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5 T.C. 256 (1945)

The  identifiable  event  that  determines  the  tax  year  for  an  embezzlement  loss
deduction is the discovery of the embezzlement, not necessarily the year the funds
were initially misappropriated, especially when the scheme involved commingled
funds and ongoing operations.

Summary

Samuel  Felton  deposited  $20,000  with  Robert  Boltz,  an  attorney  in  fact,  for
investment purposes in 1938. Boltz, operating a Ponzi-like scheme, provided false
quarterly statements to Felton. In 1940, Boltz disappeared, revealing the fraudulent
nature of his operations. The Tax Court addressed whether Felton could deduct the
loss due to embezzlement in 1940. The court held that Felton could deduct the loss
in  1940,  as  that  was  the  year  the  embezzlement  was  discovered,  marking the
identifiable  event  that  crystallized  the  loss.  Recoveries  from  the  bankruptcy
proceedings in subsequent years reduced the deductible amount.

Facts

In  1938,  Felton  deposited  $20,000  with  Boltz  for  investment.  Boltz,  acting  as
attorney in fact for numerous clients, commingled funds and provided fabricated
quarterly statements showing fictitious investments and profits. Boltz’s agreements
allowed for fund withdrawals by clients, which he honored using funds from other
investors. In October 1940, Boltz disappeared, and it was discovered that he had
been operating a fraudulent scheme, using new deposits to pay existing clients.
Boltz was found to have been insolvent for years, but his scheme continued until his
disappearance.

Procedural History

Felton claimed a loss deduction on his 1940 tax return due to the embezzlement.
The  Commissioner  of  Internal  Revenue  disallowed  the  deduction,  arguing  the
embezzlement occurred prior to 1940. The Tax Court reviewed the Commissioner’s
determination.

Issue(s)

Whether Felton could deduct the loss from Boltz’s embezzlement on his 1940 tax
return.

Holding

Yes, because the identifiable event determining the loss occurred in 1940 when
Boltz disappeared and the fraudulent scheme was revealed. Prior to that, there was
a reasonable possibility that Felton could have recovered his investment.
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Court’s Reasoning

The Tax Court reasoned that while Boltz was dishonest before 1940, the critical
event that established Felton’s loss was Boltz’s disappearance in October 1940.
Prior to that time, Boltz continued to operate, and clients were able to withdraw
funds. The court likened Boltz to a juggler, and the disappearance to the final act.
The  court  emphasized  that  the  commingling  of  funds  made  it  impossible  to
determine exactly when Felton’s specific deposit was lost. The court noted, “As long
as he kept funds circulating back to his clients, he succeeded in getting money
advanced to him, and, also, petitioner’s chance of getting his money back was as
good as that of any of the clients who actually were repaid. Petitioner’s chance of
getting  his  money  back  lasted  up  to  and  during  1940.  Under  these  facts,  the
identifiable event which determined petitioner’s loss was the disappearance of Boltz
in 1940.” The court distinguished this situation from typical embezzlement cases,
where the misappropriation of specific funds is more readily identifiable. The court
allowed the deduction,  reduced by the amounts recovered from the receiver in
subsequent years, citing Schwabacher Hardware Co., 45 B.T.A. 699.

Practical Implications

This case provides guidance on determining the proper tax year for claiming a loss
due to embezzlement,  especially  in  situations involving Ponzi  schemes or  other
fraudulent  investment  arrangements  where  funds  are  commingled.  The  key
takeaway is that the loss is deductible in the year the fraud is discovered, and the
extent of the loss is reasonably ascertainable, rather than the year the funds were
initially  misappropriated.  This  case  emphasizes  the  importance  of  identifying  a
specific,  identifiable event that establishes the loss. Subsequent recoveries from
bankruptcy  or  other  legal  proceedings  reduce  the  deductible  loss.  Legal
practitioners should advise clients to document the discovery of the fraud and the
efforts to recover funds to support the deduction.


