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Too good to be true
Court rejects deductible theft loss for real estate scam

No one wants to fall victim to a fraudulent 
real estate scam, but, as fraudsters become 
increasingly sophisticated, the risk is real. 
Though it’s a small comfort, victims should 
be able to claim a tax deduction for fraud 
losses, right? Not necessarily. Some investors 
recently learned that lesson the hard way.

Duped investors claim  
theft-loss deductions
In 2006, the taxpayers were given the opportunity to 
invest in a real estate project by financing the develop-
ment. For $500,000, they could purchase a 10-acre lot, 
which the developers would buy back for $625,000 a 
year later. The taxpayers would finance their investment 
through bank loans secured by the lot, and the develop-
ers would pay the interest on the loans while they were 
outstanding. The taxpayers agreed and bought Lot 86.

Later, they also purchased a smaller lot, Lot 135, 
through a partnership with their in-laws. The entire 

amount was financed, and they signed notes person-
ally guaranteeing the loans.

Not surprisingly, the investments were too good to 
be true. The developer never bought back the lots or 
developed the property. The lots couldn’t be developed 
individually, so the taxpayers were left with large loans 
in their names, secured by property of little value. In 
2008, they began joining lawsuits seeking recovery 
from various parties, including the developers and the 
banks that financed the loans. 

In 2011, the taxpayers filed amended tax returns 
for 2008, claiming deductions for losses related to 
the scam. Specifically, they claimed a deduction of 
$361,347 for Lot 86 and $103,125 for their share of 
the partnership’s losses on Lot 135. These deductions 
would have reduced their tax liability for 2008 by 
$21,157, and they sought a refund of that amount. 
They also tried to carry back the deductions to their 
2005 returns and sought another refund for that year.

The IRS disallowed the deduc-
tions and denied the refunds. 
The taxpayers turned to a fed-
eral district court for relief. 

Court sides with the IRS
The district court consid-
ered only the refund claims 
related to Lot 86, finding it 
lacked jurisdiction over the 
claims related to the partner-
ship losses on Lot 135. (See 
“Jurisdiction over partnership 
deductions” on page 3.) 



Unfortunately, its ruling on the deductions for their 
direct investments in Lot 86 wasn’t good news for the 
taxpayers. The IRS concluded that 2008 wasn’t the 
proper year to deduct the theft losses because the tax-
payers had a “reasonable prospect of recovery” in that 
year due to various pending lawsuits. To get around 
the need to prove they both discovered the loss and 
had no reasonable prospect of recovery in 2008, the 
taxpayers relied on an IRS Revenue Procedure that had 
been released in the wake of the Bernie Madoff Ponzi 
scheme scandal. That procedure generally allows an 
investor to take a theft-loss deduction in the year that 
criminal charges are brought for a fraud scheme.

As the court pointed out, though, the procedure 
applies only to a “qualified loss” from a “qualified 
investment.” A qualified loss results from certain 
fraudulent arrangements for which the lead figure  
was charged with fraud or embezzlement. The tax-
payers provided no evidence of such criminal charges 
resulting from the conduct that caused their loss. 
Further, amounts borrowed from the responsible 
group and invested in the fraudulent arrangement,  
to the extent they weren’t repaid at the time the theft 

was discovered, aren’t qualified investments. Most 
of the taxpayers’ investment was borrowed and not 
repaid, meaning that, for the loss to be “qualified,”  
they would have to show that the bank they borrowed 
from was part of the fraud — but they didn’t address 
this requirement at all.

The court ultimately concluded that the taxpayers 
weren’t entitled to take the deductions in 2008 and 
therefore couldn’t carry them back to 2005. As a 
result, they weren’t entitled to the refunds they sought.

Never assume
When it comes to tax deductions, you’ll need to prove 
all the elements of the underlying law. Your CPA can 
help you get the deductions you deserve. x
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Jurisdiction over partnership deductions
The taxpayers in Hamilton v. U.S. sought a tax refund based on their share of the partnership’s theft-loss 

deduction related to Lot 135. (See main article.) But, under tax law, district courts can’t hear taxpayer 

actions for refunds attributable to “partnership items” — including a partner’s share of the partnership’s 

deductible losses — unless an exception applies.

Under one such exception, a partner may be allowed to seek a refund if the IRS denies the partner’s 

administrative adjustment request (AAR) to amend the reporting of partnership items on a previous  

tax return. 

In Hamilton, the taxpayers admitted they hadn’t filed an AAR but argued that an amended return  

filed by the partnership was the functional equivalent of an AAR. The court disagreed, finding that an 

AAR filed by a partnership doesn’t satisfy this exception — the IRS must have rejected an AAR filed  

by a partner. Thus, even if the taxpayers’ partnership had filed an AAR, it wouldn’t have given rise to 

jurisdiction in this action.

The IRS generally allows an investor 
to take a theft-loss deduction in 
the year that criminal charges are 
brought for a fraud scheme.



Many real estate–related businesses are 
formed as partnerships, making them 
subject to the regulations for partnership 
audits under the Bipartisan Budget Act of 
2015 (BBA). The proposed regulations —  
which significantly change the previous 
rules regarding partnership audits and 
liability for any resulting adjustments — 
take effect for taxable years beginning 
after December 31, 2017. 

Liability for adjustments
The proposed regulations provide a default audit 
regime, under which the IRS will assess tax on an 
adjustment that increases a partnership’s income 
against the partnership itself, instead of against the 
individual partners from that tax year. That means 
the economic burden will be borne by the partners 
in place when the audit adjustment is completed, not 
those in place during the tax year that income was 
underreported. 

Alternatively, a partnership can elect to “push out” 
the adjusted items to the partners from the relevant 
tax year. The partners would then take their shares 
of the adjustments into account on their individual 
tax returns. (Separate proposed regulations provide 

rules addressing how partners that are pass-through 
entities, such as partnerships or limited liability com-
panies, take into account pushed-out adjustments.)

Partnerships must make the push-out election no  
later than 45 days after the date of the IRS notice of 
final partnership adjustment. The partnership must 
provide a statement to the IRS and every partner  
from the relevant tax year, reporting each partner’s 
share of the adjustment. 

Certain partnerships with 100 or fewer partners gen-
erally can elect to opt out of the BBA rules entirely, so 
long as each partner is an individual, C corporation, 
foreign entity treated as a C corporation, S corporation 
or the estate of a deceased partner. If a partner is a 
partnership or limited liability company, though, the 
overall partnership can’t elect out of the rules. 

Partnerships must elect out of the rules annually, 
and must disclose certain demographic information 
about each partner during the taxable year. If the IRS 
approves the election, it will audit the partnership 
under the rules that apply to individual taxpayers.
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Are you in compliance with  
the new partnership audit rules?

Under the proposed regulations, the 
IRS will assess tax on an adjustment 
that increases a partnership’s income 
against the partnership itself.
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What you need to know about construction loans

Not all loans and loan processes are the 
same. Securing commercial real estate 
loans is different from securing construc-
tion loans. If you’re seeking a construction 
loan, here’s some information to help you 
understand the lender’s mindset.

Securing unfinished collateral
While lenders secure regular commercial loans with 
existing cash flow, they secure construction loans with 
unfinished collateral. The collateral’s value depends 
on the appraised land value, the project’s completion 
and its estimated economic viability. So, it’s natural for 
lenders to seek assurances that a developer will man-
age construction risk from the project’s start. They also 
want to ensure that developers have enough money 

invested in the venture to overcome construction prob-
lems and complete the project successfully.

In a tight credit market, lenders evaluating construc-
tion loan applications consider the project’s loan-to-
value (LTV) ratio. This is calculated by dividing the 
loan amount by an appraiser’s projection of the fair 
market value of the completed and occupied project 
multiplied by 100%. Conventional lenders look for an 
LTV that isn’t higher than 75% to 80%. 

Lenders also want to know the project’s loan-to-cost 
(LTC) ratio. This is the loan amount divided by the total 
project cost from the time of acquisition to project 
completion. Because lenders are often wary of precon-
struction appraisals, they may look to the LTC in their 
underwriting evaluation. 

The new partnership representative
The BBA replaces the previous “tax matters partner” with 
a “partnership representative” who has the sole authority 
to act on the partnership’s behalf in IRS proceedings. 
Partnership representatives have broad authority to bind 
their partnerships and partners, including the ability to 
extend the statute of limitations, proceed to court, enter 
settlements and make push-out elections. 

The partnership representative must have a “substantial 
presence” in the United States, but need not be a partner. 
Moreover, the BBA doesn’t require the representative to 
communicate with the partners during an audit.

In addition, the partnership must designate a partner-
ship representative every year on its tax return, and 
the appointment is valid only for that year. If the part-
nership fails to designate a representative for a taxable 
year, the IRS has the power to do so. 

Far-reaching implications
The effects of the new rules could reach beyond part-
nerships’ federal income tax liabilities, as the rules also 
have implications for state and local taxes, financial 
reporting and the formation of new partnerships. Your 
CPA can help ensure your real estate business is in the 
best position to protect itself under the regulations. x
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Predevelopment project costs include all expenses 
before construction, such as architectural, engineering, 
survey, legal and permit work. They can also include land 
acquisition and demolition costs. Development costs 
encompass expenses from site preparation through con-
struction, including materials, labor, insurance and taxes.

Traditionally, lenders require developers to have at 
least 20% equity in the project, which can take the 
form of free-and-clear land. In some situations, lenders 
may require higher contributions from developers — 
and may want personal guarantees as well. 

Calculating the numbers
Lenders also scrutinize the project’s debt-service- 
coverage ratio. This involves calculating net operating  
income for the completed project to determine if 
it’s sized appropriately for proposed loan payments. 
Typically, the debt-service-coverage ratio will be 
higher for single tenancy, single use properties and 
multitenant commercial properties.

Your lender will also look at your net-worth-
to-loan-size ratio. Your net worth should be 
at least as large as the loan amount. Be pre-
pared to provide lenders with information 
explaining where preconstruction money 
was spent and the sources for those funds. 

Lenders look for red flags when sizing up a 
project. For example, is land value based on 
its purchase price or its current market value? 
If you list the land value as higher than the 
purchase price due to improvements, expect 
lenders to question that claim. A higher value 

may be justifiable, if the developer assembled several 
parcels to form the development site, but it won’t be 
justified for costs incurred while demolishing an exist-
ing building.

Completing the details
Lenders may require various conditions and provisions 
in both the construction and loan documentation to 
ensure the project is constructed well, within budget and 
on time. This includes contract time provisions, use of 
the property, detailed costs, and caps on change orders 
and cost overruns. For larger projects, some lenders will 
require periodic site visits by an independent engineer or 
accounting professional to ensure that the project is pro-
gressing as planned and the percentage of costs incurred 
jibes with the project’s percentage of completion.

In addition, lenders will seek provisions for dispute res-
olutions and bonding for contractors. Finally, lenders 
look for assignable contracts to facilitate completion of 
the work in case of default.

Finding the right loan
Remember, lenders also will review your track record —  
both in the market area and with the type of project 
being developed, as well as with the financial institution. 
As with all major decisions, contact your attorney and 
CPA to review your paperwork before signing. x

A project’s debt-service-coverage ratio 
calculates net operating income for 
the completed project to determine if 
it’s sized appropriately for proposed 
loan payments.
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Brush up on the tax rules  
for rental property owners

With the favorable new tax provisions for 
real estate businesses, it’s likely that the 
number of people investing in rental prop-
erty will grow in the next few years. If you’re 
thinking about making the leap, you need 
to understand the basic federal income tax 
rules for rental income and expenses.

What’s “rental income”?
Rental income is defined as any payment received for 
the use or occupation of property and can encompass 
sums beyond just regular rent payments. For exam-
ple, rental income also includes advance rent — any 
amounts paid before the period it covers. Security 
deposits used as the final rent payment are considered 
advance rent, unless you plan to return a deposit at the 
end of the lease.

When you keep part, or all, of a deposit because the 
tenant breaches the lease, include the amount in your 
income for that year. This also applies to payments for 
lease cancellation payments.

If a tenant provides property or services as rent, 
rather than money, include the fair market value of the 
property or services in your rental income. For exam-
ple, if your tenant paints your building in exchange for 
two months’ rent, include the amount he or she would 
have paid for those two months in your rental income.

What about expenses paid by a tenant? A tenant, for 
instance, might pay the water bill on the building, 
although not required to by the lease. Include the 
water bill amount as a rent payment. 

You generally must report all amounts received as rent in 
your gross income in the year received. You can deduct 
such amounts if they’re deductible rental expenses.

Which expenses are deductible?
Once you receive rental income for a dwelling, you can 
deduct certain “ordinary and necessary” rental expenses, 
subject to some limitations. Deductible expenses gener-
ally include mortgage interest, property taxes, operating 
expenses (for example, maintenance, utilities, insurance 
and advertising costs) and depreciation.

You can’t, however, immediately deduct your costs for 
“improvements,” meaning the amounts paid for a bet-
terment or restoration of the property or adaptation 
to a new or different use. You can recover these costs 
only over time through depreciation.

The passive activity loss rules or the at-risk rules 
may limit the amount of deductible loss if your rental 
expenses exceed your rental income. Your expenses 
and loss may be further limited if you personally use a 
property that you rent (for example, a vacation home 
or a residence where you rent out a room).

Look before you leap
Investment rental properties can bring some signifi-
cant financial benefits, but you must consider the tax 
implications. Your CPA can help you devise the best 
path forward. x




