a renta

war ehouse because the Third Circuit applied the test to the end
use of the owner-investor. This controversy was resolved with
the enactnment in 1958 of Section 1033(g).

For all involuntary conversions, OTHER THAN DESTRUCTI ON
property held for productive use in a trade or business or

i nvestment can be replaced with property that is |ike kind
under the nore liberal rules of Section 1031(g)%. In Revenue

81 62- 1USTC T 9494

82 60-1 usTC T 9271

8 Section 1033(g) hold that for purposes of subsection (a) , if real property
(not including stock in trade or other property held primarily for sale) held
for productive use in trade or business or for investnent is (as the result of
its seizure, requisition, or condemation, or threat or inmnence thereof)
conpul sorily or involuntarily converted, property of a like kind to be held
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Ruling 72-424 proceeds received for the condemation of a

t axpayer's business that consisted of a park and boating
facilities qualified for nonrecognition when reinvested in an
apartment buil ding.

Unfortunately taxpayers whose property is involuntarily
converted by the destruction of their realty nust conply with
the close functional test of 1033(a). Yet even under this
section there is a distinction between owner-users and owner -
investors. The IRS in light of the appellate court's decision
in Liant Record,lnc v. Conmissioner %l ooks at the simlarity in
the rel ationship of the services or uses which the original and
repl acement properties have to the investor owner®.

An owner-investor |eased out a |ight manufacturing plant which
was destroyed by fire. He replaced it with a whol esal e grocery
war ehouse and was accorded non-recognition treatnent. Yet an
owner-user of a |ight manufacturing plant who replaces his

busi ness with a whol esal e grocery warehouse woul d be taxed 8¢

Per sonal residences destroyed in presidentially decl ared

di sasters

On Aug. 10, 1993, President Cinton signed into |law, the

provi sions of the Revenue Reconciliation Act of 1993. |Included
in that act is Section 1033(h)1)% that applies special rules to
princi pal residences damaged in presidentially declared

di sasters occurring on or after Sept. 1, 1991. |In such cases
no gain is recognized by reason of the receipt of insurance
proceeds for unschedul ed personal property that was part of the

contents of such residence. |In the case of any other insurance
proceeds, the proceeds may be treated as a common pool of
funds. If such pool of funds is used to purchase any property

simlar or related in service or use to the converted residence
(or its contents), the taxpayer may elect to recognize gain
only to the extent that the ampunt of the pool of funds exceeds
the cost of the replacement property.

Principal residence is defined as under IRS 8 121, and renters
are accorded the sanme benefit if they receive insurance

either for productive use in trade or business or for investnent shall be
treated as property simlar or related in service or use to the property so

converted. See al soReg. 1.1033(g)-1 & 1.1031(a)-1
8303 F(2d)326 (1962)
% Rev Rul 64-237,1964-2 CB 319, PLR 9326042, Rev Rul 71-41,1971-1 CB 223

8 |BID Rev Rul 64-237, see also RR 76-390 where an owner-operated notel
repl aci ng an owner -operator nobile park home was not accorded nonrecognition

treatnent.
Revenue Reconciliation Act of 1993, P.L.103-66, Section 13431()b); AB 1228 conforming California Revenue
and Taxation Code § 18037(a) to federal law
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proceeds as a result of the involuntary conversion of their
resi dence. They qualify for relief under 1033(h)(1) if the
rented residence would be considered their principal residence
if they owned it.

The new | aw codifies the fungibility concept adopted by the Tax
Court in Massillon-Cl evel and- Akron Sign Co%, and treats the
honme and its contents as one functional unit. Ben Sanchez® of
the Regi onal Counsel’'s Ofice of the San Francisco district
believes that the | aw does not allow disaster victins to treat
their real property and schedul ed personal property proceeds as
one comon fund, which can be used to rebuild and refurnish the
hone.

EXAMPLE

Mary Henry has lived in her hone for the last 20 years and was
age 72 at the tine that her hone was destroyed in a
presidentially declared disaster, Cctober 20,1991. She settled
with her insurance conpany for $320,000 for her home, and

$90, 000 for contents. She buys another hone for $300, 000, and
spends the $70,000 on furnishing the home. Wile Mary has
spent her "common fund" of $320,000 on honme and contents, under
the I RS s approach Mary recogni zes gai n because she spent part
of "realty" nmoney on contents ($20,000). Under the alternate
interpretation, she would recognize no gain for she had

rei nvested her "conmon fund" in a hone and contents.

Legi sl ative History

When Ron Del luns, Pete Starke, and Di ane Feinstein® introduced
the provisions of Section 1033(h)(1), they stated that the
provision was intended to provide relief to disaster victinmns,
and allow themto reinvest their insurance funds in a way that
they needed in order to rebuild their lives after the disaster
The goal of the bill was 1). To prevent taxation on phantom
gain that could occur because honeowners don't keep extensive
records of the cost of their contents 2). To free disaster
victims fromthe burden of the close functional sinmlarity test
hamrered out by the courts, and to renove the onerous
restrictions as pronulgated in PLR 8127089.

In that ruling a taxpayer who | ost schedul ed artwork was
required to recogni ze gain because he replaced |ithographs with
wat ercol ors! The Service ruled that artwork in one nedi um was
not functionally sinmlar to artwork in another medium Under

8 15 TC 79 A 1950-2CB3

see Appendi x A not included for this conference

9 see Appendi x B not included for this conference
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the spin given the new |law by the I RS, disaster victinms who
spend their conmon pool of funds on unschedul ed contents woul d
be taxed.

Agai n, because of our concerns and the efforts of the comunity
of Gakl and, and the local district technical coordinator

Joseph Cal deraro, the Service in 1995 i ssued Revenue Ruling 95-
22 which provides guidance in this area and makes it clearer
that anounts received for schedul ed personal property are part
of a conmon pool of funds which can be spent on replaci ng hone
and or content.

In I TA 200114046 the IRS issued nore favorabl e gui dance hol di ng
that 1033(h)(1) applies to exclude gain resulting from

i nsurance proceeds received for unschedul ed personal property
that was destroyed in a Presidentially declared disaster even

t hough the property was not physically located in the
taxpayer’s principal residence at the tinme it was destroyed.

Simlar or related in service or use for homeowners who | ose
their hones in a disaster other than a presidentially declared
di saster
Unfortunately, homeowners who | ose their honmes in other than a
presidentially declared disaster will have to battle the
Service if they take the position that their funds are
fungi bl e, and spend their recoveries in a manner different than
the allocation agreed to with the insurance conpany.

VWhat constitutes property that is simlar or related in
service or use to a personal residence and its contents?
Revenue Ruling 76-84 holds that residential rental property
repl aced with a personal residence is not similar property %but
there is nothing that addresses whether a single-famly
resi dence can be replaced with a condominium The logic of the
functional test would suggest that is nmakes no difference if a
five-bedroom one-bath residence is replaced with a three-
bedroom two-bath condo.

Can one residence be replaced with two?

In Rev Rul 58-396 the Service said yes because both were
personal residences, one occupied by the parents, and the other
by their son. In a January, 1993 IRS public neeting with |oca
tax practitioners, the local IRS technical coordinator
confirmed that Washi ngton agreed that this ruling applied, but
no other public ruling has been forthcoming. Oher than PLR
8127089 that deals with schedul ed personal property, there is
not hi ng published about general household contents.

o See al so Erickson v Comm 598 F2d 525
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VWil e Section 1033(h)(1) addresses this for taxpayers who | ose
their homes in a presidentially declared di saster by exenpting
the proceeds received for unschedul ed personal property,

t axpayers who | ose their honme in another way still have to
grapple with what is simlar or related in service or use when
they | ose their honme and everything in it. The experience here
in the Cakland fire indicates that the Service may not be
willing to take the nore gl obal approach to the problem

Oiginally, when the San Francisco IRS district office was
approached for gui dance about what constituted repl acenent
property for contents, the first guidance fromthe Nationa
Ofice of the IRS stated that the taxpayer nust | ook to each
itemlost, and replace it with its functional equival ent.
Taxpayers who | ost a phonograph player could replace it with a
conpact disk player, but not with a stereo TV.

The Service has since relented in its position, and in a letter
dated March 17, 1993 to Rep. Ron Delluns (D-CA), Stuart Brown%,
O fice of Chief Counsel, IRS reiterates the nmore |ibera
position | ater taken by the San Francisco district inits
information letter of March 19, 1992%,

In that letter, the San Francisco district stated that if
specifically identified antiques or collectibles of substantia
val ue were destroyed, the replacenment property would have to be
simlar to the itemdestroyed (e.g., a destroyed painting could
be replaced with another painting but not with jewelry or
coins). "A taxpayer who receives insurance proceeds as
conpensation for the |oss of general hone furnishings and
contents (as distinguished from val uabl e anti ques, collectibles
or simlar itens) may avoid current recognition of gain under
Section 1033 provided the proceeds are used to acquire new
contents and furnishings that are generally simlar to what was
destroyed. In determ ning whether new contents and furni shings
are generally simlar to what was destroyed, the Service wll
not ordinarily require a specific matching of new and old itens
(except specifically identified itenms of substantial value)."

VWiile it may be argued that itenms that were covered under a
specific insurance rider (schedul ed personal property) have to
meet the functional test hammered out by the courts, there is
absol utely no authority for their distinguishing between

ordi nary househol d contents, collectibles, and items of
substantial value that were covered under the unschedul ed

92 see Appendi x C not i ncl uded

% see Appendi x D not included
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personal property provisions of the insurance contract.

Until the Service issues a revenue ruling promnulgating their
view, advisors will grapple with the contents dil emm.
Advi sors nmay decide to rely upon the court's holding in

Massillion that proceeds received for real and persona
property is one comon fund. It is possible that akin to the
Service’s rulings under 1033(a)% they will take a nore libera

vi ew of contents noney.
Exanpl e:

Jane Mono | ost her home as a result of a fire that started
during a renodeling project. She receives the policy limts of
$75,000 for contents, and $150,000 for her honme. The cost to
rebuild is $225,000. Her cost basis in the inventory that she
can remenber is $30,000, and its replacement cost is $100, 000.
If she uses her contents noney to pay for the code upgrades
required to rebuild her hone, she could be taxed on $45, 000 of
gain. Until Section 1033(h) is amended to apply to al
homeowner s whose hones are destroyed, the concept of
fungibility seems a workable solution to the problens facing

t hese taxpayers.

Personal property used in a trade or business

In the aftermath of the Okal ahoma bonmbing in 1994, Congress
enacted I RS 1033(h)(2) which treats tangi ble property as
simlar or related in service or use to any other tangible
property, thus extending the concept of a common pool of funds
to business owners®. O course under the results of Mssillion
busi ness owners already had support for this treatment %

Treat ment of insurance recoveries for additional living
expenses

Part of a typical homeowner's policy includes paynments for
additional living expenses incurred when the hone is danaged or
destroyed. Such paynents are commonly referred to as "l oss of
use" or "additional living expenses". Prior to the enactnent

of Section 123, such paynents were exenpt fromtax.

Current |law requires disaster victins to not only remenber what
their living expenses were prior to the disaster, but also keep

94 see citations at footnote 80 & 81

% The reason for this rule is that property damage in a Presidentially decl ared
di saster may be so great that the businesses are forced to suspend operations
for a substantial time. During that hiatus, valuable markets and custoners nay
be lost. These rules offer relief to those businesses by allow ng themto
reinvest their funds in any tangi bl e business property w thout being forced to

recogni ze the gain.
% BID
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meticul ous record after the casualty to determ ne whether any
of the settlement is taxable. The ampunt that is excludable is
t hat anount which is paid to the insured for living costs over
and above "normal " costs.

Normal |iving costs are rent, utilities, food, |aundry,
transportation costs and other m scell aneous services. It does
not include nortgage expense. Excess costs are itens such as
the costs of tenporary housing, utilities, food, including
nmeal s at restaurants and other living expenses directly rel ated
to the disaster.

Here is a typical breakdown of the expenses of a homeowner
after a fire:

Mont hly Living Expenses-- Honmeowner

After fire Before fire Change
Rent $2000 $ 0 $2000
Uilities 150 100 50
Meal s 1000 500 500
Transportation 80 160 (80)
Laundry 100 10 90

$3330 $770 $2560

If the homeowner is reinbursed $3,000 a nonth for excess living
cost, the excess rei nbursement of $440 per nonth is includable
in inconme. In the Gakland firestorm nmany insureds made
settlenments with their insurance conpanies and received a | unp
sumfor the anticipated time that it would take for themto
return to their hones. Because of our concerns, the IRS
clarified when the excess would be includable in income. Under
Rev. Rul. 93-43, the excess portion of the insurance proceeds
received is includable in gross incone for the taxable year in
which the | oss period ends, or, if later, for the taxable year
in which the excess portion of the insurance proceeds is
received.
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Because of the nunber of homes destroyed, and the shortage of
adequate rental units in a disaster area, a number of disaster
victinms buy thenselves a tenporary interimresidence or else
moved in a unit they previously owned. These taxpayers incur
no excess living costs for rent, and will be subject to tax on
the settlements they received fromthe insurance conpany. Can
the argunent be nade that the cost of selling the interimhone
shoul d be considered part of the taxpayer's additional |iving
expenses directly related to the fire? Should the code

di scrim nate agai nst those who rent and those who purchase an
interimhone? Currently it does. Whether the code is correct
inignoring the true capital costs of such a situation, is a
fight that has yet to be waged.

Since the loss of use insurance proceeds are exenpt fromincone
as long as they are spent on allowabl e excess living costs, it
woul d appear that under the aegis of Section 265, disaster
victims who are entitled to take an office in the hone
deduction under Section 280A woul d be precluded from doing so,
if the rent is paid out of the |oss of use allowance.
Clarification as to when excess insurance proceeds received for
additional living expenses is given in Rev Rul 93-43. Here the
IRS rul ed that insurance proceeds that exceed the increased
living expenses are includible in gross inconme for the taxable
year in which the | oss period ends, or, if later, the taxable
year of receipt.

Deductibility of nortgage interest follow ng the disaster

What about the deductibility of the interest expense incurred
on the outstandi ng nortgage, which is now secured, only by the
vacant |ot, and the charred remains of the hones that once
dotted the hills. Does that vacant |lot constitute a "qualified
resi dence" for purposes of Section 163? While the drafters of
the changes to Section 163 did not envision a disaster, they
did indicate that they would foresee circunstances where a
taxpayer would incur interest expense on a nortgage on a hone
that was not yet habitable®. The rules under Tenp. Reg. 1.163-
10T (p)(5) allow honeowners who build a hone to reclassify

i nterest expense incurred during a 24 nonth period prior to
occupancy as qualified residential interest. This issue was
raised with the IRS immedi ately after the firestormof 1991

and while they addressed it in an information letter issued
March 19, 1992 and again in Stuart Brown's letter of March 17,
1993, no public ruling was forthcom ng until 1996, when the
service issued Revenue Ruling 96-32. 1In that ruling they held
that the interest is deened to be qualified residentia

97 CCH 1992 Federal Tax Quide Reports T 21,671, 2/21/92
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i nterest.

Land divisible fromthe residence?

A nunber of people, who purchased new hones, kept their vacant
lots after the di saster because they are unable to sell them
The glut of the market, and the barrenness of the disaster area
resulted in prices of lots plumeting. If the lot is sold and
the proceeds are used to purchase a replacenent residence, can
it be argued that the economic-unit theory of Section 1033
applies? Under this test property that bears a substantia
econonic relationship to the property involuntarily converted
is treated as part of one economic unit and even though that
property was not involuntarily converted it is accorded

nonrecognition treat. In Masser % the court accorded 1033
treatment to the sale of the realty renmaining after a parking
| ot necessary to the ongoi ng business was condemed. It is

clear that the involuntary destruction of the residence does
not change the character of the lot and should be treated as
part of the involuntary conversion.

In response to our concerns, Washington confirned this position
finally in 1996 with the issuance of Revenue Ruling 96-32.

This ruling holds that the econonmic theory does apply to
personal residences. Lots sold will be accorded nonrecognition
treatment, as long as the anpbunt was reinvested in the

repl acenent property. |In PLR 9334007, the IRS stated that
where the econom cs of rebuilding a small hone in a tornado-

i mpacted area would result in aloss to the victim the theory
applies to property used as rental property.

Conversion into investnment property

What happens if honeowners are unable to sell their lots, and
hold on to them and convert themto investnent property, while
continuing to hold the nortgage. |If would appear that the

i nterest woul d becone investnent interest, subject to the rules
of Section 163(d). At what point in tinme does the interest
stop being qualified residential interest and becone investnent
interest? | would argue it would depend upon the facts and
circumstances. Certainly holding the lot for sale fromthe
time around the purchase of the replacenent residence argues
that it was still qualified residential interest. On the other
hand, never placing the lot for sale would suggest conversion
to investnment at an earlier point in tinme. The question begs
no answer if the taxpayer has enough investnment income to

9% 30 TC 741 (1958), acq; Contrast this with the Services position in Rev Ru

83- 50 where nonrecognition was deni ed where a honeowner noved his residence to
a second | ot and sought to have the gain realized on the first deferred under

Section 1034.
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absorb the interest expense®

Interplay between 1033 & 121

El derly honmeowners are hardest hit when a di saster occurs.

Many in our comrunity were unable to cope with the stress of
rebui |l di ng, and chose to buy down into a snaller hone.
Technically, an involuntary conversion is not a sale, but is
accorded sales treatnment ' and disaster victinms who neet the
age and habitation requirenents of Section 121 can elect to
take the $250, 000/ $500, 000 exclusion for sales occurring after
8/ 5/97. I n Decenber 2002, the IRS issued regul ations covering
unf oreseen circunmstances, and now di saster victinms who do not
meet the two out of five year rule of Section 121 can take a
partial exclusion!® Wth the changes to Section 121 and the
interplay with Section 1033, one nust seriously consider
whether to take the exclusion if the ownership and use test are
met. Had that provision been available to many of the people
in the Cakland firestorm many different decisions would have
been made, and the conmmunity woul d have suffered much | ess
trauma.

Tim ng may be an issue in involuntary conversion where the

di saster hits in year one, but the insurance settlenent and
repl acenent nmay not take place until year three or later. Are
these taxpayers to be precluded fromelecting to take their
excl usi on because of circunstances over which they have little
control? Should these taxpayers claimthe election in an
earlier year via an amended return once they know the ful
ampunt of the insurance settlement? Questions such as these
remai n unanswered. A real life winkle is howto treat the
situation where gain is realized over a nunmber of years and the
gain realized in any one year may be | ess than the exclusion
Shoul d the doctrine of open transactions apply herel®?

What happens if the honmeowners doesn’'t neet the ownership and
occupancy rules of 121 as of the time of the disaster? Does the
time that a honeowner is out of the residence count toward
nmeeting the requirenments? VWile the tine out does not count,
Reg. 1.121-5(d)(5)( c) provides that the homeowner is able to
tack her holding period prior to the casualty to the hol ding
period of the replacenment property. Mary Henry from above

deci des not to nove away, but to rebuild. Her hone burns down

% 163(d)(4)(B)
Reg. 1.1033(a)-3 & Reg 1.121-5(a)

101 |RC §121 ( C) (2), TR§1.121-3 (a) & ()

192 Burnet v. Logan, Edith, (1931, S ) 9 AFTR 1453, 283 US 404, 75 L Ed 1143
2 USTC 1736; Piper, Wlliam (1945) 5 TC 1104, acq ; Ovilletta Inc, (1942) 47
BTA 10.
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Oct ober 20, 1991, and she moves back into the hone March 20,
1993. In June of 1993 she decided to sell her home and go buy
a condo. Does she neet the last 2 of 5-year requirement? Yes.

Is it necessary to reoccupy the residence?

And what about disaster victins who rebuild but never occupy
the residence? A nunber of elderly couples started the
rebui | di ng process, and then one of the spouses died. Sone

wi dows are unable enotionally to reoccupy the rebuilt
residence. A harsh result may ensue, if the surviving spouse
decides to sell the rebuilt residence and buy down. However,
Stuart Brown 1% indicated in his letter that the Service would
| ook at all the facts and circunstances to determ ne whet her

t axpayers such as these woul d be granted nonrecognition.

If the Service rul es agai nst these taxpayers, the sale of the
rebuilt residence may result in a wash or a nondeducti bl e | oss,
and the purchase of the smaller honme will not be deermed to be
made by the deceased spouse resulting in gain recognized on the
decedent's half of the gain. This may be nmitigated by el ecting
to take the Section 121 exclusion on the final return.

Who can replace property involuntarily converted?

Ida and Frank Lupine lost their home in a presidentially

decl ared disaster in 1991. Frank and Ida settled with the

i nsurance conpany in 1992 and began rebuilding. Frank died in
January, 1993 when the home was 50% conplete. |da conpleted

t he construction of the residence and noved in June, 1993. Can
Ida step into Frank's shoes and conpl ete the replacenent for
both of then? The IRS takes the position, contrary to the
Third and Fourth Circuits, that nonrecognition of gain cannot
be el ected where the taxpayer dies and the replacenent is
conpl eted by an executor or testanentary trustee %

Under the District Court's decision in Chichester,
nonrecogniti on was granted but no step up in basis is obtained
for the replacenment property. |If the Service were to prevai
inits position, gain would have to be recogni zed on Frank's
final 1040, and half of the new residence would get a step-up
i n basis.

Home office and 1033(h)

Since that portion of a personal residence used as a hone
office is property used in a trade or business, it would appear
that disaster victims would have only 2 years in which to

03 1n aletter to Cakland firestormvictins
104 pevenue Ruling 64-161, 1964-1 CB 298
105781 usTC 9458
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repl ace this business property. However, this seens to be

i nconsistent with the relief provisions and was an issue that
no one thought of that February in 1992 when we nmet with Ron
Dellums to advocate for tax relief. While the statute is
silent on this point, I would argue that since an intact

physi cal unit was destroyed, the four year w ndow has to apply
to the hone office as well

It is clear that gain realized is to be allocated between trade
or business use real ty!® and personal residence where awards
are paid specifically for that type of property. Many of the
di saster victims in the East Bay hills did not have coverage
specifically for the business use of their home. What if the

i nsurance conpany specifically prohibited coverage under their
homeowner's policy for home office use? Wuld the taxpayer be
required to allocate a portion of their proceeds to the hone

of fice?

If the Service were successful in arguing that the home office
proceeds had to be reinvested within the 2 year w ndow, and if
gain had to be recognized, only the gain allocable to the

busi ness use property woul d be includible in inconme?’,

Advi sors may want, if they find their clients in such a
situation, to request an extension of time in which to conplete
t he reinvestment.

Does Section 1033 require direct conversion into noney for the
section to apply to property damaged in a di saster?

Under the econonic unit theory devel oped under cases |ike
Masser 1% the courts and | RS have accorded non recognition
treatment in certain cases where partially damaged or condemed
property was sold. The question arises as to whether the
property nust be directly converted into noney. |In PLR 8928011
the Service ruled no, following their decision in Rev Rul 80-
175. A hospital and its surroundi ng grounds were irreparably
damaged in an earthquake.

The taxpayers received no insurance proceeds or other types of

rei mbursenent and rather than repair it for costs exceeding its
FMW/ just before the quake, the hospital sold the underlying

| and for $2,600,000. The Service ruled that the gain realized

fromthe sale was eligible for nonrecognition under 1033. They
relied upon their decision in Rev Rul 80-175 that 1033 did not

require direct conversion into noney when property is converted
by destruction.

18 Rev Rul 72-424
107 Rev Rul 79-261
108 gD
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Section 752(a) & 1033

Conversion of partnership property requires the partnership and
not the partners to elect to replace the property. Because of
the application of partnership tax rules, individual partners
may recogni ze gain upon a conversion notwithstanding a valid
partnership election to defer the gain. Partnerships may want
to consider making a distribution in the year they know a
condemati on may occur

In PLR 9022037 the partnership term nated and distributed out
real property and held it as tenants in conmon. The IRS ruled
that each joint owner could make the 1033 el ection, but that
the partnership's investnment purpose could not be inputed to
the former partners. Therefore the rules under Section 1033(a)
and not 1033(g) applied.

There are special problens that ari se when partnerships hold
nortgages in an involuntary conversion. Were encunbered
partnership property is converted, Section 752 cones into play
and may require gain recognition by the partners even though a
1033 el ection has been nade.
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