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30 T.C. 256 (1958)

The U.S.  Tax Court approved the use of  the net worth method to determine a
taxpayer’s income when traditional methods were insufficient and established that
consistent underreporting of income, combined with other factors, can support a
finding of fraud to evade taxes.

Summary

The Commissioner of Internal Revenue used the net worth method to assess income
tax deficiencies against David H. Schultz and his wife, Bessie Schultz, for the years
1946-1949. The case involved several issues, including the correct calculation of
opening net worth, the deductibility of a bad debt, a claimed theft loss, and whether
parts of the deficiencies were due to fraud. The Tax Court approved the use of the
net  worth  method.  The  Court  disallowed  several  deductions  claimed  by  the
taxpayers and found that a portion of the tax deficiencies for the years in question
were due to fraud, based on the consistent underreporting of substantial amounts of
income and other evidence.

Facts

David H. Schultz was involved in various businesses, primarily in the wholesale
produce industry. He and his wife filed joint or separate income tax returns. The
Commissioner determined deficiencies using the net worth method, which calculates
income based on changes in a taxpayer’s assets and liabilities, plus non-deductible
expenses.  The primary evidence was a net  worth statement.  The case involved
disputes about the amount of cash on hand, a loan receivable, a partnership debt, a
claimed theft loss relating to a Haitian banana franchise, and other adjustments to
the taxpayers’ assets and liabilities. There was also evidence of unreported income
from sales above ceiling prices and a guilty plea by Schultz to a criminal charge of
tax evasion.

Procedural History

The  Commissioner  of  Internal  Revenue  assessed  income  tax  deficiencies  and
additions to tax against the Schultzes. The Schultzes petitioned the U.S. Tax Court
to challenge the deficiencies. The Tax Court consolidated the cases and heard the
evidence. After the death of the original judge, the case was reassigned to another
judge. The Tax Court issued its opinion, resolving several issues and concluding that
a portion of the deficiencies were due to fraud.

Issue(s)

1. Whether the Tax Court should approve the Commissioner’s use of the net worth
method to determine the taxpayers’ income.

2. Whether the taxpayers correctly calculated their opening net worth for 1946,
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particularly regarding cash on hand and a loan receivable.

3.  Whether  a  partnership  debt  constituted  a  liability  that  should  have  been
considered when calculating closing net worth for 1946.

4. Whether a claimed debt was a business or non-business debt.

5. Whether the taxpayers sustained a theft loss from a Haitian banana franchise.

6. Whether a certain loan was properly considered a loan or commission, influencing
closing net worth for 1949.

7. Whether the nontaxable portion of capital gains should be excluded from assets in
subsequent years’ net worth calculations.

8. Whether any portion of the deficiencies were due to fraud with intent to evade
tax.

Holding

1. Yes, because the taxpayers did not contest the use of the net worth method and
the Court found that its use was warranted.

2.  Yes,  a  partial  adjustment was made for  cash on hand.  No,  the Court  found
insufficient evidence of the loan.

3. No, because the debt’s impact was reflected in prior income calculations.

4. Non-business debt, therefore deductible only in the year of total worthlessness.

5. No, because the taxpayers did not establish that they had suffered a theft loss as
defined under the laws of Haiti.

6. The court found the transaction was properly considered a loan, but there was no
evidence to determine that it became worthless in 1949.

7.  No,  because of  the proper accounting procedures inherent  in the net  worth
method.

8. Yes, because of a pattern of underreporting substantial income, unreported sales,
and a guilty plea to a criminal charge.

Court’s Reasoning

The Court first  addressed the net worth method’s use,  approving it  due to the
parties’ acceptance and the method’s appropriateness. For the opening net worth,
the Court adjusted the cash on hand but found the evidence insufficient to support
the loan receivable.  The Court  reasoned that  the Roatan partnership debt  was



© 2025 SCOTUSreports.com. All rights reserved. | 3

already accounted for in the taxpayer’s income from prior periods. Regarding the
Schalker debt, the Court determined that it was a non-business debt, making it
deductible only when totally worthless, a point not reached here. The Court found
that the evidence of a theft loss for the Haitian franchise was insufficient to prove
the requirements under Haitian law. The Court found that a payment to Nathan was
a  loan  and  not  a  commission  and  must  be  carried  into  the  closing  net  worth
calculation. The Court dismissed the argument to exclude nontaxable capital gains
because it represented a misunderstanding of the net worth method. Finally, the
Court found that the consistent pattern of underreporting income, the unreported
sales, and the guilty plea of tax evasion provided clear and convincing evidence of
fraud.

Practical Implications

The case provides important guidance to tax professionals on the use of the net
worth method, especially when other methods are insufficient. It highlights that
when using this method, it is crucial to accurately determine the taxpayer’s net
worth at the beginning and end of the period in question and consider all assets,
liabilities,  and  expenses.  The  Court  provides  insight  into  the  complexities  of
determining  business  versus  non-business  bad  debts,  which  has  significant  tax
implications. The case emphasizes that the law of the jurisdiction in which a theft
occurs governs the application of a theft loss. The case offers valuable lessons about
what evidence is required to establish fraud. The court shows that a consistent
pattern of underreporting income, coupled with other “badges of fraud,” can lead to
a finding of fraud, potentially resulting in severe penalties.


