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BE FORE THE IOWA DE PARTMENT OF. REVENUE 
HOOVER STATE OFFICE BUILDING 

DES MOINES, IOWA'._ 

IN THE MATTER OF ) 

) . DIRECTOR'S FINAL ORDER 

RANDOLPH POHL ) ON APPEAL 

CAMELLIA POHL ) 
1216 N. Concord St. ) DOCKET NO .. 
Davenport, IA 52804 

. ) 2015-200-1-0084 AND 

) 2015-200-1-0160 

) 
v. ) DIANO. 

) 181DR0050 AND 
IOWA DEPARTMENT OF REVENUE ) 181DR0051 

) 
Individual Income Tax ) 

PROCEDURAL SUMMARY 

An Administrative Law Judge issued a Proposed Decision (Findings ofFact, 
Conclusions of Law, and Order) in the above-captioned matter on April 30, 2019. Mr. and Mrs. 
Pohl ("taxpayers") appealed the Proposed Decision to the Director of the Department of 
Revenue ("Director'') on May 29, 2019. The Director's Review was scheduled. for July 18, 201 g_ 

A Notice of Time and Place of Hearing was issued to the parties on June 17, 2019. The 
Director's hearing was held on July 18, 2019. Assistant Attorney General Paxton Williams 
appeared in person on behalf of the Iowa Department of Revenue ("Department"). The 
taxpayers appeared in person and were represented by attorney James R. Monroe. Also 
present for the hearing were Michael Mertens, attorney for the Director; Hollie Welch-, Executive 
Secretary to the Director; Staci Nelson, Technical Tax.Specialist for the Department; Assistant 
Attorney General Kate Penland (observing only), Department Attorneys J.D. Hernandez 
(observing only) and Zach Waldmeier (observing only), and Department intern Nick Bushelle 
(observing only). 

The ALJ found that the Department's refund denial for individual income taxyear 2012 
and Notice of Assessme11t for individual. incorrie tax year 2013 should be AFFIRMED. 

The Director, having examined the record developed by the parties, issues this Order. 
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federal tax for early retirement distributions that are used for general business purposes. It is 
difficult to reconcile these conflicting claims. 

The value that could be gained from considering Mrs. Pohl's demeanor in this case must 
be heavily discounted by the content of her self-serving testimony which contained numerous 
inconsistencies, generalizations, excuses, and exaggerations. Therefore, while it is true that th·e 
Director was not present- to observe and assess the demeanor of Mrs. Pohl, her testimony and 
the record in this case provide adequate evidence to make a credibility determination without 
considering demeanor. 

A preponderance of the evidence supports a determination that Mrs. Pohl's testimony 
relating to her intent run her Lia Sophia business 'tor profit was not credible. To the extent the 
Pmposed Decision's Findings of Fact incorporated into this decision reference Mrs. Pohl's 
credibility on this issue, it is noted that the Director finds to the contrary. 

CONCLUSIONS OF LAW 

The taxpayers raised several issues in this case. These issues were described in the 
Findings of Fact and largely restated in the taxpayer's appeal petition to the. Director. Each 
issue is addressed in turn below. 

1. Burden of proof

Both parties agree that the taxpayers bear the bl:lrden of proof on the issue of whether 
the Lia Sophia activities were engaged in for profit. The parties disagree on who bears the 
burden of proof on the issue of whether the taxpayers' 2012 and 2013 business expenses were 
substantiated. 

In general, the burden of proof in a contested case is on the taxpayer challenging the tax 
assessment or denial of refund. See Iowa Code§ 421.60(6)(c); Iannone v. Iowa Dep't of 
Revenue & Fin., 641 N.W.2d 735, 738-39 (Iowa 2002); Camacho v. Iowa Dep't of Revenue & 
Fin., 666 N.W.2d 537, 542 (Iowa 2003). But this burden can shift to the Department under 
certain circumstances, as in the case of a "new matter". Iowa Code§ 421.60(6)(c); Iowa Admin. 
Coder. 701-7.17(11). The taxpayers argue that because the Department's refund denial and 
notice of assessment cite the hobby loss limitation as a reason for denial of the Schedule C 
deductions for the Lia Sophia activities, the Department's subsequent assertion that the 
taxpayers have not substantiated _those expenses is a "new matter" that would shift the burden 
of proof to the Department to prove the lack of substantiation. The Director disagrees. 

"New matter'' is defined in Iowa Code§ 421.60(6)(c) as "an adjustment not set forth in 
the computation of the tax in the assessment or refund denial as distinguished from a new 
reason for the assessment or refund denial." In this case, the Department's assertion that I-he 
taxpayers' have not substantiated their business expenses is simply an additional reason to 
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uphold the original adjustment which denied the business expenses. This is not an adjustment 
not set forth in the computation of tax. As such, there is no new matter that would shift the 
burden of proof. 

The taxpayers also argue that the Department should bear the burden of proof in this 

case under Iowa Code§ 421.60(6)(b) because, according to them, the Department is 
"challenging the final resolution between the IRS and the taxpayer." Here, the taxpayers 
misinterpret§ 421.60(6)(b). That Code section only concerns the burden of proof in cases 
where an assessment was not made within six years after the return became due, which is not 

applicable here. Also, that Code section does not operate to place the burden of proof on the 

Department when there has been an IRS resolution. Therefore, Iowa Code§ 421.60(6)(b) is 
not applicable. As such, taxpayers bear the burden of proof on the issue of whether the 2012 

and 2013 business expenses were substantiated. 

2. Whether the Deparlment is bound by the Internal Revenue Service (IRS) audit results

The record in this case indicates that the IRS audited taxpayers' 2012 federal income tax 
return and issued an examination report that had small or immaterial changes to federal tax 
liability related to the Schedule C deductions for the Lia Sophia activities. The examination 
report categorized the income changes by relevant tax return schedule and general deduction 
category, and included the dollar increase or decrease for each category, but did not describe 
the issues considered or resolved, if any, during the federal audit. 

The taxpayers have argued that the Department is bound by the results of that 2012 IRS 
audit and cannot independently analyze the taxpayers' 2012 Schedule C activities. Their 

argument rests primarily on Iowa's adoption of certain parts of the Internal Revenue Code. The 
Department contends the opposite, that it is not bound by that IRS audit in this case and that it 
has the power to engage in its own analysis of taxpayers' 2012 Schedule C activities. 

It is true that Iowa's income tax regime incorporates substantial elements of the Internal 

Revenue Code. The starting point for calculating Iowa taxable income is a taxpayer's "adjusted 
gross income ... as properly computed for federal income tax purposes under the Internal 
Revenue Code." See Iowa Code§ 422.7. However, a plain reading of that provision does not 
support the interpretation that it requires the Department to defer to the audit findings of the IRS, 
nor does any other provision of Iowa law explicitly or implicitly support such an interpretation. 
In fact, under the Iowa Code the Director and the Department have. the exclusive power and 
duty to administer the Iowa income tax, including the examination of returns and the 
determination of tax. See generally Iowa Code §§ 421.17(1 ).,422.25, 422.67, 422.70. In the 
course of making these Iowa tax determinations the Department will, when appropriate, use 
rulings and regulations duly promulgated by the commissioner of internal revenue. See Iowa 

Admin. Code r. 701-41.2. But an IRS examination report with no explanation for the action is 
not a ruling or regulation promulgated by the IRS commissioner. Even if it was, that fact alone 
would not necessarily bind the Department to its conclusions. 
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The taxpayers.'also. appear to be indirectly arguing for the application ot issue preclusion 
as a form of collaterar estoppel against the Department in this case. That doctrine "means 
simply that when an issue of ultimate fact has once been determined by a valid and final 
judgment, that issue cannot again be litigated between the same parties in any future lawsuit. 
City of Johnston v. Christenson. 718 N,W.2d 290,297 (Iowa 2006); see also Comes v. Microsoft 
Corp., 709 N.W.2d 114, 117 (Iowa 2006)("collateral estoppel prevents parties to a prior action in 
which judgment has been entered from relitigating in a subsequent action issues raised and 
resolved in the previous action"). It serves several purposes, including "to protect litigants from 
_the vexation of relitigating identical issues with identical parties or those persons with a 
significant connected interest to the prior litigation. Winnebago Indus., Inc. v. Haverly, 727 
N.W.2d 567, 571-72 (Iowa 2006). Collateral estoppel may be applied against an eligible party 
when certain requirements are satisfied. But these requirements do not need to be evaluated 
here because the Department was not a party to or in any way connected to the prior IRS audit, 
and as such is not a party against whom collateral estoppel can. be applied.4 

The Supreme Court of Minnesota came to the same conclusion in a very similar 
situation. See Busch v. Commissioner of Revenue, 713 N.W.2d 337 (Minn. 2006). In Busch, a 
Minnesota taxpayer claimed gambling expenses as a Schedule C business loss on both the 
federal and Minnesota income tax returns: The federal income tax return was audited by the 
IRS but was not adjusted or corrected. The Minnesota Revenue Department, however, audited 
the taxpayer's state return and disallowed the gambling losses after determining they were 
hobby losses and not engaged in for profit. The Court held that "when.the IRS has failed to 
adjust or correct a taxpayer's federal return, collateral estoppel does not apply because there 
was no prior adjudication and the [Minnesota] commissioner was neither a party nor privy and 
therefore has no opportunity to be heard." Id. at 342. The court added that "even if the IRS had 
made a determination of a taxpayer's federal taxable income, the [Minnesota] commissioner 
was not foreclosed from adjusting the taxpayer's state taxable income" because "[e]ven when 
Minnesota tax law incorporates the federal law, the commissioner is not necessarily bound by 
the IRS's determinations. Id.

The Director concludes that the Department is not bound by the IRS audit results in. this case. 

3. Whether the Department is bound by'cerlain statements made by the Deparlment's

employee at the hearing

During questioning of one of the Department's employees.at the hearing, the taxpayers' 
counsel asked the employee to recite or verify the federal adjusted gross income amounts that 

4 Although not determinative to the Director's conclusion that collateral estoppel cannot apply against the 
Department in this case, the taxpayers' counsel, appeared. to concede as much at the Director's hearing 
on July 18, 2019, when he stated "Judge Gallagher in [sic] that .[sic] Department argued there is no 
collateral stuff or issue preclusion, which I agree. I mean, I am not trying to say that those doctrines 
apply." See transcript of Director's hearing at p. 8. 

5 





expenses. See Buck v. Comm'r, 86 T.C.M. (CCH) 591 (T.C. 2003); Alacan v. Comm'r, T.C.M . 
. (RIA) 2005-063 (T.C . .2005). 

. 
. 

In this case,' the taxpayers produced a handwritten log· for 2012 which in some instances 
provides a date and sl1ort description or category of the claimed expenses. Taxpayers did not 
provide a handwritten or similar log for 20.13. Taxpayers produced spreadsheets for 2012 and 
2013 that categorize expenses by date and amount, but do not otherwise identify or describe 
the claimed expenses.· It is not clear whether these spreadsheets were made 
contemporaneously with· the claimed expenses or were constructed at a later date, perhaps at 
the time the tax returns were prepared. The amounts claimed on the tax returns, handwritten 
ledgers, and spreadsheets are inconsistent and conflicting in numerous places . 

. · The taxpayers produced incomplete records or receipts to support their claimed 
expenses, but made several excuses for the lack of documentation, including that the IRS lost 
or failed to return documents, that the Department did not properly request the documents, that 
certain documents were "in my file in the car", and that their computer crashed. This all 
suggests general neglect on the part of the taxpayers with accounting and tax matters, which is 
further supported by taxpayers' failure to timely file their 2012 Iowa tax return for over two years 
until it was requested by the Department. Moreover, the records that were produced were 
generally lacking in detail, Were inconsistent, and often appeared to be personal in nature. A 
close look at the provided receipts indicates Mrs. Pohl's personal and professional life were 
mixed considerably. The high amount of expenses relative to income casts a shadow over her 
accounting. Mrs. Pohl spent time testifying at the hearing about these expenses, but her 
testimony only served to exacerbate the problems with her records and returns. For reasons 
already discussed, her testimony was not credible and cannot be relied upon here to prove or 
corroborate the claimed expenses. As such, almost all the deductions and receipts appear 
suspect, and the Director is unable to determine whether or not they are proper. 

a. Advertising Expenses

Taxpayers' 2012 Schedule C claims $1,659 in advertising expenses. Ex. X, at p. 336. 
Taxpayer's post-hearing brief alleges that$908.31 of advertising expenses were substantiated 
with records or tesJimony and should be allowed. The records cited by taxpayers include vague 
department store and restaurant receipts, as well as a nondescript receipt with a handwritten 
note "movie passes for prize". They also include handwritten receipts labeled as "advertising" 
and "ad". The nature of these handwritten receipts makes it impossible to independently verify 
the payee and the services or property received. Other than a business card and an invitation 
to one party, there does not appear to be any documentary evidence in the record, such as 
copies of flyers or advertisements, that would suggest the taxpayers incurred advertising 
expenses of this magnitude .. Ex. 48, at p. 675; Ex. 8, at p. 237. Many of the receipts and 
records that were provided appear personal in nature. 

There are two receipts, each for $250, which appear to be from "MVF Fairground", but 
they are difficult to read. Mrs. Pohl testified they were payment for a booth at the Mississippi 
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Valley Fair where she sold or marketed Lia Sophia products. The amount, structure, and payee 
on these two receipts makes it at least plausible they are an ordinary and necessary business 
expe�se, but Mrs. Pohl's lack of credibility means her testimony cannot be relied or:i, and 
without more it is impossible to determine that they are proper. 

Taxpayers' 2013 Schedule C claims $957 in advertising expenses. Ex. Y, at p. 345. 
Taxpayers' post-hearing brief claims that $25.71 of advertising expenses were substantiated 
with records or testimony and should be allowed. The Office Max receipts provided by the 
taxpayers to prove the $25.17 expense are inadequate to substantiate the claimed advertising 
expenses. See Ex. T, at p. 271. 

For these reasons, the taxpayers have not met their burden to prove any 2012 or 2013 
advertising expenses. 

b. Office Expenses

Taxpayers' 2012 Schedule C claims $2,559 in office expenses. Ex. X, at p. 336. 
Taxpayers' handwritten ledger for 2012 has no general category for office expenses, but does 
have a category labeled "expense" that sums to $4,028.34. Ex. S, at pp. 115-124. But that 
handwritten ledger also contains a notation that end-of-year expenses total $3,113.28. Ex. S, at 
p. 124. Taxpayers' 2012 spreadsheet has a category for expenses which sums to $2,579, but
the year-end amount on that spreadsheet is nonetheless listed at $2,559. Ex .. S., at pp.
1.99-203. Taxpayers' post-hearing brief alleges that $2,395.96 of office expenses were
substantiated with records or testimor:iy and should be allowed. The Director concludes that the
expenses listed below are substantiated by taxpayers upon production of the applicable receipts
and are hereby allowed. T he other receipts appear personal in nature. Taxpayers have not met
their burden to prove any other 2012 office expenses.

Lia Sophia "new start kit" invoice (Ex. S, at p. 132): 
Lia Sophia sample invoice (Ex. S, at p. 138): 
Lia Sophia sample invoice (Ex. S, at p. 141): 
Lia Sophia sample invoice (Ex. S, at p. 142): 
Lia Sophia sample invoice (Ex. S, at p. 145): 

2012 Office Expenses Total: 

$136.48 
$136.69 
$76.67 
$41.68 
$51.31 
$442.83 

Taxpayers' 2013 Schedule C claims claims $1,883 in office expenses. Ex. Y, at p. 345. 
Taxpayers' 2013 spreadsheet has a category for expenses which sums to $1,928.70. Ex. T, at 
pp. 287-292. Taxpayers' post-hearing brief alleges that $1,643.92 of office expenses were 
substantiated with records or testimony and should be allowed. The Director concludes that the 
expenses listed below are substantiated by taxpayers upon production of the applicable receipts 
and are hereby allowed. The other receipts appear personal in nature. Taxpayers have not met 
their burden to prove any other 2013 office expenses. 

Lia Sophia sample invoice (Ex. T, at p. 245): $87.26 
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pp. 199-203. Taxpayers' post-hearing brief alleges that $816.13 of travel expenses were 

substantiated with records or testimony and should be allowed. These cited expenses include 

hotel receipts for stays in Milwaukee, Wisconsin, Des Moines, Iowa, and Lakeville, Minnesota. 

Taxpayers have not provided adequate evidence to substantiate the business purpose or 

relationship for the hotel stays. The expenses appear personal in nature. In fact, the taxpayer 

conce_ded that the Lakeville hotel stay was personal in nature during the hearing. T r1 at p. 143.

As such, taxpayers have not met their burden to prove. any 2012 travel expenses. 

e. Meals

Meal expenses are subject to the same heightened levels of scrutiny and are only 

deductible if the taxpayer can prove, among other things, that the meal was directly related to 

the active conduct of the taxpayer's business, or for an expenditure directly preceding or 

. following a substantial and bona fide business discussion, was associated with the active 

conduct of the taxpayer's business. 26 U.S.C. § 274(a), (d). In most cases, only 50% of an 

otherwise valid business meal expense is deductible. 26 U.S.C. § 274(n). Taxpayers' 2012 

Schedule C claims $920 in deductible meal and entertainment expenses. Ex. X, at p. 336. 

Taxpayers' 2012 handwritten ledger has a category for meals which sums to $1,177.78, but also 
includes a notation that the total meals expenses is $1,197.54. Ex. S, at pp. 115-124. 

Taxpayers' 2012 spreadsheet includes a categoryfor travellmeals and has $1,311,.83 labeled as 

(m&e), presumably for meals and entertainment, but the year-end amount is nonetheless listed 

as $920.00. Ex. S, at pp. 199-203. There is no indication that the amount claimed on the return 

($920) was properly reduced by 50%. Taxpayers' post-hearing brief alleges that $1,923.83 of 

meal expenses were substantiated with records or testimony, 50% of which should be allowed. 
Taxpayers have not provided adequate records or reliable testimony to substantiate the 

business purpose or relationship for any meal. The expenses appear personal in nature. As 

such, taxpayers have not met their burden to prove any 201 2 meal expenses. 

Taxpayers' 2013 Schedule C claims $337 in deductible meal and entertainment 

expenses. Taxpayers' 2013 spreadsheet has a category for travel/meals that sums to $570.30. 

Ex. T, at pp. 287-292. T here is no indication that the amount claimed on the return ($337) was 

properly reduced by 50%. Taxpayers' post-hearing brief appears to allege in one place that 

taxpayers have substantiated $442 in meal expenses, but in another place offers no support or 

citation that meal expenses were substantiated by taxpayers with records or testimony, See 

taxpayers' post-hearing brief, 2013 Exhibit "B". The Director could find no records, and the 

taxpayers have provided no reliable testimony, to substantiate the amount or business purpose 

or relationship for any meal expenses for 2013. As such, taxpayers have not met their burden 

to prove any 2013 meal expenses. 

f. Utilities (Internet/Phone)

Taxpayers' 2012 Schedule C claims $1,680 in deductible utilities. Ex. X, at p. 336. 

Taxpayers' post-hearing brief alleges that $2,035 of utility expenses were substantiated with 

records or testimony and should be allowed. 
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In support of this, taxpayers cite to various 2012 AT&T wireless bills in the record that 
are in the name of Camellia Pohl, These· bills do not match the amount alleged to be 
deductible. T he taxpayers' post-hearing brief has these expenses 'labeled as "business phone." 
Taxpayers also cite to-various 2012 Century link bills in the record that are in the name of 
Randoph Pohl. These do riot match the amount alleged to be deductible. The taxpayers' brief 
has these expenses labeled as "internet & security", but handwritten marks on the face of the 
bills label them in various places as '"home phone and security" and "internet and phone." The 
records only indicate amounts billed, not paid. 

Taxpayers have not provided adequate records to substantiate the amount or business 
purpose for these.expenses. The expenses appear personal in nature. As such, taxpayers 
have not met their burden to prove any 2012 utility expenses. 

Taxpayers' 2013 Schedule C claims $1,560 in deductible utilities. Ex. Y, at p. 345. 
Taxpayers' 2013 spreadsheet has a category for utilities that sums to $1,680. Ex. T, at pp. 
287-292. Taxpayers' post-hearing brief alleges that $4,165.20 of utility expenses were
substantiated with records or testimony and should be allowed. The taxpayers cite to various
2013 AT&T, Centurylink, and Sprint bills in the record in the name of Camellia Pohl or Randolph
Pohl. Again, the amounts on the bills do not equal the amounts claimed as substantiated by the
taxpayer, and most of the records only indicate amounts billed, not paid. Taxpayers have not
provided adequate records to substantiate the amount or business purpose for these expenses.
The expenses appear personal in nature. As such, taxpayers have not met their burden to
prove any 2013 utility expenses.

g. Vehicle Expenses

Business expenses related to passenger vehicles are subject to the same heightened 
levels of scrutiny as are .meal and travel expenses, and are generally not deductible unless the 
taxpayer substantiates with "adequate records" the amount, time and place, business purpose 
and business relationship of the expense. 26 U.S.C. §§ 274(a), (d); 280F(d)(4). Taxpayers' 
2012 Schedule C claims $9,203 in vehicle expenses. Ex. X, at p. 336. Neither the 2012 
handwritten ledger nor the 2012 spreadsheet provided by taxpayers appear to contain any 
vehicle expenses. Ex. S, at pp. 115-124, 199-203. Taxpayers' post-hearing brief alleges that 
$1,883.54 of vehicle expenses were substantiated with records or testimony and should be 
allowed. In support, the taxpayers cite to various receipts in the record related to car 
registration and oil changes for a 2003 Lincoln Aviator. They also cite to various bills from 
Progressive automobile insurance, but those records only indicate amounts billed, not paid, and 
do not indicate which vehicle or vehicles are covered by the policy. The amounts claimed 
substantiated for that insurance policy also differs from the amounts listed on the bills. The 
record also includes various receipts that may or may not be vehicle related, .but there is no 
indication about the vehicle to which they relate. No credible evidence is available regarding the· 
portion of a vehicle's use that is personal in nature or for business purposes, if any. No travel or 
mileage log has been provided. Taxpayers: federal form 4562 lists 15,390 business miles driven 
in 2012. Ex. X, at p. 338. This figure seems suspect when compared to the number and type of 
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· However, ·26 u:s.c. § 280A only operates to limit expenses that are not otherwise
deductible as a personal expense, such as home mortgage fnterest and residential real estate 
taxes. 26 U.S.C. §§ 280A(b), 163(h)(2), 164(a). The record in this case includes a federal form 
1098 mortgage interest statement showing $3,771.21 of mortgage interest paid by taxpayers in 
2012, as well as a pro'perty tax statement showing $1,861 of real estate taxes paid in 2012. Ex. 
S,. at pp. 204-205. A portion of this mortgage interest and real estate tax was included in 
taxpayers' now disallowed home office expenses. The record suggests that the remaining 
balance-of $2,723 in mortgage interest and $1,344 in real estate taxes was claimed as an 
itemized deduction on taxpayers' 2012 IA 1040 Schedule A.5 In this case, taxpayers are entitled 
to-a full deduction for their 2012 home mortgage interest and property taxes. To the extent the 
itemized deduction for mortgage interest on the 2012 IA 1040 Schedule A is less than 
$3,771.21, that deduction is hereby increased to $3,771.21. To the extent the itemized 
deduction for real estate taxes on the 2012 IA 1040 Schedule A is less than $1,861, that 
deduction is hereby increased to $1,861.6 

i. Other Expenses

Taxpayers' Schedule C for 2012 and 2013 contains various other deductions for 
commissions and fees, depreciation/section 179 expense, insurance, legal and professional 
services, and repairs and maintenance. These expenses have not been substantiated and are 
denied. In some cases, the deductions appear improper on their face. For example, taxpayers' 
2013 Schedule C includes a $2,744 deduction for what appears to be an I.R.C. section 179 
deduction expense on a Lincoln Aviator (see Ex. Y, at pp. 345, 348), despite testimony and 
other eyidence that the taxpayer obtained and used that vehicle prior to 2013.7 Also, taxpayers' 
2013 Schedule C, line 16a, includes a $3,747 mortgage deduction. This appears to be for 
mortgage interest on their personal residence, which is only proper as a deduction in calculating 
the business use of their home or as an itemized deduction on Schedule A. Taxpayers did in 
fact also use this entire $3,747 of interest to calculate their home office deduction and schedule 
A itemized deductions, resulting in an attempted triple deduction of mortgage interest. Ex. Y, at 
p.346;Ex.14,at p.371.

To the extent any claimed deduction is not substantiated, taxpayers argue alternatively 
that the Cohan rule should apply and that their expenses should be estimated. See Cohan v. 
Comm'r, 39 F.2d 540, 544 (2d Cir. 1930). T hat rule provides that under certain circumstances a 
court "may estimate the amount of expense if taxpayer is able to demonstrate that he has paid 
or incurred a deductible expense but cannot substantiate the precise amount, as long as he 

' The taxpayers' 2012 federal 1040 Schedule A includes these amounts, which suggests that amount was 
also deducted for Iowa tax purposes, but it is difficult to know for certain because the record does not 
include a copy of the lo,wa Schedule A. 
6 Mortgage interest and real estate taxes were also included in. taxpayers' now disallowed 2013 home 
office expenses. The same treatment cannot be extended to these deductions because the full amounts 
for 2013 were already included on the taxpayers' Schedule A. 
7 A deduction under 26 U .S.C. § 179 is generally only available during the tax year that property is placed 
In service. 
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produces credible evidence providing a basis. for the Court to do so." Fiedziuszko v. Comm'r of 
Internal Revenue, 115 T.C.M. (CCH) 1419 (T.C. 2018). Many of taxpayers' expenses are 
subject to heightened scrutiny to which the Cohan rule has been'superseded by federal statute. 
Id. Also, there is no credible evidence in this case to prove deductible expenses were incurred 
or to provide a basis to make an estimate. Therefore, it is unnecessary to determine whether 
the Cohan rule could apply here. 

To find otherwise would be to condone the taxpayers' systematic sloppy record-keeping 
and intermingling of personal expenses. This is especially true given the taxpayers' low 
revenues (as compared to income) and lack of physical evidence that parties or events occurred 
and that profits were pursued. The Department is compelled to take a minimalist approach and 
apply a high level of scrutiny to this case. 

In summary, the amount of 2012 business expenses substantiated by !lie taxpayers 
equals $767.86 ($442.83 office expenses+ $325.03 expenses), which is less than the $1,721 of 
deductions that were already allowed by the Department when ii gave taxpayers the maximum 
hobby loss deduction in its prior refund denial. So taxpayers cannot secure a more favorable 
resultfor their 2012 Schedule C than they have already received. However, taxpayers are 
entitled to an itemized deduction for mortgage interest of $3,771, and for real estate taxes of 
$1,861, and to the extent the corresponding deductions on their 2012 IA 1040 Schedule A were 
less than those amounts, those deductions shall be increased by the appropriate amount and 
the taxpayer's 2012 income tax refund shall be adjusted by the Department accordingly. 

The amount of 2013 business expenses substantiated by the taxpayers equals $497.36 
($322.18 office expenses+ $175.18 supplies), which does exceed the $462 of deductions that 
were already allowed by the Department when it gave taxpayers the maximum hobby loss 
deduction in its prior assessment. Taxpayers would be entitled to an adjustment of their 
assessment to account for the $35.36 in additional deductions, but for the fact that they were 
not engaged in their Lia Sophia activities for profit and are limited by 26 U.S.C. § 183, as 
described below. 

5. Whether taxpayers' Lia Sophia Activities were engaged in for profit

Deductions are limited when a taxpayer does not engage in an activity for profit. 26 
U.S.C. § 183(a). In such cases, a taxpayer cannot deduct business expenses in excess of the 
hobby income produced. Id. The test for whether an activity is engaged in for profit is whether 
the activity is undertaken with a profit motive .. Kovarik v. Iowa Dep't of Revenue, Nb. 18-0001, 
2018 WL 6422889 (Iowa Ct. App. Dec. 5, 2018) (unpublished). "An activity is engaged in for 
profit if the taxpayer has an actual, honest profit objective, -even if it is unreasonable or 
unrealistic." Keatinqv, C.I.R., 544 F.3d900, 904 (8th Cir. 2008) (citing Treas. Reg.§ 
1.183-2(a)). "When deciding if the taxpayer was operating with a 'genuine profit motive,' the 
factfinder is not bound by the taxpayer's stated intention." Kovarik at 5 (quoting Meinhardt v. 
Comm'r, 766 F.3d 917,919 (8th Cir. 2014). The determination is to be made by reference to 
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Priqr to her.involvement in Iia Sophia, Camellia Pohl, who is a_ high�choolgraduate and has some 
college, J:,ad _some.accounting and bookkeeping work for "an airlines reporting corporation type thing." 
Tr:; at p. 7,2; Tr2., at p:·1�.· She als'? had bookkeeping experience with sales receipts for a travel ageJ?,cy.
Tr2., at-p. 15. ·.she further had.a home-b�seq t:rav<;I agency, ancishe transition to lia·Sophia after attending
a career fair wliere she was giveninforrriatioO"about the company. 1i, at p. 73. 

·· 
. ' 

. . .. 

_Camd!i:i P6hl's.formal involvement with Iia Sophia began on lvfarch 1, 2012, when she signed an 
"Advisor Agreement.":Exs'. 1; 9, at p. 278: She was recruited by Kay Pethound and another person with
Iia,Sophia. Tr. at p. 73. While Camellia-Pohl described Kay Pethound·as her supervisor,.this is somewhat 
-of a misnomer because of.the la<;k of any employer/ employee relationship between the two. Id,;.Ex. 10,
at p. ·1 (advisory agreement terms including the status of an independent contractor). Camellia Pohl's
stated goal was to "make a profit by the end· of the year." Tr. at p. 74. This would be accomplished by

· having foµr to cight parties a month with approximately several thousand dollars in. earnings. Id. _There
was at least ari initial requirement for the number of parties to remain "active" and avoi� becoming
"nonactive," which would involve paying another fee. Id., at p. 78.

' . 

. . By all �ccounts, Camellia ·Pohl's goal went unrealized. For 2012, the Pahls .reported they had 
$1,72f.00 in gross income from the Iia Sophia business with $23,507.00 in expenses. Ex. N, at p. 1 
(s�); Ex. X (tax return). For 2013, the Pahls reported they had $462.00 in gross income from the 
business and $19,793.00 in expenses. Ex. N, at p. 1 (summary); Ex. Y (tax return). Of note, the tax returns 
show early retirement distributions of $6,000.00 for 2012, and $8,385.00 for 2013. Ex. X, at p. 1; Ex. Y, 
at p. 1. Further, the 2012 tax return, which was not filed until 2015 and had a filing status of married filing 
a joint return, shows approximately $76,979.00 in earnings, which is'total income before the business loss 
is considered to reach a final gross income. Ex. X, at p. 1. Likewise, the 2013 tax return, which had a filing 
status of married filing separately on a combined return, shows earnings for the Pahls of $107,908.00, 
which again is total income before the business loss is considered to reach a final gross income. Ex. Y, at 
P· 1 .. ,. , . ' .  

As a result of this, Camellia Pohl ended her relationship with Iia Sophia and engaged in another 
career, which eventually lead her to starting her own business again. Tr., at p. 79. Of note; none of her 
business endeavors appear to have. proven successful to date, as she also reported losses from her various 
other businesses for years 2009-201 land 2015-2017. Tr., at p. 78. 

B. 

The Pahls activities concerning the·Iia Sophia business came to the attention of both the IRS and· 
IDR. 'On May 15, 2013, the IRS' sent the Pahls' a letter requesting information concerning the La Sophia 
business and the business losses. Ex. 20. This· eventually lead to an IRS agent coming to the Pahls' home 
to review the claimed space for the business as ·well as looking over other business.documents. Tr., at pp. 
95-96. :The end result of the audit was the imposition of no material additional tax liability. Id., at pp. 101-
02; Exs. 21, 22. Importantly,, the Pahls claim the IRS failed to return. or even internally retain some of the
documentation sent to it Tr., at p. 100.

The interaction with IDR did not resolve itself and gives rise to these cases. ID R's interest in this 
matter began when it r�alized the Pahls failed to timely file any return for 2012, and IDR then issued a 
letter to.them on December l, 2014, stating it had-no record of their 2012 tax return and requesting a 
response. Ex.' B. Apparently, IDR's attention �or 2012 also caused them to consider the Pahls' 2013 ta."< 
returns, and a few days earlier on November 24, 2014, IDR sent a letter requesting information about the 
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· the tllxpayer carries on the· activity in accordance with such practices.: Wher'e a taxpayer
has:such preparation or procures_ such expert advice, but does.not carry_on the· activity in
accordance with such practices, a lack of intent to derive profit rriaybe h:idicat�d-.unl�ss it · ..
appears that the tllxpayer is attempting to devefop new or S',lperi9r tecliiiiques wlµch niay .. :
result in profits from the activity. . . _ , _ . ·, ': ·.: · -_· · - ·
(3) The time and effort expended by the taxpayer in carrying on the-activity. The 
fact that .the tllxpayer devotes much of his personal time and ·effort to ·carrying on an 
activity, particularly if the activity does not h�ve substantial personal or _iec,eational 
aspects, may indicate an intention to derive a profit ·A tllxpayer's withdrawal from another 
occupation to devote most of his energies to the activity may also be evidence that the 
activity is engaged in for profit The- fact that the taxpayer devotes· a limited amount of 
time to an activity does not necessarily indicate a lack of pr�fitmotive where th�, taxpayer 
employs competent and qualified persons to carry on such activity. 

(4) Expectation that assets used in activity may appreciate in value. The term profit
encompasses appreciation in the value of assets, such as land, used in the activity.-,Thus,
the tllxpayer may intend to derive a profit from the operation of the activity, and may also
intend that, even if no profit from current operations is derived, an overall profit will result
when appreciation in the value of land used in the activity is realized since income from
the activity together with the appreciation of land will exceed expenses of operation. See,
however, paragraph (cl) of§ 1.183-1 for defioition of an activity in this connection.

(5) The success of the taxpayer in carrying on other similar or dissimilar activities.
The fact that the tllxpayer has engaged in similar activities in the past and converted them
from unprofitable to profitable enterprises may indicate that he is engaged in the present
activity for profit, even though the activity is presently unprofitable.

(6) The taxpayer's history of income or losses with respect to the activity. A.series
of losses during the initial or start-up stage of an activity may not necessarily ·be an
indication .that the activity is not engaged in for profit. However, where losses continue to
be sustained beyond the period-which customarily is necessary to bring the operation to
profitable status such continued losses, if not explainable, as due to customary business
risks or reverses, may be indicative that the activity is not being engaged in for profit If
losses are sustained because of unforeseen or fortuitous circumstances which are beyond
the control of the tllxpayer, such as drought, disease, fire,.theft,,weather damages, other 
involuntary conversions, or depressed market conditions, such losses· would not be an 
indication that the activity is not engaged in for profit A series of-years in which net 
income was realized would of course be strong evidence that the activity is engaged in for 
profit 

(7) The amount of occasional profits, if any, which are·earned. The amountof profits 
in relation to the amount oflosses incurred, and in relation to the amount of the tllxpayer's 
investment and the value of the assets used in the activity, may provide useful criteria in 
detennining the tllxpayer's intent An occasional small profit from an activity generating 

. large losses, or from an- activity in whi�h the tllxpayer has made a large investment, would 
-not generally be determinative that the activity is engaged in for profit. However,
substantial profit, though only occasionai; would generally be indicative that an activity is
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··engaged in" for profit, where the investment·or los�es,aie/:�h:ipaiatively-sinall: Moreover, 
an opportunity to _earn a substantial.ultimate-profit inJt'.highly·spetulative venture is-

. 'ordinarily sufficient to indicate that the a¢vity js engaged);1 for profit even though loss�s 

. or only occasionalsmall profits are act:ually genecited.· ,, ·.·, J·, ' .- • ...• :: . ' ''·.-/ ·: , : . :-·. '

(8) The financial status of th�. taxpay�r. Th�··fact th�t di/taxpayer qoes not have
substantial income or capital from sources other' than -the,, activity may iridiq."t� that an 
activity is engaged in for profit. Suhstantiarincome from· sources other than_ ihe.acti�ty
(particularly if the losses from the activity generate ·substiinti;tl· tax benefits) may:-indicate
that the activity is not engaged in for profit especially_if there are personal oi:recreational
elements involved. · :- ' · ' · - ·' ·· 

. - ;_ 

--�-
(9) Eiements of personal pleasqre \>t recr�atio_n. The :pre�ence �f pers.:inal motives in 
carrying on' of an activity may indicate that ·the activity_ is not" engaged· in, for profit,
especially where there are recreational or personal elements involved. ·on the other hand,

· a profit motivation may be indicated where an activity lacks ab.y'appeal other than profit
It is not, howev:er, necessary that an activity be 'engaged.in "with the _e.-s:clusive h:itention of 
deriving a profit or with the intention of maximizing profits. For example, the availability
of other investments which would yield a higher return; or which would be more likely to 
be profitable, is nof evidence that an activity is not engaged in for profit.An activity will 
not be treated as not engaged in for profit merely because the·taxpayer has purposes or
motivations other than solely to make a profit Also; the fact .that the taxpayer, derives. 
personal pleasure from engaging in the activity is not sufficient to cause the activity to he
classified as not engaged in for profit if the activity is. in fact engaged in for profit as .
evidenced by other factors whether or not listed in this paragraph.

26 C.F.R. § 1.183-2(h)(emphasis in the original). Importantly, "[n]o one factor is det�rminative in making 
th[e]determination," and determination is not to he made simply: "on the-basis that the number of factors 
(whether or not listed []) indicating a lack of profit:objective exceeds the n_umber of factors indicating a· 
profit objective, or vice versa;" Id. "[G]reater weight is given to·objectiv:e facts than to the taxpayer's mere
statement of his intent" Id.§ 1.183-2(a),· ' ' · • 

Deduction of expenses related to· an activity not engaged in for profit is limited to gross income 

derived from the activity. 26 U.S.C. § 183(h); see also Faulconer v. Comm'r, 748 F.2c:l 890, 893 (4th Cir. 
1984).· Thus-the extent, if any, of"[d]eductibility depends on whether the activity�as carried on for income 
or profit." Meinhardt v, Comm'r of Internal Revenue, 766 F.3d 917, 919 (8th Cir. 2014) (citing Comm'r 
ofloternal Revenue v. Groetzing,er: 480 U.S. 23, 35 (1987)). By sta�te; .the ''burden of proof with respect 
to-assessments or denial of refunds in. contested case proceedings · shall be ..... upon ,the taxpayer who 
_clialleoges the assessment or refund denial, except that,-wilh respect to any new matter or affirmative 
defense, the burden of proof shall be upon the department" Iowa Code § 421.60(6)( c). The term "new 
mattei' is defined to.mean "an adjustment not set forth in the computation .of the tax _in 'the assessment 
or refund'denial as distinguished from a new reason for the assessment or r�fund denial." Id The term 
"affirmative defense" means "one resting on facts not necessary to support the taxpayer's case." Id . 

. · R

Io this case,DHS's assessment a,;_d de_nial of refunii'must.stand basedso/eg on-the record made in 
this case. As discussei:Lbelow,-the.Pohls.have'the burden of proof due to the existence of.the assessment

' .. 
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and denial of refund, and the IRS audit does not coritrol because the IRS-is a separate entity from th� IDR. 
Further, while theTribunal does believe the:Pohls subjectively intended to operate the Lia-Sophia business 
in good faith despite the business being objectively ii;rati�nal froi:n an economic standpoint, the Polili;' 
poor accounting, missing and contradictory records, and general'lack of cieilibility on their expenses reveal 
the Tribunal cannot meaningfully discern.ifany'specific claimed businessloss is warranted_ Because of 
this, theTribunal finds the Pahls cannot secure a more favorable outcome than the one already given to it 
by IDR crediting the maximum hobby loss deduction, and as such; its actions are proper. 

. . •' . . 

Core to·the Tribunal's analysis is the issue of whi\n party bears the burden of proof. Both parties 
agree the·Pohls beard the burden on the issue·of whether the Lia Sophia business was operated for profit, 
but they disagree on whether the specific claimed business expenses.would still not be deducttble due to a 
lack of corroboration. This dispute arises from the fact IDR did. not advance this reason. until after it 
issued the notice of assessment and denial of.refi.md at issue in this case. Fortunately,. the law is clear on 
this issue. When there is an assessment or denial of refund, the taxpayers bear the burden of proofabsent 
the matter being a "new matter" or an affirmative "defense: No claim exists that IDR belated reason for 
its position is an affirmative defense, and as for a new matter,.the governing law states it is "an adjustment 
not set forth in the computation of the tax in the assessment or refund denial as distinguished from a new 
reason for the assessment or refund denial." Iowa Code'§ 421:60(6)(c) .. Here, the-denial of.the.business 
expenses due to lack of corroboration is a new reason for the same adjustments of not allowing the 
business expenses because either the lack of a profit motive or corroboration would lead to the same result 
As such, the Pahls bear the burden of proof on all relevant issues. See Iannone v. Iowa Dep'tofRevenue 
& Fin., 641 N.W.2d 735, 738--39 (Iowa 2002). 

Also central to the Tribunal's analysis is the significance of the IRS audit that found no additional 
or at least materially more tax liability for the Pahls' Lia Sophia business. As an initial matter,_the United 
States and the State of Iowa are separate sovereigns, and .as such, the actions of one cannot generally be 
attributed to or binding on the other. See United.States v. Wheeler,-435 U.S. 313, 320 (1978) (stating "the 
basic structure of our federal system fts] States and the· National Gove=ent are separate political 
communities" and each "derive power from different.sources"), superseded by statute on other grounds 
as recognized in United Stated v. Lara, 541 U.S. 193 (2004). There is·no applicable exception to this general 
rule for these two cases. First, no constitutional, statutory, or regulatory provision in either federal or state 
law requires IDR to defer to the audit findings of the IRS in a case like this where. the state revenue law 
has incorporated some of federal taxation law. Second, there is no equitable doctrine in case law enabling 
such. The two most applicable equitable doctrines, namely issue preclusion as a form of collateral estoppel 
and general equitable estoppel can apply to bind the IDR to the findings of the IRS audit because those 
two doctrines require, among other things, the party against whom the doctrine is to, be used to be the 
same that:either previously litigated' and lost theissue or took a bad·action. See, e.g.; City ofTohnston v.

Christenson 718 N.W.2d 290, 297 (Iowa 2006) ("Issue preclusion,. or direct or collateral estoppel, means 
simply that when an issue has once been determined by a valid and final judgment, that issue cannot again 
be litigated between the same parties in any future lawsuit''); Fennelly v. A-1 Mach .. & Tool Co., 728 
N .W.2d 163, 180 (Iowa 2006) ('The exceptional circumstances' under which equitable, estoppel will lie 
against the gove=ent include instances when, in addition to the traditional elements of estoppel, the 
party raising the estoppel proves affirmative misconduct or wrongful conduct by the gove=ent or a 
governmeot agent''). To the best of the Tribunal's knowledge, no court or administrative tribunal has 
ever come to a contrary conclusion on sirnilar facts. See e.g. Busch v. Comrn'r of Revenue, 713 N.W.2d · 
337,342 (Minn. 2006),(''We have said that when the IRS has failed to.�djust or correct a.taxpayer's federal 
return, collateral estoppcl does not apply because there was no. prior adjudication and the commissioner 
was neither a party nor privy and therefore has no opportunity to be heard''): 
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. ';' :1 .. : .Finding the Pahls have the burden of pr�of and the.IRS_ action:have no significant,the next issue.,_.. -· ,•
. . '.is whether ihe_Pohls operated the:Lia Sophia business for profit While little doubt exists on this record ·:, ,, .. , 
.' ·. : . , that.th!' P_ohls-did not have an objectively reasonable basis to believe the Lia Sophia business would be a , ·, ·{ '. .. -·

. . . profitable-�i:tivity, �tt!e doubt also exists that the Polils,'specifically Camellia Pohl whose essentially ran the. '. .,; ; · 

. . . ·' ' entire_ b_ushiess; had an '.'actual, honest profit _objective." Indeed, viewing the,entirely of the record before · ·. ·· ·-?•,lvii'.ig ii:ito the specific, noncexclusive factors in federal law, the 1'ribunal had a great deal' of time tQ assess · · ,. · ·' ' •
, e- _0the•slemeanor of Camellia Pohl given the length of her testimony, and based in part on· the stress and other , _ .' ' discomfortshe:exhibits while testifying as to tlie·impact of the business of her fatnily and life goals;it firmly·, ';: .. ; '· ,, .. '. '.

b��es she·inten_ded to make the business profitable.- · ' · · 
� "'' ", . . - ' . . -.' . .. ,._ ·,,.'. -The. cii:cumstarices of her involvement sirongly corroborate this, as she learned of the business at:· · a career fair s!ee attended due. to her prior business struggling, arid as she only lasted in the business nearly '. 
,'22 mop.tbs before attempting to do something else that could make money. This transiency points to � , , : _ sincere effort to find a business that makes money and separates this case from many where there is:a clear, •·· · ·: · • ··· · pers_orial ina;tion on an unprofitable business for years. See e.g. Kovalik, 2018 WL 6422_889, at *6 (holding

:· that a' side.business was a hobby in part because the individual "acknowledged he had not realized a profit
. :froni'consulting for any of the seventeen years he had been conducting the activity''). The life-cycle of the

busiriess_ is also common· of those that are routinely, but unsuccessfully, run for profit. ·The Lia Sophia
business is a pyramid-type sales model not too different from financial advisor or insurance salesperson.
It is co�on for such individuals who are starting off in the field to have initial sales based on their e.--risting
relationships and then have sales fall off and the business ultimately fail· as the existing relationships no
longer can produce income and as the individual is unable to find new source of income. Thus, the initial
sales followed by a decline of sales is typical Further, the relatively small amount of nioney at issue in thiscase cuts against this being a scheme to lower tax rates or otherwise subvert the tax laws. If nothing else,
the failure of the Pahls to even timely file a 2012 tax returnsindicates that the participation in the business

· , "'.a� unrelated to secure a tax advantage through a hobby business.
. . . The non--exhaustive and not controlling factors in federal law do nothing to change this because 

: ·, ,tliey more or less cancel· themselves out With respect to the manner in which the taxpayer carries on the. ,, 
· - 'activity; this is more neutral than clearly favoring any party. On one hand, Camellia· Pohl did not have a: . ·

separate bank account and her records are at best incomplete and contain items not pertaining to the
· business.including, but not limited to, the mattress and marijuana test kit. Further, her testimony as to the 
expenses _was not complete, clear, or compelling. Some of it was just ·hard to accept on its face, and other , po�tions, such _as the _door replacement, were-hard to· accept in light of the. contrary receipt that. was: ..
submitted., On the other hand, Lia Sophia had a basic business model based on.direct communication and
sales -mostly- through discrete events, and it does not seem reasonable to expect much in terms of a, 
bureaucratic business structure, at least in its early stages. Further, the fact the business was started only . ·
after the last business failed and· shuttered within 22 months is compelling, as if the business was not being
run for profit, then why.would she have entered it at the point in her life and then existed afteu seemingly 
reasonable trial period. Such goes to the overall business manner in which she operated the activity; as,,ending 1'll enterprise that is unprofitable aft":" a ttial period appears to be the essence of a profit motive. 
As s_uch, and while there is additional material that cuts.both ways such, it is. a-fair summary of the record
to find this factor is not particularly helpful ,

The second factor is again mostly neutral. At its core, the Lia Sophia business is a sale occupation,
and while it is true slie,does not appear to have had prior experience fa multi-level marketing of jewelry, it_is true she did have experience is sales. Llkewise, while it appears Camellia Pohl did not do extepsive study
ofmulti-levelmarketing entities or thejewe!ry bi,siness prior.to stumbling onto a Lia Sophia representative
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