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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VASQUEZ, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone taxes and accuracy-rel ated penalties

as foll ows:



Penal ty
Year Defi ci ency Sec. 6662
1994 $51, 294 $10, 259
1995 58, 018 11, 604
1996 45,101 9, 020
1997 25, 635 5, 127

The issues for decision are: (1) Wether the deductions taken by
petitioner Robert Schwartz (M. Schwartz) and petitioner D ane
Schwartz (Ms. Schwartz) (collectively, petitioners) related to
fl owt hrough | osses incurred by Diane Racing International’s
(Diane Racing’s) yacht activity were froman activity entered
into for profit for 1994, 1995, 1996, and 1997 (years in issue)
within the neaning of section 183;! and (2) whether petitioners
are liable for accuracy-rel ated penalties under section 6662.2
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine they filed

the petition, petitioners resided in Islip, New York.

1 Unless otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.

2 Petitioners also dispute the allowable portion of their
item zed deductions clainmed for each of the years in issue. As
this issue is conputational, we leave it for the parties to
conpute in accordance with this decision
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During the years in issue, M. Schwartz practiced nmedicine
in West Islip and specialized in gynecol ogi cal oncol ogy. During
the years in issue, Ms. Schwartz was an Adjunct Professor of
Speci al Education at Dowl i ng Col |l ege and an Assi stant Professor
at Hofstra University. Petitioners have three adult children:
Benj am n, Anna, and Sarah.

M. Schwartz’'s interest in sailing began in the |ate 1960s.
Around this time, he purchased his first boat, a 24-foot
Col unbi an Chal l enger cruiser. In the 1970s, M. Schwartz then
purchased a 34-foot Tartan cruiser. M. Schwartz began racing
sail boats in 1980 and purchased a 39-foot Baltic racer-cruiser
(Baltic 39). 1In 1984, M. Schwartz sold the Baltic 39 at a
profit and then purchased a 48-foot Baltic racer-cruiser (Baltic
48). M. Schwartz then sold the Baltic 48 at a profit and
purchased a 50-foot Soverel racing boat (Soverel 50) around 1990
to learn nore about the 50-foot class of boats. Petitioners kept
the Soverel 50 for 9 nonths to |learn about it and to determ ne
what expenses would be involved with this type of boat by
chartering it.

The Associ ation

Petitioners also purchased the Soverel 50 in order to join
the 50-foot Association (the Association). The purpose of the
Association was to allow owers of a simlar class of boats to

race at a variety of venues in the United States and ot her
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countries. The people involved with the Association were al so
involved with the Anerica’s Cup race. The Anerica s Cup occurred
every 4 years, whereas the Association would have ongoi ng races.
The i ncorporation papers signed in 1989 stated that the
Association was fornmed as a “Social Cub”. By 1991, however,
owners were allowed to display advertising nmaterial from
sponsors, and the Association reported sponsorship inconme in its
financial reports. M. Schwartz joined the Association during
this period when sponsorshi ps were bei ng sought.

M. Schwartz viewed the Association as “an opportunity to
potentially make a | ot of noney.” By 1990, the Association
obt ai ned sponsorship of $3.5 mllion for a trip to Japan and
al ready conducted neetings with Vol kswagen for other sponsorship.
Petitioners’ understandi ng of the Association was that any
sponsorshi p noney that cane to the Association wul d be handed
down to the nenbers equally.

M. Schwartz respected the advice fromthe Association's
menbers because “that’s where all the best mnds were” in the 50-
foot sailing industry. M. Schwartz consulted wth professional
racers regardi ng the business inplications of owning a 50-foot
boat. M. Schwartz also consulted other professionals, including
St ephen Benjamn, a sail manufacturer and sailing consultant,

regardi ng expenses that would be incurred, e.g., sails for the
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boat. M. Schwartz was advi sed by these sailing professionals
t hat purchasing a 50-foot boat would be a good investnent.

The D ane and D ane Raci ng

On February 13, 1991, M. Schwartz purchased a 50-f oot
Nel son Marek racing sail boat (the D ane) froman unrelated third
party for $350,000. At the tinme of purchase, the Diane had a
mar ket val ue of $680,000. M. Schwartz was able to purchase the
D ane for approximately half its val ue because repairs were
needed to the hull. M. Schwartz thought he could nake a profit
fromthis venture because he bought the Diane at a “bargain”
price. Before purchasing the D ane, petitioners received oral
financial projections fromexperts, including the then president
of the Association, Wctor Forss.

In order to purchase the Diane and the necessary sails and
equi pnent, petitioners received a nortgage on the D ane for
$485,000. Diane Racing’s attorney, Ira Stechel, advised
petitioners that ownership of the D ane should be maintai ned
i ndi vidually because the insurance policy would not allow D ane
Raci ng to have ownership and the nortgage contai ned an
accel eration clause if ownershi p changed.

The Di ane was designed as a racing sail boat and did not
i ncl ude any personal anenities (e.g., toilet, kitchen, or
sl eeping quarters). At the tine they purchased the D ane,

petitioners al so owned two other boats (a 25-foot Black Fin and a
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J-27 sail boat) which were used solely for recreation and
mai nt ai ned near petitioners’ residence. The D ane, because of
its vast size, was maintained in a professional yard in
Janmest own, Rhode Island, a 5-hour drive frompetitioners
resi dence. The D ane was al so stored out of the water on dry
dock.

After joining the Association, know ng of the sponsors, and
purchasi ng the D ane, in August 1991, petitioners incorporated
D ane Racing. Ms. Schwartz was the sol e sharehol der of D ane
Raci ng. Diane Racing was incorporated as an S corporation.

Petitioners had experience in business fromtheir rental
real estate business (Schwartz Realty) in Washington, D.C. Ms.
Schwartz did the paperwork for D ane Racing, such as paying the
bills, maintaining an annual |edger and other financial records
(e.g., keeping the cancel ed checks of expenses paid), naintaining
correspondence, sending out pronotional nailings, making boat
arrangenents (e.g., transporting the boat), and creating and
mai ntaining a Wb site for Diane Racing. Petitioners spent an
average of 15 to 20 hours per week on Di ane Raci ng.

Petitioners’ son Benjam n was nanmed president of Diane
Racing. Having Benjamn as president allowed D ane Racing to
qualify for lower insurance rates because Benjam n had a
captain’s |icense and was capable of repairing the D ane’s

engine. Additionally, through petitioners’ and Benjamn’s
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contacts in the industry, petitioners were able to recruit a
capabl e, professional crew

The bank records of Diane Racing were originally maintained
i n Washi ngton, D.C., so Benjam n could oversee the account while
he was in Washington, D.C. Petitioners paid sonme boat expenses
t hrough their personal checking accounts because sonme expenses
needed to be paid inmediately and there was a lag tine for checks
to clear fromthe bank account in Washington, D.C. Once Benjamn
| eft Washington, D.C., the bank account was noved to New York

During the years in issue, the D ane participated in four to
ni ne events each season, and each event could involve multiple
races. The Diane received publicity because of its photos in
sailing calendars, in a Patagonia catalog, and in a comerci al
for an Italian deodorant conpany.

The crew on the D ane was professionally operated. To
participate in a race, the D ane required a crew of 15 nenbers.
Petitioners’ children had participated as nenbers of the crew
however, they would sail rarely because the children lived in
different cities. Ms. Schwartz has not stepped aboard the D ane
since 1991 because of an arthritic condition.

The Activity

Petitioners expected the Diane to make a profit through the

foll ow ng ways: (1) Obtaining sponsorships that included
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advertisenents on the D ane; (2) building franchises; (3)
chartering the Diane; and (4) reselling the D ane.

1. Sponsor shi ps

The 50-foot class of boats developed in the late 1980s in
Europe for the Admral’s Cup race. At that tinme, yacht races for
this class of boats were heavily sponsored by different banks and
corporations; thereafter, the class began to develop in Anerica
W th numerous sponsors in order to train for the Anerica’ s Cup
race. Further, yachting events have becone mgj or sporting
events, with races being nationally tel evised.

Petitioners, therefore, expected to find sponsors through
t he Associ ation, which nade a pronotional videotape. Petitioners
al so mail ed out hundreds of letters, wth foll owp phone calls,
to solicit other sponsors in 1993. Because of M. Schwartz’s
prof ession, petitioners expected to receive sponsorships from
phar maceuti cal conpani es.

2. Fr anchi si ng

Petitioners foresaw the formation of an ongoi ng franchise
| eague for sail boat racing because of the 4-year gap between the
Anerica’ s Cup races. Petitioners envisioned that the |eague
woul d have 20 teans that represented 10 countries. Petitioners
pl anned to encourage international interest (and, therefore,
i nternational sponsorship) in the | eague by having the D ane

sail around the world twice pronoting the | eague. Petitioners
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wer e encouraged about form ng a racing | eague because nmany of the
owners in the Association had experience in sports franchising
and, by 1991, there was nedi a coverage of the 50-foot class of
boats, e.g., television prograns and hundreds of nagazi ne
articles.

3. Chartering Activity

The Diane was well suited for racing or racing-rel ated
charters, with its good design, decent size, sinplicity of deck
| ayout and sail plan, good sails, stable platform and reasonable
price. Further, petitioners foresaw that people would charter
boats in order to test crews, sails, and other equipnent, and to
conpete in events. Chartering for a race i s conmon.

In order to obtain charters during the years in issue,
petitioners placed advertisenents in yachting nagazi nes and the
New York Tines, created and maintained a Wb site, used a broker,
and sent out pronotional materials. For publicity purposes,
petitioners placed the Diane in “the nost visible” regattas each
year. Petitioners calculated that they would make a profit if
they could find five or six steady charterers.

4. Resal e

Petitioners expected to nake a profit fromthe D ane because
they had profited fromthe resales of their prior boats and
t hought that the replacenent val ue of boats woul d keep

I ncreasi ng.
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Petitioners were able to receive only one sponsorship froma
Japanese conpany through the Associ ation, which soon after
di sbanded in 1993. Petitioners expected to receive sponsorships
from pharmaceuti cal conpani es because of M. Schwartz’s
pr of essi on; however, Congressional investigations of these
conpani es deterred any sponsorships. At this point, petitioners
began to focus their efforts on chartering the D ane.

During the years in issue, M. Schwartz had triple bypass
heart surgery and was not aboard the D ane as often as in prior
years. Petitioners also experienced financial pressure during
the years in issue because they supported their children’s
graduat e educations and were al so subjected to mal practice
awsuits. Further, petitioners had |ost $300, 000 in savings
because of activities by their pension plan adm ni strator, who
was indicted and went to jail because of his illegal activities
wi th ot her pension plans.

During the years in issue, petitioners tried to increase
profitability and to cut the Diane’s costs by dismssing its
full-time paid captain, hiring crew only when needed, racing in
| ocal races to lower the D ane’s transportati on costs, noving
equi pnent containers to a free storage |location, |eaving the nast
in for the winter, refinancing the Diane, and having the D ane
reappraised to | ower insurance rates. They also sold sonme of the

sails that were not needed and pl aced nore advertisenents for
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chartering the Diane. At that tinme, petitioners still felt that
the Diane could be chartered and a profit could be realized if
they could secure a few charters annually. Unfortunately,
petitioners lost their two main charterers, Mark Mrita and David
Howel |, because M. Mrita went bankrupt and M. Howell died.?

Change in International Racing Rul es

Begi nning around the years in issue, the internationa
racing rules changed. |In sailboat racing, certain rules exist in
order to determ ne a sail boat’s handicap for racing purposes.
The Di ane had been built under the International Ofshore Rule
(IOR). The IOR had been the international rule since the |late
1960s and early 1970s and through the year petitioners purchased
the Diane. The IOR allowed yachts of different sizes to conpete
fairly. The IOR was replaced by the International Measurenent
System (I M5) and the Performance Handi cap Raci ng Fl eet (PHRF)
system by 1993 or 1994.% In order to increase the marketability
of the D ane, petitioners nodified the Diane so it could race
under I M5 and PHRF by renoving the | OR speed bunps, changing the
shape of the keel, and noving the weight around. Before its

nodi fi cation, the D ane was one of the three fastest boats on the

3 In 1992, M. Mrita chartered the Diane and then filed
for bankruptcy. Petitioners chartered the D ane to David Howel |
from1993 to 1995. M. Howell promsed to charter the D ane as
| ong as he could, but then he died.

4 The IORis still used in Mexico; however, the last |IOR
prem er race occurred in 1993.
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course. After nodification, the D ane was capable of sailing
under IOR, | M5, and PHRF.®

Ef fect of Luxury Tax on | ndustry

Anot her problem for petitioners occurred when the sail boat
racing industry slowed in the early 1990s because of the
i nposition of the luxury tax under section 4002. During this
time, approximately 480, 000 people |ost jobs in the marine
industry; as a result, there were not as many races and fewer
peopl e were chartering boats.

Tax Returns

In preparing their tax returns, petitioners consulted
Leonard Fruchter, a partner at a CP.A firm M. Fruchter
concl uded that petitioners had a profit notive after review ng
petitioners’ efforts to find sponsors and to adverti se,
petitioners’ ownership of other boats that were specifically used
for recreational purposes instead of the D ane, and petitioners’
mai nt enance of a journal for business expenses. For each of the
years in issue, on Schedule E, Inconme or Loss From Partnerships
and S Corporations, petitioners clainmed deductions for the

fl owt hrough | osses from Di ane Raci ng.

5 Changes coul d have been nade to nake the boat nore
attractive for chartering as an excursion boat (i.e., adding
anenities, raising the deck, altering the interior structure of
the boat), but they woul d have nmade the Di ane inconpatible for
raci ng.
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On Septenber 26, 2000, respondent sent petitioners a notice
of deficiency. Respondent determ ned that petitioners were not
al | oned deductions relating to | osses from D ane Raci ng under
section 183 because D ane Racing was not an activity entered into
for profit. On Decenber 26, 2000, petitioners filed a petition
with this Court disputing respondent’s determ nation.

OPI NI ON

Section 183(a) provides generally that, if an activity is
not engaged in for profit, no deduction attributable to such
activity shall be all owed except as provided in section 183(b).
Section 183(c) defines an “activity not engaged in for profit” as
“any activity other than one with respect to which deductions are
al l owabl e for the taxable year under section 162 or under
paragraph (1) or (2) of section 212.”

The basic standard for determ ning whether an expense is
deducti bl e under sections 162 and 212 (and thus not subject to
the limtations of section 183) is that the taxpayer nust show
that the taxpayer engaged in or carried on the activity with an
actual and honest objective of making a profit. Ronnen v.

Commi ssioner, 90 T.C. 74, 91 (1988); Dreicer v. Comm ssioner, 78

T.C. 642, 645 (1982), affd. w thout opinion 702 F.2d 1205 (D.C

Cir. 1983); see Dunn v. Comm ssioner, 70 T.C 715, 720 (1978),

affd. 615 F.2d 578 (2d Gr. 1980).
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Whet her the requisite profit objective exists is determ ned
by | ooking at all the surrounding facts and circunstances.

Keanini v. Comm ssioner, 94 T.C. 41, 46 (1990); sec. 1.183-2(b),

| ncone Tax Regs. |In determ ning whether such objective exists,
it my be sufficient that there is a small chance of making a

| arge profit. Sec. 1.183-2(a), Incone Tax Regs. G eater weight
is given to objective facts than to taxpayer’s nere statenent of

intent. Thonmas v. Conm ssioner, 84 T.C 1244, 1269 (1985), affd.

792 F.2d 1256 (4th Cr. 1986); sec. 1.183-2(a), Incone Tax Regs.
Petitioners bear the burden of proof.® Rule 142(a).

Section 1.183-2(b), Inconme Tax Regs., provides a |ist of
factors to be considered in the evaluation of a taxpayer’s profit
objective: (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 |osses with respect to the
activity; (7) the anount of occasional profits, if any, fromthe
activity; (8) the financial status of the taxpayer; and (9)

el emrents of personal pleasure or recreation. This list is

6 The parties do not argue the applicability of sec.
7491( a).



- 15 -
nonexcl usi ve, and the nunber of factors for or against the
t axpayer is not necessarily determnative, but rather all facts
and circunstances nmust be taken into account, and nore wei ght may
be given to sone factors than to others. 1d.; cf. Dunn v.

Conmi sSsi oner, supra.

As an initial matter, we found petitioners’ testinonies
regardi ng the yacht activity to be credible. Oher wtnesses
corroborated their testinonies.

Manner in VWhich Petitioners Carry On the Activity

The fact that a taxpayer carries on the activity in a
busi nessl i ke manner and nmai ntai ns conpl ete and accurate books and
records may indicate a profit objective. Sec. 1.183-2(b)(1),
| ncone Tax Regs. A change of operating nethods, adoption of new
t echni ques, or abandonnment of unprofitable nethods in a manner
consistent with an intent to inprove profitability may al so
indicate a profit notive. [d.

Petitioners carried on the activity in a businesslike
manner. A separate banking account for Diane Raci ng was
mai ntai ned during the years in issue. Ms. Schwartz did the
paperwork for Di ane Racing, including paying the bills,
mai nt ai ni ng the bank account, and sendi ng out correspondence. At
trial and attached to the stipulation of facts, cancel ed checks

relating to expenses paid for the Diane during the years in issue
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and an exanple of the |edger that Ms. Schwartz maintai ned were
provi ded.

Further, during the years in issue, petitioners attenpted to
inprove the profitability of D ane Racing through various
met hods, including hiring paid crew only when needed, entering
| ocal races in order to lower the D ane’s transportation costs,
refinancing the D ane, lowering the D ane’ s insurance rates,
changing to a free storage location for the D ane’'s equi pnent,
and nodifying the Diane in order to neet the new international
racing rules. Additionally, petitioners sent mass pronotional
mai lings with foll omup phone calls, advertised, and created a Wb
site for the Diane in order to find sponsors and custoners.

Expertise of Petitioners or Their Advisers

A taxpayer’s expertise, research, and study of an activity,
as well as his consultation with experts, may be indicative of a
profit intent. Sec. 1.183-2(b)(2), Incone Tax Regs. M.
Schwartz’ s expertise in boats and research of the 50-foot boat
industry indicate a profit intent.

M. Schwartz has been sailing since the 1960s. Prior to the
D ane, M. Schwartz owned at | east five other boats of various
sizes and capabilities. The parties provided the sailing resunes
of petitioners and Benjam n and extensive |ist of readings

regardi ng the sail boat industry in petitioners’ library. W have
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no doubt that petitioners have expertise in the sail boat
i ndustry.

Further, petitioners joined the Association specifically to
| earn about 50-foot sail boat industry fromthe professionals in
the field. M. Schwartz also consulted wwth others in the
busi ness who coul d advi se hi mregardi ng the expenses invol ved
with 50-foot sail boats and how to reduce those expenses.

Tinme and Effort Expended by Petitioners

The fact that the taxpayer devotes nmuch of his personal tine
and effort to carrying on an activity may indicate an intention
to derive a profit. Sec. 1.183-2(b)(3), Incone Tax Regs.
Petitioners testified that they spent an average of 15 to 20
hours per week on Diane Racing. W find this time spent
i ndicative of petitioners’ conmtnment to this endeavor.

Success of Petitioners in Carrying Onh G her Activities

We have recogni zed that a taxpayer’s success in other
busi ness activities may indicate a profit objective. See Hoyle

v. Comm ssioner, T.C Meno. 1994-592; sec. 1.183-2(b)(5), Incone

Tax Regs. W conclude that petitioners’ success in other
sai |l boat activities (e.g., reselling the Baltic 39 and Baltic 48
at a profit, chartering the Soverel 50) indicates a profit

obj ecti ve.



Hi story of |Incone or Losses

A record of substantial |osses over several years may be

i ndicative of the absence of a profit notive. Golanty v.

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

opinion 647 F.2d 170 (9th GCr. 1981). Section 1.183-2(b)(6),

| ncone Tax Regs., provides, however, that if |osses are sustained
because of unforeseen or fortuitous circunstances which are
beyond the control of the taxpayer, such |osses would not be an
indication that the activity is not engaged in for profit. W
conclude that the | osses sustained were the result of unforeseen
ci rcunst ances and are not an indication that the activity is not
engaged in for profit.

Those unforeseen circunstances include: (1) Congressional
investigations into the pharmaceutical industry which deterred
sponsorships to petitioners by the industry; (2) the adverse
effect of the luxury tax on the sailboat industry in the 1990s;
and (3) after petitioners purchased the D ane, the change in the
international racing rules. The D ane was built under the |IOR
the systemthat had been in place since the |ate 1960s and early
1970s. Petitioners could not have known that the rules would
change 2 years after their purchase of the D ane. Although the
Diane was still a conpetitive boat, it was less attractive to

charterers because it was built under the old system
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Additionally, petitioners were unable to obtain sponsors
because of the dissolution of the Association, petitioners |ost
their two main charterers when one went bankrupt and one di ed,
and petitioners were distracted by M. Schwartz’'s surgery,
mal practice suits, and their |oss of savings due to a bad pension
adm ni strator.

Amount of Occasional Profits Fromthe Activity

An opportunity to earn a substantial ultimate profit in a
hi ghly specul ative venture is ordinarily sufficient to indicate
that the activity is engaged in for profit even though | osses or
only occasional small profits are actually generated. Sec.
1.183-2(b)(7), Income Tax Regs. W conclude that petitioners had
an opportunity to ultimately profit fromthe activities
associated with the D ane even though | osses were actually
generated. For exanple, petitioners expected to nake an overal
profit with the resale of the D ane because they purchased the
Diane for half its then market value, they attenpted to | ower
expenses related to the D ane, and they had experience reselling
their other sailboats at a profit. The fact that | osses were
actual ly generated was caused by factors beyond petitioners’
control rather than petitioners’ |lack of effort.

Fi nanci al Status of Petitioners

We conclude that petitioners’ financial status during the

years in issue indicates that the activity was engaged in for
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profit. During the years in issue, petitioners were concerned
about their financial status because M. Schwartz took tinme from
work for his surgery, petitioners paid for their three children
to attend graduate school, and petitioners experienced a |arge
| oss in savings because of a bad pension adm nistrator. During
these years, petitioners felt that they could not be involved
with an activity that would result in large | osses.

El enents of Personal Pleasure or Recreation

The absence of personal pleasure or recreation relating to
the activity in question may indicate the presence of a profit
objective. Sec. 1.183-2(b)(9), Incone Tax Regs. The nere fact
that a taxpayer derives personal pleasure froma particular
activity does not, per se, denonstrate a |lack of profit notive.

We are convinced that the personal pleasure of owning and
using the D ane was secondary to petitioners’ use of the D ane
for profit because, during the years in issue, petitioners owned
ot her boats that were used solely for personal pleasure or
recreation and the D ane had no personal anenities (e.g., nho
toilet, sleeping quarters, etc.). Further, Ms. Schwartz had not
st epped aboard the D ane since 1991 because of an arthritic
condi tion.

Concl usi on
We hold that petitioners nmet their burden of proving that

the Diane’s activity was engaged in with an actual and honest
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obj ective of making a profit; therefore, because deductions are
al | owabl e under sections 162 and 212 (and thus not subject to the
[imtations of section 183), we render respondent’s alternative
argunent on this point as noot.’ Further, respondent based the
accuracy-rel ated penalties upon respondent’s disall owance of
petitioners’ deduction for flowhrough | osses from D ane Racing’ s
yacht activity. Accordingly, we render the issue npot.

I n reaching our holdings herein, we have consi dered al
argunents nade, and to the extent not nentioned above, we
conclude themto be nmoot, irrelevant, or w thout nerit.

To reflect the foregoing,

Deci sion will be

entered for petitioners.

" Respondent argued in the alternative that the deductions
related to fl owt hrough | osses clained by petitioners from D ane
Raci ng, which included depreciation deductions, should be
di sal | oned as personal expenses under sec. 162.



