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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

FOLEY, Judge: By notice dated Septenber 17, 1999,

respondent determ ned deficiencies of $29,717 and $38, 195

relating to petitioners’ 1994 and 1995 Federal incone taxes,

respectively, and a $7, 313 section 6651(a)® addition to tax

1Unl ess otherwi se indicated, all section references are to

the Internal Revenue Code in effect for the years in issue, and

(continued. . .)
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relating to 1994. The issues for decision are whether
petitioners are: (1) Entitled to certain deductions relating to
their horse training and breeding activities, and (2) |liable for
a section 6651(a) addition to tax for 1994.

FI NDI NGS OF FACT

Petitioners, husband and w fe, resided in Sonerset,
California, at the tinme their petition was fil ed.

At all relevant tinmes, Ms. Routon has been a
school teacher. M. Routon worked on his grandfather’s farmas a
youth, majored in zoology in college, and, after college, worked
as a veterinarian’s assistant. He created two successful
busi nesses: a newspaper distributorship that he sold in 1976;
and Anerican Leak Detection (ALD), a water |eak detection
busi ness. Both busi nesses operated profitably without a witten
busi ness plan. In 1994 and 1995, respectively, M. Routon earned
$109, 470 and $145,028 from ALD, and Ms. Routon earned teaching
sal aries of $41, 751 and $43, 575.

In 1985, petitioners established Ascension Arabi ans
(Ascension), a horse breeding operation. Petitioners believed
Ascensi on woul d provide substantial income in their retirenment

years. They maintained their full-time jobs, began devoting 35

Y(...continued)
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.
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hours a week to Ascension’s activities, and regularly consulted
wi th Arabian horse experts relating to Ascension’s operations.

M. Routon kept Ascension’s books and records, purchased
i nsurance, attended sem nars, and occasionally showed the horses
at expositions and conpetitions. He imersed hinself in the
Arabi an horse industry, taking various |eadership positions in
trade organi zations and witing colums for industry magazi nes.
M's. Routon searched for suitable horse breeding and farm ng
properties and tended to the horses when M. Routon was
unavail able. Ascension’s horses were handl ed by a professional
trainer. Expenses relating to Ascension and ALD were billed to,
and paid out of, the sane account. At the end of each year, M.
Rout on woul d sunmari ze the expenses relating to both businesses.
M . Routon pronoted Ascension by conducting semnars; mailing
video tapes featuring their top stallion, D anond Bask, to
sem nar attendees; advertising in trade magazi nes; and attendi ng
exhi bitions.

Petitioners’ horses have substantial value. D anond Bask,
their top stallion, is worth $250,000. Despite the quality of
their horses, petitioners’ sales and marketing endeavors were
ineffective. From 1988 through the years in issue, Ascension’s
curmul ative i ncome and expenses were $15,575 and $531, 964,
respectively. During this period, petitioners did not have a

profitable year but nade several operational adjustnents to
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i nprove their chances of turning a profit (i.e., selling inferior
horse stock in 1989, reinvesting the horse sale proceeds in
national quality stock, investigating and inplenenting the use of
frozen senmen, etc.). During the years in issue, petitioners
prospective horse sales failed because of injury to a horse and
m srepresentations nmade to petitioners.

Petitioners’ tax returns for 1994 and 1995 were prepared by
an enrolled agent, Janmes G Joel son, who acqui esced to the tax
treatnment of their horse activity. Petitioners’ 1994 return was
filed on Cctober 30, 1995. Respondent disallowed all of
petitioners’ expenses relating to Ascension for 1994 and 1995,
contending that their horse activity was not engaged in for
profit.

OPI NI ON

Profit (bjective

Section 183 |limts the deductions for an activity not
engaged in for profit. Sec. 183(b). This case is appealable to
the NNnth GCrcuit Court of Appeals. The primary purpose standard

has been followed by that circuit in determ ning whether the

requi site profit objective exists. See WIf v. Comm ssioner, 4
F.3d 709, 713 (9th Cr. 1993), affg. T.C. Meno. 1991-212 (hol ding
that profit nust be the predom nant, primary, or principal

objective). Petitioners bear the burden of proving the requisite
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profit notive.? Skeen v. Conm ssioner, 864 F.2d 93, 94 (9th Gr

1989) .
To determ ne whether petitioners conducted their activity
for profit, we nust weigh all facts and circunstances. Golanty

v. Comm ssioner, 72 T.C 411, 426 (1979), affd. w thout published

opinion 647 F.2d 170 (9th G r. 1981). Section 1.183-2(b), Incone
Tax Regs., sets forth a nonexclusive list of nine factors to
guide courts in analyzing a taxpayer’s profit objective. See

Elliott v. Comm ssioner, 90 T.C. 960 (1988), affd. w thout

publ i shed opinion 899 F.2d 18 (9th G r. 1990). The nine 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 the assets used in the
activity may appreciate in value; (5) the success of the taxpayer
in carrying on other simlar or dissimlar activities; (6) the
taxpayer’s history of incone or |osses with respect to the
activity; (7) the anmpbunt of occasional profits, if any, that are
earned; (8) the financial status of the taxpayer; and (9) the

el ements of personal pleasure or recreation involved in the
activity. Sec. 1.183-2(b), Incone Tax Regs. Upon review of

these factors, we conclude that section 183 does not Ilimt

2Sec. 7491 is not applicable to this case.
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petitioners’ deductions because petitioners engaged in their
horse breeding activity to nake a profit.

A. Busi nessl i ke Manner

Petitioners invested significantly in advertising and
pronotions, attended expositions, used professional trainers,
purchased i nsurance, and kept records in the sane manner M.
Routon has for his successful business ventures. Further, they
abandoned unprofitable nethods in a manner consistent with an
intent to inprove profitability. See sec. 1.183-2(b)(1), Inconme
Tax Regs.

B. Expertise

M. Routon consulted extensively with Arabian horse industry
experts. He also had previous experience wwth farm ng and
ani mal s before establishing Ascension and has since inmersed
himself in the Arabian horse industry. |In addition, M. Routon
has significant business experience fromhis other ventures.

C. Tinme Devoted to the Activity

Respondent does not contest the fact that petitioners
handl ed virtually all material aspects of Ascension. |In addition
to their full-time engagenents, petitioners devoted substanti al
time and energy caring for and mai ntaining Ascension’s horses.

D. Expectati on That Assets My Appreciate

Assets related to Ascensi on have appreciated and, in

accordance with petitioners’ plan, may further appreciate.
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Petitioners’ uncontradicted expert testinony is that petitioners’
horses and | and are worth approximately $2 mllion.

E. Taxpayers' Financial Status

Petitioners had nodest resources yet consistently invested
nearly half their annual incone in Ascension because they
sincerely believed that they would eventually turn a profit.
Petitioners were shrewd, hardworking, diligent, and | evel headed.
We do not believe that they woul d squander their hard-earned
noney on an extravagant hobby.

F. Amount of Profits

Al t hough Ascensi on produced only | osses, the opportunity to
earn substantial profits in a highly specul ative venture is
sufficient to indicate that the activity is engaged in for
profit. Sec. 1.183-2(b)(7), Inconme Tax Regs. For exanple, “it
may be found that an investor in a wildcat oil well who incurs
very substantial expenditures is in the venture for profit even
t hough the expectation of a profit m ght be considered
unreasonable.” Sec. 1.183-2(a), Incone Tax Regs.

Petitioners were sinply poor marketers who | acked the
requi site reputation in the industry, but they had quality horses
and a venture that could be profitable if they changed their
busi ness practices. For exanple, petitioners’ expert w tnesses
i ndi cated that syndication of one of D anond Bask’s offspring,

D anonds N Jazz, would be quite profitable.
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G Hi story of Incone and Losses

Entrants in the horse industry may incur substantial |osses

during a lengthy startup stage. See Engdahl v. Conm ssioner, 72

T.C. 659, 669 (1979). Such | osses are not necessarily an
indication that the activity was not engaged in for profit. See
sec. 1.183-2(b)(6), Inconme Tax Regs. Petitioners believed that
their |l osses woul d be recouped by the breeding, and sale, of one
or nore preem nent stallions and that Ascension would provide an

inconme streamduring their retirenent years. See Bessenyey V.

Conm ssioner, 45 T.C. 261, 274 (1965) (stating that there is an

overall profit if net earnings and appreciation are enough to
recoup | osses sustained in prior years), affd. 379 F.2d 252 (2d
Cr. 1967).

H. Personal Pl easure or Recreation

Petitioners did not ride Ascension’ s horses for pleasure,
nor did they typically travel with the horses to exhibitions and
conpetitions. While petitioners thoroughly enjoy their work, a
business will not be turned into a hobby nerely because the owner

finds it pleasurable. See Jackson v. Conmm ssioner, 59 T.C 312,

317 (1972).

| . Success in Simlar or Dissimlar Activities

Prior to establishing Ascension, M. Routon created two
successful business ventures for which he had |imted expertise

at the outset, a newspaper distributorship and a | eak detection
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busi ness. Petitioners established that they are just as
determined to earn a profit with Ascension

1. Section 6651 Addition to Tax

Section 6651(a)(1l) inposes an addition to tax for failure to
file arequired return on the date prescribed, unless it is shown
that such failure is due to reasonable cause and not wllfu
neglect. Petitioners have not shown that such failure to file by
the prescribed date was due to reasonabl e cause and not w || ful
negl ect. Accordingly, petitioners are liable for the 1994
addition to tax.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




