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Paine v. Commissioner, 63 T. C. 736, 1975 U. S. Tax Ct. LEXIS 168 (1975)

A theft loss deduction under Section 165(c)(3) of the Internal Revenue Code requires
a criminal appropriation of property under state law, which was not proven in this
case involving fraudulent corporate actions.

Summary

In Paine v.  Commissioner,  the taxpayer sought a theft  loss deduction for stock
devalued  by  corporate  officers’  fraudulent  actions.  The  Tax  Court  denied  the
deduction, ruling that under Texas law, the officers’ misconduct did not constitute a
theft  from the  shareholder.  The  court  emphasized  that  for  a  theft  loss  to  be
deductible, the fraudulent activity must directly result in a criminal appropriation of
the taxpayer’s property, which was not shown. The decision highlights the necessity
of proving a direct link between the fraudulent acts and the loss, as well as the
specific elements of theft under applicable state law.

Facts

Lester I. Paine, a stockbroker, owned 750 shares of Westec Corporation stock in
1966. Westec’s officers engaged in fraudulent activities that artificially inflated the
stock’s value, leading to a suspension of trading by the SEC in August 1966. Despite
the fraud, the stock did not become worthless that year. Paine claimed a theft loss
deduction  for  the  stock’s  value,  arguing  that  the  officers’  fraudulent
misrepresentations  constituted  a  theft  under  Texas  law.

Procedural History

Paine filed a petition with the U. S. Tax Court challenging the Commissioner’s denial
of his theft loss deduction. The court reviewed the case based on stipulated facts
and legal arguments, ultimately deciding in favor of the Commissioner.

Issue(s)

1. Whether the fraudulent activities of Westec’s corporate officers constituted a
theft  under  Texas  law,  thereby  entitling  Paine  to  a  theft  loss  deduction  under
Section 165(c)(3) of the Internal Revenue Code.

Holding

1. No, because Paine failed to prove that the corporate officers’ misconduct met the
elements  of  theft  under  Texas  law,  specifically  lacking  evidence  of  criminal
appropriation of his property.

Court’s Reasoning

The court applied Texas law to determine if a theft had occurred, focusing on the
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statutory definitions of theft, larceny, embezzlement, and swindling. The court noted
that for a theft to be deductible, it must involve a criminal appropriation of the
taxpayer’s property to the use of the taker, as per Edwards v. Bromberg. Paine’s
stock was purchased on the open market, not directly from the officers, and there
was no evidence that the sellers were involved in or aware of the fraud. Additionally,
Paine did not prove reliance on the misrepresentations or that they induced his
purchase. The court also found that Paine failed to establish the amount of any
alleged theft loss, as the stock’s value did not become worthless in 1966. The court
concluded  that  Paine’s  attempt  to  claim  an  ordinary  theft  loss  for  what  was
essentially  a  potential  capital  loss  was  unsupported  by  the  evidence  and  legal
requirements.

Practical Implications

This decision underscores the importance of proving the elements of theft under
state law to claim a theft loss deduction. Taxpayers must demonstrate a direct link
between fraudulent actions and their loss, including criminal appropriation of their
property. The case also highlights the distinction between ordinary theft losses and
capital losses, cautioning against attempts to convert potential capital losses into
ordinary theft losses without sufficient evidence. Practitioners should advise clients
to carefully document the timing and nature of fraudulent representations and their
direct  impact  on  property  value.  This  ruling  may  influence  how  similar  cases
involving corporate fraud and stock value are analyzed, emphasizing the need for a
clear causal connection and adherence to state-specific legal definitions of theft.


