33 T.C. 272 (1959)

A loss incurred in an illegal activity is not deductible if allowing the deduction would
severely and immediately frustrate sharply defined public policy.

Summary

The U.S. Tax Court denied a taxpayer a loss deduction under Section 165 of the
Internal Revenue Code. The taxpayer invested money in a scheme to duplicate
United States currency, and was subsequently swindled out of his investment. The
court held that allowing the deduction would frustrate the sharply defined public
policy against counterfeiting. The court found that the taxpayer actively participated
in an illegal scheme, even though he was ultimately defrauded by his accomplices.
The decision underscores the principle that the tax code will not provide financial
relief for losses sustained as a result of participation in illegal activities that violate
established public policy.

Facts

Luther M. Richey, Jr. (taxpayer) invested $15,000 in a scheme to counterfeit U.S.
currency. He was contacted by an individual who claimed to be able to duplicate
money. Richey provided $15,000 to the individual for the purpose of duplicating the
bills and also actively assisted in the process. Ultimately, the individual absconded
with Richey’s money without duplicating the bills, and Richey never recovered the
funds. Richey claimed a $15,000 theft loss deduction on his 1955 tax return, which
the Commissioner of Internal Revenue disallowed.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Richey’s income
tax for 1955, disallowing the theft loss deduction. Richey petitioned the U.S. Tax
Court to review the Commissioner’s decision. The Tax Court agreed with the
Commissioner, finding that the deduction should be disallowed as it would
contravene public policy.

Issue(s)

Whether a taxpayer who invested in an illegal counterfeiting scheme and was
swindled out of the investment is entitled to deduct the loss under Internal Revenue
Code § 165(c)(2) or (3).

Holding

No, because allowing the deduction would frustrate the sharply defined public policy
against counterfeiting United States currency.

Court’s Reasoning
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The Tax Court acknowledged that the taxpayer’s actions fell within the literal
requirements of Internal Revenue Code § 165. However, the court focused on the
public policy implications of allowing the deduction. The court cited case law
establishing that deductions may be disallowed if they contravene sharply defined
federal or state policy. The court emphasized that allowing the deduction in this
case would undermine the federal government’s clear policy against counterfeiting.
The court found that the taxpayer actively participated in the initial stages of the
illegal counterfeiting scheme and, therefore, the taxpayer’s actions directly violated
public policy. The court’s reasoning relied on the principle that the tax code should
not be used to subsidize or provide relief for losses incurred in connection with
illegal activities. The court cited the test of non-deductibility as being dependent on
“the severity and immediacy of the frustration resulting from allowance of the
deduction.”

Practical Implications

This case underscores the importance of considering public policy implications when
analyzing the deductibility of losses. Taxpayers engaged in illegal activities cannot
expect to receive a tax benefit for losses they incur. Attorneys and legal
professionals should carefully examine the nature of the taxpayer’s conduct and the
applicable public policies to assess the potential for disallowance. This ruling has
practical implications for cases involving theft or losses arising from any activity
that is illegal, or that violates a clearly defined public policy. Later cases have
followed this reasoning in disallowing deductions related to illegal activities. This
case serves as a cautionary tale that the IRS will not provide a tax benefit related to
illegal activity.
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