Ashby v. Commissioner, 50 T. C. 409; 1968 U. S. Tax Ct. LEXIS 119 (U. S. Tax
Court, May 29, 1968)

Taxpayers must substantiate entertainment expenses and the business use of
entertainment facilities to claim deductions under Section 274 of the Internal
Revenue Code.

Summary

Ashby, Inc. , and its majority shareholder, John L. Ashby, sought deductions for
entertainment expenses and the use of a corporate boat. The Tax Court held that the
corporation failed to substantiate that the boat was used primarily for business, as
required by Section 274, thus disallowing deductions for depreciation, repairs, and
entertainment expenses. The court also determined that Ashby received constructive
dividends from personal use of the boat and club dues paid by the corporation. This
case underscores the strict substantiation requirements for entertainment expense
deductions, emphasizing the need for detailed records and corroboration of business
purpose and relationships.

Facts

Ashby, Inc. , a printing business, purchased a boat, the Jed III, for $60,000 in 1961.
John L. Ashby, the majority shareholder and president, used the boat for both
personal and business entertainment. The corporation claimed deductions for boat
depreciation, repairs, entertainment expenses, and club dues. The IRS disallowed
most of these deductions, asserting that the boat was not used primarily for business
purposes and that Ashby received constructive dividends from personal use of the
boat and club dues.

Procedural History

The IRS issued deficiency notices to Ashby, Inc. , and John L. Ashby for the tax years
in question. The taxpayers petitioned the U. S. Tax Court, which held a trial to
determine the validity of the claimed deductions and the constructive dividends
issue.

Issue(s)

1. Whether Ashby, Inc. , was entitled to deduct expenses for entertainment and the
use of the Jed III under Section 274 of the Internal Revenue Code?

2. Whether John L. Ashby received constructive dividends from personal use of the
boat and club dues paid by the corporation?

Holding

1. No, because Ashby, Inc. , failed to substantiate that the boat was used primarily
for business purposes as required by Section 274.
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2. Yes, because John L. Ashby received personal benefits from the boat and club
dues, which were treated as constructive dividends.

Court’s Reasoning

The court applied Section 274, which requires taxpayers to substantiate the amount,
time, place, business purpose, and business relationship for entertainment expenses
and facilities. Ashby, Inc. , could not provide adequate records or sufficient
corroborating evidence to show that the boat was used primarily for business. The
court rejected Ashby’s testimony as unsupported and self-serving, emphasizing the
need for detailed recordkeeping and corroboration. The court also considered the
congressional intent behind Section 274 to overrule the Cohan rule, which allowed
deductions based on approximations. For the constructive dividends issue, the court
found that personal use of the boat and club dues constituted income to Ashby, but
only to the extent of non-business use.

Practical Implications

This decision reinforces the strict substantiation requirements for entertainment
expense deductions, requiring detailed records and corroborating evidence.
Taxpayers must maintain contemporaneous records of business entertainment,
including the business purpose and relationship of the persons entertained. The case
also illustrates that personal use of corporate assets can result in constructive
dividends to shareholders. Practitioners should advise clients to keep meticulous
records and consider the tax implications of using corporate assets for personal
benefit. Subsequent cases have followed this precedent, emphasizing the
importance of substantiation under Section 274.
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