Stratton v. Commissioner, 54 T. C. 255 (1970)

The net worth method can be used to test the accuracy of a taxpayer’s reported
income, and political contributions diverted for personal use are taxable income.

Summary

William G. Stratton, former Governor of Illinois, was audited by the IRS using the
net worth method for the years 1953-1960. The IRS argued that Stratton
underreported his income, attributing increases in net worth to unreported income.
Stratton claimed that the increases were from gifts and campaign contributions. The
Tax Court upheld the use of the net worth method but revised the IRS’s calculations,
reducing the unreported income. The court also clarified that political contributions
used for personal purposes are taxable, but found no fraud on Stratton’s part. The
statute of limitations barred assessments for most years, except 1958, where the
omission of income exceeded 25%.

Facts

William G. Stratton was Governor of Illinois from 1953 to 1960. The IRS audited his
tax returns for these years using the net worth method, alleging unreported income.
Stratton reported income from nine sources and claimed he maintained adequate
records. The IRS’s calculations showed a significant discrepancy, suggesting
unreported income. Stratton argued that the increases in his net worth were due to
gifts and campaign contributions. The case involved detailed examination of
financial records, including over 1,650 expenditures and testimony from 26
witnesses regarding the nature of contributions received by Stratton.

Procedural History

The IRS issued a deficiency notice to Stratton, leading to a petition to the Tax Court.
The court reviewed the IRS’s use of the net worth method and Stratton’s records. It
revised the IRS’s calculations and made findings on the nature of the funds received
by Stratton, ultimately determining that the statute of limitations barred
assessments for most years except 1958.

Issue(s)

1. Whether the IRS was justified in using the net worth method to determine
Stratton’s unreported income.

2. Whether the funds received by Stratton were gifts or taxable income.

3. Whether the statute of limitations barred the assessment of deficiencies for the
years in question.

Holding

1. Yes, because the net worth method is a valid tool for testing the accuracy of a
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taxpayer’s reported income.

2. The funds used for personal purposes were taxable income because they were
political contributions diverted from campaign use.

3. The statute of limitations barred assessments for 1953-1957 and 1959-1960, but
not for 1958, because the omission of income exceeded 25% in that year.

Court’s Reasoning

The court upheld the use of the net worth method, citing Holland v. United States,
which allows its use to test the accuracy of a taxpayer’s records. The court revised
the IRS’s calculations, reducing the unreported income after considering evidence
on gifts and campaign contributions. It found that while Stratton believed some
contributions were gifts, they were political contributions taxable when used for
personal purposes, as clarified by Rev. Rul. 54-80. The court found no fraud due to
Stratton’s cooperation and lack of intent to evade taxes, citing Spies v. United
States. The statute of limitations barred assessments for most years, except 1958,
where the omission exceeded 25%.

Practical Implications

This decision reinforces the use of the net worth method in tax audits, providing a
tool for the IRS to test the accuracy of reported income. It also clarifies the tax
treatment of political contributions, stating that those diverted for personal use are
taxable income. Practitioners should advise clients on the importance of
distinguishing between gifts and political contributions and maintaining clear
records. The case also highlights the need for the IRS to prove fraud with clear and
convincing evidence, which may impact how fraud penalties are assessed in future
cases. Subsequent cases, such as O’'Dwyer v. Commissioner, have applied similar
principles regarding the taxability of diverted political funds.
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