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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

MARVEL, Judge: Respondent determ ned the foll ow ng
deficiencies, additions to tax, and penalties with respect to

petitioners’ Federal incone taxes:!?

1Unl ess otherwi se indicated, all section references are to
(continued. . .)



Accuracy-rel ated

Addition to tax penal ty
Year Defi ci ency sec. 6651(a)(1) sec. 6662(a)
1999 $31, 508 $9, 208 $6, 302
2000 37,642 10, 500 7,528
2001 44,986 12,611 8, 956
2002 43, 360 6, 216 8,672
2003 52, 241 1,973 10, 448
2004 38, 706 -0- 7,741

After concessions,? the i ssues for decision are:

Y(...continued)
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Procedure. Monetary anounts are rounded to the nearest dollar.

2Respondent determ ned that petitioners are liable for an
addi tional tax under sec. 72(t) for an early withdrawal from an
i ndi vidual retirement account (IRA). Petitioners did not contest
the additional tax in their petition or at trial. Petitioners’
liability for the additional tax under sec. 72(t) is deened
conceded in accordance with Rule 34(b)(4).

Respondent al so determ ned that petitioners received
unreported interest income and an unreported | RA distribution in
2001 and an unreported State incone tax refund in 2004.
Respondent determ ned that Dr. Phem ster received unreported
nonenpl oyee conpensation in 2003. Additionally, respondent
di sall owed a portion of petitioners’ charitable contribution
deductions for 1999, 2000, 2001, 2003, and 2004 and petitioners’
special fuel tax credits for 2000 and 2001. In their petition,
petitioners contested respondent’s adjustnents to their incone,
charitabl e contribution deductions, and special fuel tax credits.
However, petitioners did not introduce any evidence at trial or
present any argunent on brief with respect to respondent’s
determ nations. W therefore deem petitioners to have conceded
the adjustnents to their incone, charitable contributions, and
special fuel tax credits. See Rules 142(a), 149(b); Rothstein v.
Commi ssioner, 90 T.C 488, 497 (1988); Cerone v. Conm ssioner, 87
T.C. 1, 2 n.1 (1986). The only other adjustnents that
petitioners dispute concern their personal exenptions and self-
enpl oynent tax, which we need not address because they are
conput at i onal
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(1) Whether petitioners Thurman L. Phem ster (Dr. Phem ster)
and Denise M Ross (Ms. Ross) substantiated the deductions they
clainmed for 1999-2004 with respect to their horse activity and
whet her their horse activity constituted an activity not engaged
in for profit within the neaning of section 183;

(2) whether petitioners substantiated deductions clained for
1999- 2004 on Schedules C, Profit or Loss From Business, with
respect to Dr. Phem ster’s energency room physician business (ER
physi ci an busi ness);

(3) whether petitioners substantiated Schedule C interest
expense and | egal and professional services expense deductions
clainmed for 2003 and 2004 with respect to a retail business, End
of the Trail (retail business);

(4) whether petitioners should have reported additional
income with respect to the retail business for 2003 and 2004;

(5) whether petitioners are liable for an addition to tax
under section 6651(a)(1l) for each of the years 1999-2003;

(6) whether petitioners are liable for an accuracy-rel ated
penal ty under section 6662(a) for each year in issue; and

(7) to the extent we find petitioners liable for any tax
deficiencies, additions to tax, and/or penalties, whether M.

Ross is entitled to relief under section 6015.
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FI NDI NGS OF FACT
Ms. Ross and respondent have stipul ated sone of the facts,
whi ch we incorporate in our findings by this reference.
Petitioners resided in Illinois when they petitioned this Court.
Dr. Phem ster did not participate in the trial because he had
settled all of the issues with respondent before the trial.

Petitioners

Ms. Ross is a high school graduate. Although she took
several college-level courses, including courses in nusic,
forei gn | anguage, governnent, and marketing, she neither pursued
nor received a college degree. At sone point Ms. Ross worked as
a nmedical assistant. In 1982 she married Dr. Phem ster, with
whom she had three children. Petitioners separated in
approxi matel y Novenber 2005 and divorced in approxi mately August
2007.

For all relevant years, Dr. Phem ster was a physician who
wor ked in various hospital enmergency roonms. He received wages
and nonenpl oyee conpensation for his services as a physician.
During the sane period Ms. Ross was not enpl oyed and received no
wages. She occupied her tinme by, anpong other things,
vol unteering at |ocal clubs and buying, training, and selling
hor ses.

Petitioners maintained a joint checking account into which

Dr. Phem ster deposited his earnings and fromwhich Ms. Ross paid
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househol d bills. Although Ms. Ross typically paid nost of the
househol d bills, Dr. Phem ster occasionally paid sone of them
During the years at issue petitioners lived on property they
owned in a rural area of southern Illinois. The property was
i nproved by a residence, an in-ground swi mm ng pool, and a barn.

ER Physi ci an Busi ness

Dr. Phem ster contracted with several hospitals for himto
perform services as an energency room physician. He maintained
an office on the lower |evel of petitioners’ residence for his ER
physi ci an busi ness. At sone point during the 1980s Ms. Ross
wor ked as a nedi cal assistant in her husband’ s ER physici an
busi ness, but she has had no substantive involvenent with his
busi ness since then.?3

Dr. Phem ster hired an accountant to keep the books and
records of his ER physician business and to prepare petitioners’
incone tax returns. Dr. Phem ster was responsible for supplying
information regarding his incone and expenses to the accountant.
Ms. Ross was not involved in recording the expenses for Dr.

Phem ster’s ER physician business or in determ ning what
deductions to claimregarding that business. Dr. Phem ster paid

nmost of the bills attributable to his ER physici an busi ness.

%Respondent contends that Ms. Ross paid sone of the expenses
of Dr. Phem ster’s ER physician busi ness.



Horse Activity

In 1999 Ms. Ross began attendi ng horse auctions and
pur chasi ng horses. Her experience with horses started when she
was 16 years old and consisted of riding and training horses for
pl easure. M. Ross becane interested in purchasing, training,
and selling horses (horse activity) through friends, and she
vi ewed the horse activity as an activity she and her sons could
do together. The horse activity also provided her with sonething
to do while staying at home to be near one of her sons who had
heal t h probl ens.

Ms. Ross spent between 20 and 40 hours each week on the
horse activity but did not maintain a regular schedule. Although
Ms. Ross opened a separate checking account for the horse
activity, she primarily used petitioners’ personal checking
account for the activity.

Bef ore beginning the horse activity Ms. Ross did not have
any experience operating a business. She did not prepare a
busi ness plan, and she did not consult wth any experts on howto
keep records or nmake her horse activity profitable.

Petitioners shared responsibility for maintaining the horse-
activity records and nmaki ng general purchases for the activity.
Petitioners did not keep detailed records with respect to each

horse. In fact, they maintained few records that were horse
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specific. In general, petitioners did not naintain accurate
cont enpor aneous records for their horse activity.

In a year that does not appear in the record petitioners
erected the barn on their property to stable their horses. The
barn contained a riding arena, a training area, several horse
stalls, and an office. When petitioners first began buil ding the
barn, they discovered that a covenant had been pl aced upon their
property that prohibited stabling horses. Wth the assistance of
an attorney, they had the covenant renoved and then constructed
t heir barn.

When Ms. Ross first began purchasi ng horses, she based her
pur chasi ng deci si ons on advice she received fromhorse traders
who acconpani ed her to auctions.* Initially Ms. Ross purchased
nor e expensive horses, but she discovered that they did not sel
well in the area where petitioners lived. She eventually began
maki ng bul k purchases at auctions of |ower quality, inexpensive
horses. Sonme of the nore expensive horses were insured, but nbst
of petitioners’ horses were not. GCccasionally, petitioners
regi stered a horse in the nane of one of their children.

Petitioners did not post any signs on their property
advertising their horse activity. 1In early 2005 petitioners

di scontinued their horse activity.

“Dr. Phem ster al so bought and sol d horses.



End of the Trail

I n approxi mately Decenber 2003 Ms. Ross opened the retai

busi ness, which specialized in western wear. M. Ross devel oped

a business plan, and she kept books and records for the business.

Dr. Phem ster was not involved in the retail busi ness

operations. He did, however, help Ms. Ross obtain financing for

the retail business by cosigning a | oan.

Petitioners’ Tax Reporting

Petitioners filed joint Fornms 1040, U.S. Individual |ncone

Tax Return, for 1999-2004 on the follow ng dates:?®

Year Date filed

1999 Apr. 16, 2003
2000 Nov. 19, 2003
2001 May 12, 2004
2002 Aug. 24, 2004
2003 Dec. 15, 2005
2004 Jan. 30, 2006

On their returns petitioners reported wages fromDr. Phem ster’s

enpl oynent as a physician and net incone or |loss from Dr.
Phem ster’s ER physician business as foll ows:

ER physi ci an

Year Wages busi ness Tot al

1999 $29, 728 $227, 147 $256, 875
2000 34,583 239, 005 273, 588
2001 17, 500 282,118 299, 618
2002 271, 582 58, 945 330, 527
2003 413, 635 (7,892 405, 743
2004 405, 877 (1, 700) 404, 177

SPetitioners generally provided their books and records to
an accountant who prepared their

returns.
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Dr. Phem ster reported i nconme and expenses from his ER physician
busi ness for 1999-2004 on Schedul es C attached to the returns.
Petitioners also attached to their 1999-2004 returns
Schedules F, Profit or Loss From Farm ng, on which they reported
t he incone, expenses, and net |osses fromtheir horse activity,
and Schedules C, on which they reported the incone, expenses, and

net losses fromthe retail business. The net | osses were as

foll ows:

Ret ai
Year Horse activity busi ness
1999 ($33, 224) n/ al
2000 (59, 571) n/ a
2001 (80, 939) n/ a
2002 (116, 733) n/ a
2003 (129, 273) ($11, 099)
2004 (82, 369) (27, 396)

The retail business did not begin operations until 2003.
I n approxi mately March 2004 respondent began to audit
petitioners’ returns. On July 24, 2006, respondent issued a
notice of deficiency for 1999-2004 that (1) disallowed all of the

deductions clainmed with respect to Dr. Phem ster’s ER physician
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busi ness® for 1999-2004; (2) disallowed the net |osses clained
Wth respect to petitioners’ horse activity for 1999-2004; (3)
di sal l owed sone or all of the |l egal and professional services
expense deductions and the interest expense deductions clai nmed
Wth respect to the retail business for 2003-2004; and (4)
determned that the retail business Schedules C for 2003 and 2004
underreported gross receipts by $3,630 and $23, 654,
respectively.” In the notice of deficiency respondent also
determ ned that petitioners were liable for section 6651(a)(1)
additions to tax and section 6662 accuracy-rel ated penalties.

Petitioners tinely petitioned this Court. Shortly before
trial Ms. Ross asserted for the first tinme that she is entitled
torelief fromany deficiencies for 1999-2004 under section

6015(b), (c), or (f). W treated the claimas tinely raised and

®Respondent disall owed the foll ow ng expenses for the ER
physi ci an busi ness:

ER physi ci an

busi ness
Year expenses
1999 $36, 646
2000 29, 007
2001 31, 679
2002 31, 481
2003 31, 928
2004 41, 074

"The notice of deficiency also adjusted other items on
petitioners’ 1999-2004 returns, but petitioners have conceded or
are deened to have conceded those adj ustnents.
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as a proper issue for decision. Atrial was held at which M.
Ross appeared but Dr. Phem ster did not.?

OPI NI ON

Respondent’s Det erni nati ons

The Conmm ssioner’s determ nations in the notice of
deficiency are presunmed correct, and a taxpayer bears the burden

of proving error in the Conmm ssioner’s determinations.® Rule

142(a); Welch v. Helvering, 290 U. S. 111, 115 (1933); Pfluger v.

Comm ssi oner, 840 F.2d 1379, 1382 (7th Gr. 1988), affg. T.C

Meno. 1986-78.

A. Schedul e C Deducti ons

Respondent argues that petitioners are not entitled to
deduct the expenses clained on the Schedules C for Dr.
Phem ster’s ER physici an business and the | egal and professional
service and interest expenses for the retail business because
petitioners did not substantiate the expenses and because sone of

t he expenses were nondeducti bl e personal expenditures.

8At trial respondent confirnmed that Dr. Phem ster had

settled all issues with respondent. However, neither respondent
nor Dr. Phem ster submtted any docunentation of the settl enment
to the Court before or during trial. At trial we determ ned that

Ms. Ross had not agreed to any settlenment and that trial would
proceed with respect to Ms. Ross. Dr. Phem ster, who did not
appear at trial, remains a party to this proceeding.

°Ms. Ross does not argue that the burden of proof with
respect to respondent’s determ nations shifts to respondent under
sec. 7491(a), and Ms. Ross did not introduce any evidence that
petitioners satisfied the requirenents of sec. 7491(a)(2).



- 12 -
Deductions are strictly a matter of |egislative grace, and
t he taxpayer bears the burden of proving entitlenent to any

deducti on cl ai ned. | NDOPCO, Inc. v. Conm ssioner, 503 U S. 79,

84 (1992); Pfluger v. Conm ssioner, supra at 1386. The taxpayer

must maintain records sufficient to establish any deduction
clainmed. Sec. 6001; sec. 1.6001-1(a), Incone Tax Regs.

Section 162(a) authorizes a deduction for business expenses
if a taxpayer proves that the expenses (1) were paid or incurred
during the taxable year, (2) were incurred to carry on the
taxpayer’s trade or business, and (3) were ordinary and necessary

expendi tures of the business. See Conm ssioner v. Lincoln Sav. &

Loan Association, 403 U S. 345, 352 (1971). An expense is

ordinary if it is customary or usual wthin a particular trade,
busi ness, or industry or relates to a transaction “of common or
frequent occurrence in the type of business involved.” Deputy v.
du Pont, 308 U. S. 488, 495 (1940). An expense is necessary if it
is appropriate and hel pful for the devel opnent of the business.

See Comm ssioner v. Heininger, 320 U. S. 467, 471 (1943).

Personal, living, or famly expenses, on the other hand,
generally are not deductible. See sec. 262(a).

1. ER Physi ci an Busi ness

The only evidence introduced at trial regarding the
di sal | oned deductions Dr. Phem ster clainmed with respect to his

ER physi ci an busi ness was Ms. Ross’ testinony. M. Ross
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testified that she had reviewed the deducti ons and she thought

t hey appeared correct. M. Ross’ testinony was general, vague,
unper suasi ve, and uncorroborated by docunentati on show ng the

dat es, anounts, and business purpose of the expenses cl ai ned.

Ms. Ross’ testinony was conpletely inadequate to substantiate the
di sal | owed deductions as required by sections 162 and 6001. See

Lerch v. Comm ssioner, 877 F.2d 624, 631-632 (7th Gr. 1989),

affg. T.C. Meno. 1987-295; Geiger v. Conmm ssioner, 440 F.2d 688,

689-690 (9th Cr. 1971), affg. per curiamT.C Meno. 1969-159;

Shea v. Comm ssioner, 112 T.C. 183, 189 (1999).

Because Ms. Ross failed to substantiate the disall owed
deductions or to prove that respondent’s determ nations were
otherwise in error, we sustain respondent’s determ nations.

2. Ret ai | Busi ness

Ms. Ross also failed to introduce credi ble evidence to
substanti ate the disall owed deductions clained for her retai
busi ness. Al though she testified that she kept records for the
retail business, she did not produce any docunents to
substanti ate the disall owed deductions. W sustain respondent’s
determ nation

B. Unreported | ncone

Section 61(a) defines gross incone for purposes of

cal cul ating taxable inconme as “all inconme from whatever source
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derived”. Respondent argues that the gross recei pts generated by
the retail business during 2003 and 2004 were underreported.

1. Burden of Production

When a case involves unreported incone and that case is
appeal able to the Court of Appeals for the Seventh Crcuit, as
this case is absent a stipulation to the contrary, see sec.
7482(b)(2), the Conm ssioner’s determ nation of unreported incone
is entitled to a presunption of correctness only if the
determ nation is supported by a mninmal evidentiary foundation
I inking the taxpayer to an incone-producing activity, see Pittmn

v. Comm ssioner, 100 F.3d 1308, 1317 (7th Gr. 1996), affg. T.C.

Meno. 1995-243; Gold Enporium Inc. v. Comm ssioner, 910 F. 2d

1374, 1378 (7th Gr. 1990), affg. Malicki v. Conmm ssioner, T.C

Menp. 1988-559; see also Golsen v. Conmmi ssioner, 54 T.C. 742, 756

(1970) (Tax Court is bound to apply the law of the circuit in

whi ch the case is appealable), affd. 445 F.2d 985 (10th Cr

1971). Once the Comm ssioner produces evidence |inking the

t axpayer to an income-producing activity, the burden shifts to

t he taxpayer to rebut the presunption by establishing that the
Comm ssioner’s determnation is arbitrary or erroneous. See Gold

Emporium Inc. v. Conm ssioner, supra at 1378; see also United

States v. Janis, 428 U. S. 433, 441-442 (1976).1°

The Court of Appeals for the Seventh Circuit has indicated
that it is difficult for taxpayers to overcone the presunption of
(continued. . .)
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To satisfy his initial burden of production, respondent
i ntroduced evidence linking Ms. Ross to the retail business. M.
Ross testified, and petitioners’ Schedules C reflect, that she
was the proprietor of the business. Further, respondent
i ntroduced evidence that petitioners had cash receipts that were
not fromhorse sales. Mny of the sales were for small itens,
such as western wear and accessories, and sone of the receipts
were deposited into the retail business’ checking account.
Respondent al so i ntroduced evidence that sonme of the retai
busi ness’ sales were incorrectly reported on petitioners’ 2003
and 2004 Schedules F as inconme fromthe horse activity. On this
record we concl ude that respondent has laid the requisite
foundation for the unreported incone adjustnents and that
respondent’s unreported i ncone adjustnents are entitled to the
presunption of correctness.

2. Burden of Proof

The taxpayer ordinarily has the burden of proving by a
preponderance of the evidence that the Conmm ssioner’s adjustnents

are erroneous or arbitrary. See Pittnman v. Conm Ssioner, supra

at 1314; Lundgren v. Comm ssioner, T.C Meno. 2006-177. Al though

10, .. conti nued)
correctness surrounding the notice of deficiency where they have
failed to supply adequate books and records fromwhich their
i ncone can be ascertained. Gold Enporium Inc. v. Conm Ssioner,
910 F.2d 1374, 1379 (7th Cir. 1990), affg. Malicki V.
Comm ssioner, T.C Menp. 1988-559.
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Ms. Ross had the burden of proof on this issue, she failed to
carry it. W sustain respondent’s unreported incone adjustnents.

C. Hor se- Activity Losses

Respondent asserts that petitioners are not entitled to
deduct the losses for their horse activity. According to
respondent, petitioners were not engaged in a trade or business
and they did not adequately substantiate their clainmed Schedule F
deduct i ons.

Taxpayers generally have the burden of proving that they
were engaged in a trade or business and that they are entitled to

t he deductions clained. Rule 142(a); I NDOPCO, Inc. V.

Conmi ssioner, 503 U. S. at 84; New Colonial Ice Co. v. Helvering,

292 U.S. 435, 440 (1934); Welch v. Helvering, 290 U S. at 115.

Taxpayers nmust mai ntain adequate records to substantiate their

cl ai med deductions. Sec. 6001; Pfluger v. Conmi ssioner, 840 F.2d

at 1386. |If a taxpayer fails to show error in the Conm ssioner’s
determ nation that the taxpayer was not engaged in an activity
for profit, then section 183 |imts the taxpayer’s deductions for
expenses attributable to the activity, as provided in section
183(b).

The Court of Appeals for the Seventh Crcuit has applied the
dom nant or primary objective standard to test whether an all eged

busi ness activity is conducted for profit. N ckerson v.

Conmm ssi oner, 700 F.2d 402, 404 (7th Gr. 1983), revg. T.C. Meno.
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1981-321; see Peat Ol & Gas Associates v. Conm ssioner, 100 T.C.

271, 291 n.11 (1993) (Ruwe, J., concurring), affd. sub nom

Ferquson v. Commi ssioner, 29 F.3d 98 (2d Cr. 1994); see al so

Comm ssioner v. Goetzinger, 480 U. S. 23, 35 (1987). Under that

standard a taxpayer nust prove that he or she conducted an
activity with the domnant or primary objective of making a
profit in order to claimdeductions under section 162 and a
resulting net loss if expenses exceed the activity' s gross
receipts.

In order to establish that they engaged in the horse
activity for profit, petitioners were required to show t hey
entertai ned an actual and honest profit objective, even if that
obj ective was unreasonable or unrealistic. Burger v.

Conmm ssi oner, 809 F.2d 355, 358 (7th Gr. 1987), affg. T.C. Meno.

1985-523; Surloff v. Conmm ssioner, 81 T.C 210, 233 (1983);

Dreicer v. Comm ssioner, 78 T.C. 642, 644-645 (1982), affd.

W t hout opinion 702 F.2d 1205 (D.C. Cr. 1983); sec. 1.183-2(a),

| ncone Tax Regs. In determ ning whether the requisite intent to
make a profit exists, greater weight is given to the objective
facts than to the taxpayer’s self-serving characterization of his

intent. Dreicer v. Conm ssioner, supra at 645; sec. 1.183-2(a),

| ncome Tax Regs.
Section 1.183-2(b), Incone Tax Regs., sets forth a

nonexcl usive list of factors to be considered in determning
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whet her the taxpayer has the requisite profit objective. The
factors are: (1) The manner in which the taxpayer carries 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 other simlar or dissimlar activities; (6) the
taxpayer’s history of incone or loss with respect to the
activity; (7) the anmpbunt of occasional profits, if any, that are
earned; (8) the financial status of the taxpayer; and (9)
el ements of personal pleasure or recreation. No single factor is
determ native, and not all factors are applicable in every case.

Burger v. Commi ssioner, supra at 358 n.4; Allen v. Conni ssioner,

72 T.C. 28, 34 (1979). W review each of the factors bel ow

1. Manner of Conducting the Activity

The first factor considers the manner in which petitioners
conducted their horse activity. |In analyzing this factor we
exam ne: \Wether a taxpayer maintained conplete and accurate
books and records; whether the taxpayer conducted the activity in
a manner substantially simlar to other profitable activities of
t he sane nature; and whether the taxpayer made changes in
oper ati ng net hods, adopted new t echni ques, or abandoned

unprofitable nethods in a manner consistent with an intent to
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inprove profitability. See Engdahl v. Conmm ssioner, 72 T.C 659,

666- 667 (1979); sec. 1.183-2(b)(1), Incone Tax Regs.

The mai nt enance of conplete and accurate books and records
is an indication that a taxpayer may have engaged in an activity
for profit. Sec. 1.183-2(b)(1), Inconme Tax Regs. M. Ross
conceded that petitioners did not keep regular records of the
i ncone and expenses for their horse activity. M. Ross also
admtted they did not have a business plan for their horse
activity.

Changi ng operating nmethods to inprove profitability may
indicate an intent to nmake a profit. Although Ms. Ross testified
that petitioners decided to purchase inexpensive horses after
di scovering that nore expensive horses did not sell well in their
area, the record does not establish that the change had a
material inpact on the horse activity’'s profitability. See

&olanty v. Conm ssioner, 72 T.C. 411, 428 (1979) (changes nust be

sufficient to alter materially the prospects of making a profit),

affd. wi thout published opinion 647 F.2d 170 (9th G r. 1981).

Losses fromthe horse activity did not decline after petitioners

changed their approach to buying horses. 1In fact, petitioners’

| argest | osses were generated during 2002 and 2003 when

petitioners allegedly purchased and sol d i nexpensi ve horses.
Finally, we note that Ms. Ross presented no evidence of

petitioners’ marketing and sales efforts, including whether these
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efforts, if any, changed after the inception of the activity.
Rel atively little was spent on advertising. Cf. Burrow v.

Comm ssioner, T.C Meno. 1990-621 (findi ng horse-breedi ng

activity had profit objective where taxpayers publicized business
and advertised extensively). Despite substantial |osses and few
sal es, petitioners did not increase their advertising efforts to
i nprove sal es revenue.

We conclude that during the years at issue petitioners did
not conduct their horse activity in a businesslike manner. This
factor favors respondent’s position.

2. Expertise of Taxpayers and/or Their Advi sers

The second factor considers the expertise of the taxpayers
or their advisers with respect to the activity. Preparation for
an activity by extensive study of its accepted business,
econom c, and scientific practices or consultation with industry
experts may indicate a profit notive where the taxpayer carries
on the activity in accordance with such practices. See sec.
1.183-2(b)(2), Income Tax Regs. Taxpayers must either possess
expertise in an activity or “famliarize thenselves with the
undertaki ng” and “consult or enploy an expert” on how to operate

profitably. Burger v. Comm ssioner, 809 F.2d at 359.

Ms. Ross presented no evidence that petitioners had personal
expertise in operating a profitable horse breeding and trading

activity. M. Ross’ experience with horses was limted to
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riding, and she gai ned know edge of the trading business by
acconpanying traders to horse shows. M. Ross admtted
petitioners neither consulted experts for advice on operating
their horse activity profitably nor devel oped any personal
expertise as to howto nake their activity profitable. This
factor favors respondent’s position.

3. Taxpavyer Tine and Effort

The third factor considers the tinme and effort a taxpayer
commts to an activity. The fact that a taxpayer devotes
personal tinme and effort to carry on an activity may indicate an
intent to derive a profit, particularly where there are no
substanti al personal or recreational elenents associated wth the

activity. See Daley v. Conmm ssioner, T.C Meno. 1996-259; sec.

1.183-2(b)(3), Income Tax Regs. A taxpayer’s w thdrawal from
anot her occupation to devote nost of his energies to the activity
may be evidence that the activity was engaged in for profit. See
sec. 1.183-2(b)(3), Inconme Tax Regs.

Dr. Phem ster was enpl oyed as a physician and mai ntai ned a
busi ness as a physician during all relevant years. There is no
evidence in the record that he devoted any significant tinme to
the horse activity. The record reveals that Ms. Ross was not

enpl oyed when petitioners began the horse activity. She

1The record reveals only that Dr. Phenm ster purchased and
sol d horses.
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commtted anywhere from 20 to 40 hours each week to the activity,
but she al so derived personal pleasure fromthe activity. This
factor is neutral.

4. Potential for Asset Appreciation

The fourth factor exam nes a taxpayer’s expectation that the
assets used in an activity will appreciate in value. Petitioners
did not argue, nor did they provide any evidence, that they
expected the assets used in the horse activity to appreciate in
value. This factor favors respondent’s position.

5. Success Wth Simlar Activities

The fifth factor considers a taxpayer’s past success with
simlar activities. M. Ross admtted she had no prior
experience operating a business simlar to the horse activity.
She did not submt any evidence that Dr. Phem ster had any
rel evant experience. This factor is neutral.

6. History of Profit or Loss

The sixth factor considers a taxpayer’s history of profit or
loss fromthe activity. A taxpayer’s history of profit or |oss
with respect to any activity may indicate the presence or absence

of a profit objective. See Golanty v. Comm Ssioner, supra at

426; sec. 1.183-2(b)(6), Incone Tax Regs. Were | osses continue
beyond the period which is customarily necessary to bring an

operation to profitable status, it may be an indication that the
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activity is not engaged in for profit. Sec. 1.183-2(b)(6),
| ncome Tax Regs.

Petitioners sustained |osses for 6 consecutive years. Over
those 6 years, their total |osses fromthe horse activity
exceeded $500,000. M. Ross does not argue that 6 years is an
i nadequate period of tinme to evaluate the activity's potenti al
for profit. This factor favors respondent’s position.

7. Amount of Profits

The seventh factor considers the profits a taxpayer earns
fromthe activity. The anmount and frequency of occasional
profits earned froman activity may indicate a profit objective.
Sec. 1.183-2(b)(7), Income Tax Regs. Petitioners never nade a
profit fromtheir horse activity. They reported significant
| osses for 6 years and discontinued the horse activity during the
seventh year. This factor favors respondent’s position.

8. Taxpavers' Financial Status

The eighth factor deals with the taxpayers’ overal
financial status. Substantial income from sources other than the
activity (especially if the losses fromthe activity generate
substantial tax benefits) may indicate a |ack of profit notive,
particularly where there are elenents of personal pleasure or
recreation involved. See sec. 1.183-2(b)(8), Incone Tax Regs.
During the years at issue petitioners reported over $1.9

mllion of income fromDr. Phem ster’s wages and busi ness i ncone.
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I n conparison, during those sane years petitioners reported over
$500, 000 of |l osses fromtheir horse activity. Petitioners funded
their horse activity fromDr. Phem ster’s substantial incone,
while reaping significant tax benefits fromthe | osses they
reported. This factor favors respondent’s position.

9. Personal Pl easure or Recreation

The final factor considers the personal pleasure or
recreation a taxpayer derives fromthe activity. The existence
of personal pleasure or recreation relating to the activity may
i ndi cate the absence of a profit objective. See sec.
1.183-2(b)(9), Incone Tax Regs.

Ms. Ross does not argue that petitioners did not derive any
personal pleasure or recreation fromtheir horse activity. 1In
addition, the record supports a finding that Ms. Ross derived
personal pleasure and recreation fromthe horse activity. This
factor favors respondent’s position.

10. Concl usi on

Al of the factors are either neutral or indicate that
petitioners did not engage in their horse activity with the
intent to make a profit. Therefore, petitioners have not carried
their burden of proving they were engaged in the horse activity
for profit. After considering the factors listed in section
1.183-2(b), Inconme Tax Regs., and the facts and circunstances of

this case, we conclude that petitioners were not engaged in their
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horse activity wwth a good-faith expectation of realizing a
profit. Accordingly, we hold that petitioners’ horse activity
during the years in issue was an activity not engaged in for
profit within the neaning of section 183. W sustain
respondent’s determnations wth respect to petitioners’ horse
activity.?t?

D. Additions to Tax for Failure To Tinely File Tax Returns

Respondent clains that for 1999-2003 petitioners are |iable
for additions to tax under section 6651(a)(1l) because they failed
to file tinmely returns or to show that they had reasonabl e cause
for that failure.

Section 6651(a) (1) inposes an addition to tax for failure to
file a return unless it is shown that such failure is due to
reasonabl e cause and not due to willful neglect. See United

States v. Boyle, 469 U S. 241, 245 (1985). Failure to file a

tinmely Federal incone tax return is due to reasonable cause if
t he taxpayer exercised ordinary business care and prudence and
neverthel ess was unable to file the return within the prescribed

tinme. See Crocker v. Comm ssioner, 92 T.C 899, 913 (1989); sec.

301. 6651-1(c) (1), Proced. & Adm n. Regs. WII|ful neglect neans a
conscious, intentional failure to file or reckless indifference.

See United States v. Boyle, supra at 245.

2Qur holding applies to all of respondent’s determ nations
to disallow | osses, deductions, and credits attributable to
petitioners’ horse activity.
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Section 7491(c) inposes on the Conmm ssioner the burden of
production with respect to additions to tax. |In order to neet
hi s burden of production, the Comm ssioner nust conme forward with
sufficient evidence that it is appropriate to inpose the rel evant

addition to tax or penalty. Higbee v. Conm ssioner, 116 T.C

438, 446 (2001). However, the Comm ssioner is not required to

i ntroduce evidence regardi ng reasonabl e cause, substanti al
authority, or simlar defenses. 1d. Once the Conm ssioner neets
his initial burden of production, the taxpayer nust cone forward
W th persuasive evidence that the Conmi ssioner’s determnation is
incorrect. |d. at 447.

Petitioners do not dispute that they failed to file their
1999- 2003 returns tinely and therefore respondent has satisfied
the initial burden of production wth respect to the section
6651(a) (1) additions to tax.

Petitioners did not address this issue at trial.

Accordingly, petitioners have failed to satisfy their burden of
provi ng respondent’s determ nation is incorrect, and we sustain
respondent’s determnation with respect to the section 6651(a)(1)

additions to tax. See Rules 142(a), 149(b); Petzoldt v.

Commi ssioner, 92 T.C 661, 683 (1989); Money v. Conm ssioner, 89

T.C. 46, 48 (1987).
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E. Accuracy-Related Penalty Under Section 6662

Respondent contends that petitioners are liable for the
accuracy-rel ated penalty under section 6662 for all years at
i ssue. Respondent asserts that petitioners are liable for the
section 6662 penalty on alternative grounds: (1) The
under paynment resulting fromrespondent’s determ nati ons was
attributable to negligence or disregard of rules or regul ations
within the nmeani ng of section 6662(b)(1); or (2) there was a
substanti al understatenent of incone tax within the neaning of
section 6662(b)(2).

Section 6662(a) and (b)(1) authorizes the Comm ssioner to
i npose a penalty in an anmount equal to 20 percent of the
under paynent attri butable to negligence or disregard of rules or
regul ations. Negligence is defined as any failure to make a
reasonabl e attenpt to conply with the provisions of the |Internal

Revenue Code. Sec. 6662(c); see also Neely v. Comm ssioner, 85

T.C. 934, 947 (1985) (negligence is lack of due care or failure
to do what a reasonably prudent person would do under the
ci rcunst ances).

Section 6662(a) and (b)(2) authorizes the Comm ssioner to
i npose a 20-percent penalty if there is a substanti al
understatenent of inconme tax. A substantial understatenent of
income tax with respect to individual taxpayers exists if the

anount of the understatenent for the taxable year exceeds 10
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percent of the tax required to be shown on the return for the
t axabl e year, or $5,000, whichever is greater. Sec.
6662(d) (1) (A).

The Conm ssioner bears the initial burden of production with
respect to a taxpayer’'s liability for the section 6662 penalty,
in that the Comm ssioner nust first produce sufficient evidence
to establish that the inposition of the section 6662 penalty is

appropriate. Sec. 7491(c); Kikalos v. Conm ssioner, 434 F.3d

977, 986 (7th Cr. 2006), affg. T.C. Meno. 2004-82. If the
Comm ssioner satisfies his initial burden of production, the
burden of producing evidence to refute the Conmm ssioner’s

evi dence and to establish that the taxpayers are not liable for
the section 6662 penalty shifts to the taxpayers. See Hi gbee v.

Conmi ssi oner, supra at 447.

Respondent has satisfied his burden by showi ng that for each
year at issue the anmount of understatenent exceeds the greater of
$5, 000 or 10 percent of the tax required to be shown on the
return. Respondent has al so net his burden of production with
respect to negligence by establishing that petitioners did not
mai ntain required records or substantiate deductions as required

by the Code. See Kikalos v. Conm ssioner, supra at 986.

Petitioners did not address this issue at trial.
Accordingly, petitioners have failed to satisfy their burden of

provi ng respondent’s determ nation is incorrect, and we sustain
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respondent’s determ nation on the accuracy-rel ated penalties.

See Rules 142(a), 149(b); Petzoldt v. Conm ssioner, supra at 683;

Mboney v. Commi SSioner, supra at 48.

[1. Section 6015 Reli ef

In general, married taxpayers who file a joint Federal
incone tax return for a taxable year are jointly and severally
liable for the full amount of that year’s tax liability. Sec.

6013(d)(3); Butler v. Conm ssioner, 114 T.C 276, 282 (2000).

Under section 6015, however, a spouse may obtain relief from
joint and several liability if the spouse satisfies certain
requi renents. 3

Section 6015(a) (1) provides that a spouse who has nade a
joint return may elect to seek relief fromjoint and several
l1ability under section 6015(b) (dealing with relief from
l[tability for an understatenent of tax on a joint return).
Section 6015(a)(2) provides that a spouse who is eligible to do
so may elect to limt that spouse’s liability for any deficiency
with respect to a joint return under section 6015(c). |If
conplete relief is not avail able under section 6015(b) or (c), an

i ndi vidual may seek equitable relief under section 6015(f).

13Sec. 6015 applies to tax liabilities arising after July
22, 1998, and to tax liabilities arising on or before July 22,
1998, but renmi ning unpaid as of such date. |Internal Revenue
Service Restructuring and Reform Act of 1998, Pub. L. 105-206,
sec. 3201(g), 112 Stat. 740.
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At trial Ms. Ross asserted a claimfor relief under section
6015(b), (c), or (f)'* as an affirmative defense.'® W have
jurisdiction to review Ms. Ross’ affirmative defense that she is
entitled to section 6015 relief. See secs. 6212-6214; Charlton

v. Comm ssioner, 114 T.C. 333, 342 (2000); Butler v.

Conmi ssi oner, supra at 287-292.

A.  Section 6015(b)

Section 6015(b) (1) authorizes respondent to grant relief
fromjoint and several liability if the taxpayer satisfies each
requi renent of subparagraphs (A) through (E). Section 6015(b)(1)
provi des:

SEC. 6015(b). Procedures For Relief From
Liability Applicable to All Joint Filers.--

(1) I'n general.--Under procedures prescribed
by the Secretary, if--

1A spouse or fornmer spouse who is not a party to a
deficiency proceeding in which a claimfor relief under sec. 6015
is raised has the right to intervene in the proceeding. Van
Arsdalen v. Conm ssioner, 123 T.C. 135, 143 (2004); King v.

Comm ssioner, 115 T.C 118, 122-123 (2000). Dr. Phem ster is a
party and not an intervenor. Consequently, procedures related to
participation by an intervenor do not apply. See Rule 325. Dr.
Phem ster had notice that Ms. Ross was asserting a claimfor
relief under sec. 6015 as an affirmative defense in the
deficiency proceeding, and he did not appear at trial to
chal l enge Ms. Ross’ request for relief. W assune, therefore,
that Dr. Phem ster does not oppose Ms. Ross’ request for sec.
6015 relief.

Al t hough Ms. Ross did not raise her claimin her petition,
the issue was tried by the consent of the parties. Rules 39,
41(b) (1) .
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(A) a joint return has been nade for a
t axabl e year;

(B) on such return there is an
understatenent of tax attributable to
erroneous itens of 1 individual filing the
joint return;

(© the other individual filing the
joint return establishes that in signing the
return he or she did not know, and had no
reason to know, that there was such
under st at enent ;

(D) taking into account all of the facts
and circunstances, it is inequitable to hold
the other individual |iable for the
deficiency in tax for such taxabl e year
attri butable to such understatenent; and

(E) the other individual elects (in such
formas the Secretary may prescribe) the
benefits of this subsection not |ater than
the date which is 2 years after the date the
Secretary has begun collection activities
with respect to the individual making the
el ecti on,

then the other individual shall be relieved of
l[tability for tax (including interest, penalties,
and ot her amounts) for such taxable year to the
extent such liability is attributable to such
under st at enent .
The requirenments of section 6015(b)(1l) are stated in the
conjunctive. Thus, if the requesting spouse fails to neet any
one of them she does not qualify for relief. At v.

Comm ssioner, 119 T.C 306, 313 (2002), affd. 101 Fed. Appx. 34

(6th Cr. 2004). Except as provided by section 6015, 1% the

1| f a spouse requests relief under sec. 6015(c), the
Commi ssi oner bears the burden of proving that assets have been
(continued. . .)
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requesti ng spouse bears the burden of proving that she satisfies
each requirenent of section 6015(b)(1). See Rule 142(a).

In order to make relief fromjoint and several liability
nmore accessi bl e, Congress repeal ed section 6013(e) and enacted
section 6015 in 1998. See Internal Revenue Service Restructuring
and Reform Act of 1998, Pub. L. 105-206, sec. 3201(a), (e)(1),
112 Stat. 734, 740; H Conf. Rept. 105-599, at 249 (1998), 1998-3
C.B. 747, 1003. Section 6015(b)(1) is simlar to former section
6013(e)(1). In analyzing section 6015(b)(1), we nay |look to
cases interpreting former section 6013(e)(1) for guidance. See

Cheshire v. Comm ssioner, 115 T.C. 183, 189 (2000), affd. 282

F.3d 326 (5th G r. 2002); Butler v. Conm ssioner, supra at 283.

Respondent concedes that Ms. Ross neets the requirenents in
subpar agraphs (A) and (E) of section 6015(b)(1) but argues that
she is not entitled to relief for any tax liability attributable
to the horse activity and ER physician busi ness because she does
not meet the other requirenents under section 6015(b)(1).' Wth
respect to the horse activity, respondent contends that M. Ross

has not satisfied the requirenents of subparagraphs (B), (C, and

18(, .. continued)
transferred between forner spouses as part of a fraudul ent schene
and that the spouse requesting relief had actual know edge of a
deficiency. Sec. 6015(c)(2), (3)(A(ii), (O.

"Respondent does not assert that Ms. Ross is not qualified
for relief with respect to understatenents of tax attributable to
any other itenms of incone, deduction, or credit on the joint
returns.
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(D) of section 6015(b)(1), and with respect to the ER physician
busi ness, we interpret respondent’s argunent to be an assertion
that Ms. Ross has not nmet the requirenents of subparagraphs (C)
and (D).18

Petitioners’ deficiencies are partly attributable to their
cl ai med horse-activity | osses. W have held that petitioners are
not entitled to deduct those | osses. The record reflects that
Ms. Ross was the individual primarily involved in the horse
activity. Because the clainmed | osses fromthe horse activity are
not attributable to the nonrequesting spouse, Ms. Ross does not
sati sfy subparagraph (B) of section 6015(b)(1).%° Accordingly, we
hold that she does not qualify for relief under section 6015(b)

Wi th respect to the understatenment attributable to the horse
activity.

We turn now to that part of the understatenent attributable
to di sall owed deductions claimed with respect to Dr. Phem ster’s
ER physi ci an business. W sustained respondent’s determ nation
regardi ng the disall owed expenses. To qualify for relief under

section 6015(b) with respect to the disall owed expenses, M. Ross

8On brief respondent conceded that the ER physician
busi ness was solely attributable to Dr. Phem ster

Ms. Ross also fails to satisfy subpar. (C) of sec.
6015(b)(1). Because she participated in the horse activity, she
had actual know edge of the itens giving rise to the
under statenents of tax.
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must prove that she satisfies the requirenents of subparagraphs
(© and (D).

Wth respect to subparagraph (C), M. Ross nust establish
t hat she neither knew of nor had reason to know of the erroneous
deducti ons. Respondent does not argue, and the record does not
reflect, that Ms. Ross had actual know edge of these erroneous
deductions.? Consequently, we focus our analysis with respect to
section 6015(b)(1)(C on whether Ms. Ross had reason to know of
t he erroneous deducti ons.

I n an opinion discussing the know edge requirenent of forner
section 6013(e)(1), the Court of Appeals for the Seventh Crcuit
adopted the “reason to know' standard used in Price v.

Conmm ssioner, 887 F.2d 959 (9th G r. 1989). See Resser v.

Comm ssioner, 74 F.3d 1528, 1535-1536 (7th G r. 1996), revg. and

remanding T.C. Meno. 1994-241. Under the Price standard as
adopted by the Court of Appeals, a taxpayer has reason to know of
an understatenent if at the tine the taxpayer signed the return

t he taxpayer possessed enough know edge of the facts underlying
the cl ai ned deductions that it would have caused a reasonably
prudent taxpayer in the taxpayer’s position to question the

| egitimacy of the deductions. Resser v. Conm Sssioner, supra at

1536 (citing Stevens v. Conmmi ssioner, 872 F.2d 1499, 1505 (1l1lth

20At trial Ms. Ross credibly testified that she had no
i nvol venent in the mai ntenance of records for Dr. Phem ster’s ER
physi ci an business or in the preparation of the returns.
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Cr. 1989), affg. T.C Meno. 1988-63). |If we find that Ms. Ross
had reason to know, then she had a “duty to inquire further”

Resser v. Commi ssioner, supra at 1536, and if she failed to

satisfy that duty, we inpute to her constructive know edge of the
understatenents attributable to the erroneous deductions, id. at
1541.

We consider several factors when assessing whether a spouse
had reason to know, including “the spouse’s |evel of education;
t he spouse’s involvenent in the financial and business activities
of the famly; any substantial unexplained increase in the
famly s standard of living; and the cul pabl e spouse’s
evasi veness and deceit about the famly’'s finances.” 1d. at
1536. No single factor is controlling. W nust decide whether a
spouse had reason to know “by considering the interplay or
bal ance of the factors”. |d.

Ms. Ross spent alnost all of her married life at hone with
her children. She had no substantive involvenent in Dr.
Phem ster’s ER physici an business during the years at issue. She
credibly testified that she did not help Dr. Phem ster maintain
books and records for his business and that she was not invol ved
in preparing the Schedules C for the ER physician business. In
addition, there is no evidence that the famly' s lifestyle
changed as a result of Dr. Phem ster’s unsubstanti ated

deducti ons.
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On the other hand, Ms. Ross is a high school graduate who
conpleted a few col |l ege-1evel courses. She had sone experience
wor ki ng as a nedi cal assistant, although we infer fromthe record
t hat her work probably occurred during the 1980s when she
assisted Dr. Phem ster with his ER physician business. At trial
Ms. Ross admtted she realized Dr. Phem ster was not a diligent
recordkeeper, but it is unclear whether her adm ssion refl ected
know edge she gai ned after respondent audited petitioners’ tax
returns or whether she had sonme awareness of his inadequate
recor dkeepi ng when she signed their returns.? She partici pated
in some aspects of the famly's financial affairs; for exanple,
she paid many of the household bills froma joint checking
account she shared with Dr. Phem ster

On bal ance we are satisfied that on the dates she signed the
relevant returns Ms. Ross did not have sufficient know edge of
the underlying facts to cause a prudent person in her position to
question whether the deductions Dr. Phem ster clained with

respect to his ER physician business were erroneous. Because she

2I\\6 note that respondent’s audit was commenced in March
2004 after petitioners’ 1999 and 2000 returns were filed. Their
2001 return was filed shortly after the audit began, and their
2002 return was filed a few nonths later. The audit was in a
prelimnary, information-gathering stage when it was transferred
to another auditor in Cctober 2004. It was not until Septenber
2005 that respondent began requesting nore docunents from
petitioners for their clainmed Schedule C and horse-activity
deductions. Two nonths later Ms. Ross filed for |egal separation
fromDr. Phem ster. Petitioners’ 2003 and 2004 returns were
filed shortly thereafter.
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| acked such know edge regardi ng the erroneous deductions, she did

not have a duty to inquire under Price v. Conm ssioner, supra at

965-966. W conclude, therefore, that Ms. Ross satisfies the
requi renments of section 6015(b)(1)(C

Finally, we consider whether Ms. Ross satisfies the
requi renents of section 6015(b)(1)(D), which requires us to
eval uate whether it is inequitable to hold Ms. Ross liable for
the deficiencies in tax attributable to Dr. Phem ster’s ER
physi ci an business. During the years at issue Ms. Ross had no
meani ngful involvenent with Dr. Phem ster’s ER physi ci an busi ness
and did not participate in any aspect of his business, including
hi s recordkeeping. The adjustnents with respect to the ER
physi ci an business are the result of Dr. Phem ster’s failure to
substanti ate the expenses that he clained on his returns.
Respondent makes no al l egation that the expenses were fraudul ent
or that the ER physician business did not have expenses during
the years before us.

VWiile it is clear that income fromDr. Phem ster’s business
supported Ms. Ross and her famly and was a substantial funding
source for the horse activity, Dr. Phem ster’s incone exceeded
hi s expenses in each of the years at issue and woul d have been a
source of support regardl ess of whether respondent disallowed the

expenses of his ER physician business. Consequently, we cannot
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concl ude as respondent contends that the disall owed expenses
resulted in any neani ngful financial benefit to Ms. Ross beyond
nor mal support.

After taking into account all of the facts and circunstances
that may be drawn fromthe record, we conclude that it would be
inequitable to hold Ms. Ross liable for the deficiencies in tax
attributable to Dr. Phem ster’s ER physici an busi ness.

Because Ms. Ross satisfies all of the requirenents for
relief under section 6015(b) with respect to the understatenents
of tax resulting fromthe disall owance of the ER physician
busi ness’ expense deductions, we hold that she is entitled to
relief under section 6015(Dhb).

B. Section 6015(c)

Under section 6015(c), if the requesting spouse is no |onger
married to or is legally separated fromthe spouse with whom she
filed the joint return, the requesting spouse may elect to limt
her liability for a deficiency as provided in section 6015(d). 22
Sec. 6015(c)(1), (3)(A(i)(l). In general, section 6015(d)

provides that any itemgiving rise to a deficiency on a joint

2An el ection under sec. 6015(c) for any taxable year may be
made at any tine after a deficiency is asserted but not |ater
than 2 years after the date on which the Secretary has begun
collection activities with respect to the individual making the
el ection. Sec. 6015(c)(3)(B). Respondent has not raised any
i ssue regarding the tineliness of Ms. Ross’ election under sec.
6015(c). On the basis of the record, we conclude that her
el ection was tinely.
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return shall be allocated to the spouses as though they had filed
separate returns, and the requesting spouse shall be liable only
for his or her proportionate share of the deficiency that results
from such allocation.?® Sec. 6015(d)(1), (3)(A). Unallowable
deductions and omtted incone itens attributable to a business
are allocated to the spouse who owned the business. Sec. 1.6015-
3(d)(2)(iii) and (iv), Income Tax Regs. However, to the extent
that an itemgiving rise to a deficiency provided a tax benefit
on the joint return to the other spouse, that item shall be
allocated to the other spouse in conputing his or her
proportionate share of the deficiency. Sec. 6015(d)(3)(B)

Hopkins v. Comm ssioner, 121 T.C 73, 83-86 (2003). The spouse

who makes the section 6015(c) el ection bears the burden of
proving the portion of the deficiency that is properly allocable
to that spouse. See sec. 6015(c)(2).

Ms. Ross is eligible to request relief under section 6015(c)
because she and Dr. Phem ster were divorced when she nade her
el ection, see sec. 6015(c)(3)(A), and her election is not
i nval i dated by section 6015(c)(3)(A)(ii). However, respondent

argues, and we agree, that Ms. Ross does not qualify for section

2l n addition, the requesting spouse’s proportionate share
of the deficiency shall be increased by the val ue of any
di squalified asset transferred to her by the nonrequesting
spouse. Sec. 6015(c)(4). Respondent has not argued, and there
is no evidence, that any disqualified assets were transferred
bet ween Ms. Ross and Dr. Phem ster
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6015(c) relief with respect to that part of the deficiencies
attributable to petitioners’ horse activity.

An el ection under section 6015(c) is ineffective with
respect to any portion of a deficiency if the Comm ssioner proves
by a preponderance of the evidence that the requesting spouse had
actual know edge, when signing the return, of an itemgiving rise

to a deficiency that is otherw se allocable to the nonrequesting

spouse. ?* Sec. 6015(c)(3)(C; Hopkins v. Comm ssioner, supra at

86. In cases involving erroneous deductions, a spouse is deened
to have actual know edge of an itemgiving rise to a deficiency

if she has actual know edge of the factual circunstances that

made t he deductions unal | owabl e. King v. Conm ssioner, 116 T.C.

198, 204 (2001).

Al t hough the horse activity was one in which both Ms. Ross
and Dr. Phem ster participated and any itens attributable to the
activity would normally be allocable at least in part to Dr.

Phemi ster, 2 we conclude that when she signed the tax returns Ms.

24An el ection under sec. 6015(c) is also invalid if the
Secretary denonstrates that assets were transferred between the
individuals filing the joint return as part of a fraudul ent
schene. Sec. 6015(c)(3)(A)(ii). Respondent has not argued, and
there is no evidence, that assets were transferred as part of a
f raudul ent schene.

#ln fact, because of the benefit rule of sec.
6015(d)(3)(B), the deficiencies (or a substantial percentage
thereof) attributable to the disall owance of the horse activity
deductions and | osses m ght have been allocable to Dr. Phem ster
but for the fact that respondent denonstrated Ms. Ross had act ual
(continued. . .)
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Ross possessed actual know edge of the factual circunstances that
made the deductions and resulting |losses clainmed with respect to
the horse activity unallowable. See sec. 6015(c)(3)(CO. M.
Ross ran the day-to-day operations and was responsi ble for
mai ntai ning records with respect to the activity. She was wel |
aware of all of the facts, including the defective recordkeeping,
that lead us to conclude, infra, the horse activity was not an
activity for profit. Therefore, we hold that Ms. Ross’ election
under section 6015(c) does not apply to that part of the
deficiencies attributable to the horse activity.?®

Respondent al so argues that Ms. Ross does not qualify for
section 6015(c) relief with respect to that part of the
deficiencies attributable to Dr. Phem ster’s disallowed ER
physi ci an busi ness deductions. W find that Dr. Phem ster was
the owner of this business and that the inconme and al |l owabl e
deductions associated with this business are allocable solely to
him Accordingly, to prevent an allocation under section 6015(c)

and (d), respondent must prove that Ms. Ross had actual know edge

25(...continued)
knowl edge at the tinme she signed the returns of the itens giving
rise to those deficiencies. See Hopkins v. Conmmi ssioner, 121
T.C. 73, 83-86 (2003); sec. 1.6015-3(d)(5), Exanple (5), Incone
Tax Regs.

26Accuracy-rel ated penalties under sec. 6662 are allocated
to the individual whose activity generated the penalty. Sec.
1.6015-3(d)(4)(iv)(B), Incone Tax Regs. Accordingly, M. Ross
cannot avoid liability for the penalties arising from
petitioners’ horse activity.



- 42 -
of the unall owabl e deducti ons when she signed the returns. Sec.
6015(c)(3)(C). Respondent did not do so.

In Sowards v. Conm ssioner, T.C. Mnp. 2003-180, the

t axpayer sought relief fromliabilities arising from
unsubst anti ated deductions her husband clainmed with respect to
his |l egal practice. W found, as we do here, that the

Commi ssioner failed to prove that the requesting spouse had
actual know edge that the other spouse’s business deductions were
not allowable. Like the taxpayer in Sowards, Ms. Ross had no

i nvol venent with Dr. Phem ster’s ER physician business. She did
not know who kept his books and records, and there is no evidence
she reviewed any of his clainmed deductions. She knew only that
he supplied his business’ books and records to an accountant who
used themto prepare petitioners’ returns.

On this record we concl ude that respondent has not proven
actual know edge. Consequently, we hold that Ms. Ross’ election
is valid with respect to that part of the deficiencies
attributable to itens involving Dr. Phem ster’s ER physician
busi ness, which are allocable to Dr. Phem ster under section

6015(d) . 27

2’Respondent does not argue that Ms. Ross does not qualify
for relief under sec. 6015(c) with respect to other itens in the
notice of deficiency not specifically discussed in this opinion
and has not shown that Ms. Ross had actual know edge of such
itens. Therefore, Ms. Ross is entitled to relief under sec.
6015(c) for any deficiency attributable to the other itens to the
(continued. . .)



C. Section 6015(f)

Section 6015(f) provides an alternative neans of relief for
a requesting spouse who does not otherwi se qualify for relief
under subsection (b) or (c) of section 6015. Sec. 6015(f)(2).
Because we have not relieved Ms. Ross of all liability for the
deficiencies, we consider whether Ms. Ross is entitled to any
additional relief under section 6015(f).

Section 6015(f) permts relief fromjoint and several
l[iability where “it is inequitable to hold the individual |iable
for any unpaid tax or any deficiency (or any portion of either)”.
Sec. 6015(f)(1). Under section 6015(f), the Secretary nay grant
equitable relief to a requesting spouse on the basis of the facts
and circunstances of the requesting spouse’s case. Respondent
asserts that Ms. Ross does not satisfy the conditions for
granting relief under section 6015(f) as delineated in the
adm ni strative procedures found in Rev. Proc. 2003-61, 2003-2
C. B. 296.

Pursuant to section 6015(f), the Comm ssioner has prescribed
guidelines in Rev. Proc. 2003-61, supra, nodifying and
supersedi ng Rev. Proc. 2000-15, 2000-1 C.B. 447, to be considered

in determ ning whether an individual qualifies for relief under

21(...continued)
extent they are allocable to Dr. Phem ster. W expect the
parties to resolve the exact allocation as part of the Rule 155
conputation. See Hopkins v. Conm ssioner, supra at 87.
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section 6015(f).2® \Where a request for relief under section
6015(f) is raised as an affirmative defense, this Court applies

these guidelines. See, e.g., Rowe v. Comm ssioner, T.C Meno.

2001- 325.

Rev. Proc. 2003-61, sec. 4.01, 2003-2 C.B. at 297, lists
seven conditions, all of which nust be satisfied before the
Comm ssioner will consider a request for relief under section
6015(f). One of the threshold conditions is that the itemfor
whi ch the spouse requests relief, absent certain exceptions, nust
be attributable to the other spouse. [d. sec. 4.01(7).

Ms. Ross is deened to have amended her petition to raise her
claimfor relief under section 6015(f). Respondent opposes M.
Ross’ request for equitable relief with respect to the horse
activity, claimng Ms. Ross does not neet the threshold
requirenents.

We agree with respondent that it would not be inequitable to
hold Ms. Ross liable for the deficiencies arising fromthe horse
activity. As we discussed previously, the horse activity is not
solely attributable to Dr. Phem ster, and Ms. Ross was invol ved

with the daily operations of that activity. W conclude that M.

28The guidelines set forth in Rev. Proc. 2003-61, 2003-2
C.B. 296, are effective for requests for relief filed, as in the
i nstant case, on or after Nov. 1, 2003. 1d. sec. 7, 2003-2 C. B
at 299.
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Ross is not eligible for relief under section 6015(f) from
deficiencies attributable to petitioners’ horse activity.

D. Concl usi on

We grant Ms. Ross relief under section 6015(b) with respect
to the understatenents attributable to Dr. Phem ster’s ER
physi ci an busi ness, and we conclude that she is entitled to an
al l ocation under section 6015(c) as indicated herein. W deny
her relief with respect to understatenents attributable to
petitioners’ horse-activity |losses, finding she did not qualify
for relief under section 6015(b), (c), or (f). Consequently, Ms.
Ross remains jointly and severally liable for any deficiencies in
tax, additions to tax, and penalties attributable to the horse-
activity |l osses and any other portions of the deficiencies in
tax, additions to tax, and penalties which are not allocable to
Dr. Phem ster under section 6015(c). See supra note 25.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




