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Tax Deductions May Be Available for Madoff Investors

Many individuals and entities have been adversely impacted by
the apparent loss of their investments with Bernard L. Madoff
Investment Securities LLC. As has been reported in the popular
press, Madoff investors may be eligible for several valuable tax
 benefits. It is important to note, however, that a portion of these
benefits (including certain tax refunds) may be obtained only by
taxpayers who act quickly, generally before April 15, 2009. Unlike
most investment losses, taxpayers may be able to take ordinary
loss (as opposed to capital loss) deductions in connection with
the alleged “Ponzi Scheme.” 

By way of background, capital losses are generally less bene-
ficial than ordinary losses in that capital losses may generally be
utilized solely to offset capital gains, whereas ordinary losses
(subject to applicable limitations) may generally be utilized to
offset most types of income—including both ordinary income
and capital gains. In addition, unused capital losses may not be
carried back and utilized to offset income for prior tax years.

The Internal Revenue Code of 1986, as amended, provides
that individual taxpayers may be eligible for ordinary loss deduc-
tions for business losses, losses incurred in a transaction entered
into for profit, and nonbusiness losses that arise from casualty
or theft. If characterized as a nonbusiness loss that arises from
 casualty or theft (as opposed to a business loss or a loss in con -
nection with a transaction entered into for profit), there are certain
limits on available deductions (e.g., the first $100 of  losses are dis-
allowed, and losses may be taken solely to the extent that the

amount of the loss exceeds 10  percent of the  taxpayers “adjusted
gross income” for the tax year in which the loss is sustained). 

There are many strategic issues that must be addressed when
dealing with losses incurred in connection with a Madoff invest-
ment, including:

• The nature and amount of the loss sustained (business, for-
profit activity, or nonbusiness);

• The proper year for reporting the loss;
• The possibility of filing amended returns to recharacterize tax-
able interest reported in prior years for tax years that are not
barred from the 3-year statute of limitations (e.g., the 2005 tax
year will close for many taxpayers on April 15, 2009); and

• The ability of investors to carry back for up to 3 years
and/or carry forward losses that exceed their taxable income
in the year the loss is sustained as a net operating loss
(regardless of whether actually incurred in connection with
a trade or business).

Time is of the essence if you or one of your clients has been
adversely impacted by an investment with Madoff. In some
cases, the proper course of action will be to file amended
income tax returns for 2005, 2006, and 2007 (as well as the reg-
ular 2008 tax return) by April 15, 2009. The members of Blank
Rome’s Business Tax Group and Private Client Group are avail-
able to provide additional information and assist in addressing
the strategic issues discussed above. �
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