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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
CERBER, Judge: In a notice of deficiency addressed to
petitioners, respondent determ ned deficiencies and penalties as

foll ows:



Penal ty
Year Defi ci ency Sec. 6662(a)
1993 $114, 257 $22, 851
1994 171, 550 34, 310
1995 189, 541 37,908

The issues for our consideration are: (1) Wether
petitioners’ solely owned S corporation was engaged in a farm ng
activity for profit under section 183 for the taxable years 1993,
1994, and 1995; (2) whether petitioners are entitled to deduct
various amounts clainmed as contributions; and (3) whet her
petitioners are subject to the accuracy-related penalties under
section 6662(a).?

FI NDI NGS OF FACT?

When they filed their petition, Robert and Karen O Connor
resided in Corning, California. Petitioners owned all of the
out standi ng shares of Onmega WAaste Managenent, Inc. (Orega), which
was i ncorporated in Decenber 1989. Onega filed a Form 1120, U. S.
Corporation Incone Tax Return, for 1989. 1In 1990, Orega el ected
S corporation status.

During the years at issue, Orega was a recycling broker and

consulting firmthat arranged for hauling of recyclable materials

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the taxable periods under
consideration, and all Rule references are to the Tax Court Rul es
of Practice and Procedure.

2 The parties’ stipulation of facts and exhibits are
i ncorporated herein by this reference.
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and desi gned and managed rubbi sh renoval and recycling prograns.
Onmega was also involved in farmng activity on approxi mately
1,400 acres of land | eased fromthe Christian Boys Ranch, Inc.
(CBR)
From 1990 t hrough 1995, petitioners reported passthrough
i ncone from Onega on Schedul es E, Suppl enental |ncone and Loss,

attached to their individual income tax returns as foll ows:

Year Net | ncone
1990 $52, 303
1991 57, 867
1992 51, 437
1993 217, 787
1994 483, 949
1995 660, 375

For the sanme period Robert O Connor (petitioner) reported

wages as foll ows:

Year Anpount
1990 $40, 900
1991 52, 869
1992 47, 394
1993 50, 390
1994 53, 618
1995 46, 894

Petitioners organi zed CBR under the nonprofit |aws of the
State of California on June 24, 1982. CBR is a section 501(c)(3)
corporation for tax reporting purposes. Petitioner has served on
CBR s board of directors and as its president since its
incorporation in 1982. Karen O Connor has al so served on CBR s

board of directors and as CBR s vice president and secretary-
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treasurer since 1982. Unrelated parties have al so served on
CBR s board of directors.

In 1987, CBR purchased from Ben Larral de (Larral de) an
1, 800-acre ranch property in Corning, California. Three hundred
acres of the ranch consisted of an alnond orchard. During the
years in issue, the orchard was not irrigated, and nost of the
al nond trees were either dead or stunted froml ack of
mai nt enance. During the years in issue, petitioners maintained
their residence on the ranch property.

On May 1, 1990, Onega and CBR entered into a 5-year
agreenent under which Omega | eased from CBR approxi mately 1, 400
acres of ranchland that included the 300-acre al nond orchard.
Petitioners signed the agreenment as officers of both CBR and
Omega. In turn, Larralde then | eased the 1,400 acres from Onega
for use as grazing land for cattle. Larralde’ s rent was based on
t he nunber of head of l|ivestock grazing on the property. To
accommodate Larral de, Omega built fences, graded roads, and

enl arged ponds. From 1990 through 1995, Omega paid rent to CBR as

foll ows:
Year Rent
1990 $9, 000
1991 11, 515
1992 21, 951
1993 31, 865
1994 31, 020

1995 43, 000
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Pursuant to the CBR | ease, Orega was to furnish any
machi nery, equi pnent, water, fertilizer, chemcals, and |abor to
pl ant, grow, and harvest any and all crops. Onega was al so
responsible for all costs and expenses associated with the
rai sing of livestock, including, but not limted to, fencing
construction and mai nt enance, barn mai nt enance, road nai ntenance,
and feed costs. The maxi num nunber of |ivestock allowed to graze
on the property was 200. Normal repairs were to be absorbed by
Onega, but CBR was responsible for major repairs costing nore
t han $2,000. Onega and CBR entered into a new | easi ng agreenent
on May 1, 1995, Only petitioner signed the new agreenent between
CBR and Onega as an officer of both CBR and Orega. The new
agreenent was simlar to the previous |ease with CBR, however,
Onega woul d now pay CBR $3, 000 per nonth for the rental of |and
and $1,400 per nmonth for the rental of certain nobile homes. On
its income tax returns for 1990 through 1995, QOrega reported

recei pts and net |losses fromfarmng activity as foll ows:

Year Recei pts Net Loss
1990 - 0- $39, 698
1991 $2, 692 163, 687
1992 5, 620 191, 516
1993 12, 938 148, 268
1994 4, 385 155, 156
1995 185 135, 239

Tot al 25, 820 833, 564

From 1990 through 1995, Orega’s receipts fromits farm

activity consisted of the follow ng conponents:



Past ur e Al nond Li vest ock
Year Rent Sal es Sal es
1990 -0- -0- - 0-
1991 $2, 692 -0- - 0-
1992 5, 620 -0- - 0-
1993 12, 076 -0- -0-
1994 -0- $2, 363 $2, 021
1995 -0- -0- 185

Petitioner sought and received advice fromvarious advisers
and agricultural experts. One such adviser was Jose Col | ado
(Collado), a certified public accountant licensed to practice in
the State of California. Before providing accounting services
for petitioner, Collado had provided accounting services to
al nrond farners and cattle ranchers | ocated near the Orega farm
activity. Aside fromproviding accounting services to Omega,
Col | ado regul arly advised petitioner to nake inprovenents to
Onega’s existing farmactivity and to consider alternative
farm ng nethods in order to | ower expenses and increase incone.
Petitioner was advised to increase the size of Orega s herd,
repl ace dead or unproductive alnond trees, and inprove
irrigation.

In addition to the advice Orega received from Col | ado,
Onega’ s bookkeeper arranged neetings with various agricultural
experts with whom petitioner woul d di scuss changes to Orega’ s
existing farmactivity and/or alternative farm ng techni ques
suitable to Orega’s particular terrain and clinmate. Petitioner

attended a 1-day olive grower’s convention where he sought advice
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regarding Orega’s farmactivity. Petitioner never changed
Onrega’s farm ng nethods or inplenented the inprovenents suggested
by Collado or the agricultural experts.

Onega cl ai ned deductions for contributions to CBR consi sting
of the paynent of Onega’ s enpl oyees for the performance of
services for the benefit of CBR  The | abor expenses were
descri bed as anounts for the building and/or maintenance of
corrals, silos, aradius wall, the orchard, a septic system
bui | di ngs, equi pnent, and grounds. From 1990 to 1995, the
anounts clainmed by Omrega as its section 170(c)(2) contri butions

of Orega’ s enpl oyees’ |abor to CBR were as foll ows:

Year Anpount
1990 $13, 170
1991 39, 593
1992 20, 631
1993 121, 149
1994 76, 711
1995 95, 016

These anmounts were passed through to and deducted by petitioners
subject to adjusted gross incone limtations.

In 1990, petitioners nmade contributions of property to CBR
The donated itens included two di smantled nmetal buil dings, one
2,500-gal l on butane tank, one Austin-Wstern Pettybone crane, one
Clark forklift, and one sheer press. Petitioners valued these
itens at $107,500. Five of the six donated itens were val ued by
petitioners at over $5,000 each. Petitioners attached a Form

8283, Noncash Charitable Contributions, to their 1990 Feder al
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incone tax return. The Form 8283 was signed by Jane Dol an
(Dol an), a California probate referee, in support of the clainmed
val ues. Petitioners were unable to deduct all of the property
donations clained for 1990 because of adjusted gross incone
l[imtations.

In 1991, petitioners donated various itens to CBR and
claimed a deduction of $640,888. Petitioners valued nmany of the
items at nore than $5, 6000 each. Petitioners attached an
equi pnent appraisal letter, a list of the appraised itens, and a
Form 8283 to their 1991 Federal incone tax return. Dolan again
signed as appraiser. The Form 8283 contained the statenent that
the itens had been acquired by petitioners between 1964 and 1991,
and that all itens were purchased for anmounts equal to or greater
than their appraised values. The itens |isted, anong others,
included the following: Mbile buildings; water tanks; bailers;
feed; weigh scales; stereo equipnent; an alum num can nachi ne;
conpactors; punps; notors; cargo containers; a fire engine;
freezers; rubbish bins; canned drink machi nes; appliances; air-
conditioners; kitchen equipnent; cattle trailers; conveyors;
flatbed trailers; fencing; vehicles; street sweepers; water
troughs; furniture; a glass crusher; gates; rolltop bins; a
security system and animals. Each itemwas: Categorized by its
general location at CBR; described as new, used, or discard; and

assigned a value. Many of the itens were rusted and in a state
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of disrepair. Many of the donated vehicles were inoperable and
had not been registered for several years. Sone of the vehicles
were over 30 years ol d.

CBR did not begin its formal operations at the ranch
property until after the years in issue. By the end of 1998,
sone of the buildings and infrastructure were in place, and CBR
was making final preparations to open the ranch property for its
charitabl e purposes. 1In 1999, CBR began operating a programin
conjunction with Rem Vista, a section 501(c)(3) organization
t hat has operated hones for boys for approximately 27 years.

OPI NI ON

The first issue we consider is whether the |osses clained in
Onmega’s farmng activity for 1993, 1994, and 1995 were incurred
in an activity carried on wth an actual and honest profit
objective within the neaning of section 183. Respondent
determ ned that the activities were “not engaged in for profit”
wi thin the neaning of section 183(a). Petitioners nust show t hat

respondent’s determnation is erroneous. See Welch v. Helvering,

290 U.S. 111 (1933).

It does not appear that Orega engaged in regul ar and
continuous farmng activity. Instead, Onega | eased the 1,400
acres of agricultural property fromCBR and in turn | eased the
sanme acreage to a third party under a per-head grazing

arrangenment. QOrega depended upon the third-party |ease, sone of
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its own livestock activity, and an al nrond grove for incone.

Onmega was responsi ble for expenses in connection with the
property and paid CBR rent of nore than $30,000 for each of the
years under consideration. For 1993, Orega’s only receipt from
the “farm ng” activity was $12,076 rent fromthe third-party

| ease. For 1994, QOrega’s only receipts were $2,363 from al nond
sal es and $2,021 fromthe sale of livestock. For 1995, Orega’s
only receipt was $185 fromthe sale of livestock. Finally, we
note that Orega’s reported expenses for 1993, 1994, and 1995, in
addition to the rent to CBR, exceeded $100, 000 annual ly and were
generally increasing. Accordingly, Onega s annual expenses
vastly exceeded steadily decreasing receipts. Wth this backdrop
we anal yze whether Orega’s activity was “not engaged in for
profit” wthin the nmeaning of section 183.

The ordi nary and necessary expenses incurred in carrying on
an activity which constitutes a trade or business are generally
deducti ble. See sec. 162(a); sec 1.183-2(a), Incone Tax Regs.
Section 183 provides, in part, that if an individual’s or an S
corporation’s activity is “not engaged in for profit”, then no
deduction attributable to that activity shall be all owed except
as ot herw se provided under section 183(b). One of the
notivating factors behind the passage of section 183 was the
desire to create a nore objective standard to determ ne whether a

t axpayer was carrying on a business for the purpose of realizing
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a profit or was instead nerely attenpting to create and use

| osses to offset his incone. See Jasionowski v. Conmni ssioner, 66

T.C. 312, 321 (1976); S. Rept. 91-552 (1969), 1969-3 C.B. 423.

To establish that an activity is one engaged in for profit,
a taxpayer nust show that the activity was entered into with the
dom nant hope and intent of realizing a profit. See WIf v.

Comm ssioner, 4 F.3d 709, 713 (9th Cr. 1993) (profit nust be the

predom nant, primary or principal objective), affg. T.C Meno.

1991-212; Vorsheck v. Conm ssioner, 933 F.2d 757, 758 (9th Cr

1991); Machado v. Comm ssioner, T.C Menp. 1995-526, affd.

wi t hout published opinion 119 F.3d 6 (9th GCr. 1997); Warden v.

Comm ssioner, T.C Meno. 1995-176, affd. w thout published

opinion 111 F. 3d 139 (9th G r. 1997). W consider whether an
activity is engaged in for profit on a case-by-case basis, taking

into account the facts and circunstances involved. See &olanty

v. Comm ssioner, 72 T.C 411, 426 (1979), affd. w thout published
opinion 647 F.2d 170 (9th G r. 1981).

Petitioners’ expectation of profit need not be reasonabl e,
but petitioners nust establish that they conducted their
activities wth a good-faith expectation of nmaking a profit. See

Engdahl v. Comm ssioner, 72 T.C 659, 666, (1979); Golanty v.

Conm ssi oner, supra at 425-426; sec. 1.183-2(a), Incone Tax Regs.

In assessing a profit notive, greater weight is to be given to

objective facts than the taxpayer’s nere statenent of intent.
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See | ndependent Elec. Supply, Inc. v. Comnmi ssioner, 781 F.2d 724,

726-727 (9th Cr. 1986), affg. Lahr v. Comm ssioner, T.C. Meno.

1984-472; Dreicer v. Conm ssioner, 78 T.C 642, 644-645 (1982),

affd. without opinion 702 F.2d 1205 (D.C. Cr. 1983); sec. 1.183-
2(a), lIncone Tax Regs.

A nonexclusive list of factors set forth in the incone tax
regul ati ons gui des our section 183 analysis by providing rel evant
facts and circunstances to be considered in determ ning whet her
the requisite profit objective has been shown. These factors
include: (1) The manner in which the taxpayer carried on the
activity; (2) the expertise of the taxpayer or his 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 simlar or dissimlar activities; (6) the taxpayer’s
hi story of inconme or loss with respect to the activity; (7) the
anmount of occasional profit, if any, which is earned; (8) the
financial status of the taxpayer; and (9) whether el enents of
personal pleasure or recreation are involved. See sec. 1.183-
2(b), Incone Tax Regs. Although no one factor is conclusive, a
record of substantial |osses over many years and the unlikelihood
of achieving a profit are indicative that an activity is not

engaged in for profit. See Hildebrand v. Conm ssioner, 28 F.3d

1024, 1027 (10th Cr. 1994), affg. Krause v. Conm ssioner, 99
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T.C. 132 (1992); Cannon v. Conm ssioner, 949 F.2d 345, 352 (10th

Cr. 1991), affg. T.C Meno. 1990-148; sec. 1.183-2(a), Incone
Tax Regs.

Were a taxpayer carries on an activity in a businesslike
manner and mai ntai ns conpl ete and accurate books and records,
where the activity is conducted in a manner substantially simlar
to that of other conparable businesses that are profitable, and
where changes are made to the activity' s operating nethod if
necessary to inprove profitability, such circunstances indicate
that the activity is engaged in for profit. See sec. 1.183-
2(b)(1), Incone Tax Regs. Simlarly, a taxpayer’s business plan

may tend to show businessli ke operations. See Sanders v.

Conmi ssioner, T.C. Menp. 1999-208.

The only record of Onega’s activity viewed by the Court was
a sunmary containing a review of the farmreceipts and
expenditures. The summary, however, did not provide the kind of
detailed and relevant information that could be used by
petitioners or the Court for evaluating the farmactivity's
profitability, such as: A detailed listing of farm expenses; the
nunber and types of ani mals bought and sold by petitioners; the
nunber of animals on the property that produced pasture rent; the
specific itens of farm equi pnent that were depreciated; and the
specific itens that were repaired and maintai ned. Orega

mai nt ai ned only one bank account for both the farmactivity and
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the recycling business and failed to maintain a budget or make

projections as to the future profitability of the farmactivity.
There is no indication here that Orega’s activity was

changed and/or that plans were carried out to aneliorate the

substanti al excess of expenditures over receipts. Accurate books

and records could have provided the data to nake educated

deci sions toward achieving profitability. See, e.g., Wsinger v.

Conmi ssioner, T.C. Menp. 1999-372, and the cases cited therein.

There is very little evidence in the record to establish how
ot her conparable and profitable farmng activities operate.
G ven petitioner’s business acumen wth respect to the recycling
busi ness and the fact that petitioners’ accountant and others
provi ded gui dance with regard to profitability, we find it
particularly conpelling that petitioner did not follow the advice
of his accountant or the agricultural experts with whom
petitioner sought counsel and thus continued to permt Orega to
i ncur heavy losses inits farmactivity. During a 6-year period,
i ncludi ng the years under consideration, Orega’ s recycling
busi ness income increased exponentially while petitioner did
not hing to change Orega’s farmactivity | osses. Orega naintai ned
m ni mal herds of livestock and did nothing to inprove the quality
of its crop.

It al so appears that petitioner structured Omega’s | eases

with Larralde and CBR to maxi m ze Orega’ s expenses while no
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action was taken to increase the receipts fromthe farmactivity.
Petitioner testified that sonetinmes he did not charge Larral de
rent but instead accepted livestock in trade. Pursuant to the
existing | eases, Orega was required to fix water punps and nend
fences in order to provide adequate water and pasture for Onega’ s
and Larralde’s livestock. CBR was required to fix nmajor
mechani cal failures; however, in reality, Onega paid for these
repairs and petitioner clained the costs as charitable
contributions in the formof |abor perfornmed by Onega’ s
enpl oyees.

According to petitioners, the alnond trees on the property
were mai ntained to produce organically grown al nonds that could
be sold at a higher market price than al nonds that were not
produced organically. However, petitioner also testified that
the al nond trees were dwarfed and stunted due to a | ack of proper
care and could not be watered or chemcally fertilized.
Therefore, the only way to maxi m ze output fromthe al nond trees
while still maintaining organic certification was to replace the
dead or stunted trees. Yet, from 1990 through 1995, Orega spent
a total of $467 on replacenment trees for the orchard. W find it
difficult to envision a profitable farmactivity where the very
crops fromwhich a profit could be derived are not cared for or

replaced with regularity.
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Petitioners argue that Orega was financially unable to nake
changes to its farm ng nethods and that property |liens kept them
fromobtaining loans to inprove the farmand its profitability.
Petitioners’ argunent does not ring true. QOrega’ s net incone,
after accounting for farmng | osses was $217, 787, $483, 949, and
$660, 375 for 1993, 1994, and 1995, respectively. Therefore,
Onega was capabl e of acquiring livestock, providing irrigation
for the al nond orchard, and/or purchasing new trees to repl ace
unproductive ones.

Omega’s profitable business activity was hauling and
recycling rubbish, and petitioner admts that he had little
experience with farmng. He argues, however, that his
consultations with experts denonstrate petitioners’ ongoing
effort to bring Orega’s farmng activity into profitability.

Petitioners did present evidence that advice was sought and
recei ved concerning increasing herd sizes and replacing trees in
or expanding the orchard. Petitioner also attended a 1-day olive
growers convention and sought other related advice regardi ng
Omega’s farmoperation. Finally, petitioner net wwth the
accountant to discuss the financial statenents and the high
expenses and paucity of incone. |In spite of the advice sought
and/ or received, nothing was done to change the farmng activity
of Orega. Although petitioner testified that he spent extensive

time engaged in Omega’s farmng activity, there is little in the
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record to corroborate his testinony or to show that his efforts
were directed at inproving profitability. 1In that regard, it is
noted that petitioners lived on the property. |In addition, as
argued by respondent, petitioner’s efforts in operating a
successful recycling business limted the tine available for
petitioner to work on the farmng activity.

In this case there was no possibility for increase in the
value of the land inuring to Onega because it was a |lessee. In
addition, there was no expectation that any of the depreciable
property used in the farm ng operation would increase in val ue.
Petitioners also argue that their farmwas in existence for only
2 years before the years in issue and therefore it was expected
that | osses woul d be sustained for a reasonabl e period under the
circunstances. Petitioners’ argunent has little nmerit. From
1990 t hrough 1995, Onega incurred expenditures totaling $833, 564
in the farmactivity. During the 3 years under consideration,
Orega’ s expenditures total ed $438,663. Accordingly, expenditures
were increasing rather than abating. |In sharp contrast, over the

farmactivity' s 6-year existence, farmactivity receipts total ed
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$2, 206, $2,363, and $20,388 fromthe sale of l|ivestock, alnonds,
and grazing rights, respectively.?

During the 3 years in issue, Onega s recycling activities
were highly profitable. As discussed above, Omega’s net incone,
after reductions for farmactivity expenses, was $217, 787,
$483, 949, and $660, 375 for 1993, 1994, and 1995, respectively.
Petitioners also received wages from Orega. The farmactivity
| osses substantially reduced Orega’s gross inconme fromits
recycling business, which provided significant passthrough tax
benefits to petitioners. The receipt of a substantial anount of
income fromsources other than the activity, especially if the
| osses fromthe activity generate |large tax benefits, may
indicate that the taxpayer does not intend to conduct the
activity for profit. See sec. 1.183-2(b)(8), Incone Tax Regs.

In sunmary, petitioners/Orega did not possess the requisite
intent to profit fromthe farmoperations. Petitioners are
therefore subject to the restrictions set forth in section 183
for activities not engaged in for profit.

Next we consi der whether petitioners are entitled to deduct
anmounts clainmed as contributions to CBR during the 1990 and 1991

tax years and carried over into the years in issue. W consider

2 The only sales of alnonds occurred in 1994. Most of the
farm s income came from pasture rent, which totaled $2, 692,
$5, 620, and $12,076, for 1991, 1992, and 1993, respectively.
Onmega had no revenue from pasture rent during 1990, 1994, and
1995.
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two types of contributions: (1) Whether petitioners properly
val ued the property contributions of tangible property given to
CBR, and (2) whether anpbunts clainmed as paid to Onega’ s enpl oyees
for services perfornmed for the benefit of CBR are deducti bl e.

Section 170(a)(1) allows a deduction for charitable
contributions (as defined in section 170(c)) made wthin the
taxable year. In general, the anobunt of a charitable
contribution nade in property other than noney is the fair market
val ue of the property at the tinme of the contribution. See sec.
1. 170A-1(c) (1), Incone Tax Regs. Fair market value is defined as
the price at which the property woul d change hands between a
willing buyer and a willing seller, neither being under any
conmpul sion to buy or sell and both having reasonabl e know edge of
the relevant facts. See sec. 1.170A-1(c)(2), Incone Tax Regs.

Fair market value is a question of fact. See Skripak v.

Commi ssioner, 84 T.C 285 (1985). Petitioners have the burden of

showing their entitlenent to their clainmed deductions. See Wl ch

v. Helvering, 290 U S. 111 (1933).

Under section 1.170A-13(b)(3), Incone Tax Regs., if a
contributed itemis valued at over $500, the taxpayer is required
to maintain witten records show ng the manner of acquisition,
the fair market value, the nmethod used to determ ne the val ue,
and the cost or other basis. |If a contributed itemis valued at

over $5,000, the donor must obtain a qualified appraisal for the
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contributed property, attach a fully conpl eted apprai sal sunmmary
to the Federal incone tax return, and maintain reasonably
detailed records containing a description of the property, the
fair market value of the property at the tine of the donation,
the nethod used in determning the fair market val ue, and the
cost or other basis. See sec. 1.170A-13(c)(2), Incone Tax Regs.

A qualified appraisal shall include, inter alia, a
description of the property in sufficient detail for a person who
is not generally famliar with the type of property to ascertain
that the property that was appraised is the property that was
contributed, a description of the physical condition of the
property, the qualifications of the qualified appraiser, the
met hod of valuation used to determne the fair market value, and
the specific basis for the valuation. See sec. 1.170A-13(c)(3),
| ncone Tax Regs. The appraisal summary shall include, inter
alia, a description of the property in sufficient detail for a
person who is not generally famliar with the type of property to
ascertain that the property that was appraised is the property
that was contributed, a brief sunmary of the physical condition
of the property, the manner of acquisition, and the cost or other

basis. See sec. 1.170A-13(c)(4), Incone Tax Regs.
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Respondent argues that petitioners are not entitled to
deductions for the carryover® of charitable contributions from
1990 and 1991 to 1993, 1994, and 1995 because the fair market
val ues of the contributed property carried over from 1990 and
1991 have not been established. Petitioners clained as
separately conput ed passt hrough deducti ons from Orega noncash
charitabl e contributions of tangible property to CBR of $107, 500
and $640, 888 for 1990 and 1991, respectively. Because of 50-
percent limtation, petitioners could not deduct all of their
cl aimed contributions during the 1990 and 1991 tax years.
Because they claimed contribution carryovers fromthe 1990 and
1991 tax years, these years’ contributions are at issue in this
case.

There is no dispute about whether the property was
contributed to CBR Instead, the question is whether the val ues
clainmed represent the fair market values of the itens
contributed. To establish fair market values for the tangible
property contributed to CBR, petitioners enployed Dol an, a
probate referee licensed by the State of California. Dolan

subm tted an appraisal report to petitioners. W find, on the

4 Generally, in the case of individuals, deductions for
charitable contributions are limted to 50 percent of adjusted
gross incone. See sec. 170(b)(1)(A). Excess contributions my
be carried forward for up to 5 years. Carryover contributions
are deducted after deducting current year contributions. |If
there are carryovers fromnore than 1 prior year, the carryover
fromthe earlier year is used first. See sec. 170(d)(1).
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basi s of phot ographs and other evidence in the record, that the
apprai sal report inadequately describes the physical condition of
the itens. See sec. 1.170A-13(c)(3)(ii)(B), Income Tax Regs.
Addi tionally, the appraisal does not contain the nethod of
val uation that the appraiser used when attributing values to the
property. See sec. 1.70A-13(c)(3)(ii)(J), Incone Tax Regs.
Finally, the appraisal does not contain the specific basis for
the valuation. See sec. 1.170A-13(c)(3)(i1)(K), Incone Tax Regs.
Petitioners were unable to explain the absence of the required
information. The itens were generally described as “new’,
“used”, or “discard’, and in a |limted nunber of cases “good”,
“fair”, or “dismantled”. Wthout a nore detail ed description the
apprai ser’s approach and net hodol ogy cannot be evaluated. In
that regard, the appraiser was not called to testify, and no
ot her appraisers were offered by petitioners. Accordingly,
petitioners have not fully conplied with the requirenents inposed
by the regulations. See sec. 1.170A-13(c), |Incone Tax Regs.

Al t hough petitioner testified as to the condition of the
contributed itens, his testinbny was evasive on cross-
exam nation, and his testinony was inconsistent with photographic
evidence of the contributed property. Many of the itens
contributed by petitioners, such as nechani zed farm equi prnent,
i ndustrial machinery, fuel tanks, and vehicles appear to be

rusted and in a state of disrepair. Petitioners offered no sales
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recei pts, cancel ed checks, or other contenporaneous evidence that
could aid in the valuation of the contributed property.?
Accordingly, petitioners have not shown that they are entitled to
deductions greater than the amounts already cl ainmed during the
1990 and 1991 tax years.

Next we consider whether petitioners may claimcontributions
for unrei mbursed expenses incurred by QOrega in connection with
services perfornmed by Orega enpl oyees for the benefit of CBR
Petitioners contend that certain services perforned by Orega
enpl oyees at the behest of petitioners and for the benefit of CBR
entitle petitioners to deduct as passthrough charitable
contributions the salaries paid in connection wth services
performed. Respondent argues that petitioners are not entitled
to a deduction for the salaries paid to Onega enpl oyees for work
performed on the ranch because the work benefited Onega.

There are in dispute charitable “cash contributions”® of
$121, 149, $76,711, and $95,016 for the tax years 1993, 1994, and
1995, respectively. Aside frompetitioner’s self-serving
testinony, petitioners submtted a schedul e show ng sone of the

pay periods during the years in issue; however, the schedule is

> Petitioners’ only receipt was for a nobile home with a
purchase date of June 13, 1983, at a price of $19,500. It is not
known whet her this nobile hone was an itemcontributed to
Chri stian Boys Ranch, Inc. (CBR)

5 1n effect, these are gifts of services as opposed to cash
contributed to CBR
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i nconpl ete, and at | east one page has been submtted tw ce.’
Al t hough the schedul e identifies specific enployees, the nunber
of hours each enpl oyee worked, and the general areas where work
was performed, the schedul e does not show Orega’s actual cost of
| abor, nor does the schedul e break down the specific services
performed. The | abor expenses included anmounts for the building
and/ or mai ntenance of corrals, silos, a radius wall, the orchard,
a septic system buildings, equipnent, and grounds. Orega was
al ready obligated for sonme of these expenditures under the
CBR/ Orega agreenent. Further, petitioners have not shown whet her
Onega had al ready cl ai ned deductions for the sane | abor expenses
as enpl oyees’ salaries. Inportantly, it appears that the
servi ces coul d have benefited Orega and/or petitioners, and they
have not shown how CBR obtained primary benefit fromthe

services. See Babilonia v. Comm ssioner, 681 F.2d 678 (9th Cr

1982), affg. per curiamT.C Meno. 1980-207.

Petitioners relied on their bookkeeper to notify the
accountant/tax preparer as to which expenses benefited Omega and
whi ch benefited CBR  However, petitioners began living on the
CBR ranch property several years before CBR opened its doors for

operation in 1999. Because they lived on the CBR property before

" Several periods are mssing fromeach year a cash
deduction was clained. Mst periods from 1995 were omtted.
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its opening, petitioners also may have personally benefited from
t he services contri buted.

Petitioners’ poor record keeping and inability to show t hat
all of the expenditures were for the benefit of CBRis of their
own maki ng. However, the record establishes that CBR benefited
directly and primarily fromcertain of the services of Onega
enpl oyees. After considering all of the evidence, we hold that
petitioners are entitled to claimcontributions for services by
Orega to CBR of $3,300, $9,900, $5,200, $30,000, $19, 000, and
$24,000 for the tax years 1990, 1991, 1992, 1993, 1994, and 1995,
respectively.?

The final issue for our consideration is whether petitioners
are |iable for the accuracy-rel ated penalties under section 6662,
whi ch respondent determ ned were due to negligence, disregard of
rul es and regul ati ons, and substantial understatenent of incone
tax. An accuracy-related penalty is inposed on a taxpayer if any
portion of an underpaynment of tax is attributable to either
negli gence or disregard of rules or regul ations or any
substanti al understatenent of incone tax. See sec. 6662(a) and
(b)(1) and (2). The term “negligence” includes any failure to
make a reasonable attenpt to conply with the provisions of the

I nt ernal Revenue Code, and the term “disregard” includes any

8 Amounts are decided for the years 1990, 1991, and 1992 for
pur poses of determ ning the anmount of the carryover, if any, to
the years before the Court.



- 26 -
carel ess, reckless, or intentional disregard. See sec. 6662(c).
Negl i gence al so includes any failure by the taxpayer to keep
adequat e books and records or to substantiate itens properly.

See sec. 1.6662-3, Incone Tax Regs. An individual taxpayer’s
understatenment is substantial if the anmount of the understatenent
exceeds the greater of 10 percent of the tax required to be shown
on the return or $5,000. See sec. 6662(d)(1)(A). The accuracy-
related penalty is not to be inposed if it is shown that there
was reasonabl e cause for the underpaynent and that the taxpayer
acted in good faith. See sec. 6664(c)(1l). Petitioners have the
burden of showing that they are not |iable for the accuracy-

rel ated penalties. See Welch v. Helvering, 290 U.S. 111 (1933).

I n support of his determ nation, respondent contends that
petitioners allowed the accunmul ati on of substantial anounts of
| osses fromOmega’'s farmactivity to reduce the incone produced
by Omega’ s recycling business. Respondent’s contention that
Omega’s farmng activity was continued for the purpose of using
| osses to reduce Orega’s highly profitable recycling business
inconme is supported by the facts. The size of Orega’ s
expendi tures conpared to the neager revenue it received w thout
attenpting to increase receipts or cut expenses, on this record,
supports no other conclusion. Over a 6-year period, Orega’s farm
activity generated | osses totaling $833,564, with gross receipts

totaling only $25,820. There is no other apparent notivation in
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the record for continually incurring these unabated expenditures.
We al so note that petitioners maintained their residence on the
ranch property and it was the situs for future charitable
activity, to commence a few years after the years under
consi derati on.

Respondent al so argues that petitioners clained | arge
overval ued deductions for contributions of property to CBR in
1990 and 1991. In addition, respondent contends that petitioners
failed to furnish a qualified appraisal identifying the val ues of
itenms contributed to CBR as required by the regul ations. W have
al ready held that petitioners’ property valuations are
substantially overstated and that contributions of |abor to CBR
are deductible in greatly reduced anounts.

Petitioners argue that any underpaynent was reasonabl e
because they acted in good faith and they relied on the advice of
a certified public accountant to whomthey provided conpl ete and
accurate records. The evidence does not bear out petitioners’
argunment. Instead, the record reflects that petitioners failed
to follow the advice of their accountant with regard to achi eving
profitability in their farmoperation. They have not established
that they acted in good faith. In addition, petitioners failed
to provi de adequate records to support their claimed deductions
for contributions to CBR  Thus, petitioners have not shown that

their actions were reasonable or that they attenpted to conply
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with the Internal Revenue Code and the underlying regul ations.
We therefore hold petitioners liable for the accuracy-rel ated
penal ties.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




