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During 1993, 1994, and 1995, P conducted a vi deot ape
activity. P bought significant anmounts of equi pnent,
cl aimed | arge deductions (primarily depreciation), and
generated little receipts during the years in issue.

1. Held: On the facts, P s activity was not engaged
in for profit; deductions in excess of income fromthe
activity were properly disallowed. Sec. 183, |I.R C 1986.

2. Hel d, further, Pis liable for negligence
additions to tax. Sec. 6662, |.R C. 1986.
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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
CHABOT, Judge: Respondent determ ned deficiencies in
Federal individual incone tax and additions to tax under section
6662(a)! (accuracy-rel ated) against petitioner as foll ows:

Additions to tax

Year Defi ci ency Sec. 6662(a)
1993 $5, 471 $1, 094
1994 6, 969 1, 394
1995 8, 341 1, 668

After concessions,? the issues for decision are as foll ows:

1. Wether petitioner’s Schedule C activity of making
and selling videotapes (hereinafter sonetinmes referred to as
petitioner’s videotape activity) was “not engaged in for
profit” within the nmeaning of section 183 for 1993 t hrough
1995; and

2. \Wether petitioner is liable for negligence
additions to tax under section 6662(a) for 1993 through

1995.

! Unl ess indicated otherwi se, all section and chapter
references are to sections and chapters of the Internal Revenue
Code of 1986 as in effect for the years in issue.

2 The parties have stipulated that (1) petitioner paid or
incurred all the expenses reported on his Schedule C for each of
the years in issue, (2) these expenses are not “start-up
expenditures” within the neaning of sec. 195, and (3) if the
Court holds that petitioner’s videotape activity constituted a
trade or business, then all these expenses are deducti bl e.
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FI NDI NGS OF FACT
Sonme of the facts have been stipul ated; the stipulations and
the stipulated exhibits are incorporated herein by this
ref erence.
When the petition was filed in the instant case, petitioner
resided in Los Altos Hills, California.

Petitioner’s Background

Petitioner is a retired captain fromthe U S. Navy, where he
served for 29 years from 1931 to 1960. He is a 1935 graduate of
the U S. Naval Acadeny, where he received bachelor’s degrees in
both el ectrical and nechani cal engineering. After his service on

the U.S.S. Jouett and before his service on the U.S.S. Kearny

(see infra), petitioner took a postgraduate course in “Radio
Engi neeri ng” (now known as El ectronics Engi neering), earning a
degree which he believes to be the equivalent of a Ph.D. This
course was taught at the U S. Naval Acadeny. Because of World
War I, this 3-year course was conpressed into roughly 2 years.
Al so, petitioner earned a naster’s degree in the National Econony
and took business courses through Harvard University, receiving a
master’s degree in business.

After petitioner was graduated fromthe U S. Naval Acadeny,

he served aboard the U.S.S. M nneapolis from 1935 through 1937.

From 1937 through 1938, petitioner was on a Fleet Staff called

“Conmander Cruisers Scouting Force Staff”. Petitioner was on the
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U.S. S Jouett from 1938 through 1942. He conmanded a destroyer,

the U.S.S. Kearny, during Wrld VWar Il from 1944 until the end of

the war. From 1946 to 1948, petitioner was the Fleet Electronics
Oficer for the entire Pacific Fleet and shore activity.

From 1948 to 1951, petitioner was the El ectronics Oficer
for all US. Navy ships in the Ofice of the Chief of Naval
Operations in Washington, D.C. From 1951 to 1953, petitioner was
the El ectronics Oficer for Mare |Island Naval Shipyard and the
| ndustrial Manager for the 12th Naval District. He was
responsi ble for all new electronics facilities in the Pacific
Ccean area, building four major conmunication facilities and
providing air navigation facilities for the entire Pacific. From
1953 to 1955, petitioner was again the Pacific Fleet Electronics
O ficer and was responsible for all joint mlitary and Navy work
in the Pacific. From 1955 to 1958, petitioner was head of Ships
El ectronics with the Bureau of Ships for the entire Navy,

i ncluding the Merchant Marine and the Coast Guard. From 1958 to
1960, petitioner was the Planning Oficer for Pearl Harbor Naval
Shi pyar d.

After retiring fromthe U S. Navy in 1960, petitioner worked
for Hew ett-Packard in California until about 1970. After
| eavi ng Hewl ett-Packard, petitioner worked for Fairchild
El ectronics for 2 years and then began working full tinme for

Wheel er and Associates, his own engineering consulting firm
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whi ch he had started in 1960. The firmincluded about 16
consultants. In the early days of the firm petitioner
concentrated on the technical/consulting end of the business, and
Kensi ngt on Managenent Consultants, Inc., handled the firms
adm ni strati on.

Since 1961, petitioner has been a registered civil and
prof essional engineer in California. He has kept his |license
current. Petitioner is also a nmenber of the follow ng
prof essional societies: (1) American Association for the
Advancenent of Science, (2) U S. Naval Institute, (3) American
Soci ety of Naval Engineers, (4) American Institute of Electrical
Engi neers, (5) U S. Naval Acadeny Al ummi Association, (6)
Nat i onal Geographic Society, (7) Conmonwealth Club, and (8) the
Institute of Electrical and El ectroni cs Engi neering.

Vi deot ape Activity

Around 1985, when petitioner was 72 years ol d, he began
focusing primarily on making videos. He has conducted his
vi deotape activity in his honme of 25 years. Petitioner has been
transferring hone slides, novies, and prints onto videocassettes
and al so creating his own videos.

Petitioner kept a log of his video sales showing (1) date of
sale, (2) nunber of videos sold, (3) buyer’s nane, (4) nane of

video sold, and (5) sale price for each video. The |og
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constitutes all of petitioner’s books from his videotape
activity.?

Petitioner has devoted one roomin his home to his videotape
activity. Petitioner’s reference itens in that room i ncl ude:
(1) Reference books such as The Techni que of Film Editing, and
The Technique of the FilmCutting Room (2) instruction nmanual s
for the video and audi o equi pnent, and (3) numerous ot her
magazi nes and publi cati ons.

Petitioner has at |east 30 video projects, for a total of at
| east 75 tapes, covering the topics described in tables 1 through
4, infra.

Travel Videos

Petitioner and his wife (she died in 1991) vacati oned
t hroughout the world. Petitioner videotaped and sold copies of
t he vi deotapes of these vacations primarily to peopl e who
petitioner and his wife either net on their excursions or
traveled with. Table 1 summarizes these vi deot apes.

Table 1
1. ol den Odyssey Cruise - This two-tape set covers a
cruise to the Mediterranean on The Royal Cruise

Line. Petitioner sold six copies of the video for
a total of $240.

3 So stipulated. Evidently petitioner’s expenses are not
recorded in the form of books but presumably are in the form of
records, which are sufficiently conplete and accurate so as to
enable the parties to stipulate the correctness of all the
expense anounts reported on petitioner’s Schedule C for each year
in issue. Supra note 2.
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Cruise Around the Wrld - This six-tape set covers
a cruise around the world on The Royal Cruise
Line. The cruise took about 6-8 weeks.

Petitioner sold six copies of the video for a
total of $270.

Crui se East Coast of South America - This two-tape
set covers a 3-week cruise along the east coast of
South America. Petitioner sold five copies of the
video for a total of $200.

Trip to Spain and Portugal - This video covers a
trip to Spain and Portugal. Petitioner sold seven
copies of the video for a total of $140.

Norway Cruise - This two-tape set covers a cruise
down t he coast of Norway, from Russia to Bergen,
Norway. Petitioner sold six copies of the video
for a total of $240.

Crui se Around New Zeal and, Australia, and Tasmani a
- This two-tape set covers a cruise around New
Zeal and (both islands), Australia, and Tasmani a.
Petitioner sold five copies of the video for a
total of $200.

Kenya Trip - This two-tape set covers a trip to
Kenya, Africa. Petitioner sold six copies of the
video for a total of $240.

Eastern Europe Trip - This two-tape set covers a
trip to Eastern Europe. Petitioner sold six
copies of the video for a total of $240.

Crui sing Mother Russia - This three-tape set
covers a cruise that petitioner took with his
grandson from St. Petersburg to Moscow.
Petitioner sold four copies of the video for a
total of $240.

Amazon Cruise - This two-tape set covers a cruise
down the Amazon. Petitioner sold four copies of
the video for a total of $160.



Navy Vi deos

Petitioner has remained involved with the U S. Navy since he
retired in 1960. He regularly attends Navy reuni ons and has
stayed in touch with U S. Naval Acadeny classmates and with
shi pmates. Petitioner is an active nenber of the U S. Naval
Acadeny Alumi Association. As a result of his |ifelong personal
interest in the Navy, petitioner has nmade vi deotapes about the
Navy and his experiences. For exanple, he nmade a vi deot ape about
his 1935 graduating class of the U S. Naval Acadeny and a

vi deot ape about the U.S.S. M nneapolis, which he showed at a

reuni on of the personnel of the U S.S. Mnneapolis. Petitioner

has gi ven sonme of his Navy videotapes to such places as the
Department of the Navy, the U S. Naval Acadeny, and the Hoover
Institution. Table 2 summarizes these vi deot apes.

Tabl e 2

1. Captain K. G Schacht Video - This video covers
Captain K G Schacht’s experiences in a Japanese
pri soner-of-war canp during World War Il1. Captain
Schacht was one of petitioner’s classnates at the
Naval Acadeny. As of the trial date, petitioner
had not yet conpleted the video and had not sold
any copi es.

2. Shakedown Cruise U.S.S. Mnneapolis - This video
covers the U.S.S. Mnneapolis’ naiden voyage in
1934. Petitioner was on this ship from 1935-1937,
after having been graduated fromthe Naval Acadeny
in 1935. Petitioner sold four copies for a total
of $80. Petitioner received inquiries about the
video after it was nmentioned in an alumi
newsletter for the U.S.S. M nneapolis.
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U.S.S. Mnneapolis - This two-tape set covers the
U S S Mnneapolis and petitioner’s experiences
aboard the ship from 1935-1937. Petitioner sold
six copies for a total of $240.

Nobel Prize Award - Petitioner made this two-tape
set inthe early 1980's for a former shipmate who
won the Nobel Prize in Econom cs [Janmes Tobin].
The vi deo covers the award cerenony and the pre-
award dinner wwth the King and Queen. Petitioner
sol d one copy for $40 and gave the video to the
shipmate’s famly.

Menorial of Captain Paul Ryan - This video covers
the burial at Arlington National Cenetery of a
close friend of petitioner who was a Naval
officer. Petitioner thinks he sold one copy for
$20, and he gave a video to the fanmly.

Menorial of Captain Joe Lyle - This video covers
the burial at Arlington National Cenetery of one
of petitioner’s classmates fromthe Naval Acadeny.
Petitioner sold two copies for a total of $40.

U.S.S. Kearny Story - This video covers the U.S. S
Kearny, a destroyer that petitioner commanded
during World War I1. Petitioner sold 68 copies
for a total of $1, 360.

Cl ass of 1935 Naval Acadeny - This video covers
petitioner’s 4 years at the Naval Acadeny from
1931-1935. Petitioner sold 65 copies for a total
of $1,318. Petitioner has copyrighted this video.

Naval Acadeny C ass of 1936 - This video covers
the 1936 graduating class of the Naval Acadeny.
Petitioner sold 11 copies for a total of $220.

Anchors Aweigh - This six-part set covers events
in the 1930's. It includes historic newsreels,
novies clips, pictures, and sound bites fromradio
shows. Petitioner has not conpleted the video
series and plans to extend it to the 1960’ s.
Petitioner has given copies to such places as the
Nat i onal Archives, the Naval H story Museumin
Washi ngton, D.C., and the Naval Acadeny.

Petitioner believes that he sold between three and
five copies at $120 each
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11. Captain Austin - This two-tape set covers famly
pi ctures of one of petitioner’s close friends and
cl assmates fromthe Naval Acadeny. Petitioner
sold four copies to the famly for a total of
$160.

12. Ceneral Muiehleison - This set covers famly
pi ctures of General Muiehl eison, petitioner’s
acquai ntance. Petitioner sold three copies to the
famly for a total of $60.

Weddi ng and Fanmily Videos

Petitioner also made fam |y and weddi ng vi deot apes for
friends and acquai ntances. Table 3 summarizes these videot apes.
Table 3

1. Jane and Joe Shea’s Wedding - This video covers
t he weddi ng of Jane and Joe Shea, who were
petitioner’s close friends. Petitioner gave the
video to the famly and did not sell any.

2. Rhonda and Lou’ s Wedding - This video covers the
weddi ng of Rhonda and Lou, who are friends of
petitioner’s son. Petitioner sold two videos for
a total of $40.

3. Bill and Loui se Kai ser’s Weddi ng Anni versary -
This video covers the 50th weddi ng anni versary of
petitioner’s close friend from ki ndergart en.

4. Poppy and DelLanney Cl agett - This video covers
famly pictures of a close friend and cl assnate
fromthe Naval Acadeny. Petitioner gave the video
to the famly and did not sell any because, as of
the trial date, it was not yet conpl eted.

5. Qur Son Harold - This video is about Harold Hahn
when he was an infant. He was a child of Ms.
Hahn, who was petitioner’s secretary. As of the
trial date, petitioner had not yet conpleted the
vi deo series but had been paid $200 for his work
from 1993 t hrough 1995.
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6. John and Priscilla Buchan - This three-tape set
covers famly pictures of the Buchans. John
Buchan worked for petitioner at Weel er and
Associ ates. Petitioner sold two copies for a
total of $120.

M scel | aneous Vi deos

Tabl e 4 sunmari zes m scel | aneous vi deot apes that petitioner
made and sol d.
Tabl e 4

1. Dancer’s Way - This is a pronotion video for
Del ores Gay, a dancer who worked with Bob Hope.
Petitioner sold about eight copies for a total of
$308.

2. Mar keti ng Resource G oup - This business paid
petitioner to videotape its business neeting.
Petitioner sold the video for $300.

Vi deo Sal es 1993-1995

From 1993 t hrough 1995, petitioner had vi deotape sal es as

shown in table 5.

Tabl e 5
Year Sal es
1993 $238
1994 20
1995 180
Tot al 438

Petitioner did not sell any of the videotapes listed in
table 1 during 1993 through 1995.
In 1993, petitioner sold $238 of videotapes. This consisted

of $38 for one copy of the videotape listed as item8 in table 2
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and the $200 petitioner received for his work on the videotape
listed as item5 in table 3. These are all of the videotapes
that petitioner sold in 1993.

In 1994, petitioner sold only one video for $20. This video
isiteml1 in table 4.

In 1995, petitioner sold $180 of videos. As of the trial
date he had not yet collected the noney fromthese sales. These
videos are not listed in tables 1 through 4, and the videos were
for a project that petitioner was working on.

Operation of Petitioner's Activity

Petitioner did not fornulate any witten business plan or
make any substantive financial projections before starting his
vi deotape activity. He did not have any witten business plan in
exi stence from 1993 t hrough 1995, forecasting his videotape
activity s inconme, expenses, or net profit or loss. Petitioner
did not maintain separate bank accounts for his personal funds
and the funds fromhis videotape activity.

Petitioner had incurred $155,553 of costs for videotape
equi pnent by the end of 1995, of which $74,977 was incurred from
1993 through 1995. Petitioner concedes that this equi pnent wll
not appreciate in val ue.

Petitioner did not spend any noney on advertising from 1993
through 1995. He relied solely on “word-of-nmouth” to generate

sales of his videos from 1993 through 1995. Petitioner did not
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adverti se because he already had as nuch busi ness as he could
handl e hinsel f; he did not want his videotape activity to becone
“a big conmpany.”

Petitioner reported the income and expenses from his
vi deotape activity on Schedule C fromat |east 1985 through 1995.
Hi s videotape activity has generated | osses every year since
inception. Petitioner used the |losses to offset his incone.
That i nconme has included his Navy pension, dividend incone,
interest income, capital gains, and Social Security benefits.
Tabl e 6 shows petitioner’s adjusted gross inconme (before the
Schedule C loss), Schedule C gross receipts, Schedule C gross
i ncome, Schedul e C expenses, the Schedule C | osses that he used
to offset his inconme, and adjusted gross incone after Schedule C

| 0ss.



Tabl e 6

AG before

Schedul e C Schedul e C Schedul e C Schedul e C Schedul e C Adj ust ed
Year | oss gross receipts gross incone expenses!? | oss? ar 0ss i ncone
1985 $48, 679 $890 ($937) $3, 506 (%4, 443) $44, 236
1986 45, 271 1,675 (213) 3,016 (3, 229) 42,042
1987 58, 255 333 (1,987) 4, 757 (6, 745) 51, 510
1988 165, 311 1,592 1,123 6, 900 (5,778) 159, 533
1989 80, 365 409 (1, 793) 6, 805 (8,598) 71, 767
21990 -- -- -- -- -- --
1991 69, 055 698 375 12,138 (11, 876) 57,179
1992 66, 534 883 690 15, 638 (15, 039) 51, 495
1993 70, 768 238 (306) 18,171 (18, 570) 52,198
1994 72,191 20 15 23, 862 (23,942) 48, 249
1995 77,196 - 0- - 0- 28, 302 (28, 401) 48, 795
1996 77,937 60 60 27, 332 3(27, 272) 77,937

1 For 1991 through 1995, the anounts stipulated by the parties as petitioner’s Schedule C
expenses do not include expenses for business use of petitioner’s hone, but the anounts
stipulated by the parties as petitioner’s Schedule C | osses do take account of expenses
for business use of petitioner’s hone. The expenses for business use of the honme for 1991
t hrough 1995 range froma high of $113.46 (1991) to a |l ow of $91.53 (1992).

2 The parties were unable to obtain infornmati on regarding 1990. However, they stipul ated
that petitioner’s videotape activity generated a loss for this year.

3 Although petitioner reported the $27,272 | oss on Schedule C for 1996, he did not carry
this | oss over to his Form 1040.
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Petitioner owned an avocado farm Table 7 shows the gross
income and total expenses that petitioner reported on his
Schedul es F and the anount of farminconme or (loss) that

petitioner reported on the first page of his Fornms 1040.

Table 7

Schedul e F
Year G oss incone Total expenses Form 1040
1985 - 0- $3, 749. 19 - 0-
1986 - 0- 1,532.54 - 0-
1987 - 0- 914. 81 ($914. 81)
1988 $113. 00 1, 638. 28 (1, 525. 28)
1989 - 0- 5, 796. 57 - 0-
1991 - 0- 2,108. 88 - 0-
1992 - 0- 4,002. 43 - 0-
1993 - 0- 956. 89 - 0-
1994 - 0- 3,577.59 - 0-
1995 - 0- 4,438. 50 - 0-
1996 N A N A - 0-

Petitioner prepared his own tax returns for each of the
years in issue and for the prior years. Petitioner’s 1996

tax return was prepared by a paid tax return preparer

Petitioner did not engage in his videotape activity for
profit.

Petitioner was negligent with respect to his tax
treatnent of his videotape activity; the entire deficiency

for each year in issue was due to this negligence.
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OPI NI ON

. Sec. 183--Activity Not Engaged In For Profit

Both parties base their cases on their respective anal yses
of alist of factors often considered in so-called “hobby | oss”
cases. Each party concludes that substantially all the factors
point to a conclusion favoring that side.

In general we agree with respondent’s anal yses; we al so

agree with respondent’s concl usi on.
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In the context of the instant case, the effect of section

183* is that petitioner’s disputed deductions are allowabl e but

4 Sec. 183 provides, in pertinent part, as foll ows:
SEC. 183. ACTIVITIES NOT ENGAGED I N FOR PROFIT.

(a) GCeneral Rule.--In the case of an activity engaged in by
an individual * * * if such activity is not engaged in for
profit, no deduction attributable to such activity shall be
al l oned under this chapter [i.e., chapter 1, relating to normal
taxes and surtaxes] except as provided in this section.

(b) Deductions Allowable.--1n the case of an activity not
engaged in for profit to which subsection (a) applies, there
shal | be al |l owed- -

(1) the deductions which would be all owabl e under this
chapter for the taxable year without regard to whether or
not such activity is engaged in for profit, and

(2) a deduction equal to the anpunt of the deductions
whi ch woul d be all owabl e under this chapter for the taxable
year only if such activity were engaged in for profit, but
only to the extent that the gross inconme derived from such
activity for the taxabl e year exceeds the deductions
al | owabl e by reason of paragraph (1).

(c) Activity Not Engaged in for Profit Defined.--For
pur poses of this section, the term™"activity not engaged in for
profit" means any activity other than one with respect to which

deductions are allowable for the taxable year under section 162
or under paragraph (1) or (2) of section 212.

Sec. 162 provides, in pertinent part, as foll ows:

SEC. 162. TRADE OR BUSI NESS EXPENSES.

(a) In Ceneral.--There shall be allowed as a deduction al
the ordinary and necessary expenses paid or incurred during the
taxabl e year in carrying on any trade or business * * *

Sec. 212 provides, in pertinent part, as foll ows:

(conti nued. . .)
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only if his videotape activity was engaged in for profit.

Whet her an activity is engaged in for profit is determ ned
under section 162 and section 212 (except insofar as section
183(d) creates a presunption that the activity is engaged in for
profit). See sec. 183(c). Wether an activity is engaged in for
profit turns on whether the taxpayer has an actual and honest

obj ective of making a profit. Dreicer v. Conm ssioner, 78 T.C,

642, 645 (1982), affd. without opinion 702 F.2d 1205 (D.C. G r
1983); Engdahl v. Conmi ssioner, 72 T.C. 659, 666 (1979); &olanty

v. Commi ssioner, 72 T.C. 411, 425-426 (1979), affd. wthout

publ i shed opinion 647 F.2d 170 (9th Cr. 1981). Petitioner’s
objective is a question of fact to be determned fromall the

facts and circunstances. Pol akof v. Conmi ssioner, 820 F.2d 321,

324 (9th Cr. 1987), affg. T.C. Meno. 1985-197; Allen v.

Comm ssioner, 72 T.C. 28, 34 (1979); Dunn v. Comnm ssioner, 70

T.C. 715, 720 (1978), affd. w thout published opinion 607 F.2d
995 (2d Gr. 1979), affd. on another issue 615 F.2d 578 (2d Cr

1980). Mere statenents of intent are not determ native.

4C...continued)
SEC. 212. EXPENSES FOR PRODUCTI ON OF | NCOVE.

In the case of an individual, there shall be allowed as a
deduction all the ordinary and necessary expenses paid or
incurred during the taxable year--

(1) for the production or collection of incone;
(2) for the managenent, conservation, or naintenance
of property held for the production of incone * * *
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| ndependent Elec. Supply, Inc. v. Conm ssioner, 781 F.2d 724, 726

(9th Cir. 1986), affg. Lahr v. Conm ssioner, T.C Meno. 1984-472;

Engdahl v. Conmi ssioner, 72 T.C. at 666; Churchnan v.

Comm ssioner, 68 T.C. 696, 701 (1977). The burden of proof is on

petitioner. Rule 142(a); lndependent Elec. Supply, Inc. v.

Conmi ssioner, 781 F.2d at 727; Golanty v. Conmi ssioner, 72 T.C.

at 426; Boyer v. Comm ssioner, 69 T.C 521, 537 (1977).

In general, for these purposes the “profit” that nust be

sought is taxable incone, |ndependent Elec. Supply, Inc. v.

Conmi ssioner, 781 F.2d at 726; Brannen v. Conmi ssioner, 78 T.C.

471, 501 (1982), affd. 722 F.2d 695 (11th G r. 1984), or economc

profit independent of tax savings. Antonides v. Conm ssioner, 91

T.C. 686, 694 (1988), affd. 893 F.2d 656, 659 (4th Cr. 1990).
Section 1.183-2(b)(1) through (9), Inconme Tax Regs., sets

out the followi ng factors (principally derived fromcase |aw, see

Benz v. Conmissioner, 63 T.C. 375, 382-383 (1974)), to be taken

into account in determning a profit objective, or |ack of one:
(1) The manner in which the taxpayer carries on the activity; (2)
the expertise of the taxpayer or the taxpayer’s advisers; (3) the
time and effort spent 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
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activity; (7) the anpbunt of occasional profits, if any, which are
earned; (8) the financial status of the taxpayer; and (9)
el enents of personal pleasure or recreation. No one factor is
concl usive, and we do not reach our decision herein by nmerely
counting how many of the nine enunmerated factors support each

party’s position. Carter v. Conm ssioner, 645 F.2d 784, 787 (9th

Cr. 1981), affg. T.C. Meno. 1978-202; Dunn v. Conm ssioner, 70

T.C. at 720. W consider these factors seriatim

(1) Manner of Carrving on the Activity

The parties have stipulated the accuracy of petitioner’s
Schedul e C for each year in issue. Supra note 2. Al so,
respondent did not determ ne, and does not assert, that
petitioner omtted to report any receipts fromhis videotape
activity. Fromthe foregoing, we conclude that petitioner’s
books and records, though sparse and relatively informal, were
adequate for a trade or business.

By the end of 1992, petitioner was faced with a record of
fluctuating gross receipts which were trendi ng somewhat downwar d,
and | osses which were nore-or-|ess consistently increasing.
Supra table 6. He had spent about $80,000 on equiprment. His
reported | osses fromhis videotape activity, including straight-
i ne depreciation, aggregated about $55, 000, plus whatever he
reported on his 1990 tax return. Supra table 6, note 2. His

reaction to this state of affairs was to buy another $75, 000 of
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equi pnent and spend nost of the next 3 years |earning how to use
t he new equi pnment. Hi s gross receipts plumeted; his | osses
i ncreased even nore. Supra tables 5 and 6.

The parties have stipulated that petitioner did not have a
written business plan, forecasting incone, expenses, and net
profit or loss, during the years in issue, and had not prepared
any such witten business plan before starting his videotape
activity. Wen asked about this at trial, petitioner responded
as foll ows:

I oQ [ Ms. DeCaro] Wiy did you not prepare a business
pl an?

A [Petitioner] Well, | have ny business plan in ny head
and that’s one of ny businesses that | was doi ng when | was
actually consulting was preparing business plans, and it
seened like a silly waste of paper to put it down in black
and white.

Petitioner did not present us with an oral description of the
busi ness plan that was in his head.

Petitioner noted at trial that his father had continued to
operate his own business until dying at age 92. Wen questi oned
on cross-exam nation, petitioner did not give any indication as
to how |l ong he thought it would take for himto earn enough
income fromhis videotape activity to recoup the $155,000 or so
that he had spent on equi pnent.

The parties have stipulated that petitioner did not spend

any noney on advertising from 1993 through 1995; he relied solely

on “word-of -nouth”. Petitioner’s Schedul es C al so show t hat he
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di d not spend any noney on advertising from 1985 through 1989,
1991, 1992, and 1996. (The record does not include the
information for 1990.) W understand that many a successf ul
smal | business relies on word-of-nmouth to increase its patronage
or maintain patronage at a satisfactory level. However, as supra
tables 2 through 6 show, petitioner’s patronage renai ned at
meager and unprofitable | evels throughout the period for which we
have evidence in the record. Petitioner did not advertise or, so
far as we can tell fromthe record, take any other steps to try
to move his videotape activity into the profit colum. |ndeed,
petitioner testified that he already had as nuch work as he could
handl e. The only facet of his activities that showed significant
changes are the fairly steady increases in expenses and | osses.
Supra table 6.

On the whol e, although petitioner’s books and records were
sufficient, the rest of his videotape activity does not appear to
have been carried on in a businesslike manner.

(2) Expertise of Taxpayer or Advisers

Petitioner’s background in electronics and communications is
i npressive. Petitioner also has a master’s degree in business.
Petitioner consulted reference books such as The Techni que of
FilmEditing and The Techni que of The Film Cutting Room
instruction manuals for the video and audi o equi pnent, and

numer ous ot her magazi nes and publications. Petitioner has had
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extensi ve manageri al experience covering nunerous positions
i ncludi ng running his own engi neering consulting firm and
commandi ng a destroyer during World War 11.
This factor favors petitioner.

(3) Tine and Effort Spent in the Activity

Petitioner testified that, on average, he spent about 50 to
60 hours per week on his videotape activities. On brief,
petitioner clainms only about 30 hours per week. In either event,
it is evident that petitioner spent substantial tinme and effort
on his videotape activities, making this a factor pointing toward
a profit objective.

(4) Expectation That Assets May Appreciate in Val ue

A taxpayer’s “bona fide expectation” that assets used in a
guestioned activity will appreciate in value is a factor pointing
toward a conclusion that the taxpayer engaged in the questioned

activity for profit. Engdahl v. Conmm ssioner, 72 T.C. at 668-

669; Allen v. Conm ssioner, 72 T.C. at 36.

The parties have stipulated that “petitioner had incurred
$155, 553 of costs for video equi pnent by the end of 1995, of
whi ch $74, 977 was incurred from 1993-1995.” On brief petitioner
concedes that this equipnment “will not increase in value”.

This factor favors respondent.
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(5) Taxpayer’'s Success in Oher Activities

Petitioner had a | ong and successful mlitary career.
Petitioner then worked for large el ectronics conpanies. He then
wor ked for an engi neering consulting firmwhich he had founded.
The record does not indicate how successful petitioner was in his
civilian jobs. W cannot tell fromthe record that any of
petitioner’s jobs were sufficiently simlar to his videotape
activity so that his degree of success in those jobs would be
hel pful in predicting success in his videotape activity.

(6) History of Incone or Losses Fromthe Activity

Petitioner’s videotape activity produced a | oss for every
year since the activity's inception. As supra table 6 shows, the
| osses trended upward with only mnor fluctuations. By the end
of the last year in issue, petitioner was already past 80 years
old, with no indication that he would give up his videotape
activity and no indication that he woul d make any maj or change in
t he way he conducted his videotape activity.

A series of losses during the initial or startup stage of an
activity may not necessarily be an indication that the activity
is not engaged in for profit. However, by the tine of the years
in issue, petitioner’s videotape activity was no longer in its
initial or startup stage. Although the parties’ stipulation
“that the expenses on petitioner’s Schedule C for 1993 to 1995 do

not represent startup cost” was evidently directed primarily to
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respondent’s alternative contention (since abandoned) under
section 195, we are entitled to take it into account in
eval uating petitioner’s history of |osses fromhis videotape
activity.

Nowhere in the record do we find a coherent explanation of
any plan by petitioner to produce a profit from his videotape
activity in either the short run or the long run.

This factor favors respondent.

(7) Anmpount of Occasional Profits Earned

There were not any occasional profits frompetitioner’s
vi deotape activity. Indeed, as supra table 6 shows, as often as
not there was not even gross inconme from petitioner’s videotape
activity. The fluctuations in gross income were mnor, conpared
to the steady progression of increasing Schedul e C expenses.
This factor favors respondent.

(8) Taxpavyer’'s Financial Status

Before petitioner’s wife's death, petitioner’s videotape
activity | osses were generally around 10 percent of his adjusted
gross incone before the losses. After petitioner’s wife's death,
the | oss percentages increased, but a new pattern energed--the
| osses frompetitioner’s videotape activities left himw th about
$50, 000 adj usted gross incone each year. |If petitioner would
have deducted his 1996 Schedule C loss, that woul d have produced

a 1996 adjusted gross inconme of $50,665. Supra table 6.
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On brief, petitioner contends that “the nere fact that a
t axpayer has a substantial inconme from other sources does not
foreclose a profit notive.” W agree. This is but an
illustration of the proposition that no one factor is concl usive.

The record does not show that petitioner needed profits, or
even gross inconme, fromhis videotape activity. H s other incone
apparently was substantial enough, even after the videotape
| osses, to maintain his life style. The record does not include
any indication that petitioner feared that any of his mjor
i ncome sources was going to “dry up” and that he thought it
prudent to engage in his videotape activity to develop a
repl acenent source of income. Conpare the instant case with

Ni ckerson v. Conm ssioner, 700 F.2d 402, 403, 406 (7th Gr

1983), revg. T.C. Menp. 1981-321.
This factor favors respondent.

(9) Elenents of Personal Pl easure

Petitioner took great pains to provide high quality
vi deotapes. Hi s nethods were not sl|lapdash. He preserved his,
his famly's, his classmates’, his shipmates’, and his friends’
menories. He preserved history. He enjoyed what he did. As we
have noted, “a business will not be turned into a hobby nerely

because the owner finds it pleasurable”. Jackson v.

Comm ssioner, 59 T.C 312, 317 (1972). Thus, petitioner’s

enj oynent of his work should not be a factor in respondent’s
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favor. By the sane token, it is not a factor in petitioner’s
favor.

Concl usi ons

From 1985 t hrough the end of 1992, just before the years in
i ssue, (1) petitioner had incurred about $80, 000 of costs for
vi deo equi pnent, (2) petitioner had | ost increasing amunts of
noney for each of the 8 years since he enbarked on his videotape
activity, and (3) petitioner was approaching age 80. During the
3 years in issue, (1) petitioner incurred about $75, 000 nore of
costs for video equipnent, (2) petitioner’s videotape sal es
total ed $438, of which he had collected only $258 by the tine of
the trial, and (3) petitioner |ost another $70,000 on his
vi deotape activity. Petitioner's age ordinarily would not be
rel evant to our determ nation. However, petitioner's substanti al
capital investnent at that age makes it nore inportant that
petitioner be able to show that he really intended to earn enough
to (1) recoup his capital investnent and also (2) earn a profit
on that capital investnent.

Petitioner seenmed to be unable to articulate any plan, or
even any noderately clear vision, for profitability of his
vi deot ape activity.

W concl ude, and we have found, on the basis of the
preponderance of the evidence, that petitioner did not engage in

his videotape activity for profit.
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We hold for respondent on this issue.

1. Section 6662--Negligence

Respondent determ ned that petitioner is liable for a 20-
percent negligence addition to tax on the entire underpaynent for
each year in issue.

Respondent contends that petitioner “failed to act
reasonably in claimng increasingly |arger expenses and | osses on
Schedul e C from 1993-1995.” Respondent relies on Sacks v.

Comm ssioner, T.C Meno. 1994-217, affd. 82 F.3d 918 (9th G r

1996) .

Petitioner maintains that he had reasonabl e cause for his
actions--in particular that he was foll ow ng advice from one of
respondent’ s enpl oyees and fromrespondent’s Schedule C
instructions. Petitioner also nmaintains that he acted in good
faith, as is shown by the disclosures on his tax returns.

Petitioner relies on Osteen v. Conm ssioner, 62 F.3d 356 (11lth

Cr. 1995), affg. in part and revg. in part T.C Meno. 1993-519.

Nei t her side suggests, even by way of a fallback position,
that one part of the underpaynent may be due to negligence and
the other part not due to negligence.

We agree with respondent’s concl usi on.
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Section 6662° i nposes an accuracy-rel ated penalty of 20
percent of any portion of an underpaynent that is attributable to

t he taxpayer’s negligence. Subsecs. (a) and (b)(1l) of sec. 6662.

5 Sec. 6662 provides, in pertinent part, as foll ows:
SEC. 6662. | MPCSI TI ON OF ACCURACY- RELATED PENALTY.

(a) Inposition of Penalty.--If this section applies to any
portion of an underpaynment of tax required to be shown on a
return, there shall be added to the tax an anobunt equal to 20
percent of the portion of the underpaynent to which this section
appl i es.

(b) Portion of Underpaynment to Which Section Applies.--This
section shall apply to the portion of any underpaynent which is
attributable to 1 or nore of the follow ng:

(1) Negligence or disregard of rules or regulations.

* * * * * * *

(c) Negligence.--For purposes of this section, the term
“negligence” includes any failure to make a reasonable attenpt to
conply with the provisions of this title, [title 26, the Internal
Revenue Code] and the term “di sregard” includes any careless,
reckl ess, or intentional disregard.

Sec. 6664 provides, in pertinent part, as follows:

SEC. 6664. DEFINITIONS AND SPECI AL RULES.

* * * * * * *

(c) Reasonabl e Cause Exception.--

(1) In general.--No penalty shall be inposed under
this part with respect to any portion of an underpaynent if
it is shown that there was a reasonabl e cause for such
portion and that the taxpayer acted in good faith with
respect to such portion.
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For purposes of the instant case, “underpaynent” is the sane as
“deficiency”. Conpare sec. 6664(a) with sec. 6211(a).
Broadl y speaki ng, for purposes of this provision, negligence
is lack of due care or failure to do what a reasonabl e and
ordinarily prudent person would do under the circunmstances to

determ ne that person’s inconme tax liability. ASAT, Inc. v.

Comm ssioner, 108 T.C. 147, 175 (1997); duck v. Conm ssioner

105 T.C. 324, 339 (1995). Reasonable and good faith reliance by
a taxpayer on an accountant or attorney nay be sufficient to

avoid the addition to tax for negligence. See United States v.

Boyle, 469 U. S. 241, 251 (1985). Petitioner has the burden of
proving error in respondent’s determ nation that these additions

to tax should be inposed against him Little v. Conm ssioner,

106 F.3d 1445, 1449-1450 (9th Cr. 1997), affg. T.C. Meno. 1993-

281; Korshin v. Conm ssioner, 91 F.3d 670, 671 (4th G r. 1996),

affg. T.C. Meno. 1995-46; ASAT, Inc. v. Conmm ssioner, 108 T.C at

175.

Petitioner was in the witness box for about 2% hours. On
t he basis of our observation, as well as the record in the
i nstant case, we conclude that petitioner is an articulate and
able man of integrity. He nakes up his mnd on the basis of the
information he has. |If he feels the need for additional
information, or advice, or instruction, then he seeks it. If he

feels that no further information, advice, or instruction is
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needed, then he does not seek it. He does what he believes to be
appropriate and does not do what he believes to be superfl uous,
regardl ess of the views of others.

Thus, petitioner does not bother with witten business
plans. This would nmake | ess difference if petitioner had
busi ness plans in his head. But petitioner was unable to
articulate any plans that he had as to how his videotape activity
was going to--or that he hoped woul d--produce a profit.

Petitioner did not offer any explanation of why he treated
hi s avocado-rai sing | osses, shown on the Schedule F for each tax
return, differently fromthe way he treated his Schedule C
vi deotape activity, deducting the latter |osses but ordinarily
not deducting the former |osses. Supra table 7.

It appears that, at sone undetermned tinme in the early
1980’ s, sone unidentified IRS enpl oyee suggested that petitioner
use Schedule Cin connection with sonme activity that nmay have
been a precursor of petitioner’s videotape activity.

Petitioner’s reliance on the advice assertedly given to him
by an I RS enpl oyee a decade or so earlier is not excul patory
because the record does not show what information petitioner gave
to the I RS enpl oyee and exactly what advice the IRS enpl oyee gave

to petitioner. Conpare, e.g., Howard v. Conm ssioner, 931 F.2d

578, 582 (9th Gr. 1991), affg. T.C Meno. 1988-531, with Wis v.

Conmm ssioner, 94 T.C. 473, 486-488 (1990). Fromthe sparse
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information in the record, we conclude that, regardl ess of what
an I RS enpl oyee nay have nentioned to petitioner in the early
1980's, by the time of the years in issue petitioner should have
sought advice from experts who could evaluate the inplications of
a decade of increasing |losses in petitioner’s videotape activity.
In light of the increasing magnitude of petitioner’s |oss
deductions, a reasonable and ordinarily prudent person would have
sought such advice. Petitioner failed to make a reasonabl e
attenpt to conply with the provisions of sections 183, 162, and
212, and the decade-ol d advice by the I RS enpl oyee is not
reasonabl e cause for petitioner’s failure.

Petitioner’s reliance on Osteen v. Comm ssioner, 62 F.3d 356

(11th Gr. 1995), is msplaced. Osteen dealt with whether the
t axpayers therein had “substantial authority” for their tax
treatment of an item w thin the nmeaning of former section

6661(b)(2)(B)(i). Osteen v. Conm ssioner, 62 F.3d at 359. That

provi si on appears now as section 6662(d)(2)(B)(i), a
qualification in the application of the substanti al
understatenment addition to tax under section 6662. The
substantial authority |anguage does not appear in section 6662(c)
(relating to the definition of “negligence”), nor does it appear
in section 6664(c)(1) (relating to the reasonabl e cause
exception). For an exanple of the differences between a

negl i gence anal ysis and a substanti al -under st at ement anal ysis see
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Little v. Conmi ssioner, 106 F.3d at 1449-1451, 1451-1453. (Osteen

does not affect our analysis in the instant case.
For conpl eteness, we note that respondent’s reliance on

Sacks v. Conmm ssioner, T.C Meno. 1994-217, also is m spl aced.

I n Sacks, the taxpayers invested in a tax shelter, the prospectus
for which projected that in the first 3 years of the investnent

t he taxpayers woul d be able to deduct 350 percent of their cash
outlay. The prospectus pronminently displayed the fact that the

i nvestnment had significant tax risks and could well be chall enged
by the Internal Revenue Service. W held the taxpayers were
liable for the negligence additions to tax, and the Court of

Appeal s affirnmed. Sacks v. Conmm ssioner, 82 F.3d 918 (9th Cr

1996), affg. T.C. Meno. 1994-217. There is no indication in the
record in the instant case that petitioner’s deductions exceeded
his actual cash outlays or that petitioner engaged in his

vi deotape activity for any substantial tax reduction purpose.

We have held, supra, that petitioner did not engage in his
vi deotape activity for profit.

By the tine of the years in issue, a reasonable and
ordinarily prudent person would have sought conpetent advice on
the deductibility of the expenses of this videotape activity.
Petitioner failed to make a reasonable attenpt to do so. W
concl ude, and we have found, on the basis of the preponderance of

t he evidence, that petitioner was negligent and that the entire
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deficiency for each of the years in issue was due to this
negl i gence.

We hold for respondent on this issue.

Decision will be entered

for respondent.




