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The only issue for decision is whether, under section 165, the Boyles properly deducted a casualty loss of $173,833 on their 1995 return.
In June 1979, the Boyles purchased a commercial warehouse building (old warehouse) located in Honolulu, Hawaii. Their cost basis in the old warehouse as of June 1979 was $148,479. They depreciated the old warehouse using the straight-line method and a 20-year useful life, beginning in 1979, claiming annual depreciation deductions of $7,424. On January 1, 1993, the Boyles' adjusted basis in the old warehouse was $48,255.

On December 13, 1993, the old warehouse was completely destroyed by fire. Before the fire, the FMV of the old warehouse was between $600,000 and $700,000. Immediately after the fire, the FMV of the old warehouse was zero. As of the date of the fire, the Boyles' adjusted basis in the old warehouse was $40,831.

The Boyles anticipated that the insurance policy would cover all the costs of constructing a new warehouse to replace the old warehouse. A dispute arose as to whether the insurance policy would cover that part of the construction costs associated with changes in building code requirements that occurred between the time the old warehouse originally was constructed and the date of the fire. The amount of insurance reimbursement the Boyles reasonably expected to receive under the insurance policy was uncertain until 1995, when the Boyles and the company settled on $553,793 to reimburse the Boyles for the destruction of the old warehouse. The Boyles constructed a new warehouse at a total cost of $698,935 to replace the old warehouse. 

Taxpayer Computes Loss Incorrectly

On their 1995 Form 1040, the Boyles claimed a depreciation deduction of $7,424 and a casualty loss in the amount of $173,833 with respect to the old warehouse. The parties stipulated that the casualty loss was computed as follows: 
	Cost of old warehouse (June 1979)
	$148,479

	Cost of reconstruction
	698,935

	Amortizable costs
	112,360

	Total Costs
	959,774

	Less: Depreciation claimed
	(122,495)

	    Insurance Proceeds
	(553,793)

	   Amortization claimed
	(109,653)

	Casualty Loss Claimed
	173,833


1  This figure includes $7,424 in depreciation for 1995.

The Boyles did not report any gain realized from the destruction of the old warehouse on their 1995 return.

The IRS disallowed the claimed casualty loss because the insurance proceeds exceeded the Boyles' allowable loss, and disallowed the depreciation deduction claimed for 1995, (petitioners have conceded this adjustment).


OPINION
Section 165(a) and (c) allows a deduction for losses arising from fire or other qualifying casualty sustained during the taxable year and not compensated for by insurance or otherwise (casualty loss). See also sec. 1.165-7(a)(1), Income Tax Regs. A casualty loss is "treated as sustained during the taxable year in which the loss occurs as evidenced by closed and completed transactions and as fixed by identifiable events occurring in such taxable year." Sec. 1.165-1(d)(1), Income Tax Regs.; see also sec. 1.165-1(b), Income Tax Regs.

Although the fire that destroyed the warehouse occurred in December 1993, the Boyles had a claim for insurance reimbursement which their insurer disputed. That claim was not settled until 1995. Because the amount of the insurance reimbursement could not reasonably be ascertained until the dispute was settled in 1995, the parties agree that the casualty loss in question, if any, was sustained in 1995. 

The issue we must decide focuses, instead, on the calculation of the Boyles' adjusted basis, an essential component of the casualty loss calculation. Section 1.165-7(b)(1), Income Tax Regs., provides that the amount of loss to be taken into account for purposes of section 165(a) is the lesser of either (i) the amount which is equal to the fair market value of the property immediately before the casualty reduced by the fair market value of the property immediately after the casualty or (ii) the amount of the taxpayer's adjusted basis prescribed in section 1.1011-1, Income Tax Regs., for determining the loss from the sale or disposition of the property involved. The amount determined is then reduced by any insurance or other compensation received to arrive at the deduction allowable. Sec. 165(a); sec. 1.165-1(c)(4), Income Tax Regs.; Sec. 1.165-7(b)(3), Income Tax Regs.

The parties agree that the difference between the fair market value of the old warehouse before and after the fire is between $600,000 to $700,000 and that the Boyles received insurance reimbursement of $553,793. 
Respondent contends that the Boyles' adjusted basis must be calculated as of December 13, 1993, the date the fire occurred, citing sections 1.165-7(b)(1) and 1.165-1(c)(4), Income Tax Regs., in support of his position. 
We agree with petitioners that neither section 1.165-1(c)(4) nor section 1.165-7(b)(1), Income Tax Regs., clearly states that a taxpayer's adjusted basis in property damaged or destroyed by casualty must be calculated as of the date of the casualty. The pertinent part of section 1.165-1(c)(4), Income Tax Regs., provides simply that, in determining the amount of loss actually sustained under section 165(a), proper adjustment must be made for any insurance received. The pertinent part of section 1.1657(b)(1), Income Tax Regs., provides that the amount of the casualty loss to be taken into account under section 165(a) is the lesser of either (i) the amount equal to the fair market value of the property immediately before the casualty reduced by the fair market value immediately after the casualty or (ii) the amount of the adjusted basis prescribed in section 1.1011-1, Income Tax Regs., for determining the loss from the sale or other disposition of the property involved. 
Section 1.165-7(b)(1), Income Tax Regs., limits a deductible casualty loss under section 165(a) to the lesser of the decrease in value of property before and after the casualty or the adjusted basis of the "involved" property. The reference to "involved" property contained in section 1.165-7(b)(1), Income Tax Regs., must refer to the property damaged or destroyed by the casualty, i.e., the old warehouse, and the Boyles' adjusted basis in the old warehouse for purposes of calculating the casualty loss, if any, under section 165(a) must be its basis as of the date of the casualty.

Our conclusion is consistent with section 1033, which provides rules for determining whether gain realized upon the involuntary conversion of property must be recognized for Federal income tax purposes. A casualty is treated for Federal income tax purposes as an involuntary conversion of property. Sec. 1033(a); secs. 1.1033(a)-1 and 1.1033(a)-2(c), Income Tax Regs. Under section 1033(a)(2), if damaged or destroyed property is converted into money (e.g., through insurance), that conversion is treated as a sale or exchange of the damaged or destroyed property (the converted property), and the amount of gain, if any, realized on the conversion must be recognized except to the extent provided in section 1033(a)(2). If, however, the taxpayer reinvests the money received for the converted property to acquire qualified replacement property (i.e., property similar or related in service or use to the converted property, section 1033(a)(2)(A)) within the period provided in section 1033(a)(2)(B), gain is recognized, if the taxpayer so elects, only to the extent the amount realized from the involuntary conversion of the converted property exceeds the cost of the qualified replacement property. 8 Sec. 1033(a)(2)(A). The basis of the replacement property acquired as a result of an involuntary conversion of the property into money is its cost, decreased by the amount of gain not recognized upon conversion. Sec. 1033(b).

An example used in section 1.1033(b)-1(b), Income Tax Regs., to illustrate the operation of section 1033(a)(2)(A) and (b) is consistent with our analysis:

Example. A taxpayer realizes $22,000 from the involuntary conversion of his barn in 1955; the adjusted basis of the barn to him was $10,000, and he spent in the same year $20,000 for a new barn which resulted in the non​recognition of $10,000 of the $12,000 gain on the conversion. The basis of the new barn to the taxpayer would be $10,000--the cost of the new barn ($20,000) less the amount of the gain not recognized on the conversion * 

When we treat the old warehouse and the new warehouse as different properties, as sections 165 and 1033 require, the determination of adjusted basis for purposes of calculating a casualty loss under section 165(a) is straightforward. The Boyles' adjusted basis in the old warehouse for purposes of calculating gain or loss on its disposition, calculated in accordance with sections 1.1011-1, 1.1016-2, and 1.1016-3, Income Tax Regs., was their adjusted basis in the old warehouse as of the date of the casualty or $40,831. 10

Summary

A taxpayer cannot deduct a casualty loss under section 165(a) unless his adjusted basis in the converted property exceeds the reimbursement received. Sec. 1.165-7(b)(3), Examples (1) through (3), Income Tax Regs. We hold that the cost of constructing the new warehouse does not increase the Boyles' adjusted basis in the old warehouse for purposes of section 165, and, therefore, the Boyles' adjusted basis in the old warehouse did not exceed the insurance recovery of $553,793. 11 

Decision will be entered for respondent.
4 The Boyles' net investment to construct the new warehouse was $145,142 in addition to the insurance proceeds.

6 Even though a casualty occurs in an earlier year, any loss resulting from that casualty is not considered to be sustained under sec. 165 until it can be determined with reasonable certainty whether reimbursement for all or part of the loss will be received and in what amount. Sec. 1.165-1(d)(2)(i), Income Tax Regs. When a reasonable prospect of recovery on a reimbursement claim exists but the amount of the reimbursement cannot be determined with reasonable certainty, a casualty loss is not sustained until the claim is settled, adjudicated or abandoned, thus enabling the taxpayer to calculate the amount of the loss, if any. 

7 Sec. 1.1011-1, Income Tax Regs., provides that a taxpayer's basis in property shall be its cost, adjusted to the extent provided by sec. 1016. Secs. 1.1016-2 and 1.1016-3, Income Tax Regs., provide that a taxpayer's cost basis must be increased by the cost of improvements and betterments made to property, and decreased by amortization, depreciation, and obsolescence.

8 When an involuntary conversion results in the realization of gain, the details of the involuntary conversion, including those relating to the replacement of the converted property, must be reported in the return for the taxable year in which any of the gain is realized. An election to defer the recognition of gain from the conversion under sec. 1033(a)(2) and sec. 1.1033(a)-2(c)(1), Income Tax Regs., is made by including such gain in gross income, but only to the extent required by sec. 1033, on the taxpayer's Federal income tax return for the first year the taxpayer is required to recognize the gain. Sec. 1.1033(a)-2(c)(2), Income Tax Regs. If sec. 1033 does not require a taxpayer to recognize any of the gain, the election is made simply by not including the gain in gross income.

The IRS calculated the gain from the involuntary conversion of the old warehouse and the adjusted basis in the new warehouse in accordance with sec. 1033(a)(2) and (b)::

	Gain realized on involuntary conversion:
	

	Amount realized from the involuntary  conversion of the old warehouse
	$553,793

	Less:  Adjusted basis
	33,408

	Gain realized
	520,385

	Adjusted basis in the new warehouse:
	

	Total Cost of new warehouse
	$702,702

	Less: Gain realized but not recognized under sec. 1033(b)
	520,385

	Adjusted basis
	182,317


