
Casualty and Business Losses
When Basis Hasn’t Been Lost

By Calvin H. Johnson

Under current law, the amount of a casualty or busi-
ness loss is the lesser of adjusted basis in the property or
reduction in value caused by the event. Applied me-
chanically, the rule sometimes generates deductions of
basis when basis has not been lost. Taking deductions for
basis that was not lost does not reflect income and can
even yield negative taxes on investments with positive
gains. The proposal would limit business and casualty
losses to the amount by which value of the property after
the event is below adjusted basis. If the taxpayer still has
his basis in the form of the remaining value of the
investment, then the amount of basis would not be
deducted.

I. Current Law

Business and casualty losses are deductible only to the
extent of basis in the lost item.1 For instance, a cash
method taxpayer who loses income before reporting it on
the tax return may not deduct the lost income. A lawyer
who is not paid,2 an author whose royalties are diverted
away by embezzlement,3 and a store whose cash is stolen
from the cash register4 have no deduction from their
grievous events because they have never paid tax on the
income diverted. To allow the taxpayer to both exclude
and deduct the same item of income would amount to a
‘‘double deduction.’’5 Similarly, the loss of fully depreci-
ated machinery by casualty or abandonment does not
generate a tax loss, even though the lost machine was
valuable, because the taxpayer’s cost was fully recovered
by depreciation deductions. To allow both full deprecia-
tion of the cost and a tax deduction for the loss on
withdrawal of the machine would amount to a double
deduction. Similarly, loss of unrealized appreciation does
not justify a tax deduction, even if the event results in an
economic loss. For example, suppose a coin and stamp
dealer holds rare coins in inventory that were purchased
for $100x and appreciated in value to $1000x. If the coins
are stolen (and not covered by insurance), the allowable
tax deduction for the loss of the coins would be $100x,
not $1,000x. To allow the full value of the coins to be
deducted would allow a double benefit of both excluding
the $900x of appreciation from income and deducting it.
Disallowing deductions in excess of basis is often politi-
cally misunderstood as an assault on losses, but these are
necessary accounting results in an orderly tax system.

Losses arising out of a theft or casualty may be
deducted,6 but if the property lost is not held for business
or profit, the deductions are subject to three cumulative
limitations. First, a nonbusiness theft or casualty loss
deduction is allowed only to the extent the tax loss
exceeds $100 per incident.7 Second, theft and casualty
losses for the year (above $100 per incident) are allowed
only when all losses exceed 10 percent of the taxpayer’s
adjusted gross income.8 Third, losses (less $100 per
incident and 10 percent adjusted gross income overall)
are itemized deductions and may be replaced by the

1Reg. section 1.165-1(c).
2Reis v. Commissioner, T.C. Memo. 1996-469, Doc 96-28335, 96

TNT 206-12.
3Alsop v. Commissioner, 290 F.2d 726 (2d Cir 1961).
4Kikalos v. Commissioner, T.C. Memo. 1998-92, Doc 98-8085, 98

TNT 42-9.
5Hill v. Commissioner, 8 T.C.M. 123 (1949).
6Section 165(c)(3) (casualty loss allowed).
7Section 165(h)(1).
8Section 165(h)(2).
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The proposal is made as a part of the Shelf Project,
a collaboration by tax professionals to develop and
perfect proposals to help Congress when it needs to
raise revenue. Shelf Project proposals are intended to
raise revenue, defend the tax base, follow the money,
and improve the rationality and efficiency of the tax
system. The tax community can propose, follow, or
edit proposals at http://www.taxshelf.org. A longer
description of the Shelf Project can be found at ‘‘The
Shelf Project: Revenue-Raising Projects That Defend
the Tax Base,’’ Tax Notes, Dec. 10, 2007, p. 1077, Doc
2007-22632, 2007 TNT 238-37.

This proposal would deny a business or casualty
loss deduction for basis to the extent of the fair market
value of the property held by the taxpayer after the
casualty or loss event. To the extent property still has
value, basis has not been lost. The proposal would
have no effect on sales, total losses, or properties like
cars and machinery that do not appreciate. The pro-
posal is part of a series of proposals under a grand
norm that adjusted basis needs to describe the invest-
ment value of an asset.

Shelf Project proposals follow the format of a
congressional tax committee report in explaining cur-
rent law, what is wrong with it, and how to fix it.
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standard deduction.9 A married couple filing jointly, for
instance, would prefer to take the standard deduction of
$10,900 if the sum of all their itemized deductions for the
year is less than $10,900.10 Trade or business losses are
not subject to any of the three limitations.

Reg. section 1.165-7(b) provides that the amount of the
loss recognized for tax purposes is the lesser of (1)
adjusted basis or (2) the amount by which the casualty
reduces the fair market value of the property. The latter
limitation codifies Helvering v. Owens, where a personal-
use car with high basis but modest value was wrecked.
The Court held that loss on a casualty to a personal
property could not exceed the reduction in value caused
by the casualty itself.11 In contrast, total destruction or
abandonment of business property (such as machinery)
is the last chance to deduct taxpayer’s unrecovered cost,
and the adjusted basis of the property can be deducted at
that time without regard to reduction in value.12

The taxpayer’s adjusted basis in the property is re-
duced by losses deducted under section 165.

II. Reasons for Change

Mechanically applied, the regulations describing the
amount of the business or casualty loss allow deductions
of unrealized gains in some circumstances. Reg. section
1.165-7(b) provides that the taxpayer is allowed the lesser
of (1) adjusted basis or (2) the amount by which the
casualty reduces the fair market value of the property.
While both adjusted basis and loss of value are appro-
priate limitations, a deduction is inappropriate to the
extent that after the loss event the property still has a
value because the taxpayer has not lost the basis.

Assume, for example, that taxpayer purchased a large
tract of unimproved land in Northern California for $5
million with intent to make a profit by holding the land
for residential development.13 Shortly after the pur-
chased oil was discovered, the market value of the land
increased to $18 million. A month later, a sudden intru-
sion of saltwater into the oil-bearing formation destroys
the well, and the fair market value of the land dropped to
$10 million. Neither the oil nor the saltwater intrusion
were foreseeable at the time of purchase. The taxpayer
did not lose any of his original $5 million investment, and
even after the loss, the taxpayer held a fine investment
that had doubled in value from $5 million to $10 million
during the short holding period. Nonetheless, the tax-
payer deducted $5 million basis as an ordinary deduction

because the mechanical rule of the regulation allows the
lesser of basis ($5 million) or reduction of value ($8
million).

In Cox v. United States,14 the Ninth Circuit allowed a
deduction under the literal reading of the regulation. The
court said the financial plight of the individual was ‘‘no
doubt, one of the motivations for designing the casualty-
loss deduction; and the diminished taxpaying capacity of
such a person certainly justifies the deduction.’’ But the
court said that the law was not predicated on ‘‘any
required demonstration of a reduced capacity to pay
one’s taxes.’’15

The Cox decision and the mechanical application of
the regulation do not reflect the income of the taxpayer.
Indeed, the tax accounting under Cox could generate a
negative tax on a very profitable investment. If the
taxpayer sold when the long-term holding period was
met, the gain would be taxed at 15 percent as a capital
gain — absent improvements sufficient to transform the
asset into an ordinary asset. The loss deduction would
reduce basis to zero, so the sale would produce $10
million of capital gain, if value did not change, and $1.5
million of capital gains taxes. The $5 million deduction
for loss of basis, although no basis was lost, would have
saved tax at ordinary rates as high as 35 percent. At those
rates, the savings from the deduction would be $1.75
million. On a transaction in which the taxpayer’s position
doubled in just over a year, the misaccounting for the
basis not lost would have added $250,000 of value to the
transaction. Repeal of the income tax would have sub-
tracted $250,000 of value from the transaction.

Looking at the $5 million alone, the deduction of the
$5 million at the 35 percent tax rate saved $1.75 million,
and the gain that arose (because the $5 million was in fact
not lost) cost tax at 15 percent or $750,000. The net effect
of deduction of a $5 million nonloss was $1 million
negative tax. If the gain is never taxed, such as by reason
of the step-up in basis at death16 or the exemption for
gain on sale of a principal residence,17 then the negative
tax could be as high as $1.75 million.

The taxpayer in Cox did not lose any of his $5 million
basis by the intrusion of saltwater. Basis is supposed to
describe the taxpayer’s investment that has not been lost
or expired. We capitalize a taxpayer’s investment in
undeveloped land and do not allow it to be depreciated
because the land that the taxpayer holds means the costs
have retained their value. Deductions, in general, are
allowed only because they represent lost amounts and
the taxpayer had not lost any of his basis in Cox. The Cox
court is right that the loss deduction it condoned did not
represent a reduction in taxpaying capacity. That insight
should have been fatal to the deduction for a court that

9Section 62 lists deductions that can be taken in addition to
the standard deduction.

10Rev. Proc. 2007-66, 2007-45 IRB 970, Doc 2007-23317, 2007
TNT 203-8, section 3.11 (applicable for 2008). It should be noted
that casualty and theft losses are not phased out by section 68.
Section 64(c)(3).

11Helvering v. Owens, 305 U.S. 468 (1939); reg. section 1.165-
7(b).

12Reg. section 1.165-7(b)(1).
13The hypothetical is based on Cox v. United States, 537 F.2d

1066 (9th Cir. 1976). The facts are changed to round numbers, to
reflect inflation and current tax rates, and to preserve the
negative tax in the original decision at today’s lower tax rates.

14Id.
15Id. at 1069.
16Section 1014. Most unrealized gain held by individuals is

never taxed. Jane C. Gravelle, ‘‘Limit to Capital Gains Feedback
Effects,’’ Congressional Research Service report for Congress at
4 (1991).

17Section 121.
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took responsibility for the accounting impact of its deci-
sions. The statute, after all, was allowing a deduction
only for ‘‘losses.’’18

The taxpayer in Cox did lose unrealized appreciation.
The discovery of oil increased the value of the land and
the saltwater intrusion reduced it. But unrealized appre-
ciation is not deductible as a matter of accounting
necessity. The nondeductibility of unrealized apprecia-
tion should remain a firm rule, even then the taxpayer
has some basis in the property. Cox in essence allowed a
business or casualty loss for reduction in the amount of
unrealized appreciation.

Finally, a system of tax accounting that reflects in-
come, as financial analysis understands it, would keep
the adjusted basis of property as close to fair market
value of the property as feasible. Financial analysis
compares diverse kinds of investment by treating the
investment under examination as a bank account gener-
ating interest called the internal rate of return. The
internal rate of return is the compound annual interest on
a bank account that matches the investment under ex-
amination in its cash flows.19 Calculation of the internal
rate of return simultaneously specifies a balance of the
hypothetical bank account. One has identified the
interest-like return from the property only if the adjusted
basis of the property is equal to the net present value of
future cash flows from the property as the internal rate of
return. In a realization tax system, adjusted basis is not
increased by taxation of appreciation, but that does not
prevent disallowing deductions of basis that would re-
duce the adjusted basis below the remaining present
value of the investment. Keeping the adjusted basis of the

property equal to its value is a neutral system that
matches debt financing and prevents the investment
from being more valuable to high tax bracket investors.20

Preventing basis not lost from being deducted would
add no new burden to the administration of the tax
system. The taxpayer in Cox, for example, needed to
know how much value the saltwater intrusion destroyed,
and that required knowing the value of the property
before and after the intrusion. In the hypothetical, the
property was worth $18 million before the casualty and
$10 million after the casualty. The proof of loss of value
also proved that the taxpayer still had a $10 million
investment in the property intact and that none of the $5
million basis was lost.

Had the casualty reduced the value of the investment
to $3 million, then $2 million of the original $5 million
investment would have been lost and appropriately
deducted (within limits if the property were nonbusiness
property). But the $3 million remaining value would not
be a loss deduction, under the principal that an invest-
ment has not been lost to the extent of its remaining
value.

III. Explanation of the Proposal
The proposal would amend section 165(b) to provide

that adjusted basis taken into account in computing
deductible loss shall be reduced by fair market value of
the property after the loss event.

Thus, for example, if taxpayer buys property for $5
million, watches it appreciate to $18 million, and then has
a casualty that destroys $10 million of value, no loss
would be allowed because the value of the property after
the casualty exceeds the $5 million basis.

A property that is totally lost, sold, or abandoned
would not be affected by the change because there is no
remaining investment value in the property. The pro-
posal would only rarely have impact on personal-use
cars because it is unusual that those cars have unrealized
appreciation above original cost.

18In Helvering v. Owens, 305 U.S. 468 (1939), the Supreme
Court held that taxpayer’s loss from an auto accident that
totaled the car could not exceed the value of the car before the
accident. Otherwise, the taxpayer would be deducting depre-
ciation of the car in its personal use. The statute limited the loss
deduction by basis, and said nothing about reduction in value,
so the court was proceeding solely on a proper definition of loss.
So similarly, the Cox court should not have allowed a deduction
of basis that was not a loss of investment.

19See, e.g., Richard Brearly and Stewart Myers, Principles of
Corporate Finance 98-108 (6th ed. 2000) for explanation. Internal
rate of return has some anomalies that make net present value
a more reliable measure in some circumstances, but net present
value also measures the investment under examination by
comparison to some bank-account-like investment.

20Paul Samuelson, ‘‘Tax Deductibility of Economic Deprecia-
tion to Insure Invariant Valuations,’’ 72 J. Pol. Econ. 604 (1964), is
the pioneering article. Calvin H. Johnson, ‘‘Kahn Depreciation
and the Minitax Baseline in Accounting for Government Costs,’’
Tax Notes, Dec. 30, 1991, p. 1523; and Calvin H. Johnson, ‘‘Soft
Money Investing under the Income Tax,’’ 1989 Ill. L. Rev. 1019,
1069-1071 (1990) are examples of its application.

COMMENTARY / SHELF PROJECT

TAX NOTES, July 28, 2008 359

(C
) T

ax A
nalysts 2008. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.


