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ranching and aircraft-rental operations. R disallowed
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rental activities were not engaged in for profit within
t he neaning of sec. 183, I.R C., and al so assessed
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are thus liable for accuracy-rel ated penalties based on
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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
NI MS, Judge: In these consolidated cases, respondent
determ ned the foll ow ng deficiencies and accuracy-rel at ed
penalties with respect to petitioners’ Federal incone taxes for

t he taxable years 1992 through 1995:

Year Defi ci ency Penal ty
Sec. 6662(a)
1992 $10, 616 $2, 123
1993 23,276 4, 655
1994 16, 264 3,253
1995 4,521 904

Respondent al so di sall owed Schedul e F deductions of $33, 134 for
petitioners’ 1996 taxable year, thereby reducing the net |oss
clainmed for that year. However, respondent did not determne a
deficiency for 1996. W consider facts with relation to other
years to the extent we deem necessary to redeterm ne petitioners’
inconme tax liability for the years before the Court. See sec.
6214(b).

After concessions, the issues renmaining for decision are:

(1) \Wether petitioners’ cattle-ranching activities
constituted activities not engaged in for profit within the
meani ng of section 183, for the taxable years 1992 through 1995;

(2) VWether petitioners’ rental of their personal aircraft
constituted an activity not engaged in for profit wthin the

meani ng of section 183, for the taxable years 1992 and 1993;
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(3) VWhether petitioners are liable for section 6662(a)
accuracy-rel ated penalties on account of negligence, for the
taxabl e years 1992 t hrough 1995.

Unl ess otherw se indicated, all section references are to
sections of the Internal Revenue Code in effect for the years in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

The stipulations filed by the parties, w th acconpanyi ng
exhibits, are incorporated herein by this reference.

Ral ph E. and Catherine R Wsinger (petitioners) are married
and resided in Livernore, California, when they filed their
petitions. However, because no evidence was presented as to Ms.
Wesi nger’s involvenent in the ranching and rental operations, our
di scussion of these activities will focus upon M. Wesinger
(petitioner).

Petitioner was born and raised in Concord, Massachusetts.

He then attended the University of Massachusetts for 2 years and
t ook courses in conputer science and general liberal arts, but he
did not earn a degree. Shortly after leaving the University of
Massachusetts, he was hired by Digital Equi pnent Corporation
(Digital). Petitioner remained with Digital for approximtely 4

years and during that tinme worked as a conputer systens
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specialist, a |ayout designer for a chip set, and a field service
representative. Then, in 1980, he left Digital and started his
own busi ness, Scientific Research Managenent Corporation (SRMO)
in San Jose, California. SRMC was engaged in the building and
servicing of custom conputers. By 1989, although SRMC was begun
wi thout a formal business plan and with little capital, the
conpany’s annual gross incone had reached $2.8 nmillion.

In late 1989 and early 1990, petitioner purchased 282 acres
of uninproved | and (parcel 1) in Mddoc County, California, for
approxi mately $80,000. He intended to raise cattle on the
property and hoped, in the future, to change and sl ow down his
fast-lane lifestyle. Prior to acquiring this land, petitioner’s
experience wth farm ng operations consisted of hel ping out
occasionally on two dairy farns near where he grew up and
visiting a ranch in New Zeal and between five and seven tines, for
1 to 2 weeks per visit. Petitioner did not seek any professional
assi stance at the tine he purchased parcel 1 with regard to
whet her the | and was suitable for cattle ranching. Petitioner
al so did not prepare a formal business plan detailing how a
profit was to be made fromthe ranching operations. H's plan was
to “buy cows, feed cows, sell cows.” However, due in part to
| ack of rainfall, petitioner never grazed any cattle on parcel 1

and he sold the land in June of 1996 for $156, 000.
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During his ownership of parcel 1, in June of 1992,
petitioner purchased an additional 512 acres of uninproved | and
in Mbdoc County (parcel 2) for approximately $145,000. Parcel 2
was near, but not contiguous with, parcel 1. As with parcel 1,
petitioner intended to raise cattle on parcel 2, but he neither
investigated the suitability of the Iand for grazing nor prepared
any formal business plans for operation of the ranch prior to
maki ng the acqui sition.

Then, in 1993, petitioner had fencing installed on parcel 2
and purchased 23 head of cattle froma neighbor. However, while
the cattle were still in the possession of the seller, petitioner
hired a cowboy in June of 1993 to performan informal grass
survey. Wen this survey indicated that the grasses on parcel 2
woul d not support the cattle, and before the animals were pl aced
on the property, petitioner resold the cattle to the seller at
the sane price.

Petitioner also did not graze any cattle on his land in 1994
and 1995. A well was dug on the property during these years,
and, in |late 1995, petitioner began renoval of sagebrush fromthe
land. In addition, in Novenber of 1995, a field inventory report
froma United States Departnent of Agriculture soil

conservationi st was obtained. This report identified the soi
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types on the property and the potential plant comrunities for
such soils, but it did not indicate the nunber of cattle the |and
was capabl e of supporting in its current condition.

In 1996, petitioner placed cattle on his ranch for the first
time, grazing 23 head. Animals were also placed on parcel 2 in
1997 and 1998, when 40 and 33 head, respectively, were grazed.
Wth regard to other activity on the property, petitioner dug an
additional well in 1996, began ripping the land in 1997 for
purposes of growing alfalfa, and planted a 40-acre field of
wi nter wheat in 1998. He al so obtained additional field
inventory reports in 1997 and 1998. The 1997 report recommended
grazing no nore than 17 animals with the land in its current
condition, and all reports addressed the use of an irrigation
systemto facilitate increased grass, crop, and ani nal
production. As of early 1999, no alfalfa had been planted, no
w nter wheat had been harvested, and parcel 2 was not yet
irrigated.

Through 1996, petitioner visited his ranch 15 to 17 tinmes
per year and stayed 3 to 4 days per visit. He kept no separate
books and records for his ranching operations, but he recorded
the checks and receipts relating to the ranch in a separate file
on his personal conputer. He then gave this information each
year to his accountant for use in preparing petitioners’ tax

return.
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Al so throughout the years in issue, petitioner worked 40 or
nore hours per week at SRMC and received a salary for his
services. Petitioner Ms. Wsinger was |ikew se enpl oyed by SRMC
during these years and was conpensated for her work as the Human
Resources manager. However, during the period follow ng
petitioner’s decision to enbark upon a ranching venture, SRMC
began experienci ng business reverses. An audit by the IRS and a
subsequent bank audit disrupted the conpany’s operations and
culmnated in 1993 with the bank calling its outstanding |loan to
SRMC of $2.8 million. SRMC was forced to seek sources of short-
termcredit and eventually paid the debt in 1997. Meanwhile, in
1994, petitioner began the process of changing SRMC s primary
I ine of business fromcustom hardware to Internet-rel ated
software. Several patents dealing with this software either have
been issued to petitioner or are pending, and petitioner expects
the new technol ogy to generate a profit in the future. As of
early 1999, SRMC (now known as NES) was not naki ng noney.

Yet another event affecting petitioners’ economc situation
during the years at issue was a hurricane whi ch damaged property
they held in Hawaii. The damage occurred in late 1992 and
necessitated that tine be spent in Hawaii during the follow ng
wi nter, but the situation was |argely resolved by the spring of

1993.
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One further item bearing upon petitioners’ incone and
finances for the contested years was the rental of a personal
aircraft. Petitioner owned a 1979 Turbo Dakota plane. This
aircraft was both flown by petitioner for his personal use and
rented to SRMC for business use. Petitioner kept a handwitten
log of flight tinmes, which indicated the nunber of hours flown
and the purpose of the usage. 1In 1992 and 1993, the years as to
whi ch respondent di sall owed plane | osses, trips | abel ed busi ness
accounted for an approximate 17 to 22 percent of the total usage.
Travel related to the ranch ranged between three-fourths and two-
thirds of the total hours. The remaining tine was apparently
devoted to other personal use, as no evidence was presented of
rentals, or attenpts to rent, to additional third parties.

Petitioner charged SRMC an hourly | ease rate when the
conpany utilized the plane for traveling to custoner prem ses.

He set the price by calling local businesses that rent aircraft
and inquiring what they charged for simlar machines. He then
established a price consistent with the Iocal market. Using this
practice, petitioner’s aircraft-rental operations reported | osses
in 1990, 1992, 1993, and 1997. Profits were generated in 1991,
1994, 1995, and 1996.

The overall financial inpact of the circunstances rel ated
above is summarized in the following table. The ranch | osses

deducted for 1992 through 1995, the years at issue, total ed
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$117,328. The aircraft-rental |osses deducted for the contested
years, 1992 and 1993, total ed $6, 907.
Year d ai med G oss Ranch Ranch Aircraft
Adj ust ed I ncome From Expenses Profits & Rent al
G oss Ranch Losses Profits &
I ncone Losses
1990 $426, 342 $0 1$890 $0 - $4, 065
1991 420, 991 0 1728 0 11, 500
1992 446, 673 0 23,714 -23,714 -2,999
1993 319, 573 0 36, 099 - 36, 099 - 3,908
1994 157, 390 0 26, 931 - 26,931 4,698
1995 63, 407 0 30, 584 - 30, 584 9, 858
1996 -7,325 1, 659 34, 793 - 33,134 2,275
1997 -96, 744 33,784 39, 024 -5, 240 - 158
1998 235, 274 218, 036 217, 328

! During these years,
petitioners on Schedule A of their

the property taxes for the ranch were deducted by
For m 1040.

2 $33,000 of the gross incone in 1998 consists of consulting fees paid to
petitioner for the planning and building of a ranch. These are estimated
anounts because petitioners’ 1998 tax return had not been filed at the tinme of
trial

OPI NI ON

We nust deci de whether or not petitioners’ cattle ranching

and aircraft rental were activities engaged in for profit within

t he nmeani ng of section 183.

Petitioners contend that their objective wwth respect to
t hese ventures was at all tines to make a profit, and that the
costs incurred were therefore properly deducti bl e under section
162 as ordinary and necessary expenses of carrying on a trade or
busi ness.

Conversely, respondent argues that the requisite
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profit objective was | acking. Hence, according to respondent,
petitioners were not entitled to deduct | osses sustained in the
ranching and rental operations and are liable for the
deficiencies determ ned by respondent. W agree with respondent
that, on these facts, petitioners failed to establish the
mandatory profit objective.

Evidentiary | ssue

As a prelimnary matter, before addressing the substantive
issues related to profit objective, an evidentiary objection
rai sed by respondent must be decided. Respondent filed a notion
inlimne to exclude the testinony of petitioners’ expert,
Jonat han Cosby, a certified public accountant. The Court
permtted petitioners to make an offer of proof and reserved
ruling on the adm ssibility of the evidence.

Rul e 702 of the Federal Rules of Evidence, which governs the
adm ssibility of expert testinony, reads as foll ows:

If scientific, technical, or other specialized

knowl edge will assist the trier of fact to understand

the evidence or to determne a fact in issue, a wtness

qualified as an expert by know edge, skill, experience,

training, or education, may testify thereto in the form

of an opinion or otherw se.

Here, M. Cosby’'s testinony fails to nmeet this standard.
H s statenents were neither specialized in nature nor helpful to
the Court. Hi's in-court testinony consisted of broad

generalizations (e.g., neither absence of a business plan nor

failure to consult with experts necessarily indicates |ack of
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profit objective). H's witten report largely restates facts
already in the record and offers no independent research. M.
Cosby has never been engaged in the business of cattle ranching
and has not made any study of profitable cattle operations upon
whi ch to base his conparisons. Respondent’s notion in limne is
gr ant ed.

Statutory Provisions and Interpretation — For Profit Activity

Section 183(a) states the follow ng general 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 allowed under this chapter except as
provided in this section.” Section 183(b)(1) then goes on to
prescribe that, if an activity is not engaged in for profit, a
t axpayer may take those deductions which would be all owabl e
w thout regard to profit notive (e.g., certain interest and tax
expenses). Furthernore, if the activity is not engaged in for
profit, section 183(b)(2) permts the taxpayer to claimthose
deducti ons which would be allowable if the activity were engaged
in for profit, “but only to the extent that the gross incone
derived fromsuch activity for the taxable year exceeds the
deductions al |l owabl e by reason of paragraph (1).” In other
wor ds, because deductions for expenses related to a not-for-

profit activity are generally limted to the amount of gross
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income fromthat particular activity, the practical effect of
section 183 is to preclude a taxpayer from deducting | osses
incurred in such ventures.

An “activity not engaged in for profit” is defined in
section 183(c) as “any activity other than one with respect to
whi ch deductions are allowable for the taxable year under section
162 [trade or business expenses] or under paragraph (1) or (2) of
section 212 [expenses incurred in the production of incone].”

See al so sec. 1.183-2(a), Inconme Tax Regs. Deductions are
al | owabl e under these sections only if a taxpayer’'s “primry
purpose and intention in engaging in the activity is to make a

profit.” Golanty v. Comm ssioner, 72 T.C 411, 425 (1979), affd.

wi t hout published opinion 647 F.2d 170 (9th Cr. 1981). The
t axpayer’s expectation of a profit need not be reasonable, but he
or she must possess an “actual and honest objective of nmaking a

profit.” Keanini v. Comm ssioner, 94 T.C. 41, 46 (1990) (quoting

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

w t hout opinion 702 F.2d 1205 (D.C. Gr. 1983)).

Conversely, no deductions are allowabl e under section 162 or
212 for “activities which are carried on primarily as a sport,
hobby, or for recreation.” Sec. 1.183-2(a), Incone Tax Regs. In
determ ning the category into which a particular venture falls,
t he taxpayer bears the burden of establishing the requisite

profit objective. Keanini v. Comm Ssioner, supra at 46; &olanty
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v. Conmm ssioner, supra at 426. However, greater weight is

accorded to objective facts and circunstances than to a
taxpayer’s nere statenent of intent. See sec. 1.183-2(a), I|ncone
Tax Regs.

A nonexclusive list of factors set forth in section 1.183-
2(b), Incone Tax Regs., guides section 183 analysis by indicating
rel evant facts and circunstances for consideration: (1) Manner in
whi ch 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) expectation that
assets used in 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 inconme or |osses with
respect to the activity; (7) the anount of occasional profits, if
any, which are earned; (8) the financial status of the taxpayer;
and (9) elenents of personal pleasure or recreation.

Application — Cattl e Ranchi ng

1. Manner in which the taxpayer carries on the activity.

Section 1.183-2(b)(1), Inconme Tax Regs., provides that
carrying on an activity in a businesslike manner may be
indicative of profit objective. The regulations further identify
three practices consistent with businesslike operations: (1)

Mai nt ai ni ng conpl ete and accurate books and records; (2)

conducting the activity in a manner substantially simlar to
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profitabl e businesses of the sane nature; and (3) attenpting
changes in nethods and techniques to inprove profitability. See
id. A fourth practice, that of establishing a business plan, is
added by case |l aw as |ikew se evi denci ng busi nessli ke operations.

See Sanders v. Conm ssioner, T.C. Mnop. 1999-208.

First, with respect to books and records, petitioner here
did not maintain separate books for his ranch operations.
| nstead, petitioner sinply recorded the checks and receipts
relating to the ranch in a separate file on his persona
conputer. He then annually gave this information to his
accountant for use in preparing petitioners’ tax return. This
m ni mal record keeping, however, falls short of what has been

identified by courts as signaling a bona fide intent to profit.

For exanple, in Burger v. Conm ssioner, T.C Menp. 1985-523,
affd. 809 F.2d 355 (7th Gr. 1987), the Court expl ai ned:

The purpose of maintaining books and records is nore

than to nenorialize for tax purposes the existence of

the subject transactions; it is to facilitate a neans

of periodically determning profitability and anal yzi ng

expenses such that proper cost saving neasures m ght be

inplenmented in a tinely and efficient manner.
Hence, while a sophisticated accounting systemis not necessary,
“t he usage of cost accounting techniques that, at a m ninum
provi de the entrepreneur with the information he requires to nake
i nformed business decisions” is essential. 1d. The Court
reasoned that “Wthout such a basis for decisions affecting the

enterprise, the incidence of a profit in any given period would
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be a wholly fortuitous result.” 1d. Gyven this standard, the
Court in Burger found the taxpayers’ annual posting to a | edger
frombills and recei pts accumul ated throughout the year, under
headi ngs for revenues and expenses, to be insufficient. See id.
The Court declared the | edger inadequate for any neani ngful cost
anal ysis, in part because it failed to allocate costs and
over head anong the aninmals of the taxpayers’ dog-breeding
operations. See id. As aresult of this failure, the taxpayers’
records did not provide enough information for even determ ning
what the break-even point m ght be for dog sal e purposes. See
id. The annual posting was also fatal to the taxpayers’
contentions because it precluded frequent nonitoring of costs and
profitability. See id.

Simlar focus on maintaining records useful in making

busi ness decisions is found in Dodge v. Conm ssioner, T.C. Meno.

1998-89, affd. wi thout published opinion 188 F.3d 507 (6th Cr
1999). In that case the taxpayers kept invoices and receipts for
their horse-breedi ng business and nmaintained an item zed |ist of
expenses. See id. Nonetheless, the Court noted that
“petitioners did not prepare any business or profit plans, profit
or loss statenents, bal ance sheets, or financial break-even

anal yses for their horse-breeding activity.” 1d. This |ack of
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detail, keeping only the m ninmumrecords necessary to prepare tax
returns, was considered by the Court to be an indication that the
activity was not carried on for profit. See id.

Moreover, even in &Glanty v. Comm ssioner, 72 T.C. at 430,

where the taxpayer kept a separate | edger on a nonthly basis for
her horse-breeding enterprise, the Court stated that “there has
been no showi ng that books and records were kept for the purpose
of cutting expenses, increasing profits, and eval uating the
overal |l performance of the operation.” The Court |abel ed these
records nerely “the trappings of a business” because the taxpayer
“failed to show that she used themto inprove the operation of
the enterprise.” 1d.

Petitioner here, like the taxpayers in Burger, Dodge, and

&ol anty, appears to have kept the m ninmumrecords necessary to
prepare his tax returns. As indicated above, sinply maintaining
lists or files of expenses and receipts, w thout any further cost
accounting or analysis, carries little weight in establishing a
profit objective.

Second, as regards simlarity with conparabl e busi nesses,
nei ther petitioner nor respondent has offered any evidence as to
how profitable cattle ranches are run. However, it seens

unlikely that entrepreneurs seriously intending to profit froma
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ranching venture would allow | and all egedly purchased for that
purpose to sit unused for 6 years before first placing cattle on
the property.

Third, concerning attenpts to inprove profitability through
changes in nethods and techni ques, petitioner’s efforts in this
area for the years in issue can again only be ternmed m ni mal .
Fencing was installed in 1993. Two wells were added to the
property between 1994 and 1996. Sagebrush renoval was begun in
late 1995. Yet, 1996 was the first year any cattle were grazed.
Spreading a small nunber of inprovenents over the 7-year period
of ranch I and ownership, from 1990 to 1996, cannot overcone
petitioner’s failure to abandon nore expeditiously the provenly
unprofitable technique of grazing no cattle.

Fourth, regarding a business plan, petitioner is correct in
asserting that lack of a formal, witten business plan is not

determ native of |lack of profit objective. See Sanders v.

Conmi ssioner, T.C. Menp. 1999-208. Nonet hel ess, sone indication

of “a plan for success (i.e., profitability)” should be given.
Id. Petitioner’s situation and “buy cows, feed cows, sell cows”
testinony here seem anal ogous to that in Sanders, where the Court
stated: “Gven the substantial, but expected, costs associ ated
with the Schedule F activity, we need nore than petitioner’s
representation that he could make noney if he sold enough horses

at high enough prices to conclude that petitioner had a plan to
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make a profit.” 1d. Petitioner here testified, wthout any
supporting data, that he would need to sell approximately 40 cows
to make a profit, but in none of the years at issue did he ever
attenpt to place 40 animals on his property. It is therefore
doubtful that petitioner had any plan to profit in those years.

Thus, based on the above considerations, petitioner’s cattle
ranch does not appear to have been operated in a businesslike
manner. This factor fails to indicate a profit objective.

2. The expertise of the taxpayer or his advisors.

Section 1.183-2(b)(2), Incone Tax Regs., reads:

Preparation for the activity by extensive study of its
accept ed busi ness, economc, and scientific practices,
or consultation with those who are expert therein, my
indicate that the taxpayer has a profit notive where

t he taxpayer carries on the activity in accordance with
such practices. * * *

Case |l aw further explains that “While a formal market study is
not required, a basic investigation of the factors that would

affect profit is.” Burger v. Comm ssioner, T.C Menp. 1985-523;

see al so Engdahl v. Conm ssioner, 72 T.C. 659, 668 (1979);

Under wod v. Conmi ssioner, T.C. Mnp. 1989-625. Mor eover, in

considering this factor, courts have made clear that the focus is
upon expertise and preparation with regard to the economc
aspects of the particul ar business, and failure to possess or
obtain expertise in this area wll not be excused by study of

ot her aspects of the enterprise or by general business acunen.
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See, e.g., Golanty v. Conmm ssioner, 72 T.C at 432; Sanders v.

Conmi ssi oner, supra; Dodge v. Conmi ssioner, supra; Underwood v.

Conmi ssi oner, supra; Burger v. Conm Ssioner, supra.

For instance, in Golanty v. Conm ssioner, supra at 432, the

Court recognized that the taxpayer was an intelligent person who
had acquired a good deal of know edge about horses and their
breedi ng. Nonethel ess, the Court enphasi zed that because the

t axpayer “never consulted any books nor any person who gave her
advi ce regardi ng the business side of the operation”, she “failed
to show that she sought or acquired the expertise that would
enabl e her to turn the horse-breeding operation into a profitable
business.” |d.

Simlarly, the Court in Burger v. Conm ssioner, supra, first

observed that the taxpayers there “read nunerous books and
periodicals pertaining to the breeding of dogs and consulted with
i ndi vi dual s whom petitioners considered to be expert in the
field”. Again however, the Court found these activities not
indicative of a profit objective because the taxpayers undert ook
the venture “w thout consulting with any experts on the business
end of the activity” and “wth no concept of what their ultimte
costs mght be, how they m ght operate at the greatest cost

ef ficiency, how nmuch revenues they coul d expect, or what risks

could inpair the generation of revenues.” |d.
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Cases followi ng Burger are replete with anal ogous

statenents. In Underwood v. Conm ssioner, supra, the taxpayers

were “successful in business” and “experienced investors”, but
“Despite this business background, * * * failed to adequately
i nvestigate” their new venture before enbarking. The Court in

Dodge v. Comm ssioner, T.C. Meno. 1998-89, |ikew se opined with

regard to a taxpayer admttedly “expert and know edgeabl e about
horses”: “Significantly, petitioners did not seek professional or
econom ¢ advice on the econom c aspects of horse breeding.” A

nearly identical enphasis is seen in Sanders v. Conm ssioner,

supra: “VWiile petitioner received free and paid advice from
i ndi vi dual s he considered ‘experts’ in the cutting horse
i ndustry, the advice did not focus on the econom c aspects of the
activity.”

Viewing the present matter in |ight of these judicial
pronouncenents, petitioner here is simlarly bereft of the
requi site econom c expertise. He had no previous experience with
the cattl e-ranching business. No advice with regard to the
econom ¢ side of the venture was ever sought prior to or during
the years at issue. Furthernore, even attenpts to gain expertise
regardi ng the operational side of a cattle ranch were both tardy
and mnimal. Petitioner did not ask a cowboy for an infornal
opi nion on whether the |and had sufficient grass for cattle until

June of 1993. He did not obtain a professional analysis of the
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soil on his property or its suitability for ranching until
Novenber of 1995. He also did not receive any estimte of the
nunmber of cattle his ranch could support (which turned out to be
only 17) until 1997. This scenario of holding ranch |and for
years w thout even determ ning whether it could economcally or
physically support a profitable operation is hardly consistent
with a profit objective.

3. The tinme and effort expended by the taxpayer in carrying on
the activity.

Section 1.183-2(b)(3), Inconme Tax Regs., specifies that
devoting nuch personal tine to an activity, as well as w thdrawal
from anot her occupation in order to devote such tine, may be
evidence of a profit objective. Although the regulations do not
define the term*®“nuch”, cases offer sone guidance as to
qualifying quantities. 1In a |large percentage of decisions where
time spent was found to be probative of intent to profit, the

t axpayers were devoting nore than 30 hours to the enterprise on a

weekly basis. See, e.g., Engdahl v. Conm ssioner, supra at 670
(taxpayers spendi ng an average of 35 to 55 hours per week on

hor se- breedi ng venture); Dodge v. Conm ssioner, supra (husband

and wi fe conbining for approxi mately 35 hours per week spent

wor ki ng on horse farm; MQ@iire v. Conm ssioner, T.C Meno. 1992-

542 (taxpayer spending nore than 40 hours per week on cattle

busi ness); Haladay v. Conmm ssioner, T.C Meno. 1990-45 (husband

and wi fe conbining for nore than 80 hours per week spent working
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on farmactivities); Ellis v. Conm ssioner, T.C. Menp. 1984-50

(taxpayer spending 30 to 35 hours per week engaged in care and
training of his horses). Also, even where | esser anmobunts have
been val i dated as evidence of profit objective, the expenditures
have typically been regular and consistent. See, e.g., Gvens V.

Commi ssioner, T.C Menp. 1989-529 (taxpayer spent 2 to 4 hours

dai ly on weekdays doing farmchores and nore tinme on weekends);

Christensen v. Conmm ssioner, T.C Menp. 1988-484 (taxpayer worked
11 consecutive days at another occupation, during which tinme he
usual |y spent several evening hours on his challenged activities,
then worked 4 consecutive days of at |east 8 hours each on his
chal | enged venture).

Here, in contrast, petitioner testified to going to the
ranch only 15 to 17 tines a year during the years at issue and
spending 3 to 4 days per visit. No evidence was presented as to
the hours of |abor expended while there. Furthernore, while
limted tinme spent nmay be excused where a taxpayer enpl oys
conpetent personnel to carry on the activity, sec. 1.183-2(b)(3),
| ncone Tax Regs., petitioner offered no record of having hired
anyone to run his ranching operations. Thus, the tine and effort
devoted by petitioner anounted, on average, to visiting
approxi mately once or twice a nonth, for the equivalent of a |ong
weekend. On these facts, petitioner’s |evel of involvenent woul d

appear to be nore akin to a hobby than a business.
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4. Expectation that assets used in activity nay appreciate in
val ue.

Section 1.183-2(b)(4), Inconme Tax Regs., identifies asset
appreciation as potentially relevant to the profit anal ysis.
However, in the case of farmproperty, the standard for
determining if such appreciation nmay be considered differs
dependi ng on whether land is held primarily for appreciation or

primarily for farmng. See, e.g., Engdahl v. Conm ssioner, 72

T.C. at 668 n.4; Hoyle v. Comm ssioner, T.C Mno. 1994-592;

Ellis v. Comm ssioner, supra. |If land is held primarily to

profit fromthe increase in value, “the farm ng and hol di ng of
the land will be considered a single activity only if the incone
derived fromfarm ng exceeds the deductions attributable to the
farmng activity which are not directly attributable to the

hol ding of the land”, such that “the farm ng activity reduces the
net cost of carrying the land”. Sec. 1.183-1(d)(1), Incone Tax
Regs. Conversely, if asset appreciation is nerely collateral to
a primary purpose of farmng, courts have permtted unrealized
appreciation to be considered as part of an overall intent to
profit fromthe property, irrespective of the anmpount of incone

fromfarmng. See, e.g., Engdahl v. Conm ssioner, supra at 668 &

n.4, 669; Hoyle v. Commi ssioner, supra; Ellis v. Conni ssioner,

supra.

In the present matter, the sanme result is obtained

regardl ess of whether petitioner’s ranch land was held primarily
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for appreciation or for farmng. |f appreciation was the
dom nant notive, the activities cannot be consi dered together
because incone fromranching did not exceed deductions. For the
1992 through 1995 years at issue, the ranch generated $0 in gross
i ncone. As deductions directly attributable to ranch operations
exceeded this figure in all 4 years, ranching did not reduce the
net cost of carrying the | and.

Li kewi se, even if farmng was the primary objective, a
cl ai mred expectation of appreciation cannot help petitioners.
Because no appraisal or value of the ranch was offered as
evidence, it is inpossible to determ ne the extent to which
| osses may have been of fset by such appreciation. Furthernore,
even if we were to accept petitioner’s uncorroborated estinmte of
a 30 to 40 percent area-w de increase in value, the resulting
anmount woul d be insufficient to establish a legitimte
expectation to profit fromthe property. Since the | osses
t hrough 1997 total $155, 702, they exceed the original purchase
price of $145,000 for parcel 2. Petitioner would have needed to
expect nore than a 100 percent appreciation to recoup his | osses.

5. The success of the taxpayer in carrving on other simlar or
dissimlar activities.

As stated in section 1.183-2(b)(5), Incone Tax Regs.: “The
fact that the taxpayer has engaged in simlar activities in the
past and converted them fromunprofitable to profitable

enterprises may indicate that he is engaged in the present
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activity for profit”. Here, petitioner previously started a
conput er service business, SRMC, and brought it to the point of
achieving over $2 nmillion in gross incone. However, given the
mar ked di fferences between petitioner’s history at SRMC and his
ranchi ng venture, general business acunen carries little
probative weight on these facts. Prior to form ng SRMC,
petitioner had gai ned experience with conputer systens through
hi s previous enploynent at Digital Equi pnent Corporation. Prior
to purchasing his land, petitioner had virtually no experience
with cattle ranching. |In addition, to create a profitable
enterprise through full-tinme efforts is one thing; to dabble
several days a nonth is quite another. Moreover, SRMC has now
gone fromprofitable to unprofitable during petitioner’s tenure.
Based on these differences, an observation by the Court in

Hal aday v. Conm ssioner, T.C Meno. 1990-45, would seem equally

appropriate here: “The whol esal e sporting goods business is
sufficiently dissimlar fromfarmng that even if Raynond s

M dway busi ness had been a consistently profitable one, a
conclusion that the farmng activity should have been equally
profitable would not be warranted.” The adnonition by the Court

in Dodge v. Comm ssioner, T.C Meno. 1998-89, that the taxpayers

there “did not show that their acquired business expertise was
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used in the horse activity” is |ikewi se warranted. Petitioner’s
experiences in the high-tech arena sinply did not translate
meani ngfully into his cattle-ranching operations.

6. The taxpayer’'s history of incone or |losses with respect to the
activity.

According to section 1.183-2(b)(6), Income Tax Regs., |osses
that “continue to be sustai ned beyond the period which
customarily is necessary to bring the operation to profitable
status” may be indicative of a lack of profit objective.
Exceptions exist for |osses due to “customary business risks or
reverses” and “unforeseen or fortuitous circunstances which are
beyond the control of the taxpayer”. 1d. Here, it is undisputed
that petitioner’s ranch has never generated a profit in the 8
years fromtheir first | and purchase in 1990 t hrough 1997.

Losses were incurred in each of the years at issue. Moreover,
the profit petitioners claimfor 1998 is attributable to a
$33,000 consulting fee paid to petitioner by a neighbor for help
in planning and building a ranch. The cattle operations

t hensel ves continued to show a | oss even in 1998.

Al t hough no evidence was presented as to the customary
startup period for a cattle ranch, 7 or 8 years would seem
excessive. Petitioner, however, asserts that his |osses should
nonet hel ess be excused as attributable to unforeseen
ci rcunstances and casualties. He points to a hurricane danmagi ng

ot her property held in Hawaii, the calling of a bank |loan with
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respect to the SRMC business, and drought conditions in the area
of the ranch as responsible for his continued | osses. W
di sagree that these circunstances are sufficient to justify the
| engt hy period of |osses at issue.

The hurricane and the SRMC m sfortunes are only tangentially
related to the ranching enterprise. |In addition, the hurricane
damage was resolved within a relatively short period, inpacting
only the winter of 1992-93, so cannot explain the many years of
| osses. As to SRMC' s reverses, since petitioner’s |evel of
i nvol venent in ranch affairs prior to the 1993 corporate probl ens
does not appear to differ significantly fromhis subsequent
activities, the SRMC hardships are a |l ess than convincing reason
for | osses at the ranch.

The al | eged drought, too, falls short of offering a
legitimate excuse. Petitioner testified that he | earned of the
dry conditions after he bought parcel 1 in 1990, so the |ack of
rainfall was hardly unforeseen when parcel 2 was purchased in
1992. Prior to the years at issue, petitioner should have been
aware of the need to plan for such conditions if he truly
intended to make a profit fromhis property. As of early 1999,

an irrigation systemwas still not in place on the property.
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7. The anmpbunt of occasional profits, if any, which are earned.

As indicated above, petitioner has earned no profits from
his cattle-ranching operations, apart fromthe 1998 consulting
fee, so this factor does little to substantiate his intent.

8. The financial status of the taxpayer.

Section 1.183-2(b)(8), Incone Tax Regs., explains this
factor as follows: “Substantial inconme from sources other than
the activity (particularly if the losses fromthe activity
generate substantial tax benefits) may indicate that the activity
is not engaged in for profit”. Here, at the tinme petitioner
purchased both parcel 1 and parcel 2, he had adjusted gross
i ncone of over $400,000. Hi s inconme renmai ned above the six-
figure mark through 1994. G ven this significant |evel of
incone, it would not be unreasonable to conclude that meking a
profit was not petitioner’s primary concern when he began his
cattle-ranching venture. The fact that petitioner has continued
his operations despite his decrease in incone could offer support
for a contrary view, but his failure to make significant changes
to increase profitability belies this notion, at least with
respect to the years in issue.

9. Elenents of personal pleasure or recreation

Underlying this final factor is the prem se that:

The presence of personal notives in carrying on of an
activity may indicate that the activity is not engaged
in for profit, especially where there are recreational
or personal elenents involved. On the other hand, a
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profit notivation may be indicated where an activity
| acks any appeal other than profit. [Sec. 1.183-
2(b)(9), Inconme Tax Regs.]
In the case of a ranching endeavor such as petitioner’s, however,
this consideration does not weigh strongly either for or against
intent to profit. Aspects of potential enjoynent coexist with

aspects of demanding | abor. As observed by the Court in Barter

v. Comm ssioner, T.C Meno. 1991-124, affd. w thout published

opinion 980 F.2d 736 (9th G r. 1992): “Wiile we agree with
petitioner fixing fences and dragging roads is not in and of
itself pleasurable, petitioner did glean sone pleasure fromthe
ranch * * * and petitioner received the personal gain of building
and mai ntaining what was to be his retirenent hone.” Simlarly,
petitioner here engaged in toilsonme work such as ripping soil for
pl anting, but he also testified that he enbarked upon cattle
ranching in part because he desired to slow down his lifestyle.
Hence, despite the presence of difficult tasks, a personal notive
was an instigator for the venture. As a result, this factor does
little to either advance or detract frompetitioner’s position.
In sunmary, the circunstances of these cases, when
considered within the framework of the nine factors above,
indicate that petitioner did not possess the requisite intent to
profit fromhis cattle-ranching operations. Petitioners
therefore are subject to the restrictions set forth in section

183 and i nproperly deducted | osses.
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Application - Aircraft Rental

Turning then to whether petitioner intended to nmake a profit
through the rental of his personal aircraft, analysis of the
surroundi ng circunstances again establishes that he did not.

Al though the parties presented far | ess evidence and
argunentation on this issue than wth respect to the ranch, those
of the nine factors to which the record does speak fail to paint
the picture of a profit-driven enterprise.

First, regarding businesslike nmanner, petitioner did not
testify to maintaining books and records for his rental
operations that would allow either for regular and neani ngful
eval uation of the enterprise’s financial health or for the making
of infornmed business decisions. On the contrary, the only
busi ness deci sion addressed by the parties at trial or on brief
appears to have been made in a strikingly unbusinesslike manner.
Petitioner set the rate he charged for use of his aircraft by
cal ling other businesses, inquiring what they charged, and
establishing a conparable fee. He seens to have undertaken no
anal ysi s what soever of his own expenses, his probabl e bal ance of
rental versus personal use, or his likely break-even point. It
i s doubtful that nost serious entrepreneurs would sinply charge

what conpetitors charge wi thout ever cal cul ati ng whether their
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busi ness could stay afloat at that price level. As was the case
with the cattle ranch, turning a profit while enploying such
t echni ques woul d best be characterized as nerely fortuitous.

Next, as to expertise, there again appears to have been no
basi c i nvestigation of the econom c aspects of the business.
There al so was no evidence that petitioner had any experience in
the rental of airplanes.

Furthernore, the tinme and effort expended by petitioner on
his rental business was negligible. No advertising or marketing
was undertaken. The plane was rented only to petitioner’s own
busi ness, SRMC. Moreover, between 65 and 75 percent of the
pl ane’s total usage, for the years as to which | osses were
di sal |l owed, was by petitioner for traveling to and fromhis
ranch. Wth such a conparatively small anount of tinme avail able
for rental, a bona fide intention to profit seens rather far-

f et ched.

I n addition, no appreciation could have been expected
because vehicles, including aircraft, typically depreciate rather
t han i ncrease in val ue.

The only factors weighing to any significant degree in favor
of a profit notive are those addressing history of |osses and
occasional profits. Losses were reported in 1990, 1992, 1993,
and 1997, but petitioner’s aircraft-rental operations earned a

profit in 1991, 1994, 1995, and 1996. Such profits could be
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indicative of the requisite intent. Nonetheless, because of the
conpl ete absence of evidence to show that the profits resulted
from any conscious efforts or calculation on the part of
petitioner, the apparent fortuitous nature of the positive
returns i s not overcone.

The financial status factor is |ikew se not supportive of
petitioner’s clainms. Adjusted gross inconme from other sources
total ed over $300,000 in both of the years for which | osses were
di sall oned. Petitioner could afford and benefit taxwi se fromthe
| oss.

Finally, it is unlikely that petitioner owned, maintained,
and flew a personal aircraft w thout finding sone pleasure in the
activity. Also, the nuch greater percentage of tinme that the
aircraft was devoted to personal rather than business use (given
that the ranch failed to qualify as a business) indicates that
personal notives predom nated over profit notives. Thus, as with
the cattle-ranching enterprise, section 183 precludes petitioners
from deducting |l osses related to the aircraft-rental business.
Respondent’ s determ nati ons of deficiencies are therefore
sustained as to both activities.

Penalty | ssue

The final issue we nust decide is whether petitioners are
i abl e, as respondent contends, for accuracy-related penalties

based on negligence. Section 6662(a) and (b)(1) inposes an
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accuracy-rel ated penalty in the anount of 20 percent of any

under paynent that is attributable to negligence or disregard of
rules or regulations. “Negligence” is defined in section 6662(c)
as “any failure to make a reasonable attenpt to conply with the
provisions of this title”, and “disregard” as “any carel ess,
reckless, or intentional disregard.” Section 1.6662-3(b)(1),

| ncome Tax Regs., further explains: “Negligence is strongly

i ndi cated where-- * * * (ii) A taxpayer fails to nake a
reasonabl e attenpt to ascertain the correctness of a deduction,
credit or exclusion on a return which would seemto a reasonabl e
and prudent person to be ‘too good to be true’ under the
circunstances”. Case law simlarly states that negligence is
“the failure to exercise the due care of a reasonable and

ordinarily prudent person under |ike circunstances.” Sanders V.

Commi ssioner, T.C Menp. 1999-208; see also Neely v.

Conmm ssioner, 85 T.C. 934, 947 (1985). The taxpayer bears the

burden of establishing that he or she was not negligent, had
reasonabl e cause for the underpaynent, and acted in good faith.

See sec. 6664(c)(1); Neely v. Comm ssioner, supra at 947; Sanders

v. Conm ssioner, supra.

Here, petitioners do not aver any specific facts to rebut
respondent’s finding of negligence other than that the anounts
reported were uncontested. This assertion fails to neet

petitioners’ burden of show ng that the treatnent of these
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anounts was reasonable and in good faith. Deducting over
$117,000 without further investigation wuld also appear to fal
short of the prudence standard. Accordingly, respondent’s
determ nation of section 6662 penalties is sustained.

To reflect the foregoing,

Decisions will be entered

under Rul e 155.




