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ORDER

This <case involves tw disputed incone tax prelimnary
assessnments entered by the Revenue Departnent ("Departnment")
agai nst Jerry D. Stone ("Taxpayer") for the cal endar years 1984 and
1985. A hearing was conducted in the matter on Septenber 10, 1987.

M. Wallace Lyons was present and represented the Taxpayer.
Assistant counsel Nancy 1. Cottle appeared on behalf of the
Department. Based on the evidence submtted by the parties, the
follow ng findings of fact and concl usions of |aw are hereby nmade
and entered.

FI NDI NGS OF FACT

The Departnent audited the Taxpayer for the years 1984 and 1985
and disallowed the foll ow ng deductions: (1) A bad debt deduction
clainmed in both years relating to an aborted busi ness venture known
as Wre Road Devel opnent; (2) enployee business expenses (traveling
expenses) relating to the Taxpayer's enploynment with the Tennessee
Valley Authority ("TVA"); and (3) professional entertainnent
expenses also relating to the

Taxpayer's TVA enpl oynent .
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In 1978, the Taxpayer and three other individuals began plans
for a housing devel opnent near Auburn, Al abama, to be known as Wre
Road Devel opnent. The devel opers incurred various start-up costs,
mostly in 1980, including paynent of engineering fees, interest on
a pre-existing nortgage on the subject property so as to prevent
forecl osure, and various m scel |l aneous expenses.

To finance the start-up costs, the developers jointly borrowed
$25,000.00 in 1980 from an area bank. The evidence establishes
that at |east $21,000 of the loan was used to pay the various
start-up expenses referred to above.

In 1981, the developnent was abandoned, and the bank
subsequently required the Taxpayer and one of the other three
devel opers to personally assune the entire $25,000.00 debt. The
Taxpayer becane personally liable for $13,700.00. Since 1981, the
Taxpayer has made nunerous interest and principal paynents on the
loan. No attenpt to collect fromthe other two devel opers has ever
been nade.

The Taxpayer paid $3,000.00 in principal on the above-referenced
debt in 1984, and $4,000.00 in 1985. The Taxpayer did not claima
deduction for the principal paynment on his original 1984 return,
but | ater anmended said return and thereon clainmed a $3, 000. 00 bad
debt deduction. A $4,000.00 bad debt deduction was cl ainmed by the
Taxpayer on his 1985 return.

Rel ating to the disallowed travel and entertai nnent expenses,

during the years in question the Taxpayer was enployed by the TVA
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as program coordi nator for the coal gasification plant in Mrshal
County, Al abana. The Taxpayer's duties were not specifically
enunerated, but entailed general personal relations and | obbying
work, including both formal and informal neetings wth various
governnent officials, legislators, civic groups, etc. on behalf of
t he TVA

The Taxpayer kept a daily log of his travel mleage. On those
occasi ons when the Taxpayer was specifically required by the TVAto
attend sone schedul ed event, public neeting or otherwi se neet with
various groups or individuals, the Taxpayer was rei nbursed by the
TVA and the travel |log showed the exact destination and mles
travel ed. Those mles were allowed by the Departnent. The
Taxpayer's job also required extensive unspecified travel at his
di scretion, for which he was not reinbursed. |In those instances,
the travel log indicated total mles traveled only. The expenses
relating to those expenses were deni ed because the travel was not
specifically required by the TVA and al so because of inadequate
substanti ati on.

The professional expenses clainmed by the Taxpayer were for neals
and | odgi ng. The Taxpayer paid for the expenses wth his personal
credit card. No cont enporaneous records were naintai ned, aside
fromcredit card receipts. The expenses were thus disallowed for
| ack of substantiation. However, subsequent to the initial audit,
the Taxpayer <conpiled a Ilist of individuals that he had

entertained, along with the specific tinme, date, anmount spent and
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general synopsis of the business reason for the neeting.

CONCLUSI ONS OF LAW

The paynents of $3, 000.00 and $4, 000. 00 nmade by the Taxpayer in
1984 and 1985, respectively, have been clainmed by the Taxpayer as
either a bad debt or a loss in a transaction entered into for
profit. For the follow ng reasons, the paynents are not deductible
under either theory forwarded by the Taxpayer.

The Taxpayer and his co-devel opers spent at |east $21, 000.00 of
the total $25,000.00 borrowed in 1980 on expenses relating to the
Wre Road Devel opnent project. The Departnent concedes that the
devel opnent was a busi ness venture entered into with the intent of
making a profit. Consequently, any expenses (or |oss) relating
t hereto woul d have been deducti bl e under Code of Ala. 1975, §40-18-
15(5) in the year incurred. Because the devel opers were not
i ncor porated, any deducti bl e expenses (or |oss) would have filtered
pro rata to the four developers in the year in which the expenses
(or loss) occurred, 1980. Any subsequent repaynent of the |oan
used to finance the expenses woul d not be deducti bl e.

As to whether the Taxpayer is entitled to a bad debt deducti on,
the only anount that could possibly be considered a bad debt is
that portion of the $25,000.00 |oan which was assumed by the
Taxpayer in 1981 for which he was not already Iiable. The
Taxpayer's initial pro rata liability for the |l oan was $6, 250. 00

($25,000.00 divided by 4), his total liability after assunption in
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1981 was $13,700.00. Thus, only $7,450.00 could arguably be

characterized as a debt owed to the Taxpayer by the other co-
devel opers.

A bad debt deduction is allowable only for a bona fide debt
arising from an enforceable obligation to pay a set anount.

Wort ham Machi nery Conpany v. U S., 521 F.2d 160; Zimrerman v. U. S,

318 F. 2d 611, and the burden of establishing a bad debt deduction

is on the one claimng it. WIson v. US., 376 F.2d 280; Wrtham

Machi nery Conpany v. U.S., supra. Wiile it is not an absolute

requisite that legal action for collection nmust be taken, as a
general rule the creditor nust exhaust every reasonabl e neans of

collection before a bad debt deduction is allowable. Bell v. U S,

120 F. Supp. 931. At the least, in the absence of a suit for
collection, the creditor nust prove that any action to collect the

debt woul d have been unsuccessful. Dustin v. C1.R, 467 F.2d 47.

further, a bad debt is allowable only in the year in which the

debt becones worthless or uncollectible. WIlson v. US., supra;

Herskovits v. C.1.R, 110 F.2d 272.

In the present case, the Taxpayer nmade no attenpt to obtain a
j udgment or otherwi se collect from the co-devel opers. Furt her
there is no evidence that any such suit would have been
unsuccessful or that the co-devel opers were insolvent. Finally,
even if the debt was uncollectible, it was uncollectible, or "bad",
at the tinme it arose in 1981. No subsequent event in 1984 or 1985

made the debt uncoll ectible. To be deductible, the debt nmnust



6

become worthless during the year in question. Wlson v. U S,

supr a. Thus, even assum ng arguendo that a deductible bad debt
existed, it would have been allowable only in 1981, and not in the
years in issue.

Concerning the disallowed travel expense, an expense is
consi dered "necessary” if it is appropriate in conducting a trade
or business, and doesn't have to be essential, absolutely necessary
or specifically required by the taxpayer's enployer. Wel ch .

Hel vering, 290 U. S. 111; Levitt and Sons, Inc. v. Nunan, 142 F.2d

795. However, the expenses nust be properly verified, and in the
present case the Taxpayer's | og book contained total mles travel ed
only with no destinations or business purpose indicated. The only
ot her evidence presented was the Taxpayer's testinony that all
unspecified daily travel was done in furtherance of his enpl oynent.

The Taxpayer has the burden of proving that the deductions in

question are proper, Showell v. C1.R, 238 F.2d 148; Geat Lake

Pi peline Conpany v. U S., 352 F.Supp. 1159; Masat v. CI.R, 784

F.2d 573. Wiile no specific method of proof or bookkeeping is
required, and a taxpayer is not obligated to conclusively prove a

deduction, Bechelli v. Hufferbert, 111 F. Supp. 631; Showell v.

C.1.R, supra, it is necessary that specific proof is submtted to
establish that the expenses clainmed were (1) paid or incurred
during the taxable year, (2) involved in a trade or business, (3)
constituted an expense, (4) were necessary, and (5) were ordinary.

G eat Lakes Pipeline Conpany v. U. S., supra. Further, the verba
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assertions of a taxpayer, wthout substantiating records, are

insufficient to verify a deduction. State v. Ludlum 384 So.2d

1089.

In the present case, the Taxpayer failed to carry the burden of
establishing that the unspecific mleage traveled was in the
ordinary course of business. Wile it is reasonable to assune that
the nature of the Taxpayer's business required him to travel
W t hout specific destinations and a specific business purpose for
the travel, the business purpose cannot be verified and any
deduction nust be disal |l owed.

Concerning the 'professional entertainnment" expenses, the
Taxpayer did keep a record of credit card recei pts showing that the
expenditures were in fact made. That evidence al one however, which
was all that the Taxpayer originally presented to the Departnent's
auditor, is insufficient to establish a business purpose for the
expenses.

However, subsequent to the audit, the Taxpayer submtted a |ist
setting out the specific dates, individuals involved, and busi ness
purpose for each of the various entertainnment activities clained.

That detailed list, by which the Departnent could, if necessary,
verify the business nature of the expenses, in conjunction with the
corresponding credit card receipts kept by the Taxpayer, 1is
sufficient to establish that the expenses clai ned by the Taxpayer
were incurred for a business purpose, and are thus deducti bl e.

The Revenue Departnent is hereby directed to adjust the
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prelimnary assessnent so as to conform with the findings and
conclusions set out herein. Thereafter, the assessnent, as
adj usted, should be made final, with applicable interest.

Done this 30th day of October, 1987.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



