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Federal Income Tax Relief for Investors in Ponzi Schemes 

The criminal fraud charges brought against Bernard 
Madoff have been the focus of headlines around the 
world.  Indicted for allegedly operating a securities 
business in which he paid certain investors 
purported returns on investments with the principal 
received from other investors (a “Ponzi” scheme), 
Madoff’s activities have resulted in his investors 
losing an estimated $50 billion dollars.  Investors 
may have lost not only the supposed return on their 
investment in Madoff’s funds (which a trustee may 
“claw back” if it is considered another investor’s 
principal), but also the principal they invested in the 
funds.  This unfortunate event raises a number of tax 
issues. 

The US tax implications of a Ponzi scheme are 
complex and each investor’s situation is unique.  
Therefore, the comments provided herein are not tax 
advice but rather illustrative of the tax issues that 
may arise.  Each investor should immediately 
consult with an experienced tax professional since 
certain actions that an investor should take may be 
very time sensitive.  The material contained in this 
Client Alert is only a general review of the subjects 
covered and does not constitute legal advice.  No 
legal or business decision should be based on its 
contents.   

The following describes some of the tax issues that 
an investor in a Ponzi scheme may face.  To 
illustrate, consider the following hypothetical 
taxpayer, Investor A, who in 1998 acquired an 
ownership interest in a fund (the “Fund”) for $1 
million which has never been returned.  Each year, 
Investor A believed (based on his Form K-1) that he 
was allocated $120,000 of the Fund’s income.  He 
paid annual income taxes of $42,000 on such income.  
In 2008, Investor A discovers that the income 
purportedly allocated to him did not exist, and his 
initial investment of $1 million has been used to pay 
other investors.  

 

 

theft loss deduction  

 It is uncertain as to whether and when Investor 
A will receive any recovery from the Fund, but 
it may be possible to generate some cash 
relatively quickly from tax refunds or savings 
from a tax deduction for the theft loss. 

 Generally, Investor A should consider claiming 
a theft loss on his 2008 tax return for at least the 
amount of his $1 million investment.  Although 
the IRS may assert that the loss should be taken 
in a later year, even the IRS advises a taxpayer 
to claim a loss at the earliest possible time.  
However, if Investor A has an interest in the 
Fund only indirectly through an individual 
retirement account, or IRA, he may not be able 
to claim a theft loss.  

 If the deductible theft loss exceeds Investor A’s 
income in 2008, the excess loss generally may be 
carried back up to three years and forward up to 
twenty years.  Investors should confirm 
deadlines for filing amended tax returns for 
prior years. 

 The entire amount of the deductible theft loss 
incurred by an individual or a non-corporate 
entity generally is limited to the amount of the 
loss that exceeds the sum of 10% of the 
taxpayer’s adjusted gross income for the year 
plus $100.  If Investor A is a partnership, each 
individual or non-corporate partner would be 
required to apply the limits to his share of the 
partnership losses as well as his personal losses.   

 Investors who have made substantial estimated 
tax payments or had tax withheld from wages or 
bonuses should consider filing their tax returns 
for 2008 as soon as possible.  Filing the returns 
electronically may allow the taxpayers to receive 
the refunds as early as January or February of 
2009.  Taxpayers who generally make their final 
estimated state tax payment before the end of 
the year to accelerate their federal deduction for 
state tax payments may wish to consider 
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whether or not to make the payment if they 
believe the loss is sufficiently large. 

filing a refund claim for tax paid on 
allocated phantom income 

 Investor A should consider filing a refund claim 
with respect to the taxes paid on the phantom 
income for the tax years three years from the 
time the tax return was filed.  However, the IRS 
may assert that no refund is allowed if, for 
example, in prior years an investor has received 
a payment on the investment or has decided to 
reinvest a check made available to him by the 
Fund. 

about the tax group 

Curtis represents clients on a broad range of tax 
issues. Consistent with its strong international 
orientation, Curtis has developed particular 
expertise in cross-border tax planning. The Firm 
regularly represents domestic and international 
clients in a broad range of industries, including 
energy, metals and other commodities, financial 
services, technology and retail. The Firm represents 
closely held and other privately held businesses, 
small and mid-cap public companies, high net worth 
individuals, governments (and their controlled 
entities), and private equity and hedge funds. Curtis 
works on a wide range of tax-related matters for our 
clients, pertaining to both routine transactions and 
extraordinary, business-critical circumstances. 

 

 

 

 

 

about curtis 

Curtis is headquartered in New York, with branch offices 
in Almaty, Astana, Dubai, Frankfurt, Istanbul, Houston, 
London, Mexico City, Milan, Muscat, Stamford, Paris 
and Washington, D.C. Curtis’ core practices of 
International Corporate Law, Finance and Litigation are 
complemented by Admiralty, Banking & Regulatory, 
Bankruptcy & Creditors’ Rights, Environmental, 
Immigration, Intellectual Property, Nanotechnology, Real 
Estate, Tax, and Trust & Estates. 

For more information about Curtis, please visit 
www.curtis.com.  

Attorney advertising. The material contained in this 
Client Alert is only a general review of the subjects 
covered and does not constitute legal advice.  No legal or 
business decision should be based on its contents.   

 

This article was written by partners Alan S. Berlin and William 
L. Bricker with assistance from counsel Kuang-Chu Chiang. The 
material contained in this article is only a general review of the 
subjects covered and does not constitute legal advice.  No legal 
or business decision should be based on its contents.  
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