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This is an appeal under the formal procedure pursuant to G.L. c. 58A, § 6 and G.L. c. 62C, § 39 from the refusal of the appellee Commissioner of Revenue (“appellee”) to grant an abatement of non-resident personal income taxes assessed against the appellants under G.L. c. 62, § 4 for the tax years ending December 31, 1998, 1999, 2000, and 2001.


Commissioner Gorton heard the appeal and was joined in the decision for the appellee by Chairman Foley and Commissioners Scharaffa, Egan, and Rose. The decision in this appeal was rendered on May 13, 2005.

These findings of fact and report are made pursuant to a request by the appellee under G.L. c. 58A, § 13 and 831 CMR 1.32.


Brian and Victoria McLaughlin, pro se, for the appellants.

Diane M. McCarron, Esq. for the appellee.
FINDINGS OF FACT AND REPORT

Appellants Brian and Victoria McLaughlin (“appellants”) are New Hampshire residents who jointly filed Massachusetts Nonresident Tax Returns, Forms 1-NR, for the taxable years 1998, 1999, 2000, and 2001. Appellants reported Massachusetts-source income at Line 5 of their successive Forms 1-NR, in the following amounts: for 1998, income of $75,236; for 1999, income of $82,308; for 2000, income of $106,100; and for 2001, income of $117,150.

Against this reported income appellants claimed deductions pursuant to Schedule C, for “Massachusetts Profit or Loss from Business”; and Schedule Y, Line 1, for “Allowable Employee Business Expenses”.
 Total deductions reported pursuant to Schedules C and Y amounted to $61,479 for 1998; $53,085 for 1999; $87,994 for 2000; and $84,599. The Schedule C deductions generally pertained to Mrs. McLaughlin’s alleged bookkeeping business, while Schedule Y, Line 1 deductions pertained to Mr. McLaughlin’s

regular employment (which was not identified in the testimony).


Schedule C deductions for Mrs. McLaughlin’s purported bookkeeping business amounted to $14,226 in 1998; $28,054 in 1999; $35,349 in 2000; and $39,811 in 2001. For 2000, $550 additionally was reported as “Cost of Goods Sold and/or Operations” pursuant to Schedule C-1.
 These deductions were claimed to offset Massachusetts-source income from her “business,” reported at Schedule C, of $1,520 in 1998; $2,181 in 1999; $2,300 in 2000; and $3,625 in 2001.

Mr. McLaughlin’s Schedule C deductions in 1998 amounted to $26,829, for the undescribed construction business he supposedly operated on a self-employed basis that year, in addition to his regular employment. Massachusetts-source income from this “business” for 1998 was reported at $2,320. Schedule Y deductions for Mr. McLaughlin’s “employee business expenses” totaled $20,424 for 1998; $25,031 for 1999; $52,095 for 2000; and $44,788 for 2001.

The appellee, through his Bureau of Desk Audit of the Audit Division, initiated examinations of the taxpayers’ books and records, seeking to substantiate the claimed Schedule C and Schedule Y deductions: The first audit pertained to the years 1998-2000, while the second audit pertained to 2001. 
A Notice of Intent to Assess disallowing deductions for the years 1998-2000 was issued on February 4, 2002. The taxpayers requested a pre-assessment conference in response to the Notice of Intent to Assess. A hearing was held in the Department of Revenue Office of Appeals on March 25, 2002.


The Office of Appeals upheld the Notice of Intent to Assess by letter dated May 10, 2002, except that it directed the Audit Division to allow deductions for transportation expenses Mr. McLaughlin could prove he incurred in traveling from his home in New Hampshire to temporary job sites in Massachusetts. 
The appellee issued a Notice of Assessment for the years 1998-2000 on July 9, 2002. On December 10, 2002 the appellee issued a Notice of Intent to Assess for the year 2001. The Notice of Assessment for 2001 was issued on December 28, 2002.
The appellants applied for abatement of the deficiency assessed for 1998-2000 by application dated July 31, 2002; and for the 2001 deficiency by application dated February 5, 2003. By Notice dated March 1, 2003, appellee denied the abatement request for 1998-2000. The abatement request for 2001 was denied by Notice dated May 17, 2003. 
The appellants filed the petition in No. C267251, for the years 1998-2000, on April 30, 2003. The appellants filed the petition in No. 270463, for the year 2001, on June 26, 2003. Based on the foregoing facts, the Board found that it had jurisdiction of these matters. The trial was conducted on January 12, 2005.
Both the audits and pre-trial proceedings in this matter were marked by numerous and trenchant disputes between the parties over production of documents.
 Appellee filed interrogatories and document requests on January 9, 2004. A month later, on February 5, 2004 appellee moved to dismiss the petitions for appellant’s failure to respond to these discovery requests. Following the Board’s issuance of a 20-day order requiring appellants to provide discovery, a second motion to dismiss was presented on March 4, 2004, and allowed on March 16, 2004.
Appellants filed a motion for reconsideration on March 22, 2004, which was denied on April 5, 2004. A second motion for reconsideration followed on July 14, 2004, and was allowed on September 1, 2004. Appellants were given until October 15, 2004 to file their responses to discovery.

Appellee renewed its motion to dismiss for failure to comply with the Board’s orders for a third time, but the motion was denied on November 8, 2004. The matter was set down for hearing on January 12, 2005. A further motion to dismiss for lack of jurisdiction and a motion to compel answers to interrogatories and production of documents were denied on December 1, 2004.

The hearing occurred as scheduled. Rather than presenting evidence to substantiate the deductions in question, however, appellants used their opportunity to be heard at trial to argue that they had provided documents and information and that the Department of Revenue was being unreasonable in its demands. While appellants conducted a cursory examination of the auditor as a witness, appellee questioned the appellants as to some specifics of expenses reflected in the records supplied.
 Both parties relied on submission of documents in bulk, without regard to the relevancy of specific records.
 Received in evidence during the hearing were extensive, unsorted bank records for the appellants, and monthly calendars covering several years, including one not at issue. Counsel for the Department of Revenue offered in evidence the entire audit files without redaction. 
The bank records in evidence largely reflect financial activity of a personal, non-business character, in addition to some expenses which, with explanation and proper foundation, might have been eligible for deduction. Outlays appear for the purchase of apparel, groceries, liquor, and home furnishings, and costs incurred in connection with Florida vacations. Intermittently among the pages of bank records there are cryptic, handwritten notations alongside particular recorded outlays; the script is frequently illegible and invariably unattributed. The calendars are similar: whole months during the relevant time period are bare of detail of activities except for illegible, unsigned notations appearing on a few dates. Calendars for other time periods bear notations, also unsigned, appearing to record mileage traveled daily, but supplying no further information.
Appellee appended to its trial brief a selection of receipts submitted by the taxpayers manifestly inconsistent with trade or business characterization. These records indicate, on their face, outlays for the purchase of Christmas decorations, sunglasses, novels, jewelry, games, candles, potted flowers, and fireworks. In appellee’s examination of appellants at trial, testimony was elicited that among the travel expenses claimed was for transportation to a Christmas party in Boston, where no work was performed. 
Included among the voluminous documents was a job description for a “Building Construction Superintendent,” printed on the letterhead of R. W. Granger & Sons of Shrewsbury, Massachusetts, and apparently dated “10/85,” some 13 years before the first year at issue. No explanation of or foundation for this document was provided at the hearing.
 
Appellants failed to supply the testimonial evidence necessary for a finding that either Mr. or Mrs. McLaughlin carried on a trade or business in any of the years at issue, either self-employed or as an employee. There was no description given of what appellants did in their work, whether their activities were pursued for profit with regularity and continuity, whether expenses sought for deduction were “ordinary and necessary” in the course of these activities, whether expenses were incurred in Massachusetts or the appellants’ state of domicile, New Hampshire, and whether expenses were appropriate for current year deduction or were capital in nature. Mr. McLaughlin also failed to establish that he claimed Schedule Y deductions for eligible expenses essential to the performance of his duties in his employment. 
Appellants pervasively failed to show that they were taking deductions for expenses distinct from disallowed “personal, living or family expenses.” I.R.C. §262(a). Finally, there was no effort to match specific proven expenses with the amounts reflected as deductions on the returns at issue. There was no discernible relationship between the voluminous records in evidence and the amounts declared on the returns. 
The Board accordingly ruled that appellants failed to prove that any expenses claimed for deduction were in fact eligible for deduction under applicable law. The Board decided this appeal for the appellee.

OPINION


At issue in this appeal are non-resident income tax deficiency assessments for four years, 1998-2001, resulting from appellee’s disallowance of claimed trade or business expense deductions.
 Analysis in this case begins, and, as we shall see, ends, with the allocation of the burden of proof.

It is well-settled that the taxpayer bears the burden of proving that he or she is entitled to claim deductions against Massachusetts income. See Horvitz v. Commissioner of Revenue, 51 Mass. App. Ct. 386, 391-92 (2001). See also Indopco, Inc. v. Commissioner, 503 U.S. 79, 84 (1992) (“Indopco”) (Reaffirming “‘familiar rule’ that ‘an income tax deduction is a matter of legislative grace and that the burden of clearly showing the right to the claimed deduction is on the taxpayer.’”)(Citation omitted.) As was stated in Sharcar, Inc. v. Commissioner of Revenue, 1998 Mass. ATB Adv. Sh. 198, 228 (Docket No. 205544, March 9, 1998) (“Sharcar”), “[t]he Appellant has the burden of proof and the obligation to substantiate the deduction taken.” In Sharcar, the taxpayer was denied a claimed deduction for alleged business-related telephone charges. The Board refused to credit the testimony of the appellant’s President and accountant, in the absence of “supporting documentation or other reliable evidence that the Appellant was entitled to the deduction at issue.” Id. at 229. 
Likewise, in Costello v. Commissioner of Revenue, 391 Mass. 567, 568-569 (1984), the Supreme Judicial Court affirmed the Board’s determination that taxpayers had failed to sustain their burden of proving facts essential to a claimed depreciation deduction. “The taxpayers’ … theory required proof of the life and value of the asset, facts which must be established if a reasonable allowance for depreciation is to be deducted from Part B income.” Id. at 571.

A taxpayer must show a number of elements of proof to claim deductions related to the conduct of a “trade or business’” pursuant to G.L. c. 62, § 2(d)(1), which incorporates by reference I.R.C. § 62. As the United States Supreme Court has stated, “The income tax law, almost from the beginning, has distinguished between a business or trade, on the one hand, and ‘transactions entered into for profit but not connected with … business or trade.’” Commissioner v. Groetzinger, 480 U.S. 23, 35 (1987) (Citations omitted) (“Groetzinger”). In Rosse v. Commissioner of Revenue, 430 Mass. 431, 435 (1999) (“Rosse”), the Supreme Judicial Court distinguished qualifying and non-qualifying endeavors for purposes of treatment of expenses as business deductions. The taxpayer in Rosse was denied deductions there at issue because his venture capital activities were essentially those of an investor, and investing is not a recognized “trade or business”. 

In Groetzinger, the Court held that “to be engaged in a trade or business, the taxpayer must be involved in the activity with continuity and regularity and that the taxpayer’s primary purpose for engaging in the activity must be for income or profit.” 480 U.S. at 35. Moreover, the expenses in question must be “ordinary and necessary” in the conduct of the relevant trade or business.” The Sherwin-Williams Co. v. Commissioner of Revenue, 438 Mass. 71, 90 (2002) (“The Sherwin-Williams Co.”)
 “Ordinary” expenses are those common and acceptable in the particular business. Welch v. Helvering, 290 U.S. 111, 113-14 (1933). Accord The Sherwin-Williams Co., 438 Mass. at 90. “Necessary” expenses are those “‘appropriate and helpful’ for the ‘development of the [taxpayer’s] business.’” The Sherwin-Williams Co., 438 Mass. at 90, quoting Commissioner v. Tellier, 383 U.S. 687, 689 (1966). “[R]esolution of [these] issue[s] ‘requires an examination of the facts in each case.’” See generally Groetzinger, 480 U.S. at 36 (Citation omitted.)

Indopco, 503 U.S. at 79, mandates an additional level of analysis governing the eligibility of business expenses for current year deduction. “The notion that deductions are exceptions to the norm of capitalization finds support in various aspects of the [Internal Revenue] Code.” Id. at 84. The Court held that “a taxpayer’s realization of benefits beyond the year in which the expenditure is incurred is undeniably important in determining whether the appropriate tax treatment is immediate deduction or capitalization.” Id. at 87.

While the instant case involves different types of business expense deductions, required to be reported separately via Schedules C and Y, the legal underpinnings are the same: the allowances for trade or business expenditures under the Internal Revenue Code, incorporated into the Massachusetts income tax at G.L. c. 62, § 2(d) (1). “The language of Section 62 [of the Internal Revenue Code] strongly implies that employees are engaged in a ‘trade or business’ … and courts have uniformly held that employees should receive such trade or business treatment.” Groetzinger v. Commissioner, 771 F.2d 269, 273 (7th Cir. 1985), aff’d, 480 U.S. at 23. However, the scope of allowable employee business expense deductions is narrower than that appropriate for self-employed individuals. See id. “An employee’s trade or business is earning his compensation, and generally only those expenses that are related to the continuation of his employment are deductible.” Putnam v. Commissioner, 76 T.C.M. (CCH) 238 (1998) (“Putnam”).

The U.S. Tax Court in Putnam explained one important limitation on employees: “When an employee has a right to reimbursement for expenditures related to his status as an employee but fails to claim such reimbursement, the expenses are not deductible because they are not ‘necessary’; i.e., it is not necessary for an employee to remain unreimbursed for expenses to the extent he could have been reimbursed.” See Putnam, 76 T.C.M. (CCH) 238. Moreover, expenses in commuting from home to work are non-deductible. See Commissioner v. Flowers, 326 U.S. 465, 473-74 (1946) (“Flowers”). Only travel from home to a temporary job site gives rise to a trade or business deduction. See H B & R v. United States, 229 F.3d 688, 690 (8th Cir. 2000). “The exigencies of business rather than the personal conveniences and necessities of the traveler must be the motivating factors.” Flowers, 326 U.S. at 473-74.
In the context of clothing expenditures related to employment, the Tax Court has held that “[l]ack of suitability [of clothing] for general or personal wear is one of the three criteria (the other two being that the clothing is required or essential in the taxpayer’s employment and that it is not, in fact, used for general or personal wear) established by this Court for treating clothing costs as [deductible] ordinary and necessary business expenses …” Bernardo v. Commissioner, 88 T.C.M. (CCH) 191 (2004).

It appears that some of the expenses Mrs. McLaughlin sought to deduct would be appropriate only if she could prove that she had a qualified “home office.”
 Claimed deductions for the expense of maintaining a home office are subject to stringent standards of proof: “In addition to showing that the home office is the principal place of business, §280A [of the Internal Revenue Code] also requires a taxpayer to prove that the home office was used ‘exclusively’ and ‘on a regular basis’ as the principal place of business.” Kurzet v. Commissioner, 222 F.3d 830, 838 (10th Cir. 2000).

Finally, expenses a non-resident taxpayer seeks to use to offset Massachusetts source income must themselves be allocable to Massachusetts. The provision of the Massachusetts income tax statute addressing taxation of non-residents states that “in determining the adjusted gross income … only those deductions shall be allowed which are attributable to items included in Massachusetts gross income ….” G.L. c. 62, §5A. Moreover, “G.L. c. 62, §2(d) … specifically denies ‘[a]ny deduction relating or allocable to any income not included in Massachusetts gross income ….’” DeMarco v. Commissioner of Revenue, 1997 ATB Adv. Sh. 677, 683 (No. 194408, June 24, 1997). Non-resident taxpayers declaring Massachusetts source income for a “trade or business” must take care that only those expenses necessary to the receipt of that Massachusetts income are claimed as deductions on Form 1-NR.

Against this background of familiar legal principles, appellants failed utterly to supply the evidence necessary to sustain their claimed deductions. The taxpayers offered no direct testimony addressing the elements of their case. The cross examination of Mrs. McLaughlin exposed a fundamental lack of understanding of the governing law.
 While financial records were produced in bulk, even for years not in question, appellants failed to lay foundation for a single document, so as to establish its probativeness. 
The taxpayers did not tell the Board what it is they did in 1998-2001, where, how often, and for whom. The taxpayers did not even identify the specific expenses counted toward their claimed deductions in any year. The inference that arises from the record as a whole is that appellants impermissibly sought to offset Mr. McLaughlin’s Massachusetts-source earnings with personal expense deductions, contrary to I.R.C. §262(a).
 
It would be unproductive to address this failure of proof further; the absence of the substantial evidence prerequisite to a decision for the appellants is patent. Cf. Theatre Holdings, Inc. v. Commissioner of Revenue, Docket No. F206084, Decision with Findings of Fact (Mass. App. Tax Bd. October 29, 1997). As the Board explained in Horvitz v. Commissioner of Revenue, 2002 ATB Adv. Sh. 252, 255 (Docket No. F231494, May 2, 2002), aff’d, 60 Mass. App. Ct. 1103 (2003),  “‘[b]urdens of proof are meaningful elements of legal analysis, and occasionally, where the evidentiary record is wanting, the burden of proof will determine the outcome of [an action].’” (Citation omitted.) The instant matter is a case which is controlled by the allocation of the burden of proof. 
Because appellants bore but failed to carry the burden of substantiating the deductions at issue, this case was decided in favor of the appellee.
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� Only employee business expenses appeared as deductions on the respective Schedules Y, except in 2001. For that year $875 in charitable contributions were reported at Line 9 of Schedule Y.


�   For reasons which are unclear, Schedule C business expense deductions were reported for Mr. McLaughlin in 1998 only, suggesting that he was self-employed that year. Schedule Y employee business expense deductions were reported for Mr. McLaughlin for all four years at issue.


�   It is unclear why expenses in this category were incurred only in 2000.


�  On March 15, 2002, the taxpayers executed a Form B-37, “Special Consent Extending the Time for Assessment of Taxes,” allowing the  appellee 90 days following the disposition of their matter in the Office of Appeals to assess additional taxes.


�  The contentious course of the audits in question does not bear recounting here, except to observe that appellants largely refused to cooperate with the examination of books and records for the 2001 tax year.





�    The docket contains no entries reflecting that appellant ever filed responses to appellee’s discovery requests.


� Admission of evidence is a matter for the discretion of the Commissioner presiding at trial. See Olympia & York State Street Co. v. Board of Assessors of Boston, 428 Mass. 236, 249 (1998). Evidentiary rulings made in the course of the instant trial are not precedent in future matters.


�  Forms W-2 buried amidst other documents suggest that the firm was Mr. McLaughlin’s employer, but the Board declines to draw this inference on this record.





�   The Board need not separately discuss the deduction for a claimed charitable contribution in 2001. Appellants failed to substantiate this deduction too.


�    Although The Sherwin-Williams Co. treats deductions in the context of the corporate excise tax, the Court’s analysis of what constitutes “`ordinary and necessary’ business expenses” relies on income tax cases and offers guidance useful in ascertaining deductibility under G.L. c. 62, § 2(d) (1). See generally 438 Mass. at 90.


�  In the Appellants’ memorandum it is insinuated that the cost of buying flowers for the space in which Mrs. McLaughlin works should be allowed as a deduction.   





�    The only “authority” invoked in support of the appellants’ case was that of the software product “Turbo Tax,” said somehow to satisfy the requirements of the Massachusetts income tax laws.  


�   Mrs. McLaughlin asserted that the deductions in question were allowed by the Internal Revenue Service. She did not elaborate on this statement, however. The provisions which preclude appellants’ claimed deductions largely arise under federal law, borrowed for purposes of the Massachusetts income tax.
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