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MVEMORANDUM OPI NI ON

CARLUZZO, Special Trial Judge: Respondent determ ned

deficiencies of $3,833 and $3,810 in petitioners’

taxes for the years 1998 and 1999, respectively.

Federal incone

The issue for

deci sion for each year is whether petitioners are entitled to

deductions for expenses incurred in connection with the sale and
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distribution of Ammay Corp. (Amway) products. The resol ution of
this issue for each year depends upon whet her petitioners’ Amway
di stributorship was a trade or business within the neani ng of
section 162.1
Backgr ound

Sone of the facts have been stipulated and are so found.
Petitioners are husband and wife. They filed a tinely joint
Federal inconme tax return for each year in issue. At the tine
the petition was filed, petitioners resided in Houston, Texas.

Jorge Lopez holds a bachelor’s and a nmaster’s degree in
petrol eum engi neering. At all relevant tinmes he was enpl oyed
full time as a petrol eum engi neer by Altura Energy, Ltd. Vivian
Lopez descri bed her occupation as housew fe and honenaker.

In 1996, an “upline”? distributor of Amnay products
recruited petitioners to act as “downline” distributors.
Petitioners nmaintained this status throughout the years in issue.
Sonme time after 1999, petitioners ceased their Amway activity and

becanme involved in Quixtar, Inc., an Ammay affiliate.

1 Unl ess otherwi se indicated, section references are to the
I nternal Revenue Code in effect for the years in issue, and Rul e
references are to the Tax Court Rules of Practice and Procedure.

2 The term“upline” sinply refers to one’s relative position
in a particular distribution chain of Amway products. One
becomes an upline distributor after successfully recruiting one
or nore “downline” distributors.
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Amnay is widely known as a marketer and supplier of various
personal and househol d products. Amnay relies on distributors
to purchase such products for personal consunption and for
resale to custoners and downline distributors.® In general, a
distributor’s gross incone is based on profit fromretail sales,
plus a “performance bonus” that is controlled by Amnay and is
i nfluenced by the type and quantity of products the distributor
pur chases from Amnay.

Profit fromretail sales is determ ned by the difference
bet ween t he whol esal e price, which is set by Ammay, and the
retail price, which is set by the distributor. On average,
Amnay’ s suggested retail price for each product is approxi mately
25 percent above whol esale, but distributors are entitled to sel
a product at whatever price they choose, even if a sale at that
price produces a loss. Petitioners’ practice was to sel
products to their custonmers and downline distributors at cost,
thereby elimnating product sales as a source of profit.

A distributor’s performance bonus is determ ned by his or
her “point value” and “business volune”. Point value is a
uni tl ess nunber that corresponds to a particular tier in the
Amnay “performance bonus schedul e”. Business volune is a dollar

anount generally equivalent to 87 percent of the suggested retai

3 A custoner purchases Amnay products for personal
consunption, but a distributor purchases Amnay products intending
to resell themto custoners or other distributors.
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price of a particular product. Amway assigns a given point val ue
and busi ness volune to each product it sells but nay change these
figures at any tinme for any reason it chooses.* Consequently, it
is difficult to predict a performance bonus on the basis of the
present point val ue and busi ness vol une of Ammay products. The
performance bonus is calculated by multiplying a distributor’s
nmont hl'y busi ness vol une by a percentage that is listed in the
performance bonus schedul e and corresponds to the distributor’s
nonthly point value.®> This percentage ranges from3 to 25
percent and increases in steps as a function of point val ue.
Petitioners’ Amway activities may be sunmarized as foll ows.
Petitioners were recruited by an upline distributor of Amway
products in 1996. Petitioners had no prior experience wth Amay
and no prior experience running a business. Before becom ng
Amnay distributors, petitioners received advice from ot her Away
distributors but did not seek the advice of independent business
consultants. During the course of their affiliation with Amay,

petitioners relied on the advice of certain celebrated upline

4 According to petitioners’ exhibits, the ratio of business
vol une to point value ranges from2.00 to 2.62.

> For exanple, assune that, in a given nonth, a distributor
accunul ates a point value of 1,000 and a busi ness vol une of
$2,500. According to Amnay’ s performance bonus schedule, at a
poi nt value of 1,000, the performance bonus equals 12 percent of
busi ness volume. Thus, in this exanple, the gross performance
bonus is $300 (i.e., $2,500 x 0.12). To determ ne the
di stributor’s net performance bonus, this anmount nust be reduced
by the dollar amobunt of bonuses owed to downline distributors.
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di stributors of Ammay products. Petitioners also received
unsol icited, independent advice fromtheir accountant, but
apparently the advice was negative.

I nstead of attenpting to sell Amway products at a profit to
custoners/users, petitioners chose to concentrate on devel oping a
network of distributors. Consequently, their potential for
profit was al nost entirely dependent upon Amnay’ s performance
bonus program and the sales efforts of their downline
di stributors. Recruiting productive downline distributors,
therefore, was the key to petitioners’ profit potential.
Nevert hel ess, they made no effort to develop a profile of a
successful downline distributor on which basis they would
recruit; instead, petitioners recruited indiscrimnately from
famly, friends, and acquai ntances. By the end of 1999, it
appears that petitioners had recruited between 10 and 25 downl i ne
di stributors but had only two regul ar custoners--their neighbor
and M. Lopez’s nother.

The rel ati onship between petitioners and their downline
di stributors was an informal one. There were no contracts or
m ni mum sal es agreenents. Downline distributors were free to
| eave petitioners’ distribution network at will and, if they
desired, could even join another Ammay distributorship under a
different upline distributor. Petitioners were not assigned a

sales territory, and, like their downline distributors, they had
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to conpete with other Amnay affiliates for sales and recruits.
Petitioners’ |ack of control over their downline distributors
hanpered their ability to predict sales and, in turn, performance
bonuses. Their difficulty in predicting performnce bonuses was
conpounded by Amway’s practice of varying the point value it
assigned to a given product. Petitioners’ |ack of control over
t hese key conponents of their distributorship caused any
predi ctions of performance bonuses that they m ght have made to
be, at best, uncertain.
G ven their practice of selling Amway products at cost,
petitioners’ Amnay distributorship could be profitable only if
t heir performance bonuses exceeded their expenses. In order for
this to occur, petitioners estimated that they woul d need to
achieve and maintain a nonthly point value of 4,000. However,
petitioners had not actually nmade this determ nation for
t hensel ves; rather, they relied on statenents to this effect
by ot her Ammay distributors and hypot hetical exanples in
Amnay brochures. During the years in issue, it appears that
petitioners’ point value did not exceed 372 in any given nonth.
As noted, petitioners filed a tinmely joint Federal incone
tax return for each year in issue. Included with each return is
a Schedule C, Profit or Loss From Business. Petitioners’
Schedule C for 1998 lists their principal business as *“Amay

Sales and Distribution”. For 1999, petitioners’ Schedule Clists
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their principal business as “Sales:Distribution”. Petitioners
reported their Schedule C inconme and expenses for the years in

i ssue as foll ows:

| ncone: 1998 1999
G oss receipts or sales $7, 139 $7, 061
Less: cost of goods sold 3,439 6, 368
G oss i ncone 3,700 693
Expenses:
Car/truck expenses $6, 901 $6, 238
Suppl i es 500 503
Travel 911 2,172
Meal s/ ent ert ai nnent 742 868
Uilities 2,248 2,130
O her expenses:
M sc. busi ness expense 325 330
Tool s 7,774 4,752
Functi ons 2,687 2,060
Tot al expenses 22,088 19, 053
Net profit or (Il oss) (18, 388) (18, 360)

Petitioners prepared a budget applicable to both years in
i ssue. According to the budget, which consists of a single
handwitten page, financing petitioners’ Amay activity would
cost $737 per nonth, or $8,844 per year. The expenses deducted
on petitioners’ returns are nore than doubl e the budgeted anount.

In the notice of deficiency, respondent disallowed
petitioners’ Schedul e C expenses on the ground that petitioners’
Amnay activity was not entered into for profit. However, to
the extent of incone realized fromthis activity, respondent

al l oned these expenses as m scell aneous item zed deducti ons on
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Schedule A, Item zed Deductions. Oher adjustnents made in the
noti ce of deficiency are not in dispute.
Di scussi on

Burden of Proof

As a general rule, determ nations nmade by the Conm ssioner
in the notice of deficiency are presuned to be correct, and the

t axpayer bears the burden of proving otherw se. See Rule 142(a);

Welch v. Helvering, 290 U. S 111, 115 (1933). Moreover, it is
settled that ““an inconme tax deduction is a matter of |egislative
grace and that the burden of clearly showng the right to the

cl ai med deduction is on the taxpayer.’” |NDOPCO, Ilnc. V.

Comm ssioner, 503 U.S. 79, 84 (1992) (quoting Interstate Transit

Lines v. Comm ssioner, 319 U S. 590, 593 (1943)). Pursuant to

section 7491(a), if the taxpayer introduces credible evidence
with respect to any factual issue relevant to ascertaining the
taxpayer’s liability for tax, the burden of proof is placed on
the Comm ssioner with respect to that issue. For the burden of
proof to shift to the Comm ssioner, however, the taxpayer nust
cooperate with reasonabl e requests by the Conm ssioner for

W t nesses, information, docunents, neetings, and interviews.

See sec. 7491(a)(2)(B); Hi gbee v. Conmm ssioner, 116 T.C. 438,

441 (2001). Petitioners failed to satisfy this requirenent
insofar as they refused to neet with respondent’s counsel before

trial, refused to provide respondent’s counsel with copies of
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docunents on which they intended to rely at trial, and refused to
participate in the stipulation process contenplated by Rule 91.°

Tr ade or Busi ness

According to petitioners, their Ammay activity, at al
relevant tinmes, was a trade or business. Therefore, petitioners
argue, the expenses they incurred in carrying on this activity
shoul d be all owed as deductions. See sec. 162(a).’ Respondent
argues that petitioners were not carrying on a trade or business
because they |l acked the requisite profit objective, and
petitioners are not, therefore, entitled to the deductions

they claim except to the extent allowed by section 183.8

6 Petitioners explained that their refusal to cooperate with
respondent’s counsel was caused by their m staken beliefs that
(1) they elected to have this case heard as a small tax case
pursuant to sec. 7463, and (2) the parties in a snall tax case
are not required to nmeet in order to properly prepare for trial.

"In general, sec. 162(a) allows a deduction for the
ordi nary and necessary expenses paid or incurred during the
taxabl e year in carrying on any trade or business.

8 In relevant part, sec. 183 provides:

SEC. 183(a). General Rule.—-1n the case of an
activity engaged in by an individual or an S
corporation, if such activity is not engaged in for
profit, no deduction attributable to such activity
shal |l be all owed under this chapter except as
provided in this section.

(b) Deductions Allowable.—1n the case of an
activity not engaged in for profit to which subsection
(a) applies, there shall be all owed--
(continued. . .)



For the followi ng reasons, we agree with respondent.

The term “trade or business” is not precisely defined in
section 162 or the regul ations pronul gated thereunder; however,
it is well established that in order for an activity to be
considered a taxpayer’s trade or business for purposes rel evant
here, the activity nust be conducted “with continuity and
regularity” and “the taxpayer’s primary purpose for engaging in

the activity nmust be for income or profit.” Conm ssioner V.

G oetzinger, 480 U. S. 23, 35 (1987).

The test for whether a taxpayer conducted an activity for
profit is whether he or she entered into, or continued, the
activity wwth the actual or honest objective of making a profit.

See Keanini v. Comm ssioner, 94 T.C. 41, 46 (1990); Dreicer V.

Comm ssioner, 78 T.C. 642, 644-645 (1982), affd. w thout

publ i shed opinion 702 F.2d 1205 (D.C. Gr. 1983); sec. 1.183-

2(a), Incone Tax Regs. The taxpayer’s profit objective for each

8. ..continued)

(1) the deductions which woul d be all owabl e under
this chapter for the taxable year without regard to
whet her or not such activity is engaged in for profit,
and

(2) a deduction equal to the anmount of the
deductions which woul d be all owabl e under this chapter
for the taxable year only if such activity were engaged
in for profit, but only to the extent that the gross
i ncone derived fromsuch activity for the taxable year
exceeds the deductions all owabl e by reason of paragraph

(1).
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year in which the activity is conducted nust be bona fide, taking

into account all of the facts and circunstances. See Keanini V.

Conmi ssi oner, supra at 46; Dreicer v. Commi SSioner, supra at 645;

&olanty v. Conmi ssioner, 72 T.C 411, 426 (1979), affd. w thout

publ i shed opinion 647 F.2d 170 (9th Cr. 1981); Bessenyey V.

Comm ssi oner, 45 T.C. 261, 274 (1965), affd. 379 F.2d 252 (2d

Cr. 1967); sec. 1.183-2(a) and (b), Income Tax Regs. More
weight is given to objective facts than to the taxpayer’s

subj ective statenent of intent. See Engdahl v. Conmm ssioner,

72 T.C. 659, 666 (1979); sec. 1.183-2(a), Incone Tax Regs.

The followi ng factors, which are nonexclusive, aid in
determ ning whether an activity is engaged in for profit:
(1) The manner in which the taxpayer carried on the activity;
(2) the expertise of the taxpayer or his or her advisers; (3) the
time and effort expended by the taxpayer in carrying on the
activity; (4) the expectation that assets used in the activity
may appreciate in value; (5) the success of the taxpayer in
carrying on other simlar or dissimlar activities; (6) the
taxpayer’s history of incone or |osses with respect to the
activity; (7) the anmpbunt of occasional profits, if any, which are
earned; (8) the financial status of the taxpayer; and (9)
el emrents of personal pleasure or recreation. See sec. 1.183-
2(b), Incone Tax Regs. No one factor is determnative in and of

itself, and our conclusion with respect to petitioners’ profit
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obj ecti ve does not depend nerely upon the nunber of factors
satisfied. See id. As discussed above, petitioners bear the

burden of proof. See Rule 142(a); Wl ch v. Helvering, 290 U S

111, 115 (1933).

After careful consideration, we are not persuaded that
petitioners’ primary purpose for engaging in the sale and
distribution of Ammvay products was for incone or profit. The
manner in which petitioners conducted their Amway activity
virtually precluded any possibility of realizing a profit. Cf.

Elliott v. Comm ssioner, 90 T.C. 960, 971-973 (1988), affd.

wi t hout published opinion 899 F.2d 18 (9th Cr. 1990). For
exanpl e, petitioners freely incurred expenses with no realistic
pl an for how they m ght recoup those expenses. Although
petitioners maintained detailed records for certain aspects of
their distributorship, the records apparently were kept nerely
for substantiation purposes rather than for use as tools to

increase the likelihood of profit. See Hart v. Conm ssioner,

T.C. Meno. 1995-55; Poast v. Conm ssioner, T.C. Mnp. 1994-399.

Furthernore, petitioners did not naintain the type of records

i ndicating that they had, for exanple, analyzed and confirned the
exi stence of a potential market for their activity; established
how long it would take to recoup | osses incurred during the early
years of their activity; or determ ned what |evel of sales would

be necessary for their activity to becone profitable.
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Considering their practice of recruiting only famly, friends,
and acquai ntances to be downline distributors, petitioners’
goal of achieving a nonthly point value of 4,000, which they
considered to be the break-even point, strikes us as unrealistic,
at best. Despite 4 years of |osses, petitioners failed to change
tactics to increase the likelihood of earning a profit.

Petitioners had no prior experience in business and no prior
experience as Amway distributors. They accepted the advice of
upline distributors who stood to benefit by petitioners’
participation in an Amway distributorship but failed to solicit
advi ce from i ndependent business advisers. See Qgden v.

Comm ssioner, T.C Meno. 1999-397, affd. 244 F.3d 970 (5th Gr

2001). Wen they received unsolicited advice fromtheir
accountant, they rejected it. Petitioners’ restrictive nethod
of recruiting downline distributors continued fromyear to year
regardl ess of the ineffectiveness of that nethod.

During the years in issue, Jorge Lopez continued his full-
time enploynent as an engi neer. Consequently, petitioners’
ability to maintain their financial status did not depend on the
profitability of their Ammay distributorship. It also appears
that a substantial portion of the time petitioners spent on their
Amnvay activity involved socializing wth famly and friends.

See Connor-Ni ssley v. Commi ssioner, T.C Mno. 2000-178.
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Havi ng considered all of the relevant facts and
ci rcunst ances, we conclude that petitioners are not entitled
to the deductions here in dispute because their Amway
di stributorship was not a trade or business within the nmeani ng
of section 162(a) for either year in issue. Respondent’s
determ nations in this regard are, therefore, sustained.

To reflect the foregoing,

Deci sion will be

entered for respondent.




