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What are the possible tax
implications of insurance
payouts on homes damaged
by the LA wildfires?
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The devastating Los Angeles wildfires of January 2025 have left many homeowners grappling with significant property losses
and subsequent insurance settlements. Understanding the tax implications of these insurance payouts is crucial for effective
financial recovery and compliance.

When a homeowner experiences a fire that results in a total loss of their home, they may receive an insurance payout based
on the home’s insured value. However, if the amount received exceeds the homeowner’s original purchase price—or basis—in
the home, the difference could be subject to taxation.

A homeowner’s basis in a home is typically the amount they originally paid for the property, including certain closing costs and
qualifying improvements. Over time, this basis may be adjusted for factors like depreciation (for rental properties) or
improvements that increase the home’s value. However, it does not automatically increase with market appreciation.

Under Section 1033 of the Internal Revenue Code of 1986, as amended, homeowners may defer taxation on the gain if they
reinvest the insurance proceeds into a replacement home within a specified timeframe (typically two years for personal
residences). Where the loss is from an event that is declared a national disaster, such as the Los Angeles 2025 fires, this
period is extended to four years. The period begins to run on December 31 of the year of the loss.

Additionally, homeowners may exclude up to $250,000 ($500,000 for married couples) of gain if they meet the IRS’s primary
residence exclusion rules.Homeowners receiving an insurance payout exceeding their home’s basis should be aware of the
potential tax implications. Consulting a tax professional can help determine the best strategy to minimize or defer taxes on
such gains.
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