Viehweg v. Commissioner, 90 T. C. 1248 (1988)

A taxpayer must prove a theft occurred under applicable state law and that there
was no reasonable prospect of recovery to claim a theft loss deduction.

Summary

In Viehweg v. Commissioner, the Tax Court denied theft loss deductions to investors
in limited partnerships that engaged in transactions previously disallowed for tax
purposes. The court found no evidence of theft under Texas law, as the investors
received what they paid for, albeit a failed business venture. The court emphasized
that the investors could not prove that false representations were made with
criminal intent or that their losses were directly related to such representations.
Furthermore, the court noted that the investors did not demonstrate a lack of
reasonable prospect for recovery, a necessary condition for claiming a theft loss
deduction.

Facts

Petitioners invested in limited partnerships, including I*Carb, [*Screen, and TRD,
Ltd. , which engaged in commodities trading and other transactions. The
partnerships’ activities were identical to those addressed in Julien v. Commissioner
and Glass v. Commissioner, where tax benefits were denied. The partnerships
promised tax deductions from commodities transactions and the development of a
new carburetor. Following SEC action against the partnerships and related entities,
an independent director was appointed, revealing chaotic records and commingled
funds but no evidence of theft. The partnerships ultimately failed, but no legal action
was taken by the petitioners against the partnerships or their organizers.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
income taxes for various years, leading to the filing of petitions in the U. S. Tax
Court. The court consolidated the cases and, after concessions, focused solely on the
issue of theft loss deductions. The court denied the deductions, and decisions were
to be entered under Rule 155.

Issue(s)

1. Whether the petitioners are entitled to theft loss deductions for their out-of-
pocket investments in the limited partnerships under section 165 of the Internal
Revenue Code.

Holding

1. No, because the petitioners failed to prove that a theft occurred under Texas law
and that there was no reasonable prospect of recovery.
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Court’s Reasoning

The court applied Texas law to determine if a theft had occurred, requiring proof of
unlawful appropriation with intent to deprive and a lack of effective consent due to
deception. The court found no evidence that the representations made to the
investors were false, nor that any false statements were made with criminal intent.
The court also noted that the investors received what they bargained for, which
were tax-motivated transactions, not a fraudulent scheme. The court further
emphasized the lack of evidence showing no reasonable prospect of recovery, as the
investors did not pursue legal action against the partnerships or their organizers.
The court distinguished this case from Nichols v. Commissioner, where the
taxpayers received nothing in return for their investments, unlike the petitioners in
Viehweg who received the promised transactions.

Practical Implications

This decision underscores the high burden of proof required for theft loss
deductions, particularly in investment scenarios. Taxpayers must demonstrate not
only the elements of theft under applicable state law but also that there is no
reasonable prospect of recovery. The case highlights the importance of pursuing
legal remedies against those responsible for failed investments to establish a lack of
recovery prospects. For legal practitioners, this case serves as a reminder to
thoroughly investigate and document claims of theft in investment contexts, as mere
business failure does not equate to theft. Subsequent cases have continued to apply
these principles, emphasizing the need for clear evidence of criminal intent and a
direct link between false representations and the taxpayer’s loss.
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