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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

SW FT, Judge: Respondent determ ned deficiencies in
petitioner’s 2005, 2006, and 2007 Federal incone taxes of $4, 062,
$6,571, and $15, 409, respectively.

The issue for decision is whether petitioner’s drag racing

activity is to be treated as an activity engaged in for profit
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under section 183(a). The trial of this case was held on
February 28, 2011, in St. Paul, M nnesota.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. At
the tinme his petition was filed, petitioner resided in M nnesota.

For over 35 years and during the years in issue petitioner
worked full time as a nmechanic for Xcel Energy (fornerly known as
Northern States Power). During the years in issue petitioner’s
annual sal ary was approxi mately $68,000. The conbi ned total
salaries of petitioner and his wife were $115,944 in 2005,
$116, 979 in 2006, and $168, 739 in 2007.

Around 1970 petitioner began participating in drag racing as
a vol unteer crew nenber and nechanic, volunteering wth various
raci ng teanms and gai ni ng experi ence and know edge. Between 1970
and 1988 petitioner received no conpensation for his drag racing
activities. During these years petitioner owed a transporter
whi ch he used to nove drag racing cars to racing events.

In 1988 petitioner purchased his first drag racing car and

began racing it hinself.
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In 1998 petitioner established his own drag racing teamw th
his two children. Petitioner and his two children were the only
menbers of petitioner’s drag racing teamand were the only
i ndi vi dual s who conducted mai ntenance on and raced petitioner’s
drag racing cars.

In 1999 petitioner purchased a 1978 Chevrol et Corvette for
$10, 000 to race.

In 2004 petitioner purchased a 1989 Chevrol et | ROC-Z28 for
$11,000, also to race. Petitioner replaced this car’s engine
with a used 305 stock car notor, which cost petitioner $7,500.

In 2008 petitioner sold this car for $17,250. Also in 2004
petitioner purchased a new transporter to haul his drag racing
cars to races and to use as an office and sl eepi ng space when
petitioner’s racing team conpeted away from hone.

In 2005 petitioner nmade sone inprovenents to his racing cars
and acquired various other assets to be used in connection with
his drag racing activity.

At no time did petitioner have a witten business plan for
his drag racing, and he did not maintain a general |edger, annual
budget and expense forecasts, or a separate bank account relating
to his drag racing activity. Petitioner nerely saved receipts

reflecting his drag raci ng expenses.
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At no time before 2005 or during the years in issue did
petitioner speak with a business advi ser about ways to make a
profit in drag racing.

Petitioner took several steps to inprove his teanis
performance in |local, regional, and national drag racing
conpetitions. |In 2007 petitioner purchased a 1987 Chevrol et
Camaro for $29,400 to race. After purchasing this car,
petitioner established regular conmunication with the car’s
bui | der, who advi sed petitioner on inproving the car’s
performance. Petitioner communicated with Hi -Performance Engi ne
Services (H -Performance), a nationally regarded buil der of race
car engines, for advice, parts, and service relating to his cars.
Petitioner did not pay Hi-Performance for its advice.

During race seasons petitioner and his children woul d spend
about 30 hours per week preparing the race cars. This tinme was
in addition to the tinme spent participating in weekend races.

During the off-season petitioner and his children would
spend about 20 hours per week working on the race cars.
Cccasionally, petitioner had the engines in his race cars
“refreshened” to increase performance. Petitioner approxinates
t hat $15, 000 was spent in each of the years in issue to refresh
t he engi nes.

Through his drag racing activity, petitioner was able to

spend a significant anmount of tinme with his children, which
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brought hi m personal pleasure. Petitioner did not pay his
children for their involvenent in petitioner’s drag racing
activity, and all winnings fromrace events were used in the
mai nt enance of the racing cars and the transporter.

During the years in issue petitioner did not receive any
i nconme fromcomrercial sponsors for his drag racing cars.
However, petitioner’s drag racing cars each displayed 24 to 30
“contingency sponsor” decals. The owner of a race car with that
nunber of contingency sponsor decals who wins a national drag
raci ng event woul d receive approximately $12,000, and for a
second- pl ace finish, $4,500. For a first-place finish at a
di vi sional event, the owner woul d receive approxi mately $4, 000,
and for a second-place finish, $2,000.1

During the years in issue the only inconme petitioner
received fromhis drag racing activity came fromrace w nni ngs
whi ch petitioner’s team occasionally won at various | ocal,
di visional, and national racing events. Petitioner did not
recei ve any incone fromcontingency sponsors for any of the years
inissue. The followng table summarizes all of petitioner’s

drag racing inconme during the years in issue:

These anmpbunts apparently reflect both contingency awards
and purse wi nnings froma race.



- 6 -

Race

Dat e Type of Event | ncone

5/ 5/ 05 Local $100

7/ 22/ 05 Local 600
9/ 5/ 05 Local 150

5/ 20/ 06 Local 200
6/ 23/ 06 Local 250
8/ 13/ 06 Nat i onal 400
9/ 2/ 06 Local 100

7127/ 07 Local 200
8/ 23/ 07 Di vi si onal 150

Before filing his 2005 Federal inconme tax return, petitioner
spoke with his accountant, Joan Jaye, to determ ne whether to
file a Schedule C, Profit or Loss From Business, in connection
with his drag racing activity. Specifically, petitioner and Ms.
Jaye di scussed the nine factors under section 1.183-2(b), I|ncone
Tax Regs. As a result of this discussion, petitioner decided to
file a Schedule Cin connection with his 2005, 2006, and 2007
Federal inconme tax returns.

Petitioner tinely filed his 2005, 2006, and 2007 Feder al
incone tax returns. As noted, petitioner attached to each of
these returns a Schedule C claimng income and expenses relating

to petitioner’s drag racing activity as foll ows:

Schedul e C
Net Profit
Year | ncone Expenses or Loss
2005 $850 $25, 044 (%24, 194)
2006 950 34, 702 (33, 752)
2007 350 60, 064 (59, 714)

On audit respondent disallowed in full petitioner’s clained

Schedul e C drag racing | osses on the basis that petitioner was
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not engaged in the drag racing activity with the intent to make a
profit. Respondent recharacterized expenses relating to
petitioner’s drag racing activity as nondeducti bl e personal
expendi t ur es.
OPI NI ON

Section 162(a) allows deductions for all ordinary and
necessary expenses paid or incurred during a taxable year in
carrying on a trade or business. In the case of an activity not
engaged in for profit, section 183 generally limts allowable
deductions attributable to the activity to the extent of gross
i ncone generated by the activity. Sec. 183(Db).

The test for determ ning whether a taxpayer is carrying on
an activity for profit is whether the taxpayer’s actual and
honest objective in engaging in the activity is to nake a profit.

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

wi t hout published opinion 702 F.2d 1205 (D.C. Cr. 1983).
Al though the taxpayer’s expectation of profit need not be
reasonable, it nmust be a good-faith expectation. See Allen v.

Comm ssioner, 72 T.C. 28, 33 (1979); sec. 1.183-2(a), |ncone Tax

Regs. G eater weight is to be given to objective facts than to a

taxpayer’s statenment of intent. See Dreicer v. Conm Ssioner,

supra at 645; sec. 1.183-2(a), Incone Tax Regs.
Section 1.183-2(b), Income Tax Regs., provides a

nonexhaustive list of factors to be considered in determ ning
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whet her an activity is engaged in for profit. No single factor
or set of factors is controlling, nor is the existence of a
majority of factors favoring or disfavoring a profit objective.

Keating v. Conm ssioner, 544 F.3d 900, 904 (8th Cr. 2008), affg.

T.C. Meno. 2007-309; see also Gsteen v. Commi ssioner, 62 F.3d

356, 358 (11th G r. 1995), affg. in part and revg. in part T.C
Meno. 1993-519. Petitioner bears the burden of proof on this

issue.? See Rule 142(a); Golanty v. Conm ssioner, 72 T.C. 411,

426 (1979), affd. wi thout published opinion 647 F.2d 170 (9th
Cr. 1981).

We di scuss bel ow each factor as applied to petitioner’s drag
racing activity.

Manner in VWhich the Taxpayer Carried On the Activity--Sec. 1.183-
2(b) (1), Income Tax Regs.

El ements relevant to this factor include whether the
t axpayer mai ntai ned conpl ete and accurate books and records,
whet her the taxpayer conducted the activity in a manner
substantially simlar to conparabl e businesses that are
profitabl e, and whet her changes were attenpted in order to

i nprove profitability. Engdahl v. Conm ssioner, 72 T.C. 659,

666- 667 (1979); Enerson v. Conmm ssioner, T.C Meno. 2000-137.

2Petitioner has neither clainmed nor shown that he has
satisfied the requirenents of sec. 7491(a) to shift the burden of
proof to respondent with regard to any factual issue.
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Petitioner argues that in 2005 he attenpted to convert his
racing activity into a for-profit business venture.?
Petitioner, however, did not maintain books or witten records,
had no formal business plan, and did not create annual budget and
expense forecasts relating to drag racing. Although a taxpayer
is not required to maintain a sophisticated system of accounti ng,
t he taxpayer shoul d keep docunents that allow the taxpayer to

make i nf ormed busi ness deci si ons. Burger v. Commi ssioner, 809

F.2d 355, 359 (7th Gr. 1987), affg. T.C Meno. 1985-523; see

al so Witener v. Conm ssioner, T.C Meno. 1979-415 (taxpayer who

kept no business books or records did not conduct his stock car
racing activity in a businesslike manner).

Petitioner saved recei pts fromexpenses relating to his drag
raci ng; however, there is no evidence that petitioner used these
recei pts as a managenent tool to reduce expenses or increase
profitability. Petitioner offered no evidence of how conparable
profitabl e businesses operate. This factor wei ghs agai nst
petitioner.

Experti se of the Taxpayer or H s Advisors--Sec. 1.183-2(b)(2),
| ncone Tax Regs.

Petitioner had extensive experience with drag racing; he has
been involved in the activity in various capacities for over 40

years. During the years in issue petitioner sought advice on

3Petitioner concedes that before 2005 he engaged in the drag
racing activity essentially as a hobby.
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ways to inprove the performance of his drag racing cars.
However, the focus here is on expertise and preparation with

regard to the econom c aspects of the activity. Wesinger v.

Conmi ssioner, T.C. Menp. 1999-372. Petitioner has not shown that

he possessed the requisite expertise regardi ng the busi ness
aspects of drag racing or that he relied on anyone who had that
expertise. The fact that petitioner did not seek advice on the
econom ¢ aspects of his drag racing activity suggests that
petitioner |acked a profit objective. See Filios v.

Comm ssioner, T.C Meno. 1999-92, affd. 224 F.3d 16 (1st Cr

2000). This factor favors respondent.

Tinme and Effort Expended in Carrying On the Activity--Sec. 1.183-
2(b)(3), Income Tax Regs.

Petitioner dedicated a significant anmount of tinme and effort
to his drag racing activity. Wile this fact tends to favor
petitioner’s position, petitioner also derived substanti al
personal enjoynent fromdrag racing. For over 30 years
petitioner considered drag racing a hobby--it is unlikely that in
2005, 2006, and 2007 petitioner ceased to derive simlar
enjoynent fromthe activity. Petitioner found personal pleasure
in traveling to weekend race events, watching his team
participate in events, and developing friendships with
i ndi viduals involved in drag racing. The tine petitioner devoted
to his drag racing activity was also tinme petitioner spent with

his children. On balance, we find that this factor is neutral.
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Expectation That Assets May Appreciate in Value--Sec. 1.183-
2(b)(4), I ncone Tax Regs.

Petitioner clainms that, as a result of maintenance and
i nprovenents petitioner and his team nmade to petitioner’s drag
racing cars, petitioner expected his cars to appreciate in val ue.
Petitioner directs our attention to his Chevrolet | ROC Z28, which
petitioner purchased in 2004 for $11,000 and sold in 2008 for
$17,250. Petitioner clainms that he sold this car at a gain, even
after the cost of the replacenent engi ne and ot her i nprovenents
he made. W have hel d, however, that when property’s
appreciation in value is independent of the clainmed business
activity, the gain realized froma sale of the property will not
be a significant factor in evaluating the nature of the activity

in question. Spear v. Conm ssioner, T.C Meno. 1994-354; Wi ght

V. Conm ssioner, T.C. Menob. 1990-630; Ruben v. Comm ssioner, T.C.

Meno. 1986-260, affd. w thout published opinion 852 F.2d 1290
(9th Cr. 1988). Petitioner has failed to show how the increase
in value of this car--or, for that matter, of any other asset--is
attributable to petitioner’s success in drag racing activity
rather than to the value of petitioner’s labor. This factor

favors respondent.
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Success of Taxpayer in G her Activities--Sec. 1.183-2(b)(5),
| ncone Tax Regs.

Petitioner was not involved in any ot her business activities
apart fromhis enploynent with Xcel Energy. This factor favors
respondent.

Taxpayer's History of Income or Losses--Sec. 1.183-2(b)(6),
| ncone Tax Regs.

A series of losses during the startup period of an activity
is not necessarily an indication that the activity is not engaged
in for profit, bearing in mnd, however, that the objective nust
be to realize a profit on the entire operation—future net
earni ngs and al so enough earnings to recoup | osses that have been

incurred in intervening years. Bessenyey v. Conmm Ssioner, 45

T.C. 261, 274 (1965), affd. 379 F.2d 252 (2d G r. 1967); Enerson

v. Conm ssioner, T.C. Menob. 2000-137.

During the years in issue petitioner received only $2,150 in
cash awards whil e spending $117,660 on his racing activity.
Petitioner’s |losses increased substantially from 2005 to 2006,
and even nore substantially from 2006 to 2007. On the basis of
petitioner’s record of significant |osses, we find it unlikely
that petitioner wll be able to recoup his expenditures. This

factor favors respondent.
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Amount of Occasional Profits, If Any--Sec. 1.183-2(b)(7), |Incone
Tax Regs.

Wth the exception of the occasional small cash awards
petitioner received, petitioner’s drag racing activity produced
no i ncone.

An opportunity to earn a substantial ultimate profit in a
hi ghly specul ative venture may be sufficient to indicate that an
activity is engaged in for profit. Sec. 1.183-2(b)(7), Incone
Tax Regs. Drag racing is unquestionably a highly specul ative
venture. Petitioner, however, has not convinced us that he had a
real opportunity to earn a profit in his drag racing activity.

The | osses petitioner incurred in connection with his drag
racing activity were over 54 tinmes the anount of incone earned.
This factor favors respondent.

Fi nanci al Status of the Taxpayer--Sec. 1.183-2(b)(8), |Incone Tax
Regs.

“The rationale for this rule is that a taxpayer with
substantial inconme unrelated to the activity can nore easily

afford to operate the activity as a hobby.” Enerson v.

Conmi Ssi oner, supra.

During the years in issue petitioner worked full tine at
Xcel Energy, earning an annual salary of $68,000, and the

conbi ned total wages of petitioner and his wfe during each of
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the years in issue exceeded $115,000.* Substantial income from
sources unrelated to the activity in question--particularly if

| osses fromthe activity generate substantial tax benefits--nmay
indicate that an activity is not engaged in for profit. Sec.
1.183-2(b)(B), Income Tax Regs. This factor favors respondent.

El enents of Personal Pleasure--Sec. 1.183-2(b)(9), Incone Tax
Regs.

It is indisputable that petitioner obtained enjoynment from
his drag racing activity, especially considering the extra tine
he was able to spend with his children. This factor favors
respondent.

On bal ance, we are not convinced that during the years in
i ssue petitioner engaged in the drag racing activity for profit.
To the contrary, we believe that petitioner was engaged in this
activity because of his long-held interest in drag racing,
derived substantial personal pleasure fromthe activity, and had
no good-faith expectation of making a profit. Petitioner’s
| osses are not deducti bl e.

To reflect the foregoing,

Deci sion will be entered

for respondent.

“ln 2007 the conbi ned wages of petitioner and his wife were
$168, 739, an approxi mately 44-percent increase from 2006.
Petitioner’s drag racing expenses in 2007 were $59, 714, an
i ncrease of over 75 percent from 2006.



