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THE SAFE HARBOR

The Revenue Ruling 2009-9 and IRS Safe Harbor (Revenue Procedure 2009-20)

In 2009, two important documents were issued by the IRS regarding the taxation of Ponzi schemes.
In Rev. Rul. 2009-9, the IRS clarified much of the previously unsettled law in this area.

Rev. Proc. 2009-20 applies to losses for which the discovery year is a taxable year beginning after
December 31, 2007; it offers thousands of Ponzi scheme victims a badly needed uncomplicated shortcut to
cash refunds from tax losses.

These two IRS documents form a good package and were drafted in record time, for any government
agency.

However, it is important to remember that the IRS is not in business to give
back money. The “safe harbor” needs to be studied carefully, because it
could be extremely expensive form a tax standpoint. It might be a safe
harbor, but the tax cost to dock your boat in this harbor could be very high.

To provide a very simplistic example, assume that there are $30 billion of Ponzi scheme losses that would
be able to receive theft loss tax benefits. Assume that this Ponzi scheme Income or amounts of principal,
when taxed, were in the highest tax brackets. Therefore, again, to keep it simple, assume the average tax
bracket is 35% for the Ponzi Income included in Income by taxpayers in prior years. Taxes collected $/0.5
billion (35% x $30 billion).

For reasons like this, many Ponzi scheme victims may choose nof to avail themselves of the safe harbor of
Rev. Proc. 2009-20. This is especially so because the legal guidance offered by Rev. Rul. 2009-9 is so
helpful.

For many taxpayers, the “tax rights” that must be waived to take advantage of the “tax benefits” of the safe
harbor could be very expensive and unnecessary. Many taxpayers will find that the tax benefits available by
relying on the revenue ruling and other law are preferable alternatives to the benefits of the safe harbor.

Before Rev. Rul. 2009-9 was issued, there was a good deal of case law interpreting various aspects of the
theft loss deduction. The cases relied on were at times 40 to 50 years old, and many reflect the absence of
the type of forensic accounting that can be accomplished today. For this reason and others, although there
was a great deal of case law interpreting the statutes and regulations, there remained a great deal of
confusion about where certain lines were drawn.
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The IRS has done an extremely good job of clarifying that confusion by way of Rev. Rul. 2009-9. These
clarifications are very helpful, whether or not one chooses to be covered by the “safe harbor”

There are certain benefits to using the safe harbor, but most of the tax benefits granted by the safe harbor are
no different from the tax benefits that the taxpayer would receive under the law as interpreted by Rev. Rul.
2009-9. However, to achieve these benefits, the safe harbor requires that the taxpayer must waive valuable
potential tax rights.

Finally, the IRS is using a not-so-subtle form of administrative coercion to force the use of the safe harbor
by announcing that those who do not choose the safe harbor may be subject to stricter standards of proof
and increased audit potential.

Therefore, it is imperative that Ponzi scheme victims meet with their accountants and financial advisors that
have the knowledge and facilities to compare the economic effect of the use of the safe harbor to that of
reliance on the law in each individual situation.

The Amount of the Loss (Basis) and Phantom Income

Rev. Rul. 2009-9 and Rev. Proc. 2009-20 both acknowledge that the amount of a theft loss resulting from a
Ponzi scheme is generally the initial amount invested in the arrangement, plus any additional investments,
less amounts withdrawn. Furthermore, both agree that if an amount is reported to the Investor as income in
years preceding the year of discovery of the theft and the Investor includes the amount in gross income, then
the amount of the theft loss is increased by the purportedly reinvested amount (the “Phantom Income”).

Rev. Rul. 2009-9 says it best:

The amount of a theft loss resulting from a fraudulent investment arrangement is generally the initial
amount invested in the arrangement, plus any additional investments, less amounts withdrawn, if any,
reduced by reimbursements or other recoveries and reduced by claims as to which there is a reasonable
prospect of recovery. If an amount is reported to the Investor as income in years prior to the year of
discovery of the theft, the Investor included the amount in gross income, and the Investor reinvests the
amount in the arrangement, this amount increases the deductible theft loss.

Deduction Not Reduced by Application of Percentage or Dollar Limitations

Rev. Rul. 2009-9 makes it clear that the theft loss is an itemized deduction and that several code provisions
that typically impose limitations on deductions do not apply to theft losses from a Ponzi scheme because the
IRS regards theft losses from a Ponzi scheme as losses from a transaction entered into for profit. The 2%
limit on itemized deductions does not apply to the theft loss, nor does the overall limit of itemized
deductions that is based on a percentage of adjusted gross income apply. Finally, the $100 exclusion that
must be met before taking a deduction for personal theft losses does not apply to Ponzi scheme theft losses.
The Rev. Proc. 2009-20 safe harbor grants the same treatment.
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Respect for Pass-Through Entities

The Rev. Proc. 2009-20 safe harbor expressly addresses the treatment of Investors in Ponzi schemes through
entities that are separate and apart from the Ponzi victims, such as partnerships. It states that an Investor that
otherwise would be qualified for a theft loss will not be considered to be qualified to claim that deduction
under the safe harbor. Instead, the actual fund or entity itself in which a Ponzi scheme Investor has invested
will be considered the qualified investor for purposes of the safe harbor.

IRS officials and commentators have commented that pass-through entities such as partnerships and
Subchapter S corporations will report the Ponzi scheme losses to each investor on their Schedule K-1 so that
Investors who cannot use the safe harbor may file for their losses under the standard rules applicable to
owners of interests in pass-through entities.

Year of Discovery and Deductibility

The safe harbor, like the revenue ruling, confirms that the Ponzi scheme will be treated as a theft loss, which
means that the loss is deductible in the year of discovery.

The law and Rev. Rul. 2009-9 interpret “the year of discovery” of theft loss more liberally than the safe
harbor. The safe harbor requires that certain specific actions be taken by authorities before a theft loss is
discovered for tax purposes. The law does not require the taxpayer to go to that extent to recognize a theft
loss.

The Rev. Proc. 2009-20 safe harbor defines the year of discovery as the year in which any of the following
formalities were complied with:

(1) the lead figure (or one of the lead figures, if more than one) was charged by indictment or information
(not withdrawn or dismissed) under state or federal law with the commission of fraud, embezzlement,
or a similar crime that, if proven, would meet the definition of “theft” for purposes of §165 of the
Internal Revenue Code and Regs. §1.165-8(d), under the law of the jurisdiction of which the theft
occurred; or

(2) the lead figure was the subject of a state or federal criminal complaint (not withdrawn or dismissed)
alleging the commission of a crime described in section 4.02(1) of Rev. Proc. 2009-20, and either-

a) The complaint alleged an admission by the lead figure or execution of an affidavit by that person
admitting the crime; or

b) a receiver or trustee was appointed with respect to the arrangements or the assets of the arrangement
were frozen.

A taxpayer who does not choose to use the safe harbor may have the burden of proving under the existing
law that a particular year was the year of discovery.
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In essence, the IRS is requiring a taxpayer who does not meet the safe harbor requirements to prove that
there was a theft loss and to prove that he/she know about it in a particular year.

The U.S. Tax Court defines the proof needed to pinpoint the year of discovery quite differently, as follows:

A loss is considered to be discovered when a reasonable man in similar circumstances would have
realized the fact that he had suffered a theft loss.

The year of discovery has also been defined by courts as follows:"The proper year in which to claim
a theft loss ... being the year when the taxpayer in fact discovered the loss.

Amount of Loss in the Year of Discovery

In their statements, both Rev. Rul. 2009-9 and Rev. Proc. 2009-20 acknowledge as a legal matter that the
determination of the year of discovery, which is the year for the deduction of the theft loss, and the
determination of the amount of the deduction in the year of discovery, are two different exercises.

Rev. Proc. 2009-20 actually acknowledges this legal principle by establishing percentage amounts of
deductibility for the loss in the year of discovery.

Both IRS documents acknowledge that if, in the year of discovery, there is a claim for reimbursement with
respect to which there is a reasonable prospect of recovery, then no portion of the loss for which
reimbursement may be received is deductible in that year. However, the portion for which there is no
prospect of recovery is deductible in the year of discovery.

In Rev. Proc. 2009-20, the IRS makes a determination for all Ponzi schemes that a certain percentage
amount of a theft loss can be deducted in the year of discovery of a Ponzi scheme when calculating the
ultimate amount of the deductible loss.

The safe harbor specifically sets forth what may be claimed as the amount of loss in the year of discovery.
Those amounts fall into different categories. The Ponzi scheme investor will be permitted to deduct 95% of
the amount of the entire theft loss in the year of discovery if the taxpayer is not seeking any third-party
recovery for theft loss tax purposes. If the Ponzi scheme investor is pursuing or intends to pursue any
recovery from third parties (i.e., parties other than the perpetrator(s)), then the amount deductible in the year
of discovery will be limited to 75% of the deductible loss.

In addition, under the safe harbor, after calculating either one of these percentage amounts, the Ponzi
scheme Investor must subtract any actual recoveries or potential insurance recoveries or guarantee type to
determine the final allowable theft loss in the discovery year. This includes recoveries from SIPC.

Rev. Rul. 2009-9 only comments on the law. It gives legal guidelines as to the timing of deductibility of a
loss but does not comment on the specific amount of the loss in the year of discovery.
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Rev. Proc. 2009-20 states that if a taxpayer does not use the safe harbor, the taxpayer will have to rely on
the case law in this area to prove that the 95% and 75% figures used in the safe harbor are accurate or close
enough to be relied on by al/l Ponzi victims.

Here it is important to keep in mind that whether a taxpayer uses Rev. Rul. 2009-9 or
the Rev. Proc. 2009-20 safe harbor, whether the amount of the theft loss that is being
deducted in the year of discovery is 75%, 85% or 95% of the total theft loss, the
balance of the theft loss that is not claimed in the year of discovery will be claimed in
a later year when it is clear that no further recovery will be available. No theft loss
deduction is “lost” just because it is not deducted in the year of discovery.

A taxpayer who does not use the safe harbor may still claim the 95% and 75% figures. However, that
taxpayer will be required to prove that the 95% and 75% figures are accurate for the taxpayer’s situation
using evidence that is separate and apart from the IRS’s findings. The IRS definitely has done many
taxpayers a favor in the safe harbor by determining a fixed percentage for Ponzi scheme loss in the year of
discovery. However, for Ponzi scheme victims who do not use the safe harbor, the law may provide a
similar result if the taxpayer has proof to back it up.

Under the law, the taxpayer would be permitted to take 100% of the loss in the year of discovery minus the
amounts for which there is a reasonable prospect of recovery. To determine what the safe harbor provides to
the taxpayer, another comparative chart is necessary.

If one does not use the safe harbor to pin down the amount of the loss in the year of discovery, success may
depend upon the state of the taxpayer’s books and records and the expertise of the taxpayer’s tax lawyer and
accountant. If there is no solid proof of the taxpayer’s potential recovery or lack thereof, the taxpayer may
be well-advised to use the safe harbor if available.
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Quantifying the Amount of Theft Loss Deduction in the Year of Discovery

Rev. Proc. 2009-20
Safe Harbor

100%

Comparison

Amount of quantified
investment loss

Rev. Rul. 2009-9

100%

95% loss allowed
(loss reduced by 5%)

Amount of quantified
investment loss;
no recover sought

Loss reduced by any potential
recovery from Ponzi Scheme
“Responsible Group”

75% loss allowed
(loss reduced by 25%)

Amount of quantified
loss permitted; third-party
recover sought

Loss reduced by actual
recovery received

Loss reduced by actual

Loss reduced by actual
recover received

Other reductions to quantified
investment loss

recover received.

Loss reduced by insurance

Loss reduced by insurance
policies in the name of the
qualified investor

SAME

policies in the name of the
qualified investor

Loss reduced by contractual

Loss reduced by contractual
arrangement that guarantees
or otherwise protects against
loss of the qualified
investment.

arrangement that guarantees
or otherwise protects against
loss of the qualified
investment.

Loss reduced by certain
amounts payable from the
Securities Investor Protection

Loss reduced by certain
amounts payable from the
Securities Investor Protection
Corporation (SIPC)

Corporation (SIPC)
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Doctrine of Equality of Treatment and Nature of a Safe Harbor

While tax law as a general rule does not look at the equities of a taxpayer’s situation, Ponzi schemes might
warrant that type of treatment. To begin with, one must understand what is meant generally by a “safe
harbor” and the “doctrine of equality of treatment”

A safe harbor typically is an IRS procedure that permits taxpayers to obtain certain tax treatment without
administrative question because the permitted tax treatment is well within the boundaries of what IRS
believes is the law. Furthermore, there is a Doctrine of Equality of Treatment that is applied sparingly but
nevertheless requires the IRS to exercise its discretion in a manner so that similarly situated taxpayers are
treated equally.

It would seem difficult for the IRS to make a determination that all the taxpayers suffering Ponzi scheme
theft losses, wherever and whenever they may be, will be permitted a deduction at certain fixed rates at 95%
and 75%, while denying these same rates of deduction to a select group of similarly situated taxpayers who
choose not to do it the IRS way.

Waiver of Tax Rights

All of the comparisons so far of Rev. Rul. 2009-9 and the Rev. Proc. 2009-20 have compared the
similarities and benefits of the safe harbor with those provided under the law.

The following describes a Waiver of Potential Benefits that must be exchanged for the benefits of the safe
harbor and illustrates how costly that safe harbor may be form a tax standpoint.

Waiver of the Right to File Amended Returns Eliminating Income
The safe harbor requires the Ponzi scheme victim to forgo the opportunity to file amended returns for years
that are still open by the statute of limitations. A taxpayer’s waiver of his right to file amended returns could

be very costly, depending upon the amount of the losses, the year of the losses, and the taxpayer’s past,
present, and future financial situation.

HHH
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Richard S. Lehman, Esq
International Tax Attorney

With nearly 50 years as a tax lawyer in Florida, Lehman has built a tax law firm
with a national reputation for being able to handle the toughest tax cases,
structure the most sophisticated income tax and estate tax plans, and defend
clients before the IRS.

Graduate of Georgetown Law J.D. — Georgetown University

Masters in Tax Law from New York University Law School

Law Clerk to the Honorable William M. Fay — U.S. Tax Court in Washington
D.C.

Senior Attorney, Interpretive Division, Chief Counsel’s office, Internal
Revenue Service

Author: “Federal Estate Taxation of Non-Resident Aliens,” Florida Bar Journal
Contributing Author and Editor: International Business and Investment
Opportunities”

Florida Department of Commerce, Division of Economic Development, Bureau
of International Development (translated in German, Spanish, and Japanese)

Mr. Lehman has had extensive experience with all areas of the Internal
Revenue code that apply to American taxpayers and non-resident aliens and
foreign corporations investing or conducting business in the United States, as
well as U.S. citizens and domestic corporations investing abroad.
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