5 T.C.870 (1945)

When a taxpayer’s records of business expenses are inadequate, but credible
evidence suggests some expenses were legitimately incurred, the court may
estimate the deductible amount based on available information.

Summary

Lucien I. Yeomans, an industrial engineer, challenged the Commissioner’s
assessment of deficiencies in his income tax for 1940 and 1941. Yeomans, who
incorporated his business, withdrew funds from the corporation for business
expenses like travel and entertainment, but kept poor records. The Commissioner
treated these withdrawals as income to Yeomans and disallowed deductions for
unsubstantiated expenses. The Tax Court agreed that the withdrawals were income
but, applying the Cohan rule, allowed a partial deduction based on a reasonable
estimate of legitimate business expenses. This case highlights the importance of
detailed record-keeping for business expenses and the court’s willingness to provide
some relief when complete substantiation is impossible.

Facts

Yeomans, an industrial engineer, incorporated his business in 1922. He owned or
controlled nearly all the corporation’s stock and received most of its net earnings.
He frequently traveled and entertained clients, withdrawing funds from the
corporation for these purposes. He failed to maintain detailed records of these
expenditures, making it difficult to link specific expenses to specific business
transactions. The corporation’s books recorded these withdrawals, along with other
business expenses paid directly by the company.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Yeomans’ income
tax for 1940 and 1941, including corporate business expense deductions as income
to Yeomans and disallowing deductions for those expenses. Yeomans petitioned the
Tax Court, arguing the funds were corporate expenses and not his personal income.
The Tax Court upheld the Commissioner’s inclusion of the withdrawals as income
but allowed a partial deduction, applying the Cohan rule.

Issue(s)

1. Whether sums withdrawn by the petitioner from his corporation for business
expenses, but with inadequate documentation, are properly includible in the
petitioner’s gross income.

2. If the sums are includible in the petitioner’s gross income, whether the petitioner
is entitled to deductions for all or any portion thereof as business expenses.
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Holding

1. Yes, because the petitioner had considerable freedom in spending the money and
lacked sufficient accountability, justifying treating the funds as income to him.

2. Yes, in part, because the petitioner presented credible evidence that at least some
of the withdrawn funds were used for legitimate business and traveling expenses,
warranting a partial deduction under the Cohan rule.

Court’s Reasoning

The court reasoned that Yeomans, as the controlling shareholder and president of
the corporation, had significant discretion over the withdrawn funds. Since Yeomans
failed to keep detailed records, the Commissioner was justified in treating the
withdrawals as income. The court referenced Section 22(a) of the Internal Revenue
Code, defining gross income, and Regulation 103. The court rejected Yeomans’
argument that he was merely acting as an agent of the corporation, stating that he
could not avoid substantiating his expenses simply by incorporating his business.
Acknowledging the lack of precise records, the court invoked the rule from Cohan v.
Commissioner, 39 F.2d 540 (2d Cir. 1930), which allows for estimating expenses
when the taxpayer proves they incurred deductible expenses but lacks full
documentation. The court, after reviewing the available evidence, allowed a
deduction of 50% of the amounts included in Yeomans’ gross income, recognizing
that at least some portion was used for ordinary and necessary business expenses.

Practical Implications

Yeomans v. Commissioner reinforces the need for taxpayers to maintain accurate
and detailed records of business expenses. While the Cohan rule offers a degree of
leniency, it is not a substitute for proper documentation. Taxpayers should aim to
substantiate all deductions with receipts, invoices, and other supporting documents.
The case serves as a reminder that the burden of proof lies with the taxpayer to
demonstrate the validity of claimed deductions. It also demonstrates the potential
risks of loosely managed expense accounts in closely held corporations, where the
line between personal and business expenses can become blurred. Later cases have
emphasized that the Cohan rule is applied only when there is sufficient evidence to
indicate that deductible expenses were actually incurred, but the exact amount
cannot be determined.
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