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No “Knowability” Requirement for Theft Losses:

Adkins v. United States

By: Elliot Pisem and David E. Kahen

taxpayer is allowed an income
Adeduction for many losses *“sus-

tained during the taxable year
and not compensated for by insurance or
otherwise.” For these purposes, a loss
from theft is generally treated as “sus-
tained” during the taxable year in which
the taxpayer discovers the loss. How-
ever, if a claim for reimbursement with a
“reasonable prospect of recovery” exists,
no part of any loss for which reimburse-
ment may be received is considered to be
“sustained” until the taxable year in
which it can be ascertained with reason-
able certainty whether or not such reim-
bursement will be received. The allowa-
bility of a theft loss deduction in a par-
ticular year has often been challenged by
the IRS, particularly on the grounds that
the injured taxpayer had a “reasonable
prospect of recovery” against the wrong-
doer or someone else in the year of dis-
covery.

In Adkins v. United States (125
AFTR 2d 2020-___ ), a recent decision
of the Court of Appeals for the Federal
Circuit, the court rejected the argument
of the government, accepted by the
Claims Court below, to the effect that a
theft loss could not be claimed in a year
in which the prospects of recovery were
“unknowable.” The court of appeals held
that a theft loss was allowable in the year
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in which it became apparent that there
was no reasonable prospect of recovery,
whether or not there remained a remote
possibility of recovery in the later year.

Facts in Adkins

The theft losses at issue resulted
from investments in securities made by
Charles and Jane Adkins over a four-
year period beginning in 1997. The Ad-
kinses were induced to make these in-
vestments by principals and employees
of Donald & Co. That brokerage firm
was operating a “pump-and-dump”
scheme, under which it would purchase
large blocks of stock in little-known cor-
porations and then encourage its clients
to buy additional shares in those corpo-
rations in purchases that would inflate
the price of the stocks. Donald & Co.
would then sell the stock it owned in
those corporations, resulting in gains on
its purchases, but causing the stock price
to decline, and its clients incurred sub-
stantial losses.

The value of the Adkinses’ invest-
ment account with Donald & Co. dwin-
dled from $3.6 million in February 2000
to less than $10,000 by the end of 2001,
causing Mr. Adkins to investigate in
early 2002 and to realize that he had been
defrauded. He filed a statement of claim
with the NASD against the brokerage
firm and various individuals associated
with the firm, in support of a demand for
arbitration. The brokerage firm ceased
operations in July 2002 due to insuffi-
cient capital.

In March 2003, an attorney repre-
senting the Adkinses requested by letter
that the NASD adjourn an arbitration
hearing scheduled for April 1, stating
that the brokerage firm had not re-
sponded fully to discovery demands and
that additional time was therefore
needed for discovery. The letter also
noted that the Department of Justice had
commenced an investigation into the
matter and observed that, if an indict-
ment were handed down, the U.S. Attor-
ney would request that all civil litigation
involving the brokerage firm, including
the arbitration, be stayed pending dispo-
sition of the criminal case.

Although the arbitration claim was
not abandoned by the Adkinses in 2003,
Mr. Adkins did then inform his attorneys
that he “wasn’t going to pay them any-
more and there’s no real need to pursue
it” while awaiting the indictments. In-
dictments were returned in May 2004
and thereafter against the brokerage firm
and several of its principals and employ-
ees, at least some of whom agreed later
in the year to plead guilty, resulting in
fines in excess of $1.75 million as well
as terms of imprisonment and forfei-
tures. To the dismay of the Adkinses, the
indictments did not mention the stock of
the corporation with respect to which the
Adkinses had incurred the bulk of their
losses.

Mr. Adkins was told by a govern-
ment investigator that the government’s
focus was on money laundering aspects
of the case, and not on the securities
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fraud that resulted in the Adkinses’
losses, and Mr. Adkins believed, based
on the contents of the indictments and
his discussions with the agent, that there
would be no funds available for restitu-
tion to him and his wife after taking into
account the anticipated seizures and
fines.

The Adkinses’ attorneys were told
in 2004 that SEC orders would issue to
bar the named principals from acting as
brokers or dealers in securities, and such
orders were issued in 2005. The expecta-
tion of those SEC orders in 2004 caused
Mr. Adkins to believe that the principals
would not have substantial earnings in
the future from which an arbitration
award could be paid.

The Adkinses’ arbitration proceed-
ing continued to be postponed at the re-
quest of their attorneys until the arbitra-
tion claim was finally withdrawn in
2008. None of the victims named in the
matter ever received more than de mini-
mis reimbursement or restitution, and
the Adkinses, according to the record be-
fore the court, did not have any insurance
or other vehicle for recovery of losses at-
tributable to the scheme.

The Adkinses claimed losses from
the scheme as a theft loss through an
amended tax return filed with respect to
2004, reflecting a total theft loss of
$2,118,725, and sought to carry back
portions of the loss to three preceding
years, thereby claiming tax refunds for
2001 through 2004. The claims were ul-
timately denied by the IRS, and the Ad-
kinses filed suit in the Claims Court in
2010 seeking income tax refunds.

Discussion

The government conceded in its
briefs that the plaintiffs’ investment
losses attributable to stock purchases
made through Donald & Co. constituted
a theft loss, but asserted that 2004 was
not the correct year to claim that loss. In
the first decision of the Claims Court af-
ter trial on this issue (117 AFTR 2d
2016-779), that court, relying on an ear-
lier case of the same court, interpreted
Reg. section 1.165-1(d)(2) to impose a
standard for allowance of a theft loss in
a year after discovery of the loss—
namely, that the taxpayer must ascertain

“with reasonable certainty” that no reim-
bursement will be received—nhigher than
the “reasonable prospect of recovery
standard” that was clearly applicable to
losses claimed in the year in which they
were discovered. Further, the Claims
Court, relying on an example in the reg-
ulation, appeared to conclude that once
arbitration was sought, the loss could not
thereafter be claimed until the year in
which the arbitration claim was resolved
or abandoned.

On appeal, the Federal Circuit re-
jected the Claims Court’s view that the
standard for determination of whether it
could be “ascertained with reasonable
certainty” that no reimbursement will be
received was different from the standard
for determining whether the loss could
be deducted in the year of discovery,
namely, whether there was a reasonable
prospect of recovery (119 AFTR 2d
2017-1743 (“Adkins 1”)). To the con-
trary, if there was a reasonable prospect
of recovery in the year of discovery, that
same standard was also applicable in
each later year to determine whether the
loss was ultimately allowable.

The Federal Circuit further con-
cluded in Adkins | that the circumstance
that the Adkinses did not abandon the ar-
bitration in 2004 did not mean that they
still had a reasonable prospect of recov-
ery; that circumstance was only one fac-
tor to be considered in evaluating the
prospects for recovery in that year. The
case was therefore remanded to the
Claims Court for further proceedings.

On remand, the Claims Court con-
sidered whether the Adkinses had estab-
lished that they had no reasonable pro-
spect of recovery in 2004 (122 AFTR 2d
2018-6439). The opinion notes that the
Adkinses had not investigated the finan-
cial condition of any of the individuals
against whom the Adkinses had claims,
the likely extent of those individuals’ ob-
ligations of restitution to others, and
their ability to satisfy those obligations.
The government argued to the Claims
Court that, taking the above into ac-
count, “plaintiffs’ reasonable prospect of
recovering their losses through restitu-
tion was simply unknowable in 2004.”
The Claims Court agreed and again de-
nied the theft deduction.

On appeal, the court of appeals for
the Federal Circuit again reversed the
Claims Court (Adkins I1). The Federal
Circuit opinion in Adkins 11 observes that
an “unknowable” standard was refer-
enced in a decision of the U.S. Court of
Appeals for the Tenth Circuit (Jeppsen v.
Commissioner, 80 AFTR 2d 97-7710)),
which had stated, in the context of an-
other claim for a theft loss arising from
broker misconduct, that a theft loss could
not be sustained if the prospects of the
taxpayer’s case in the year at issue were
“unknowable.” Adkins Il characterized
this statement as dictum (there having
been substantial reason to think that the
taxpayer’s claim in Jeppsen had reason-
able prospects for success in the year at
issue); noted that reference to an “un-
knowable” standard was criticized by a
dissent in Jeppsen; and declined to adopt
this standard, stating that “the governing
statute and regulations do not require af-
firmative proof that a taxpayer’s loss
will never be recovered.”

The court of appeals reiterated that
the relevant standard in the year of dis-
covery and thereafter was whether there
was a reasonable prospect of recovery,
and that a taxpayer “need not exhaust
every avenue of recovery” and could
take into account costs and all the other
relevant facts and circumstances in de-
ciding whether there were reasonable
prospects for a net recovery. The court
concluded that the record demonstrated
that the Adkinses had no reasonable pro-
spect of recovery in 2004 and that the
Claims Court clearly erred when it deter-
mined to the contrary. The case was
therefore remanded for a calculation of
the Adkinses’ refunds for the tax years
implicated by the refund claim.

Observations

It was unfortunate for the Adkinses
that their refund claim necessitated such
lengthy and presumably costly court pro-
ceedings. For others who may be con-
fronted with a loss from theft, however,
and who have a reasonable prospect of
recovery in the year of discovery of the
loss, the most recent Adkins decision
should be welcomed as upholding a
common sense approach to the determi-
nation of when such loss may be allowa-
ble in a later year as a deduction.
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