THI'S OPI NI ON WAS SI GNED BY JUDGE CARL N. BYERS ON MARCH 8, 2000
AND FI LE STAMPED MARCH 8, 2000

IN THE OREGON TAX COURT
REGULAR DI VI SI ON

Il ncone Tax
PETER C. BROWN and )
JUDI TH A. BROWN, )
) Case No. 4390
Plaintiffs, )
) OPINION
V. )
)
DEPARTMENT OF REVENUE, )
State of Oregon, )
)
Def endant . )

Plaintiffs (taxpayers) appeal assessnents of additional
i ncome taxes, penalties, and interest for the 1989, 1990, and
1991 tax years. Taxpayers’ appeal was dism ssed by the
magi strate for failure to appear for trial. The underlying
claims concern disall owed business expenses.

FACTS

Prior to 1988, M. Brown was enpl oyed by Benjam n Franklin
stores, a chain of craft stores. In 1988, he left that
enpl oynent and started a consulting business. He testified that
he consulted on site eval uations, |eases, and markets for craft
stores. Apparently, he taught Ms. Brown how to assist with
inventory selection and display craft items. He testified that
the two of them constituted a full partnership and that the
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nature of their business required extensive travel wth
significant expenses for entertainment, neals, and | odging.
Whil e he anticipated great success and spent substantial sunms in
1989 getting the business started, by the end of 1990, the

busi ness was di m nishing rapidly. Taxpayers also had trouble
collecting the amounts owi ng themand, as a result, in 1991

decl ared personal bankruptcy.

Apparently due to their business difficulties and taxpayers’
own procrastination, they did not file income tax returns for
1989, 1990, and 1991 until 1995. When the returns were filed,

t hey were audited.

The auditor requested additional records and information
substantiati ng the expenses cl ai med. Taxpayers furnished copies
of their credit card statenents, showi ng itenms purchased.

However, taxpayers’ use of the sane credit card for personal
expenses and busi ness expenses caused the auditor to request nore
information. No other records were provided and eventually
addi ti onal taxes, penalties, and interest were assessed.
Taxpayers appeal ed the assessnments to a conference officer at the
departnent. After a conference, the officer granted taxpayers
sone additional limted deductions. Taxpayers then appealed to
the Magi strate Division of the Tax Court.

Taxpayers testified that no case managenment conference was

hel d, and they never received any notice of a trial date.
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Consequently, they were unaware of the date the trial was to be
hel d and therefore should be excused fromfailing to appear for
trial.

| SSUES

Shoul d taxpayers’ appeal be considered on the nerits? |If
so, are taxpayers entitled to greater deductions other than those
al | owed?

ANALYSI S

The normal practice of the Magistrate Division of this court
is to conduct a case managenent conference, at which time a trial
is scheduled if necessary. Taxpayers testified that they do not
remenber any case managenent conference and did not receive
notice of the trial. Counsel for the departnent indicated that
he was unaware of whether a case nmanagenent conference had been
conducted. After considering the testinmony, and being in doubt
as to whether adequate notice was given, the court determ ned
that it would hear this matter on the nerits.

Taxpayers appeal fromthe disall owance of itens clained as
busi ness expenses. | RC 8 162 and 174 require taxpayers to
provi de substantiating evidence of the business nature of the
expense. In this case, some expenses were not all owable
deductions, such as federal self-enploynment taxes, termlife
i nsurance prem unms, and a bad-debt |oss. Taxpayers knew enough

in preparing their own return to know that these types of itens
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are potentially deductible. What taxpayers apparently did not
know is that they did not neet the conditions inposed by the code
to qualify for these deductions. The court finds the auditor’s
di sal |l owance of these itens was proper

The | argest source of disputed expenses was for travel,
i ncludi ng neals and | odgi ng. Because sone records were provided,
the auditor allowed approxi mtely 50 percent of the clainmed
expenses for 1989 and 1990. Although the records were not
adequate and did not conply with the statutory requirenment of
| RC § 274(d), she applied the Cohan rule to allow a reasonabl e

anount . See Cohan v. Comm ssioner of |Internal Revenue, 39 F2d

540 (1930). The auditor did not allow any expenses in 1991
because taxpayers had no records whatsoever. |In fact, taxpayers
subm tted no evidence that they were in business in 1991 except
their statenment to that effect.

Based on taxpayers’ testinmony and argunents at trial, it is
clear that taxpayers failed to appreciate the need for records,
particul ary contenporaneously maintained records. Self-serving
expl anati ons and records created after the fact do not carry the
sanme wei ght of persuasion as contenporaneous records maintained
in the usual course of business. Wile the law clearly allows
for business deductions, neals and | odging are of such a
personal nature that the |aw requires substantiating

docunentation. |IRC §8 274(d). Oherwi se, self interest could
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convi nce many taxpayers that their personal |iving expenses are
really business expenses. As one taxpayer once rationalized
before this court “if I amnot alive, | can't earn inconme and
therefore everything is a business expense.”

Lacking this appreciation, taxpayers’ primary effort at
trial was to challenge the auditor’s adjustnments. Taxpayers
provided little nmore than argunment as opposed to evidence. Their
expl anation for the absence of any records or any additional
records is not satisfactory.

Taxpayers are essentially asking the court to rely upon
their representations, based upon their nmenories of their
busi ness activities. However, taxpayers did not denonstrate
clear nenories of their business affairs. Taxpayers were not
sure of the dates they reviewed their credit card statenments and
deci ded what was deductible on their incone tax returns. |[If the
1989 inconme tax return was prepared in 1991 or 1995, it is
unl i kely that taxpayers’ nmenories of specific charges were clear.
Ms. Brown testified that the return m ght have been prepared in
1991 but not mailed until 1995. However, she was not sure of
this menory. Certainly, if that was the case, the behavior
rai ses questions. In short, the lack of records plus taxpayers’
uncl ear nmenories result in very unreliable evidence.

After reviewi ng the evidence, the court finds that the

auditor’s judgnment with regard to which expenses were probably

OPI NI ON Page 5.



busi ness was, as the conference officer indicated, "“generous.”
(Def’s Ex S at 3.) However, the auditor did nake an error. She
testified that because taxpayers were cash-basis taxpayers, they
must pay the credit card statement before they are entitled to
deduct the busi ness expense. This understanding is incorrect.
Payment of an expense by a credit card occurs when the credit
card is charged with the amunt, not when the debtor pays the
credit card conpany. 1In fact, if a taxpayer nmakes a charitable
contribution by charging it on a credit card, a deduction for
that contribution nmust be clained in the year in which the charge
is made, not any |ater year in which the credit card conpany is
paid. Rev. Rul. 78-38, 1978-1 CB 67.

In view of the auditor’s error, the departnent is
instructed to recal cul ate taxpayers’ tax liability using the
correct rule with regard to when expenses were paid. No other
changes are to be nade with regard to deducti bl e expenses. The
departnment shall submt the recalculated tax liability to the
court with a copy to taxpayers. |f taxpayers have any objections
or questions concerning the calculations, they will file their
witten objections with the court within 20 days fromthe date
111
111
111
111
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t he departnent mails taxpayers the calcul ations. Thereafter, the
court will resolve any questions concerning the recal cul ati ons
and then issue a judgnent in accordance with this Opinion. Costs

to neither party.

Dated this __ day of March, 2000.

Carl N. Byers
Judge
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