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Taxpayers. §
ORDER

This matter involves three prelimnary assessnents of incone
tax entered by the Revenue Departnent against Jack E. & Grace P.
Propst (hereinafter "Taxpayers") for the cal endar years 1981, 1982
and 1983. At the hearing, the Taxpayers were represented by the
Hon. Sanuel R MCord. Assistant Counsel Mark Giffin represented
t he Revenue Departnent. Based on the evidence presented at the
hearing, and in consideration of the argunents and post-hearing
briefs filed by both parties, the follow ng findings of fact and
concl usions of |aw are hereby nmade and entered.

FI NDI NGS OF FACT

As the result of an audit concerning the years in dispute, the
Revenue Departnent adjusted the Taxpayers' joint returns as
follows: Item zed deductions on Schedule A were increased for 1981
and 1983 because the Taxpayers had failed to claimall allowable
deductions as indicated by their records. |Item zed deductions for
1982 were decreased due to lack of substantiation. Schedule C
expenses relating to Ms. Propst's occupation as a naturopath were

di sal | oned based on the Departnent' determnation that Ms. Propst



2

was engaged in an illegal activity, and al so was not engaged in the
busi ness to nake a profit. The Departnent further determ ned that
Ms. Propst had failed to substantiate all of her clainmed expenses
relating to naturopathy. Schedul e C expenses relating to M.
Propst's enploynent as an attorney were denied in large part due to
| ack of substantiation. Schedule D profits fromthe sale of tinber
and mnerals were increased due to the Departnent's disall owance of
the cost basis clained by the Taxpayers. Schedule F farm | osses
were disallowed due to | ack of substantiation. However, those farm
| osses for which records were subsequently provided were all owed by
the I ncone Tax Division hearing officer in Montgonery and are not
presently in dispute. Finally, the Departnent added a 50% fraud
penalty to each year's liability because the exam ner determ ned
that certain farm expense records, as well as the cost basis
claimed in the tinmer and mnerals, had been falsified.

Rel ative to the first item during the years in question Ms.
Propst held herself out as a naturopath. Ms. Propst received her
training and education as a naturopath from various sources, and
participated in continuing education courses during the audit
years. Ms. Propst does not claimto be a nedical doctor, and in
fact, provides her patients (custoners) with a formindicating that
she is not a nedical doctor. Ms. Propst does maintain daily
of fice hours and has an Al abama busi ness occupation |license. The

Taxpayer reported a net loss from Ms. Propst's naturopathy
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activities for each of the years in question. The majority of
cl ai med deductions were for continuing educati on expenses.

In addition to arguing that naturopathy is illegal in A abama
and that any expenses relating thereto are therefore are not
deducti bl e, the Departnent also contends that Ms. Propst was not
in business to make a profit. Ms. Propst testified that she had
| osses during the years in question because she had just noved to
the area and had not established sufficient clientele to nmake a
profit.

On the issue of substantiation, the Taxpayers agree that the
Departnent's determ nation of substanti ated expenses, as set out by
the Departnment examiner at the hearing, are acceptable if it is
found that Ms. Propst's expenses should be all owed.

Concerning M. Propst's expenses as an attorney, only a
general appoi ntnent cal endar was produced in support of the clained
deductions, along with several individual receipts that were not
related to any deducti bl e expense. The Taxpayers admt that M.
Propst kept no formal Ilog or other record of travel and
entertai nnent expenditures, but do argue that M. Propst did travel
at least 400 mles per week in the course of his enploynent. The
exam ner allowed m|eage and sone expenses by estimating the
di stance between appointnent |locations as indicated in the
appoi nt nent book.

The main portion of the additional tax set up by the exam ner
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resulted from the disallowance of the cost basis in tinber and
m nerals sold by the Taxpayers. The Taxpayers received the |and on
which the tinber and mnerals were located fromM. Propst's cousin
in 1970 and 1972. On their returns for the years in question, the
Taxpayers reported the tinber and m neral sales and clai ned either
an 80% (1981) or 50% (1982 and 1983) cost basis. The Departnent
di sall owed the entire anmounts cl ai ned because the Taxpayers fail ed
to provide verifying docunentation

The Taxpayers argue that the land on which the tinber and
mnerals were |located was gift fromthe cousin, and consequently,
that the basis should be the fair market val ue of the property at
the tinme of the gift, citing Code of Al abama 1975, §40-18-6. The
Taxpayers further claim that the basis anounts clained on their
returns were derived from information contained on the cousin's
incone tax returns for the years 1970 and 1972, and should be
accepted as the proper basis in the property.

At the hearing, two deeds were introduced, both of which
conveyed portions of the property in question fromthe cousin to
M. Propst for $10.00 and ot her good and val uabl e consideration

Ms. Propst testified that the property had been conveyed in
separate parcels and that the Taxpayers had in fact paid the cousin
sonme nmoney for the | and. M. Propst testified that he had been
given the land in return for taking care of and providing various

services for the cousin over a fifteen year period. No gift tax
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returns were filed by the cousin relative to the property.

The final issue in dispute concerns the fraud penalties.
According to the Departnent examner, the penalties were added
because the Taxpayers had intentionally inflated the cost basis for
the tinber and mnerals, and also had submtted fraudul ent or
altered records relating to their farm ng operation.

The allegedly falsified records were a group of invoices
relating to purchases nmade by the Taxpayers at an auto parts/gas
station. The invoices, sone of which had been altered, were
originally submtted to the Departnment as originals, but were later
di scovered to be copies. The invoice forns were nunbered.
However, the dates on the invoices did not correspond
chronologically with the invoice nunbers. That is, nunber 11783
was dated January 8, 1981, while an earlier nunber 11770 had a
| ater date of March 23, 1981, and so forth. The busi ness owner
testified at the hearing that he had conpleted the invoices based
on information fromhis | edger book. The owner testified that he
had altered the records, not the Taxpayers, and further explained
t he non-nunerical order of the invoices by the fact that the bl ank
i nvoi ces had been kept in non particular sequence, and were used
randomy in no particular order.

CONCLUSI ONS OF LAW

The expenses clained relative to Ms. Propst's occupation as

a naturopath were rejected by the Departnment on the dual grounds
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that naturopathy is illegal in Al abama and that the activity was
not entered into wwth the prine notive of making a profit.
On the first point, Al abama Incone Tax Reg. 810-3-17-
.01(a)(10) provides that |osses sustained in an illegal activity

are not deductible. The Departnent cites Wllians v. State ex rel.

Med. Licensure, 453 So.2d 1051, in support of its position that

naturopathy is illegal in Alabama. In that case, a wonman hol di ng
herself out as a naturopath was determned to be illegally
practicing nedicine without a license. However, the case does not
hold that all naturopaths are engaged in the illegal practice of
medi cine or that naturopathy is an illegal activity. As in
Wl lianms, that determ nation nust be nade on a case by case basis.

In the present case, there is no substantial evidence
indicating that Ms. Propst was engaged in the illegal practice of
medi ci ne. To the contrary, Ms. Propst as a matter of practice
informed each customer prior to consultation that she was not
qualified as a doctor and was not engaged in the practice of
medi ci ne.

Naturopathy is initself not an illegal activity. Rather, it
is recognized in Al abama and subject to licensing under Code of
Al abama 1975, §40-12-155. Accordingly, wthout deciding the
guestion of whether an expense incurred in an illegal activity is
deductible, it is clear that Ms. Propst's activities as a

naturopath were not illegal and that any deductions relating
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t hereto should not be denied for that reason.

The Departnent al so contends that Ms. Propst did not practice
naturopathy with the domnant intent of making a profit. The
Departnent's case is hinged on Ms. Propst's failure to nmake a
profit for each of the three years in question. However, an actual
profit is not necessary. Al that is required is that the taxpayer

have a good faith intention of making a profit. Du Pont v. US. ,

234 F. Supp. 681; Lanont v. CI.R, 339 F.2d 377. Further, a

continuing string of loss years is not fatal if the requisite

profit notive is present. Mrton v. CI.R, 174 F. 2d 302; Du Pont

v. US., supra.

Ms. Propst explained that her | osses for the years in dispute
were due to the fact that she was new in the area and had not had
sufficient tine to establish a regular clientele. She did keep
regul ar business hours and sought to upgrade her skill and
know edge through continuing educati on courses. Al considered, it
does appear that Ms. Propst intended to nmake a profit, however
unr easonabl e that expectation. Accordingly, all expenses incurred
by Ms. Propst relating to her occupation as a naturopath, and for
whi ch the Taxpayers provided sufficient verifying records, should
be al | owed.

Concerning the deductions clained by M. Propst relative to

his activity as an attorney, the Departnent was correct in denying
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all such deductions for which no verifying records were produced.
The taxpayer has the ultimate burden of proving by conpetent

records his right to claima deduction. Interstate Transit Lines

v. CI.R, 63 S . 1279; Showell v. CI1.R, 238 F.2d 148. The

Departnent did all ow sone deductions based on estimated di stances
bet ween destinations set out in M. Propst's appointnment book.

However, additional evidence, other than M. Propst's unsupported
oral testinony, was not provided from which any other deductions
shoul d be allowed. The unsubstantiated assertions of a taxpayer

are insufficient to allow a deduction. Statev. T. R Mller MII

Co., 130 So.2d 185; State v. Levy, 29 So.2d 129.

The Departnent exam ner al so acted properly in disallowng the
Taxpayers' clainmed cost basis in the tinber and mnerals that were
sold during the audit years. A taxpayer has the burden of
establishing a cost basis in property, and in the absence of such

proof a zero basis nust be allowed. G M Leasing Corporation v.

U.S., 514 F. 2d 935; Factor v. CI.R, 281 F.2d 100.

The Taxpayers argue that the property was a gift and therefore
shoul d have a basis equal to its fair market value at the tine of
the gift, citing Code of Al abama 1975, §40-18-6. However, Ms.
Propst testified that she and her husband had paid an undeterm ned
sum of noney for the property, and even if the property was given
only in return for M. Propst's services as an attorney/caretaker,

the cost basis would be the fair market val ue of those services.
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Consequently, while the sale may not have been an arns-|ength
transaction, clearly the Taxpayers did purchase the property in
guestion. Thus, the cost basis would be the anmount paid and/or the
fair market value of the services provided by the Taxpayers.
Accordingly, in light of the Taxpayers' failure to verify or
establish a cost basis, a zero basis nust be taken.

The final issue concerns the fraud penalties |evied by the
Depart ment. The circunstances surrounding the farm operation
records provided by the Taxpayers are questionable. However, given
t he expl anatory testinony of the owner of the business relating to
the records and the fact that the farml oss deductions cl ai ned by
the Taxpayers were ultimately allowed by the Departnent, the
guestionabl e records al one woul d be insufficient to support a fraud
penalty. Certainly, if a taxpayer intended to falsify records, he
woul d not do so by dating various invoices in non-nunerical order,
whi ch woul d obviously draw attention to their authenticity.

However, given the obviously incorrect and unsubstantiated
cost basis amobunts clai med by the Taxpayers relative to the tinber
and mnerals, in addition to the questionable records, it nust be
determ ned that the fraud penalties levied by the Departnent are
justified.

For each of the three years, the Taxpayers clainmed a cost
basis in the tinmber and mnerals of either 50% or 80% The

Taxpayers argue that those anmounts were taken fromthe tax returns
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of the donor. |If the Taxpayers had in good faith, but erroneously,
considered the property to have been a gift, and based thereon
determ ned the basis fromthe donor's returns, then a fraud penalty
woul d not be due. A good faith dispute, honestly entertained, wll

not support a claimof fraud. State v. Pollack, 38 So.2d 870; Best

v. State, Departnent of Revenue, 423 So.2d 859. However, it is

unbel i evabl e that the basis anmounts taken fromthe donor's 1970 and
1972 incone tax returns would equal exactly 50% and 80% of the
sales price of the property in 1981, 1982 and 1983. Further, there
is no evidence, other than the unsupported assertions of the
Taxpayers, that the clainmed basis anounts were actually taken from
the donor's returns. Accordingly, it is clear that the Taxpayers
"manuf actured”, w thout substantiation, the 50% and 80% basis
figures, which directly resulted in a reduction in their tax
lTability. Based thereon, in addition to the questionable farm
expense records that were provided to the Departnent, the fraud
penalties |levied by the Departnment should be uphel d.

The Revenue Departnent is hereby directed to readjust the
Taxpayers' liability for the years in question in accordance with
t he above findings and conclusions. The assessnents shoul d then be
made final as adjusted.

Done this 29th day of Cctober 1986.

Bl LL THOMPSON



11

Chi ef Adm nistrative Law Judge



