21 T.C. 846 (1954)

A loss from the worthlessness of stock due to nationalization of a corporation’s
assets is generally considered a capital loss, and the timing of the loss depends on
when the nationalization effectively occurred, not necessarily when the stock was
physically transferred.

Summary

The case involved a taxpayer, Erwin de Reitzes-Marienwert, who claimed an
ordinary loss deduction for 1946 due to the nationalization of a Czechoslovakian
corporation, Nitra, in which he held shares. The U.S. Tax Court addressed two
primary issues: the character of the loss (ordinary versus capital) and the timing of
the loss. The court held that any loss sustained was a capital loss and occurred in
1945, not 1946, when the initial nationalization decree was issued and took effect,
even though the formal announcement and stock transfer occurred later. The court
also addressed whether payments to the taxpayer’s mother were deductible, finding
they were, either as interest or as part of a subventure agreement.

Facts

Erwin de Reitzes-Marienwert owned shares in Nitra, a Czechoslovakian corporation.
In October 1945, the Czechoslovakian government issued Decree No. 101,
nationalizing certain industries, including sugar factories like Nitra. In January
1946, Decree No. 72 specifically named Nitra as nationalized under Decree No. 101.
The taxpayer’s stock was held in a New York City custody account and, at the
taxpayer’s instruction, was turned over to the Prague Credit Bank in New York in
April 1946. The taxpayer claimed a loss for 1946 due to the nationalization. He also
claimed a deduction for payments made to his mother, who had provided funds for
his partnership in Cereal Products Company, based on an agreement to share
profits. The Commissioner disallowed both deductions.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the taxpayer’s
1946 income tax, disallowing the claimed loss from the Nitra nationalization and the
deduction for payments to the taxpayer’s mother. The taxpayer petitioned the U.S.
Tax Court to contest the deficiency. The Tax Court considered the case and issued a
decision in favor of the Commissioner on the loss issue and in favor of the taxpayer
on the deduction for payments to his mother.

Issue(s)

1. Whether the taxpayer sustained a deductible loss in 1946 resulting from the
nationalization of Nitra.

2. Whether the taxpayer could deduct payments made to his mother from his share
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of profits from Cereal Products Company.
Holding

1. No, because if the taxpayer sustained a loss, it was a capital loss sustained in
1945, not 1946.

2. Yes, the taxpayer was entitled to deduct the payments to his mother.
Court’s Reasoning

Regarding the loss from the nationalization, the court focused on the character and
timing of the loss. The court first considered the character of the loss. The court
held that because the nationalization of Nitra’s assets, and not the seizure of the
stock itself, caused the loss. The worthlessness of the stock resulted in a capital loss,
governed by section 23(g) of the Internal Revenue Code, rather than an ordinary
loss. The court also determined the timing of the loss was in 1945. The court
emphasized that the initial nationalization decree, Decree No. 101, was issued in
October 1945, thus nationalizing the assets at that time, even though a later decree,
Decree No. 72, formally named Nitra, and the stock transfer occurred in 1946. “The
fundamental nationalization Decree No. 101 was dated October 24, 1945.”

Regarding the payments to his mother, the court found that the payments were
deductible. The court noted that the agreement could be viewed as a subventure
between the taxpayer and his mother, or the payments were in the nature of
interest. The Court stated that the payments were “a payment in the nature of
interest for the use of the cash advanced by his mother or that the arrangement
amounted to a subventure between the two pursuant to which the petitioner’s
profits from the partnership were to be divided in the agreed ratio.”

Practical Implications

This case provides practical guidance on the proper timing and characterization of
losses resulting from governmental actions against foreign corporations. It
emphasizes that: (1) the focus is on when the loss effectively occurred, even if some
formal actions occurred later; (2) the substance of the transaction, not just the form,
determines the tax consequences. When dealing with stock losses, the Court’s
emphasis on the distinction between the nationalization of the corporate assets
versus the seizure of the stock is important. When a government nationalizes a
company'’s assets, this can lead to stock becoming worthless, thus, a capital loss.
This case helps attorneys analyze the timing and character of a stock loss due to
foreign government actions.
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