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DI NAN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in
effect at the time the petition was filed. The decision to be
entered i s not reviewable by any other court, and this opinion

shoul d not be cited as authority. Unless otherw se indicated,

subsequent section references are to the Internal Revenue Code

effect for the years in issue.
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Respondent determ ned deficiencies in petitioners’ Federal
i ncone taxes of $5,387 and $3,774 for the taxable years 1996 and
1997.

The issue for decision is whether petitioners’ Amay
activity in 1996 and 1997 was operated for profit such that
petitioners may deduct expenses related to that activity in
amounts greater than those allowed in the notice of deficiency.!?

Sone of the facts have been stipulated and are so found.
The stipulations of fact and the attached exhibits are
i ncorporated herein by this reference. Petitioners resided in
Pal at ka, Florida, on the date the petition was filed in this
case.

From 1992 t hrough 1998, petitioner husband worked 45 hours
per week as a mai ntenance supervisor for CGeorgia Pacific
Corporation, while petitioner wife worked as a teaching
assistant. Petitioners both have been involved wth an Amway
di stributorship since 1989, operating it under the nanme M nnick

Enterprises.?2 Amnay, a supplier of various products for personal

The adjustnment in the notice of deficiency to the 1996
medi cal expense deduction is conputational and will be resolved
by the Court’s holding on the issue in this case.

2Petitioner husband stated at trial that petitioners are now
“Qui xtar distributors” rather than Ammay distributors. Although
the exact nature of the rel ationship between Ammay and Qui xt ar
remai ns uncl ear, Quixtar apparently is a new conputerized sal es
systemwhich is related to Ammay but which is used for both Amnay
and nonAmnay products. Because petitioners appear to have been
(continued. . .)



- 3 -
use, uses a direct marketing approach to pronote sales of its
products. It is based on an incentive system whereby a
distributor’s sales are rewarded by bonus checks. 1In addition to
earning comm ssions on their retail sales to consuners,
distributors can increase their proceeds through the sal e of
products by individuals whomthe distributor recruits. The
former are known as “upliners” or “sponsors”, while the latter
are known as “downliners”. Upliners sell Amnay products to
downliners at the sane prices at which the upliners purchased
them and then earn bonuses based on the volunme of the sales.
Thus, the wi der the network of downliners a distributor creates,
the greater is the distributor’s profit potential.

Petitioners did not have witten contracts with their
sponsors or any of their dowliners. Prior to becom ng
distributors for Amway, petitioners did not review the financial
records of any other Ammay distributor regarding that
distributor’s success with Amway, nor did they have a witten
busi ness plan detailing how they intended to profit fromtheir
di stributorship. Petitioners, however, did speak with existing
Amway di stributors concerning the nature of Amnay operati ons.

Petitioners received reports fromtheir upliner and from

2(...continued)
primarily involved in the purchase and pronotion of Amnay
products, we will continue to refer to their activity as an Amway
di stri but orshi p.
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Amnay regarding their downliners. These reports sunmarized order
activity and bonus information. Petitioners maintained a

cont enpor aneous diary of neeting activities, but they did not

mai ntai n periodic financial statements for the distributorshinp.
During 1996, petitioners constructed a building on their
residential property, a “pole barn”, which for a short period of
tinme was used in part for storage of Ammay products. However, at
sone point during the years in issue, petitioners no |onger
needed to store products, and the buil ding subsequently was used
for entirely unrel ated purposes. On average, petitioners devoted
approximately 2 nights per week, and approximately 2 weekends per
nmonth, to the Amway activity. Petitioners’ taxable wage and

salary income was as follows for each respective year:

1992 1993 1994 1995 1996 1997
$61, 137 $65, 980 $64, 018 $65, 500 $67, 000 $72, 403

Petitioners reported the foll ow ng Amway-rel ated gross
i ncone and net | osses on their joint Federal incone tax returns

for taxable years 1992 through 1997:

1992 1993 1994 1995 1996 1997
Gross income  $18,768  $11,968 $2, 972 $2, 888 $3,500  $10, 431
Net | oss (9,559)  (25,724) (18,056)  (18,392) (19, 395)

(12, 349)

In the notice of deficiency, which relates only to taxable years
1996 and 1997, respondent determ ned that the income petitioners
received fromtheir Amway activity was not earned in connection
wth an activity conducted for profit. Thus, respondent

determ ned that petitioners were required to report the Amway-
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related i ncone as “other incone” on the front of petitioners’
Forms 1040, U.S. Individual Income Tax Return, rather than as
busi ness inconme on the Schedules C, Profit or Loss From Busi ness.
Respondent accordingly disallowed the related Schedul e C expenses
whi ch were in excess of the Amway incone, and recharacterized the
remai ni ng rel ated expenses as m scell aneous item zed deducti ons
subject to the 2-percent floor under section 67(a).® Petitioners
argue that the Ammay activity was engaged in for profit and that
the rel ated expenses should therefore be allowed in full as
deducti ons.

In order for expenses incurred in connection with an
activity to be deductible, the expenses generally nust have been
ordi nary and necessary either in carrying on a trade or business
or in an activity engaged in to produce incone. Secs. 162(a),

212; Elliott v. Conm ssioner, 90 T.C. 960, 969 (1988), affd. 899

F.2d 18 (9th Cir. 1990). 1In order for the expenses to be
deductible in either situation, taxpayers nmust have conducted the

activity with the intent to make a profit. Elliott v.

Comm ssi oner, supra at 970. Alternatively, taxpayers may claima

deducti on under section 183(b)(2) to the extent of the inconme

derived fromthe activity, if they otherw se neet the

3Respondent al so determined that, if petitioners were found
to have had a profit objective, a portion of the clainmed Amay-
rel ated expenses was neverthel ess not deducti bl e under sec. 162.
Based on our hol ding, we need not address this alternative
posi tion.



requi renents of that section.

The test to determ ne whether a taxpayer conducted an
activity for profit is whether he or she engaged in the activity
wi th an actual and honest objective of earning a profit. Keanini

v. Conm ssioner, 94 T.C 41, 46 (1990); Dreicer v. Conm ssioner,

78 T.C. 642, 644-645 (1982), affd. w thout published opinion 702
F.2d 1205 (D.C. Gr. 1983); sec. 1.183-2(a), Incone Tax Regs.

Al t hough a reasonabl e expectation of profit is not required, the
taxpayer’s profit objective nust be bona fide, as determ ned from

a consideration of all the facts and circunst ances. Keani ni v.

Conmi ssioner, supra; Dreicer v. Conm ssioner, supra at 645;

&olanty v. Conmi ssioner, 72 T.C 411, 425-426 (1979), affd.

wi t hout published opinion 647 F.2d 170 (9th Gr. 1981); Bessenyey

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

Cr. 1967). More weight is given to objective facts than to the

taxpayer’s statenment of his or her intent. Engdahl v.

Commi ssioner, 72 T.C. 659, 666 (1979); sec. 1.183-2(a), I|ncone

Tax Regs.

The regul ati ons under section 183 provi de nine nonexcl usive
factors to be used in determ ning whether a taxpayer is
conducting an activity with the intent to nmake a profit. Sec.
1.183-2(b), Income Tax Regs. The factors are: (1) The manner in
whi ch the taxpayer carried on the activity; (2) the expertise of

the taxpayer or his or her advisers; (3) the tinme and effort
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expended by the taxpayer in carrying on the activity; (4) the
expectation that the assets used in the activity nay 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 loss with respect to the activity; (7) the anmount of
occasional profits, if any, which are earned; (8) the financial
status of the taxpayer; and (9) elenents of personal pleasure or
recreation. 1d. No single factor controls, other factors may be
considered, and the nmere fact that the nunber of factors
indicating the lack of a profit objective exceeds the nunber

i ndicating the presence of a profit objective (or vice versa) is
not conclusive. |d.

Application of the Factors

1. Manner in Wiich the Taxpayer Carries On the Activity

A profit objective may be indicated where the taxpayer
operates the activity in a businesslike manner and keeps conpl ete
and accurate books and records. Sec. 1.183-2(b)(1), Inconme Tax
Regs. Petitioners’ Amway activities were not conducted in a
sufficiently businesslike manner. Petitioners did not maintain
their own business records other than notes of neetings in a
daily planner. Petitioners did not present evidence of any
formal budgets, profit projections, or break-even anal yses which
had been prepared in connection with their distributorship.

Al t hough certain reports were provided to petitioners by Amway
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and by their upliners, these were nerely sunmary reports and show
no i ndependent effort by petitioners to track and/or inprove upon
the financial progress of the distributorship. Furthernore,
petitioners did not make any substantial alterations in an
attenpt to inprove the manner in which they conducted their
operations, even after six or nore years of |losses. W find that
this factor favors respondent.

2. The Expertise of the Taxpayer or his Advisers

A profit objective may be indicated where the taxpayer
carries on an activity in accordance with practices |earned from
extensi ve study of accepted business and econom c practices, or
consultation wth experts involved therein. Sec. 1.183-2(b)(2),

I ncome Tax Regs. Petitioners sought the advice of persons who

m ght be considered experts in Ammay-rel ated activities.
Petitioners attended various events conducted regularly which

t hey believed would provide the expertise necessary to nmake their
di stributorship profitable. Al though no evidence shows that
petitioners sought the advice of experts outside the Amway

organi zati on, who m ght have had a nore objective viewpoint
regardi ng business plans and strategies, we find that this factor
favors petitioners.

3. Tine and Effort Expended by the Taxpayer

A profit objective may be indicated where the taxpayer uses

much of his personal tinme and effort to carry on the activity.
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Sec. 1.183-2(b)(3), Inconme Tax Regs. Petitioners devoted
approxi mately two nights per week, and approximately two weekends
per nmonth, to the Amway activity. This tine was spent in
delivering products and in traveling to other individuals’ hones
for evening neetings as well as to nonthly neetings and quarterly
“major functions”. In addition, petitioners concentrated on
recruiting downliners, fromwhomincone could be derived
i ndependently fromthe direct efforts of petitioners, rather than
making direct sales. W find that this factor favors
petitioners.

4. Expectation That Assets Used in the Activity Wuld
Appreciate in Val ue

Despite a lack of profit fromcurrent operations, a profit
obj ective may be indicated where a taxpayer intends to earn an
overall profit with income earned from operations together with
the appreciation in the value of assets used in the activity.
Sec. 1.183-2(b)(4), Inconme Tax Regs. The pole barn constructed
on petitioners’ property was used tenporarily in part for Amway-
rel ated purposes. However, this structure was used for Amway
activities only tenporarily, and there is no indication that
petitioners intended to realize significant appreciation fromit.
We find that this factor remains neutral.

5. Taxpayer's Success in Gher Activities

A profit objective may be indicated where the taxpayer has

in the past taken simlar activities and nmade them profitable
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despite initial unprofitability. Sec. 1.183-2(b)(5), Incone Tax
Regs. No evidence was produced show ng that either of
petitioners had ever engaged in activities simlar to Ammay, or
that either had ever been involved with nmaking other activities
profitable. W find that this factor favors respondent.

6. & 7. Taxpavyer's History of Incone or Losses and the
Amount of Occasional Profit, If Any

A profit objective is strongly indicated where the taxpayer
has experienced a series of profitable years. Sec. 1.183-
2(b)(6), Incone Tax Regs. A series of losses incurred during the
startup stage of an activity does not necessarily indicate the
| ack of a profit objective, but it may so indicate if the |osses
conti nue beyond the custonmary startup period and are not
ot herwi se expl ai nabl e as due to customary business risks. I|d.
Petitioners sustained substantial |osses in their distributorship
activities for at |east six consecutive years,* no profits were
ever earned fromthe activity, and there is no indication that
Amnay di stributorships which may eventual |y becone profitable
sustain such substantial and prol onged | osses. Furthernore,
petitioner husband’s testinony indicates that the inconme earned
fromthe distributorship was directly related to certain major
expenses, inplying a correl ation between incone |evels and

expense | evels which would in effect always preclude the

“The profits and/or losses fromthe activity in the years
1989 through 1991 and after 1997 are not in the record.
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realization of a profit. W find that these factors favor
respondent.

8. Financial Status of the Taxpayer

A profit objective may be indicated where the taxpayer does
not have substantial incone from sources other than the activity.
Sec. 1.183-2(b)(8), Inconme Tax Regs. Petitioners’ separate wage
and sal ary incone provided a substantial source of incone apart
fromthe distributorship: Petitioners’ taxable inconme fromtheir
enpl oynent for 1996 and 1997 was in the anount of $67, 000 and
$72, 403, respectively. W find that this factor favors
respondent.

9. Elenents of Personal Pleasure or Recreation

A lack of profit objective may be indicated where there are
personal notives for carrying on the activity, especially where
the notive is personal pleasure or recreation. Sec. 1.183-
2(b)(9), Incone Tax Regs. Profit need not be the only objective,
however, and personal notives may coexi st with an actual and
honest intent to derive a profit. 1d.

The significance of personal notives in this case is
difficult to gauge. On the one hand, petitioners expended a
substantial anmount of time in activities, such as driving | ong
di stances, which woul d appear to |ack el enents of pleasure or
recreation. On the other hand, nmuch of petitioners’ activities

i nvol ved el enents which were very personal in nature, such as
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frequently visiting famly nmenbers who were also involved in
Amnvay. We find that this factor remains neutral.
As previously stated, nore weight nmust be given to objective
facts indicating a profit objective than to petitioners’

statenent of intent. Dreicer v. Conm ssioner, supra. After

considering the objective factors detail ed above, we find
especially relevant the manner in which petitioners carried on
the Ammay activity and petitioners’ history of |osses and | ack of
profits. W find fromthese and the other objective facts in the
record that petitioners did not have an actual and honest intent
to profit fromthe Amway activity in 1996 and 1997.

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

To reflect the foregoing,

Deci sion will be entered

for respondent.




