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Peters v. Commissioner, 51 T. C. 226; 1968 U. S. Tax Ct. LEXIS 31 (United
States Tax Court, October 31, 1968)

Money obtained through illegal means, such as larceny by false pretenses, is taxable
income to the recipient under federal tax law.

Summary

Mary Ellen Peters defrauded Kenneth Moran by convincing him to give her money
for a fictitious person’s medical expenses. The U. S. Tax Court held that the money
obtained by Peters through this deception was taxable income, following precedents
like Rutkin v. United States and James v. United States. The court also ruled that the
statute  of  limitations  for  the  years  1959-1961  was  not  barred  because  the
unreported income exceeded 25% of the reported income. The decision clarified that
income from illegal activities is taxable and reinforced the joint and several liability
of spouses on joint tax returns.

Facts

Mary Ellen Peters, posing as a cousin of a nonexistent person named Jeanne Gillette,
convinced Kenneth Moran to give her money from 1959 to 1964 under the pretense
that it  was for Jeanne’s medical expenses.  Moran gave most of his earnings to
Peters,  who spent  the money freely.  In  1964,  Moran discovered the fraud and
reported it, leading to Peters pleading guilty to grand larceny. The Peters filed joint
federal income tax returns for these years but did not report the money received
from Moran.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  deficiencies  in  the  Peters’
income  tax  for  the  years  1959  through  1964,  including  additions  to  tax  for
negligence or intentional disregard of rules and regulations. The Peters challenged
this determination in the U. S. Tax Court, arguing that the money was not taxable
income and that the statute of limitations barred the deficiencies for 1959-1961.

Issue(s)

1.  Whether  the  money  obtained  by  Mary  Ellen  Peters  through  false  pretenses
constituted taxable income to the Peters.
2.  Whether  the  statute  of  limitations  barred  the  deficiencies  for  the  years
1959-1961.
3. Whether the disallowed deductions for contributions, casualty losses, work tools,
and medical expenses were proper.
4. Whether the Peters were liable for the additions to tax due to negligence or
intentional disregard of rules and regulations.

Holding



© 2025 SCOTUSreports.com. All rights reserved. | 2

1. Yes, because the money obtained through false pretenses was taxable income
under Rutkin v. United States and James v. United States, as Peters had unrestricted
use of the funds.
2. No, because the omitted income exceeded 25% of the reported income for those
years, extending the statute of limitations under section 6501(e) of the Internal
Revenue Code.
3. Yes, because the Peters failed to substantiate the disallowed deductions.
4. Yes, because the Peters did not meet their burden to show that the deficiencies
were not due to negligence or intentional disregard.

Court’s Reasoning

The court applied the legal principle from Rutkin and James that money obtained
through illegal means, without a consensual recognition of an obligation to repay, is
taxable income. The court rejected the Peters’ argument that the money was a gift,
as Moran did not intend to give it to Peters. The court also noted that Peters’ guilty
plea to grand larceny contradicted any claim that the money was a gift. The court
found that the statute of limitations was not barred because the unreported income
exceeded  25%  of  the  reported  income  for  1959-1961.  The  court  upheld  the
disallowance of deductions due to lack of substantiation and found the Peters liable
for additions to tax,  as they failed to explain the omission of large amounts of
income.

Practical Implications

This decision reinforces that income from illegal activities must be reported for tax
purposes, even if the recipient may later be required to return it. It affects how tax
professionals should advise clients involved in such activities to comply with tax
laws. The ruling also highlights the importance of substantiation for deductions and
the joint and several liability of spouses on joint returns. Subsequent cases like
Commissioner  v.  Wilcox  have  further  clarified  the  taxation  of  illegal  income,
distinguishing between embezzlement and other forms of illegal gain.


