Leamy v. Commissioner, 89 T. C. 298 (1987)

Shareholders of a corporation cannot deduct expenses incurred for the benefit of the
corporation as personal business expenses.

Summary

In Leamy v. Commissioner, the Tax Court ruled that Frank and Charlotte Leamy,
who owned a travel agency, could not deduct various travel, automobile, and
entertainment expenses as personal business expenses because these expenses were
related to their corporation’s business, not to a separate trade or business of their
own. The Leamys were unable to demonstrate that they operated independently as
travel agents, nor did they receive any income from the agency’s activities. This
decision underscores the principle that expenses incurred for a corporation’s benefit
are not deductible by its shareholders personally, emphasizing the legal distinction
between a corporation and its owners.

Facts

Frank and Charlotte Leamy, married but living separately, owned Vacations
Unlimited (VU), a travel agency in San Diego. Frank, a pilot for American Airlines,
held 60% of VU’s stock, while Charlotte, a school teacher, owned 40%. VU had
salaried and commissioned employees, and its policy allowed for the reimbursement
of certain business expenses. The Leamys chose to serve as commissioned agents,
receiving no salary, dividends, or commissions from VU. They claimed deductions
for travel, automobile, and entertainment expenses related to their involvement with
VU, as well as expenses for Frank’s travel between his airline bases and San Diego.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the Leamys’
federal income tax for 1979 and 1980, disallowing their claimed deductions. The
Leamys petitioned the Tax Court for a redetermination of these deficiencies. The
court heard arguments and evidence on whether the Leamys were engaged in a
separate trade or business as travel agents and whether their expenses were
deductible.

Issue(s)

1. Whether Frank and Charlotte Leamy were engaged in the trade or business of
being travel agents, allowing them to deduct travel, automobile, and entertainment
expenses as ordinary and necessary business expenses or as unreimbursed
employee business expenses.

2. Whether Frank Leamy’s travel expenses between his airline bases and San Diego
were deductible as away from home travel expenses incurred in traveling between
two places of business.
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Holding

1. No, because the Leamys failed to prove they were engaged in a separate and
independent trade or business as travel agents. Their activities were for the benefit
of VU, and they received no personal income from these activities.

2. No, because Frank’s travel between his airline bases and San Diego was primarily
for personal reasons, not for a separate business related to VU.

Court’s Reasoning

The court emphasized that for expenses to be deductible, they must be incurred in a
trade or business with the intent to make a profit. The Leamys did not demonstrate
this intent as they received no income from VU and did not seek reimbursement for
their expenses. The court applied the principle that a corporation and its
shareholders are separate entities, and expenses incurred for the corporation’s
benefit are not deductible by the shareholders personally. The court also noted that
the Leamys’ travel expenses were not required for their employment or necessary to
maintain a certain status or rate of compensation, thus not qualifying as educational
expenses under section 162(a). The decision was supported by case law such as
Welch v. Helvering and Noland v. Commissioner, which establish the burden of
proof on taxpayers to overcome the presumption of correctness of the
Commissioner’s determinations.

Practical Implications

This decision reinforces the legal separation between a corporation and its
shareholders, impacting how attorneys should advise clients on the deductibility of
expenses. It highlights the necessity of demonstrating a separate trade or business
with a profit motive to claim personal deductions. Legal practitioners should ensure
clients understand that expenses incurred for a corporation’s benefit are not
deductible personally, even if the client is a shareholder or officer. This case may
influence how similar cases are analyzed, particularly in disputes over the
deductibility of expenses for shareholders in closely held corporations. It also
underscores the importance of maintaining clear corporate policies on expense
reimbursement and the potential tax implications of failing to seek reimbursement
for corporate-related expenses.
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