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MEMORANDUM FOR COMMISSIONER, SMALL BUSINESS/SELF-EMPLOYED 

DIVISION 
COMMISSIONER, WAGE AND INVESTMENT DIVISION 

 
FROM: Michael R. Phillips 
 Deputy Inspector General for Audit 
 
SUBJECT:  Final Audit Report – Many Investment Theft Loss Deductions  

Appear to Be Erroneous (Audit # 201040042)  
 
This report presents the results of our review to assess the Internal Revenue Service’s efforts to 
ensure validity of investment theft loss deductions.  This audit is included in our Fiscal Year 
2011 Annual Audit Plan coverage and addresses the major management challenges of 
Implementing Health Care and Other Tax Law Changes and Erroneous and Improper Payments 
and Credits.  

Management’s complete response to the draft report is included in Appendix VI.  

Copies of this report are also being sent to the Internal Revenue Service managers affected by  
the report recommendations.  Please contact me at (202) 622-6510 if you have questions or 
Michael E. McKenney, Assistant Inspector General for Audit (Returns Processing and Account 
Services), at (202) 622-5916.  
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Background 

 
Internal Revenue Code (I.R.C.) Section (§) 165, along with associated regulations, procedures, 
and rulings, provides taxpayers with tax relief for investment theft losses.  An investment theft 
loss occurs when someone steals a taxpayer’s property held in connection with a transaction 

1entered into for profit.   The taking of property must be illegal under State law and committed 
with criminal intent.  A theft includes the taking of money or property by blackmail, burglary, 
robbery, embezzlement, etc.  Theft losses can also include losses resulting from Ponzi schemes.  
A Ponzi scheme is an investment fraud that involves the payment of fictitious investment returns 
to existing investors from funds contributed by new investors.  Ponzi scheme organizers often 
solicit new investors by promising to invest funds in opportunities claimed to generate high rates 
of return with little or no risk. 

With little or no legitimate earnings, the schemes require a consistent flow of money from new 
investors to continue.  Ponzi schemes tend to collapse when it becomes difficult to recruit new 
investors or when a large number of investors ask to cash out.  In some instances, these schemes 
last for long periods of time and do not collapse until substantial sums of money have been 
contributed by investors.  For example, in March 2009, Bernard Madoff pleaded guilty to 
11 Federal felonies and admitted to turning his wealth management business into a massive  
Ponzi scheme that defrauded thousands of investors of 
billions of dollars.  The amount missing from client 
accounts, including fabricated gains, was almost 
$65 billion.  The court-appointed trustee estimated  
actual losses to investors of $18 billion. 

The Internal Revenue Service (IRS) recognized and 
addressed the tax implications of Ponzi scheme losses  

The number of investment theft loss victims as a result of 
a Ponzi scheme increased significantly in Tax Years 2008 and 2009.  With the potentially large 
number of victims filing tax returns claiming these losses, IRS officials wanted to minimize both 
the IRS’s administrative burden and the burden on the victims of Ponzi scheme losses.  As such, 
the IRS issued a revenue procedure which provides victims with a uniform method for 
computing the theft losses from Ponzi-type investment schemes and helps to simplify related tax 
reporting for these taxpayers. 

                                                 
1 Investment property is any property held for investment, such as stocks, notes, bonds, gold, silver, vacant lots, and 
works of art. 
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The IRS also issued a revenue ruling describing the proper income tax treatment under  
I.R.C. § 165 for losses resulting from Ponzi-type investment schemes. 

• Revenue Ruling 2009-9:  Provides taxpayers with guidance on determining the amount 
and timing of losses under I.R.C. § 165 resulting from Ponzi schemes.  The ruling holds 
that a loss from a Ponzi scheme is a theft loss in a transaction entered into for profit; 
therefore, the theft loss rules under I.R.C. § 165 apply.  Under the I.R.C. § 165 rules, a 
taxpayer must prove that the loss was from theft and the amount of the loss.  The loss is 
deductible in the year the theft was discovered.  However, a taxpayer is not allowed a 
deduction if there is a claim for reimbursement of any portion of the loss for which there 
is a reasonable prospect of recovery.  Investment theft losses are not subject to either 
personal loss limitations, namely the $100 and 10 percent of Adjusted Gross Income or 
the 2 percent of Adjusted Gross Income limitation.2 

• Revenue Procedure 2009-20:  Simplifies compliance for taxpayers by providing an 
optional safe harbor3 means of determining the year in which the loss from a specified 
fraudulent arrangement4 is deemed to occur and a simplified means of computing the 
amount of the loss.  The safe harbor option allows qualified investors5 to deduct either 
75 or 95 percent of their qualified investment,6 less the amount of any potential or actual 
recovery from insurance or similar contractual arrangements, in the year the lead figure is 
criminally charged.  The remaining 5 or 25 percent of the loss may be deducted in the tax 
year in which there are no longer any reimbursement claims for which there is a 
reasonable prospect of recovery under the normal I.R.C. § 165 rules discussed above. 

                                                 
2 Adjusted Gross Income (U.S. Individual Income Tax Return (Form 1040), line 37) is the taxpayer’s total income 
(line 22) minus the allowable adjustments (lines 23-35). 
3 Rev. Proc. 2009-20 provides an optional procedure, i.e., “safe harbor,” under which qualified investors may treat a 
Ponzi loss as a theft loss deduction.  The safe harbor also provides investors with a uniform manner for determining 
their theft losses.  In addition, the safe harbor avoids potentially difficult problems of proof in determining how 
much income reported in prior years was fictitious or a return of capital and alleviates compliance and 
administrative burdens on both taxpayers and the IRS. 
4 A specified fraudulent arrangement is an arrangement by which a party receives cash or other property from 
investors, alleges to earn income for the investors, reports income to the investors that is partially or wholly 
fictitious, makes payments of purported income or principal to some investors from amounts that other investors 
invested in the arrangement, and appropriates some of the investors’ cash or property. 
5 Qualified investors who invested directly with the specified fraudulent arrangement qualify to deduct theft losses if 
they did not invest in a tax shelter and had no actual knowledge of the fraudulent nature of the arrangement before it 
became publicly known.  Indirect investors who invested in the specified fraudulent arrangement through a  
pass-through entity are not qualified investors under the revenue procedure but may deduct their proportionate share 
of the loss passed through to them as reported on a Schedule K-1.  
6 Taxpayers deduct 75 percent if they intend to pursue any potential for third-party recovery and 95 percent if they 
do not intend to pursue any potential third-party recovery. 
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The safe harbor requires taxpayers to waive their rights to file amended tax returns for prior 
years to eliminate the income that the scheme falsely reported to the taxpayer in each of those 
years.  Instead, the taxpayer must claim the investment theft loss (which may include amounts 
reported in prior years) as a deduction only in the year the criminal charges are filed against the 
lead figure. 

In comparison, if these victims choose not to apply the safe harbor treatment, their investment 
theft loss would be subject to the I.R.C. § 165 provisions described above.  Figure 1 provides a 
comparison of key elements relating to the safe harbor provision and I.R.C. § 165 provisions. 

Figure 1:  Comparison/Contrast Key Requirements Safe Harbor Method to  
Non-Safe Harbor Method for I.R.C. § 165 Investment Theft Loss Deductions  

Requirements Safe Harbor Method Non-Safe Harbor Method 

“Qualified investor” is the person or Must be able to provide evidence 
Eligibility entity that invested directly in the that a theft of investment property 

specified fraudulent arrangement.   occurred under Federal or State law. 

Criminal Act Lead figure is criminally charged.   

Taxpayer must prove illegal taking of 
property with criminal intent.  Lead 
figure does not have to be criminally 
charged.   

Tax Year to  
Claim the Loss 

Deduct a percent of the investment 
theft loss in the tax year the lead 
figure perpetrating the Ponzi 
scheme is criminally charged. 

Deduct amount of the investment 
theft loss in the calendar year all 
recovery claims are finalized.   

Amount of  
Loss Deducted 

Deduct 75 or 95 percent of the 
investment loss with no loss dollar 
limit.  

Deduct 100 percent of the 
investment loss less any reco
received or expected to be rec

very 
eived.  

Loss Reported  
on Tax Form 

Casualties and Thefts (Form 4684), 
Section B (Business and Income-
Producing Property). 

Form 4684, Section B. 

Documentation 
Supporting Loss 
to Be Included 
With Tax Return 

Appendix A (Statement by Taxpayer 
Using Procedures in Rev. Proc. 
2009-20 to Determine a Theft Loss 
Deduction Related to a Fraudulent 
Investment Arrangement).7  

None. 

Source:  IRS guidelines and procedures. 

                                                 
7 Appendix A can be found in Internal Revenue Bulletin No. 2009-14 (April 6, 2009).  See Appendix V of this 
report for an example.  Appendix A must be filed by the “qualified investor,” which could be a partnership filing on 
behalf of partners.   
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This review was performed at the Small Business/Self-Employed (SB/SE) Division Headquarters 
and the Large Business and International Division Headquarters in Washington, D.C.; the 
Submission Processing Site in Fresno, California; and the SB/SE Division Examination Policy 
Office in San Diego, California, during the period of October 2010 through June 2011.  We 
conducted this performance audit in accordance with generally accepted government auditing 
standards.  Those standards require that we plan and perform the audit to obtain sufficient, 
appropriate evidence to provide a reasonable basis for our findings and conclusions based on our 
audit objective.  We believe that the evidence obtained provides a reasonable basis for our 
findings and conclusions based on our audit objective.  Detailed information on our audit 
objective, scope, and methodology is presented in Appendix I.  Major contributors to the report 
are listed in Appendix II. 
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Results of Review 

 
******************************2(f)***************************************************
******************************2(f)******************************** 

*************************************2(f)**************************************
*****2(f)********.  As a result, the IRS is unable to quantify the number of taxpayers claiming 

these losses.  IRS procedures require taxpayers to report 
investment theft losses on Form 4684, Section B, and to 
include the investment theft loss amount on Itemized 
Deductions (Schedule A), line 28 (Other Miscellaneous 
Deductions).  However, 
*************2(f)******************************
*************2(f)******************************

*********************************************2(f)******************************
***************2(f)**************. 

Schedule A, line 28, is used to report multiple losses and other tax items, including investment 
theft and casualty losses.  Therefore, even though the IRS does transcribe this line, it cannot 
determine whether taxpayers are carrying an investment theft loss to this line for paper-filed tax 
returns.  Schedule A, line 28, is used to report the following eight miscellaneous deductions: 

• Gambling losses.  
• Casualty and theft losses of income-producing properties. 
• Federal estate taxes on income in respect of decedents. 
• Amortizable bond premiums on bonds acquired before October 23, 1986. 
• Deductions for repayment of amounts under claims of right if over $3,000. 
• Certain unrecovered investments in annuities. 
• Impairment-related work expenses of disabled persons. 
• Losses on other activities from large partnerships. 

Our review of Tax Year 2008 electronically filed (e-filed) tax returns identified 1,967 taxpayers 
claiming investment theft losses of nearly $781 million.8  The information from Form 4684, 
Section B, is captured for e-filed tax returns.  *******************2(f)*************** 
***************************************2(f)************************************ 
*************************************2(f)*****************************.  The IRS 
                                                 
8 This number does not agree with the total number of e-filed investment theft losses in our case review because 
210 of the 2,177 individuals in our total used “casualty” in reporting partnership losses. 
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estimates that more than 19,200 taxpayers have filed Tax Year 2008 tax returns claiming a 
combined total of more than $8 billion in property income casualty and theft deductions. 

The figure below provides the available statistics for the volume of tax returns and dollars of 
investment theft losses reported during Tax Year 2008 for paper and e-file returns. 

Figure 2:  Form 1040 – Schedule A, Other Miscellaneous Deductions 

Percent of 
Total Amount of  Money 

Tax Returns Filed  Volume of  Other Miscellaneous Reported on 
in Tax Year 2008 Tax Returns Deductions (Line 28) Line 28 

Total Tax Returns With an Amount 
Reported on Line 28. 1,596,676  $30,770,375,303  100%  

E-Filed Tax Returns With an 
Amount Reported on Line 28. 1,021,536  $10,693,358,208  35%  

E-Filed Tax Returns With an 
Investment Theft Loss Deduction. 1,967  $780,726,834  

  

Paper-Filed Tax Returns With an 
Amount Reported on Line 28. 575,140  $20,077,017,095  65%  

*****************2(f)********** 
*****************2(f)*********** *****2(f)***** *******2(f)***** 

  
Source:  Treasury Inspector General for Tax Administration analysis of IRS Individual Return Transaction 
File9 data. 

***********************************2(f)****************************************
***********************************2(f)****************************************
***********************************2(f)************************************** 
***********************************2(f)****************************************
***********************************2(f)****************************************
*********** 

************************************2(f)************************************* 
*************************************2(f)*********************************** 
************************************2(f)********************************** 
************************************2(f)************************************.  

                                                 
9 The IRS database that contains data transcribed from initial input of the original individual tax returns during 
return processing. 
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*******************************2(f)****************************************** 
************2(f)*********** 

**********************************************2(f)**************************************************
************2(f)********************* 

*****************************************2(f)******************************** 
***************************************2(f)************************************
**************************************2(f)*************************************
**************************************2(f)*************************************
**************2(f)*****************.  

************************************2(f)***************************************
*******************************2(f)**********************************. 

**************************2(f)*****************  
***************************2(f)************ 

***********2(f)************** 

*********2(f)********* ******2(f)************* 

******2(f)*********** ***2(f)*** 

** 

** 

** 

** 

********2(f)**************** ***2(f)*

********2f)***************  ***2(f)*

**********2(f)**********  ***2(f)*

***********2(f)*********** ***2(f)*
************2(f)**************** 
************2(f)***********  ***2(f)*** 

**********2(f)***********************. 

*************************************2(f)**************************************
************************************ 2(f)**********************.  For capital losses, 
taxpayers are required to provide a property description (100 shares of XYZ Company), dates 
acquired and sold, sale prices as well as cost or other basis, and related gains or losses on Capital 
Gains and Losses (Schedule D).  Figure 4 identifies the information needed on Schedule D to 
claim a capital loss. 
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Figure 4:  Information Needed to Claim a Capital Loss 

Source:  Tax Year 2008 Form 1040, Schedule D. 

************************************2(f)***************************************
************************************2(f)***************************************
*************************************2(f)**************************************
*************************************2(f)**************************************
**************2(f)*********.  According to the Federal Bureau of Investigation, investment 
theft losses are a significant issue for investors and will continue to be for years to come.  Crimes 
involving investments (securities and commodities) are on the rise.10 

Recommendations 

*************************2(f)*************************: 

Recommendation 1:  *************************2(f)**************************** 
***************************2(f)***************************. 
                                                 
10 The 2009 Financial Crimes Report states that investment fraud investigations have increased by 33 percent over 
the last 5 years.  For Fiscal Year 2009, the Federal Bureau of Investigation was investigating 1,510 cases of 
investment fraud and had 177 Special Agents assigned to address this problem.  
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Management’s Response:  *********************2(f)**************** 
************************************2(f)*********************************
*********************2(f)*******************.  The IRS will assess the costs and 
availability of resources for additional transcription if the results of the recommended 
Compliance Initiative Project (see Recommendation 3) confirm a high risk of 
noncompliance.  

Recommendation 2:  **************************2(f)**************** 
*************************************2(f)**************************************
*************************************2(f)**************************************
*************************************2(f)**************************************
*****************2(f)******************. 

Management’s Response:  *******************2(f)***********************.  
**********************************2(f)***********************************
**********************************2(f)***********************************
**********************************2(f)***********************************
****************2(f)***************** 

Taxpayers Are Making Questionable or Erroneous Claims for 
Investment Theft Loss Deductions 

Based on our review of a statistically valid sample of 140 e-filed Tax Year 2008 tax returns on 
which taxpayers reported an investment theft deduction, we estimate that 1,788 (82.14 percent) 
of 2,177 tax returns may have erroneously claimed deductions totaling more than $697 million, 
resulting in revenue losses totaling approximately $41 million.  Our sample was from Tax 
Year 2008 tax returns, and the audit statute of limitations may not allow the IRS sufficient time 
to complete the audits of these tax returns to recover the tax.  However, these same issues will 
continue to exist in subsequent years. 

************************************2(f)***************************************
************************************2(f)***************************************
************************************2(f)***************************************
************************************2(f)***************************************
********************2(f)***********************. 

The IRS is not meeting its strategic goal of enforcing the law to ensure everyone meets their 
obligation to pay taxes.  To achieve this goal, the IRS states that it will use the information it 
already receives and support proposals to increase information reporting while mitigating burden 
to the public.  ***********************************2(f)********************* 
*************************2(f)**********************. 
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Our review of the 140 e-filed tax returns identified 81 (58 percent) taxpayers who claimed 
investment theft losses totaling more than $7.2 million that did not appear to meet the 
qualifications for this type of deduction.  These claims were personal or capital losses and, as 
such, did not qualify as an investment theft loss.  These potentially nonqualifying claims could 
result in a revenue loss totaling more than $1.2 million. 

• 62 (44 percent) tax returns – the taxpayers claimed investment theft losses totaling more 
than $6.6 million.  Our review of information retained by the IRS both from the taxpayer 
and third parties could not substantiate that these taxpayers had such investments or 
related thefts.  These potentially nonqualifying deductions result in a potential revenue 
loss of more than $1 million.  For example:11 

Taxpayer A claims an investment theft loss of $100,000 from the XYZ Company.  
Although the taxpayer does not have to provide support showing an investment in 
XYZ Company, IRS third-party records such as a Schedule K-1 or Proceeds From 
Broker and Barter Exchange Transactions (Form 1099-B) did not identify any 
documents issued by the XYZ Company to this taxpayer.  Moreover, the taxpayers’ 
prior year tax returns did not show income or loss associated with the investment.  
Given the lack of evidence of the investment, more information is needed by the IRS to 
substantiate whether the taxpayer was ever a victim of an investment theft. 

• 15 (11 percent) tax returns – the taxpayers claimed over $396,000 in investment theft 
losses without establishing that they were a victim of a theft.  These potentially 
nonqualifying deductions should have been taken as personal or capital losses (a 
maximum yearly deduction of $3,000).  These nonqualifying deductions result in a 
potential tax revenue loss of $120,000.  For example: 

Taxpayer A has an investment in ABC Corporation for $35,000.  At the time of sale, 
the taxpayer’s investment has dropped in value to $20,000, resulting in a 
$15,000 loss on the sale of the investment.  No one is pursuing civil or criminal 
actions against ABC Corporation for theft of investments.  However, the taxpayer 
claims the $15,000 as an investment theft loss deduction instead of a capital loss 
limited to $3,000.  

• 4 (3 percent) tax returns – the taxpayers claimed more than $215,000 in investment theft 
losses resulting from the Madoff Ponzi scheme.  Madoff issued Forms 1099-B in an 
effort to maintain the perception of a valid investment.  Our review of information 
retained by the IRS both from the taxpayer and third parties could not substantiate that 
these taxpayers had investments with Bernard Madoff.  These nonqualifying deductions 
result in a potential revenue loss of more than $26,000.  For example: 

                                                 
11 All examples included in this report are hypothetical.  
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Taxpayer A takes a Ponzi theft loss deduction of $300,000 and claims the loss is due 
to an investment in the Madoff Ponzi scheme.  Independent research of third-party 
documentation could not find any Forms 1099-B for Tax Years 2007 and 2008 in the 
primary taxpayer’s name or his or her spouse’s name.  Additionally, neither taxpayer 
was on the list of Madoff victims.  Therefore, this deduction does not appear to be 
valid. 

In addition, neither the Treasury Inspector General for Tax Administration nor the IRS could 
make a determination on whether 34 (24 percent) of the 140 e-filed tax returns we reviewed met 
the qualifications to take investment theft loss deductions.  These taxpayers claimed investment 
theft losses totaling more than $20 million.  These cases involved taxpayers for whom we were 
unable to substantiate either through information provided on the tax return or third-party 
documentation whether they were victims of investment theft, or taking investment theft loss 
deductions in an incorrect tax year, or electing the safe harbor provision without providing the 
required documentation.  For example: 

• 25 (18 percent) tax returns – the taxpayers claimed about $7.7 million in investment theft 
losses and indicated on their Forms 4684 that the losses were associated with 
involvement in partnerships.  However, our research of associated partnership tax returns 
showed that the partnerships did not include with their tax returns a Form 4684 reporting 
investment theft losses.12  As such, it appears that these taxpayers did not incur an 
investment theft loss from those partnerships.  For example: 

Taxpayer A claims an investment theft loss deduction in Tax Year 2008 of $175,000.  
The taxpayer notes on their Form 4684 that the losses were reported on a 
Schedule K-1 from Partnership A, which had an investment theft loss due to the 
illegal scheme.  However, the tax return filed by Partnership A has no Form 4684 
reporting an investment theft loss.  Therefore, the taxpayer’s claim does not appear 
to be valid.  

• 7 (5 percent) tax returns – the taxpayers claimed more than $10.6 million in investment 
theft losses that may have been deducted in the incorrect tax year.  Only those taxpayers 
using the safe harbor option can claim their investment theft loss in the tax year the 
individual perpetrating the Ponzi scheme is criminally charged.  However, to use the safe 
harbor, IRS guidelines require taxpayers to mark the top of their Form 4684 with 
“Revenue Procedure 2009-20” and to provide an Appendix A.  These taxpayers took 
investment theft losses but did not notate selection of the safe harbor.  If the taxpayer is 

                                                 
12 Partnerships are required to complete and attach Forms 4684 to their tax returns if they are claiming investment 
theft losses.  The investment theft losses are then passed on to each partner on Schedule K-1 from a partnership.  
Partnerships can be multitiered, which means the loss can be passed through several partnerships.  In these 
instances, the IRS often cannot determine whether the claim is valid and where the loss originated without 
performing an examination. 
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not using safe harbor, these losses are treated as an I.R.C. § 165 investment theft loss 
with recoverable losses not allowed until there is no further possibility of recovery of 
such loss.  For example: 

Taxpayer A claims an investment theft loss deduction in Tax Year 2008 in the amount 
of $250,000 for losses resulting from a Ponzi scheme.  The court case (criminal and 
civil) relating to this Ponzi scheme is still ongoing at the time the tax return is filed. 
There is no indication on the tax return and/or Form 4684 that the taxpayer is 
electing the safe harbor provision.  Without this election, the investment theft loss is 
treated as an I.R.C. § 165 and, as such, the taxpayer cannot claim any recoverable 
theft loss until all court cases (criminal and civil) are finalized. 

• **********************************1************************************* 
**********************************1***********************************.  
Safe harbor treatment on these claims should not have been allowed until the taxpayers 
provided the required information.  For example: 

Taxpayer A claims a $750,000 loss on his e-filed tax return due to an investment in a 
Ponzi scheme and indicates on the Form 4684 the election of the safe harbor 
procedures in Revenue Procedure 2009-20 but does not provide the IRS with the 
required Appendix A.  The taxpayer has not complied with the reporting instructions 
outlined in the Revenue Procedure. 

It should be noted that IRS audit results from Tax Preparer Projects also showed that taxpayers 
are erroneously claiming investment theft loss deductions.  As of December 24, 2010, the IRS 
determined that 96 percent of the 1,761 investment theft loss claims associated with tax returns 
under examination were erroneous, resulting in additional tax assessments totaling $19.5 million.  
The IRS indicated that most of the erroneous investment theft losses include: 

• Taxpayers converting capital losses to theft losses.  Investment losses caused by stock 
market performance rather than outright theft are not deductible except as a capital loss 
(which is limited to a $3,000 maximum per year).  

• Taxpayers choosing to use the safe harbor option when they were not the victim of a 
Ponzi scheme or any other investment theft loss. 

*****************************************2(f)*******************************************************
**********2(f)*************** 

************************************2(f)***************************************
************************************2(f)***************************************
************************************2(f)***************************************
************************************2(f)***************************************
******2(f)******. 
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**************************************2(f)*************************************
**************************************2(f)*************************************
**************************************2(f)*************************************
**************************************2(f)*************************************
**************************************2(f)*************************************
*************************2(f)****************************** 

*****************************************2(f)**********************************
************************************2(f)***************************************
************************************2(f)***************************************
*************************************2(f)**************************************
*************************************2(f)**************************************
******************2(f)****************. 

A Compliance Initiative Project was not initiated despite the high rate of 
erroneous investment theft loss deductions 

The IRS uses Compliance Initiative Projects to identify potential areas of noncompliance for the 
purpose of correcting the problem.  The Compliance Initiative Projects are any activity involving 
contact with specific taxpayers and the collection of taxpayer data to identify areas of 
noncompliance. 

The IRS initiated Tax Preparer Projects that focused on special investigations to identify 
individuals promoting abusive theft loss claims by taking capital losses as investment theft 
losses.  The examination results found that 96 percent of the tax returns did not qualify for 
investment theft deductions. 

************************************2(f)***************************************
************************************2(f)***************************************
************************************2(f)***************************************
************************************2(f)***************************************
************************************2(f)***************************************
********************2(f)**************. 

***********************************2(f)****************************************
***********************************2(f)****************************************
***********************************2(f)****************************************
***********************************2(f)****************************************
*****************2(f)***************. 
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Recommendations 

The Commissioner, Small Business/Self-Employed Division, should: 

Recommendation 3:  Establish a Compliance Initiative Project to measure noncompliance 
with the claims of investment theft losses and, ****************2(f)******************** 
**************2(f)*********************  

Management’s Response:  IRS management will consult with the SB/SE Division 
Research function to analyze their processes and review historical data to determine 
whether the IRS needs to make changes to its processes and forms.  As part of this 
analysis, the IRS will look at the feasibility of establishing a Compliance Initiative 
Project.  The IRS will recommend applicable process improvements and compliance 
strategies based on the assessment of the level of noncompliance.   

Recommendation 4:  **************************2(f)************************** 
************************************2(f)***************************************
************************************2(f)***************************************
************************************2(f)***************************************
**********2(f)***************. 

Management’s Response:  *******************2(f)********************* 
*************************************2(f)********************************
***********2(f)*************.  
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Appendix I 
 

Detailed Objective, Scope, and Methodology 
 

Our overall objective was to assess the IRS’s efforts to ensure the validity of investment theft 
loss deductions.  Data validation showed that source data for evaluation were reliable.  To 
accomplish our objective, we: 

I. Identified processes established by the IRS to identify taxpayers claiming a Ponzi scheme 
loss deduction. 

A. Participated in a walkthrough at a Submission Processing site and determined efforts 
taken by IRS tax examiners to identify tax returns that claimed Ponzi scheme loss 
deductions. 

B. Discussed with the Code and Edit, Error Resolution, and Examination functions the 
steps taken to verify the accuracy of tax returns claiming Ponzi scheme loss 
deductions. 

C. **********************************2(f)********************************
*******************************2(f)***********************************
*******************************2(f)***********************************
*****************2(f)****************. 

II. Assessed the effectiveness of IRS processes to ensure taxpayers who claimed Ponzi 
scheme loss deductions met documentation requirements and to identify questionable 
claims to be referred for additional action. 

A. Participated in a walkthrough at a Submission Processing site and determined efforts 
taken to verify the completeness of Ponzi scheme loss deductions on tax returns at the 
time returns are processed. 

B. Interviewed IRS personnel and reviewed procedures to identify the process used by 
the IRS to ensure taxpayers who claimed a Ponzi scheme loss deduction using safe 
harbor and non-safe harbor options met documentation requirements (required forms 
and information attached to returns). 

C. Interviewed IRS personnel and reviewed available documentation to determine 
actions taken to validate specific items pertaining to Ponzi scheme loss deductions 
and identify questionable tax returns prior to referring the returns to other functions 
for additional actions (including referrals to examination).  As part of this effort, we: 

1. Discussed with the special project coordinator the results of initiatives to stop 
fraudulent claims promoted by tax preparers. 
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2. Discussed with SB/SE Division managers the monitoring of Ponzi scheme losses 
for fraudulent activity or noncompliance with requirements. 

D. Reviewed available management information reports outlining post-processing efforts 
and results. 

III. Determined whether 908 taxpayers claiming approximately $516 million on e-filed tax 
returns complied with filing and documentation requirements. 

A. Identified 793 tax returns with a possible Ponzi scheme loss deduction that did not 
submit U.S. Individual Income Tax Transmittal for an IRS e-file Return (Form 8453); 
however, since Appendix A documentation is only required for safe harbor claims, 
the test was inconclusive as tax returns using safe harbor provisions are not captured.   

B. Identified the 115 tax returns with Forms 8453 where the taxpayers self-identified 
themselves as claiming a Ponzi scheme loss deduction. 

1. Selected a judgmental sample of 50 e-filed tax returns and found 2 taxpayers 
submitted Appendix A when taking the safe harbor option. 

2. Matched our sampled tax returns claiming a Madoff connection to a list of 
Madoff victims to identify individuals not listed on the Madoff file for evaluating 
their claims for Ponzi theft loss deductions to ascertain whether the claims were 
eligible for the deduction. 

IV. Determined whether individuals erroneously claimed a Ponzi scheme loss deduction. 

A. Selected a statistically valid, random sample of 140 e-filed Tax Year 2008 tax returns 
from an Individual Returns Transaction File1 extract of 2,177 tax returns ($803 million) 
claiming “Other Miscellaneous” deductions.  We used attribute sampling to calculate the 
minimum sample size (134),2  which we rounded to 140: 

n = (Z2p(1-p))/(A2+(Z2p(1-p)/N)) 
Z = Confidence Level: 90 percent (expressed as 1.645 standard deviation) 
p = Expected Rate of Occurrence: 5 percent  
A = Precision Rate: ±3 percent  
N = Population: 2,177 

 

 

                                                 
1 The IRS database that contains data transcribed from initial input of the original individual tax returns during 
return processing. 
2 The formula n = (Z2p(1-p))/(A2+(Z2p(1-p)/N)) is from Sawyer’s Internal Auditing – The Practice of Modern 
Internal Auditing, 4th Edition, pp. 462-464. 
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1. Reviewed the prints of e-filed tax returns and determined if the claimed deduction 
is a Ponzi scheme loss deduction electing the safe harbor option. 

2. Determined if taxpayers complied with filing and documentation requirements. 

3. Matched our sampled tax returns claiming a Madoff connection to a list of 
Madoff victims and identified taxpayers not listed on the Madoff file to ascertain 
whether the claims appear eligible for the deduction. 

4. For claims we determined to be potentially ineligible that were not selected for 
examination, we calculated the lost revenue to project the total potential revenue 
loss for our population (2,177 tax returns). 

B. Determined whether the tax returns were selected for examination. 

1. Matched accounts to the Audit Inventory Management System3 open and closed 
files to determine the status of cases and issues under examination consideration. 

2. Interviewed IRS managers and determined how cases with Ponzi scheme loss 
deductions are selected for examination. 

3. Reviewed management information reports and determined whether Ponzi 
scheme loss deductions are being tracked. 

Internal controls methodology 

Internal controls relate to management’s plans, methods, and procedures used to meet their 
mission, goals, and objectives.  Internal controls include the processes and procedures for 
planning, organizing, directing, and controlling program operations.  They include the systems 
for measuring, reporting, and monitoring program performance.  We determined the following 
internal controls were relevant to our audit objective:  the Internal Revenue Manual; Standards 
for Internal Control in the Federal Government; and the IRS’s policies, procedures, and 
practices for processing investment theft losses.  We evaluated these controls by interviewing 
management, examining applicable information, and reviewing samples of tax returns with 
investment theft losses.   

                                                 
3 The Audit Inventory Management System is a computer system used by the IRS functions to control tax returns, 
trace examination results, and provide management reports. 
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Appendix III 
 

Report Distribution List 
 
Commissioner  C 
Office of the Commissioner – Attn:  Chief of Staff  C 
Deputy Commissioner for Services and Enforcement  SE 
Deputy Commissioner (Operations), Large Business and International Division  SE:LB   
Deputy Commissioner of Operations, Wage and Investment Division  SE:W  
Deputy Commissioner, Small Business/Self-Employed Division  SE:S 
Director, Compliance, Wage and Investment Division  SE:W:CP 
Director, Customer Account Service, Wage and Investment Division  SE:W:CAS 
Director, Electronic Tax Administration and Refundable Credits, Wage and Investment Division  
SE:W:ETARC 
Director, Examination, Small Business/Self-Employed Division  SE:S:E 
Director, Strategy and Finance, Wage and Investment Division  SE:W:S 
Director, Submission Processing, Wage and Investment Division  SE:W:CAS:SP 
Director, Accounts Management, Wage and Investment Division  SE:W:CAS:AM 
Chief Counsel  CC 
National Taxpayer Advocate  TA 
Director, Office of Legislative Affairs  CL:LA 
Director, Office of Program Evaluation and Risk Analysis  RAS:O 
Office of Internal Control  OS:CFO:CPIC:IC 
Audit Liaison:  Chief, Program Evaluation and Improvement, Wage and Investment Division  
SE:W:S:PEI 
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Appendix IV 
 

Example of Casualties and Thefts (Form 4684) 
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Source:  Casualties and Thefts (Form 4684). 
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Appendix V 
 

Example of Appendix A 
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Source:  Internal Revenue Bulletin No. 2009-14 (April 6, 2009). 



 Many Investment Theft Loss Deductions  
Appear to Be Erroneous 

 

Page  24 

 

Appendix VI 
 

Management’s Response to the Draft Report  
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 Attachment 

 
RECOMMENDATION 1: 
**********************************2(f)**********************************************************************************
**************************2(f)***************************** 
 
CORRECTIVE ACTION: 
***********************************2(f)*********************************************************************************
***********************************2(f)************************. We will assess the costs and availability of 
resources for additional transcription if the results of the recommended Compliance Initiative Project (CIP) 
(see Recommendation 3) confirm a high risk of noncompliance. 
 
IMPLEMENTATION DATE: 
June 15, 2016 
 
RESPONSIBLE OFFICIAL(S): 
Director, Submission Processing (W&I) 
 
CORRECTIVE ACTION MONITORING PLAN: 
We will monitor this action as part of our internal management control process. 
 
RECOMMENDATION 2: 
***********************************2(f)*********************************************************************************
*********************************************************2(f)***********************************************************
*********************************************************2(f)******************. 
 
CORRECTIVE ACTION: 
**********************************2(f)**********************************************************************************
*******************************************************2(f)*************************************************************
********2(f)******************************************** 
 
IMPLEMENTATION DATE: 
December 15, 2013 
 
RESPONSIBLE OFFICIAL(S): 
Director, Media and Publications (W&I) 
 
CORRECTIVE ACTION MONITORING PLAN: 
We will monitor this action as part of our internal management control process. 

RECOMMENDATION 3: 
Establish a Compliance Initiative Project to measure noncompliance with the claims of investment theft 
losses and, *************************2(f)*************************************************************** 
 
CORRECTIVE ACTION: 
IRS will consult with SB/SE Research to analyze our processes and review our historical data to 
determine whether we need to make changes to our processes and forms. As part of this analysis, we will 
look at the feasibility of establishing a CIP. IRS will recommend applicable process improvements and 
compliance strategies based on SB/SE Research's assessment of the level of noncompliance. 
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IMPLEMENTATION DATE: 
December 15, 2015 
 
RESPONSIBLE OFFICIAL: 
Director, Examination Policy (SB/SE) 
 
CORRECTIVE ACTION MONITORING PLAN: 
We will monitor this action as part of our internal management control process. 
 
RECOMMENDATION 4: 
**************************************2(f)******************************************************************************
*********************************************************2(f)***********************************************************
********************************************2(f)******************. 
 
CORRECTIVE ACTION: 
**************************************2(f)******************************************************************************
***************************2(f)******** 
 
IMPLEMENTATION DATE: 
December 15, 2015 
 
RESPONSIBLE OFFICIAL: 
Director, Examination Policy (SB/SE) 
 
CORRECTIVE ACTION MONITORING PLAN: 
We will monitor this action as part of our internal management control process. 


