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

The net worth method is justified to test the accuracy of a taxpayer’s reporting, even
when they maintain seemingly adequate records.

Summary

William G. Stratton, Governor of Illinois, and his wife were assessed income tax
deficiencies by the IRS using the net worth method for 1953-1960. The IRS alleged
unreported income due to an increase in net worth not accounted for by reported
income. The Tax Court upheld the use of the net worth method but adjusted the
calculations, finding that Stratton had received non-taxable gifts and used campaign
funds for personal expenses, which should have been reported as income. The court
determined that there was no fraud, but the statute of limitations applied only to
1958 due to omitted income exceeding 25% of reported gross income.

Facts

William G. Stratton served as Governor of Illinois from 1953 to 1960. He and his
wife filed joint federal income tax returns for these years, reporting a total net
income of $171,846. 93. The IRS, using the net worth method, calculated their
income at $369,096. 29, later adjusted to $366,184. 92, alleging unreported income.
Stratton had received campaign contributions and personal gifts, some of which
were used for personal expenses. He was acquitted in a criminal trial for tax evasion
for 1957-1960.

Procedural History

The IRS issued a notice of deficiency to the Strattons on April 13, 1965. They filed a
petition with the Tax Court on July 12, 1965. The court considered evidence from a
prior criminal trial where Stratton was acquitted of tax evasion charges. The Tax
Court reviewed the case, and on February 12, 1970, issued its decision.

Issue(s)

1. Whether the IRS was justified in using the net worth method to determine the
Strattons’ income.
2. Whether any part of the deficiencies was due to fraud with intent to evade tax.
3. Whether the statute of limitations barred the assessment of deficiencies for any of
the years in question.

Holding

1. Yes, because the net worth method is a valid approach to test the accuracy of
reported income, even when taxpayers maintain seemingly adequate records.
2. No, because the IRS failed to establish fraud by clear and convincing evidence;
the  Strattons’  unreported  income  stemmed  from  a  mistaken  belief  about  the
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taxability of certain funds.
3. Yes, for all years except 1958, because the Strattons omitted more than 25% of
their gross income in that year, triggering a 6-year statute of limitations.

Court’s Reasoning

The court upheld the use of the net worth method as justified under established case
law, which allows its use to test the accuracy of taxpayer records. It adjusted the
IRS’s calculations to account for non-taxable gifts and campaign funds used for
personal expenses, which should have been reported as income. The court found no
fraud, emphasizing that Stratton’s actions were based on a mistaken belief about tax
law rather than an intent to evade taxes. The statute of limitations was applied
strictly, allowing assessment only for 1958 due to a significant omission of gross
income.

Practical Implications

This decision reinforces the IRS’s ability to use the net worth method as a tool to
uncover  unreported  income,  even when taxpayers  maintain  detailed  records.  It
highlights the importance of understanding the tax implications of using campaign
contributions for personal expenses. For future cases, it underscores the need for
clear  and  convincing  evidence  of  fraud  to  impose  penalties.  Taxpayers  and
practitioners should be cautious about the tax treatment of gifts and political funds,
and attorneys may use this case to argue against fraud allegations where there is no
clear intent to evade taxes.


