
© 2023 Bryan Cave Leighton Paisner LLP.

1

Editor's Note:  Our colleagues in Bryan Cave's Private Client practice are on the cutting edge of tax

matters, estate administration, challenging end-of-life matters, and other issues of estate and family

law.  This area of law evolves at just about the speed of light.  Their leading blog, Life, Death, and

Taxes demonstrates a commitment to thought leadership in this area, and we at The Bankruptcy

Cave were excited to see this discussion of a recent Madoff-related ruling.  Kudos to Stacie

Rottenstreich and Karin Barkhorn from Bryan Cave's New York Private Client group for this

interesting writeup.

In a recent Tax Court decision, Harry H. Falk, and Steven P. Heller, Co-Executors, v. Commissioner of

the Internal Revenue, the United States Tax Court ruled that in the case of the Madoff Ponzi scheme,

an estate which paid estate tax on Madoff assets which subsequently have become worthless can

claim a theft deduction.

James Heller, a New York state decedent, died in January 2008 owning a 99% interest in James

Heller Family, LLC (the “LLC”).  The only asset held by the LLC was an account with Bernard L.

Madoff Investment Securities, LLC.  In November of 2008, the Executors of Mr. Heller’s estate

withdrew some money from the LLC’s Madoff account in order to pay estate taxes and other

administrative expenses.  Shortly thereafter, the news of the Madoff Ponzi scheme became public.

Suddenly, the LLC’s interest and the estate’s interest in the LLC became worthless.

In April 2009, the Executors of the Estate filed an estate tax return which included the decedent’s

99% interest in the LLC – as valued at the date of his death – in his gross estate.  But the estate

also claimed a theft loss deduction relating to the Ponzi scheme in an amount equal to the

difference between the values of the estate’s interest in the LLC at death and the estate’s share of

the amount withdrawn from the LLC’s Madoff account.  The Internal Revenue Service issued a

notice of deficiency, claiming the estate was not entitled to the theft loss deduction because the

estate did not incur a theft loss.

Internal Revenue Code Section 2054 allows a deduction from the value of a gross estate of “losses

incurred during the settlement of estates arising from…theft.”  The Internal Revenue Service argued

that the LLC incurred the loss, not the estate, and as such the theft deduction is not appropriate. 
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However, the Court determined that the loss suffered by the estate related directly to its LLC interest,

the worthlessness of which arose from the theft.  The theft extinguished the value of the estate’s

LLC interest, thereby diminishing the value of the property available to the decedent’s heirs.  As

such, the Court determined a theft deduction appropriate.
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