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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

PARI S, Judge: By notices of deficiency! dated January 3,
2006, for the tax year 2001 and August 21, 2006, for the tax

years 2002 and 2003 respondent determ ned the follow ng

1On Nov. 24, 2004, petitioners executed Form 872, Consent to
Extend the Time to Assess Tax, consenting to extend the tinme for
respondent to assess their tax for the tax year 2001.
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deficiencies in income tax and penalties for the respective

t axabl e years:

Penal ty
Year_ Defi ci ency Sec. 6662
2001 $30, 836 $5, 122. 60
2002 39, 246 7, 849. 20
2003 66, 241 13, 248. 20

Petitioners tinely filed their petitions contesting the 2001,
2002, and 2003 incone tax deficiencies and penalties. The Court
nmust deci de whether petitioners have engaged in their horse
breeding activity with the intent of making a profit within the
nmeani ng of section 183.°2
FI NDI NGS OF FACT

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

Johnny L. Dennis, Jr. (M. Dennis), and Jennie Dennis (Ms.
Denni s) are husband and wife, who tinely filed joint Federal
incone tax returns for the tax years 2001, 2002, and 2003. \When

the petitions were filed,® they resided in Texas.

2Unl ess otherwise indicated, all Rule references are to the
Tax Court Rules of Practice and Procedure, and all section
references are to the Internal Revenue Code in effect for the
years in issue.

30n Nov. 21, 2009, the Court granted respondent’s notion to
consolidate the cases for trial, briefing, and opinion.



Petitioners' Profiles

M. Dennis was born in Galena Park, Texas, near the Houston
Ship Channel. 1In 1956 his famly noved to Magnolia, Texas, and
lived on a 2-acre farm where they ml ked their own cows, raised
their own chickens, and rode their one horse. |In contrast, Ms.
Dennis was raised in Chicago, Illinois. Before engaging in the
horse breeding activity, Ms. Dennis had limted experience with
horses, having ridden only twce as a young girl. After
petitioners started their horse breeding activity, Ms. Dennis
rarely rode any of their horses.

During high school M. Dennis worked at a supermarket and
was qui ckly pronoted. M. Dennis initially performed clerical
duties but soon assumed managerial duties, including closing the
store and nonitoring the safe, by his senior year. Lews & Coker
Supermarkets, Inc. (Lews & Coker), a fam|ly-owned super market
conpany, hired M. Dennis as a nanager trainee 6 nonths after his
hi gh school graduation. He quickly advanced and soon assuned
st atewi de nmanagerial responsibilities. As a part of those
responsibilities, M. Dennis travel ed t hroughout Texas,
evaluating the failing supernmarkets, devising solutions for them
or winding down a closing store’s affairs, and assessing the
cl osed store’s accounts, including its inventory, profits, and
| osses. In 1982 M. Dennis stopped traveling and becane the

manager of a Lewis & Coker grocery store on Menorial Drive in
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Houst on, Texas. M. Dennis continued in that position until
Lewi s & Coker encountered financial difficulties in 1990 and
filed for bankruptcy in 1993. After filing for bankruptcy, Lew s
& Coker’s board of directors renoved the chief executive officer
for m smanagenent of conpany finances. The board then appointed
M. Dennis as Lewis & Coker’s president with the promse to give
hima grocery store as conpensation if he managed the conpany
during the bankruptcy. As Lewis & Coker’s president, M. Dennis
took a salary reduction to conserve funds to pay the conpany’s
attorney and reduced its debt from $1, 300,000 to $600, 000.
Unfortunately, Lewi s & Coker did not survive the bankruptcy, nor
did M. Dennis receive a store. Faced with starting over upon
t he conpany’s bankruptcy in 1995, M. Dennis accepted a part-tinme
job assisting his friend to “redo” his convenience store and
received a wage of $10 per hour. Over the next few years M.
Denni s researched and reviewed his options, and in 1999 he
decided to start a horse breeding activity.

Bef ore the commencenent of the horse breeding activity, Ms.
Dennis did not have any experience breeding and raising horses.
M's. Dennis focused on cosnetol ogy beginning in high school and
received a high school diploma. She attended college for a year
and a half, working toward a teacher’s certificate for
cosnetol ogy. Thereafter, Ms. Dennis pursued a career in

cosnetol ogy. Ms. Dennis now runs her own busi ness that provides
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cosnetol ogy services to nursing hone residents. During the years
at issue, her cosnetol ogy business earned an adjusted gross

i ncome of $111, 743 in 2001, $125,162 in 2002, and $202,209 in
2003. 4

The M dway Purchase and the Construction

In 1991 petitioners purchased a 30-acre plot in a rural
county, M dway, Texas (M dway property). This property had a
water well and an abandoned 90-foot train car, but it had no
fences or any other buildings and inprovenents. During his tine
in the grocery business, M. Dennis relaxed on the M dway
property and sought refuge fromhis stressful job. During the
m d- 1990s, M. and Ms. Dennis acquired two horses that they kept
on the Mdway property. M. Dennis had given Ms. Dennis a horse
for Valentine's Day and had received a horse as a birthday gift
fromhis friend Bob Giffin. Petitioners did not ride the
horses, because Ms. Dennis’ horse was not broken® and M.

Dennis’ horse had laminitis® in the front foot. Al so,
petitioners did not use those horses as breeding stock. 1In 1996

or 1997 petitioners purchased an additional 30-acre pl ot

“These figures are based on the adjustnments upon which the
parti es have agreed.

SHorse breaking refers to the process in which a horse is
trained to be ridden by humans or harnessed for other activities.

SLaminitis is a di sease that causes a horse’s hooves to be
inflamed. See Webster’s New Wrld College Dictionary 803 (4th
ed. 2008).
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contiguous to their land. Before that purchase, the additional
parcel |acked an easenent to any road.

Bef ore 1995 petitioners lived in a suburb of Houston. |In
1995 petitioners noved to the Mdway property and converted the
abandoned train car into their residence. M. Dennis renoved al
the train seats, built an annexed kitchen, and added two used
“doubl e-wi de” trailers he had renovated. Over the years,
including the years at issue, M. Dennis was personally invol ved
in the daily operation of the Mdway property and perfornmed all
the labor to cultivate the land and erect structures. He planted
grass; built five-strand barbed wire fences; constructed several
barns, several horse arenas, fences, and gates; and placed ponds
and water troughs on their land. His efforts served several
i nportant purposes: The cultivation of the Mdway property
provi ded pastures where all of petitioners’ horses--as many as 46
horses at one tine--could graze, a barn housed those horses, and
several horse arenas provided a safe area where they could be
trai ned.

The Horse Breeding and Training Activity

By 1999 petitioners had decided to breed, raise, and sel
horses. M. Dennis had no ot her enploynent and devoted all his
time and attention to this activity. From March 15 to Decenber
11, 1999, petitioners acquired eight registered quarter horses--

one stallion and seven mares--from Triple T Horse Farns.
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To conduct this activity, M. Dennis had acquired know edge
fromhis reading of horse nagazines and all of John Lyons’ books.
John Lyons is an expert on howto train, care for, and breed
horses. M. Dennis al so sought advice from several individuals,
i ncluding Rick Doyle, who worked at Triple T Horse Farnms. M.
Doyl e’ s practice was to purchase the cheapest horse suitable for
hi s purposes and sell it after training that horse for only 4 to
5 days. M. Dennis also sought advice fromM. Giffin, who
operated under a business plan substantially different from M.
Doyle’s. M. Giffin had successfully trained and broken horses
and had a history of his horses and nules wi nning prizes at
Iivestock conpetitions. M. Dennis net M. Giffin in 1984 when
M. Giffin s construction conpany refurbished the Lewi s & Coker
store on Menorial Drive. They becane nei ghbors soon after M.
Denni s purchased the M dway property, which was a few mles from
M. Giffin s property. Their proximty and friendship allowed
themto exchange encycl opedic information about horse training,
but M. Giffin died in 1998, before petitioners’ conmencenent of
their horse breeding activity. M. Dennis also reviewed the
busi ness nodel of Johnny Hi ggins. Although M. Hi ggins focused
on training his horses to conpete in races, he rendered val uabl e
general training advice to petitioners.

M. Dennis evaluated and consi dered several business nodels

and deci ded upon a breeding program He planned to raise only
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horses that he had produced fromhis horse breeding activity,
di stinguishing his operation fromM. Doyle’'s. M. Dennis
conpared the selling price of horses with unknown bl ood |ines,
whi ch ranged from $3,000 to $5,000, to the selling price of well-
bred quarter and paint horses,’” which ranged from $25,000 to
$30,000. Additionally, a well-bred quarter horse that qualifies
as a show horse could be sold for $50,000 to $100,000. To ensure
a return on his horse investnent, M. Dennis purchased horses
acconpanied with a certificate of registration docunenting the
horse’s lineage and maintained that certificate of registration
for his potential sale transactions of that horse or the foals®
produced fromthat horse.

Once he began his horse breeding activity, he used two
veterinarians, Dr. Posey and Dr. Craven, to gain nedical
information and practical experience. M. Dennis inmmediately
recogni zed that the routine veterinarians visits were costly.
Each trimm ng of a horse’s hooves cost $30 to $35, and
mai nt ai ni ng the horseshoes cost $65 to $80 per horse. Al so,
after a short tinme he realized that he woul d have to wei gh the

cost of the veterinary service against its effectiveness and nmake

"According to Webster’s New World College Dictionary 1174
(4th ed. 2008), a quarter horse belongs to a certain breed of
i ght nmuscul ar horse of a solid, usually dark color. Because of
their quick reactions quarter horses are used in Wstern range
work and in rodeo.

8The word “foal” refers to a horse youngling that is usually
| ess than 1 year ol d.
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the difficult decision to forgo any costly service that woul d
provide ineffective treatnent to his horses. For exanple, the
treatment of colic® cost $6,000 to $12,000, yet it had a | ow
success rate. After deciding that the exorbitant cost of the
colic treatnment woul d outweigh the value of that horse and the
success rate of such treatnment, M. Dennis would deny his horse
the nedical treatnent for colic.

M. Dennis al so studied and |l earned howto facilitate every
part of the breeding process beginning wwth the initial act of
insem nation, followed by the gestation of a foal, which | asted
for 340 days fromthe date of conception, and ending with the
delivery of the foal. Using his own research and what he had
| earned fromthe veterinarians, he bred his own horses and
delivered their foals. Instead of using the pasture nethod, M.
Denni s sel ected the hand-breedi ng nmethod to ensure successf ul
i npregnation. To execute this nethod, he gained the skills to
coordinate the stallion’s inpregnation of the mare. M. Dennis
al so delivered the foals with his owm hands. M. Dennis had a
successful breeding programin which he delivered approximately 25

to 30 foals. Hi s mares and stallion produced all but two of those

°Colic is a nedical condition comobnly referred to as the
“twisted gut”. A horse with colic experienced abdom nal pain,
because a portion of the horse’ s intestine has been displaced or
moved into an abnormal position in the abdonen, causing bl ockage
of the digestive process.
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foals. He had purchased two al ready-inpregnated mares. He
acqui red and devel oped an advanced set of skills to assist a nare
in the delivery of a healthy foal. This hand-delivering nmethod
al l oned himto manage any conplications that could endanger the
lives of a foal and a mare during the birth of the foal. M.
Dennis’ skills becane critical when the foal was breeched,
entering the birth canal buttocks or feet first. A breech birth
coul d endanger a foal’s life, because the unbilical cord could get
wr apped around its neck causing strangul ati on and causi ng danage
to the mare’ s cervix, preventing her from having other foals.
These acquired skills enabled M. Dennis to reposition the foal
during its birth, so that the foal’s head would cone out first and
t hus substantially increased the chance of the foal’s survival.

M. Dennis instituted a training programand followed M.
Doyl e’ s advi ce regardi ng the breaking of his horses and invested
nost of his days in acquiring the skill of breaking horses. M.
Denni s believed that seeing a gentle horse woul d persuade
prospective buyers to inspect his other inventory and ultimately
purchase a horse. Under the guidance of such experts as M.
Giffin and the Turpin famly, M. Dennis trained in the art of
breaki ng horses. The Turpin famly, consisting of a father and
his two sons, had worked all their lives on ranches. M. Dennis

paid them a salary and provided themw th housing on the M dway
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property in exchange for their |abor and their personal
instruction on how to break horses.

The breaking process requires intense effort and therefore
required M. Dennis to devote nmuch of his tinme to breaking his
stock. This process is initiated about 6 nonths after the mare
has given birth to a foal. M. Dennis would spend days rubbing
the 6-nonth-old foal all over to famliarize it with human scent.
After sone tinme, he would place a halter on the foal and lead it,
and teach that foal how to respond to hand and voi ce conmands. As
that horse grew older, M. Dennis continued its training in the
horse arenas he had built. Mst of the breaking process occurred
in the arenas. Seldomdid M. Dennis or Ms. Dennis ride the
hor ses.

On the basis of the 340-day gestation cycle and breaking
process, M. Dennis estimated that a horse would be marketabl e
when it was 3 to 4 years old. After the horse had conpleted its
training, he used various neans of advertisenent to sell it. M.
Dennis entered his horses into a trail ride where a group of
peopl e would ride his horses from South Texas to the Fat Stock
Show and Exposition, which is comonly known as the “Rodeo”.
These trail rides would cover several hundred mles and | ast at
| east 10 days. To advertise their horses petitioners had T-shirts
and hats produced so that their riders could wear them during the

trail rides. M. Dennis also registered his horses in roping
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shows to showcase their breeding and training. Neither petitioner
participated in the roping shows or the trail rides.

During the tax years at issue petitioners engaged in two
activities: The horse breeding activity and a cosnet ol ogy
busi ness. Petitioners used the sanme accounting software program
Qui ckbooks, for the cosnetol ogy business and the horse breeding
activity. This conputer program assisted themin tracking their
expenses and generating charts illustrating their expenses. They
had separate accounts for the cosnetol ogy busi ness and the horse
breeding activity and separated those accounts from ot her
accounts. Petitioners kept better records for their horse
breeding activity than for their cosnetol ogy business. They were
able to differentiate their other expenses fromtheir horse
breeding activity expenses. Petitioners hired a certified public
accountant, Lawence Hoole, to prepare their tax returns for the
tax years 2002 and 2003. M. Hoole often provided them advice
relating to Ms. Dennis’ cosnetol ogy business.

In addition to the horse stock on the M dway property, M.
Dennis kept |Ilamas to keep the predators, including wolves and
coyotes, away fromthe horses.

The Drought, a New Li ne of Busi ness, and an Alternative Source of
Feed

During the years at issue a large portion of Texas had
experienced a drought and the Mdway property suffered fromthe

drought beginning in 2002 and extendi ng through 2004. This
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drought forced M. Dennis to nodify his original business plan.

At first petitioners thought that the drought was tenporary and
relied on the local feed store to provide the custom square bal es
of hay which they were then unable to grow on the parched | and.

M. Dennis estinated that the cost of hay processed in custom
square bales to feed up to 46 horses would be $18, 000 to $20, 000
annual ly. The drought continued with no end in sight. Faced with
the high cost of custom square bales of hay for his horses and
observing the drought’s effects on his pastures, M. Dennis
recogni zed that a business opportunity was avail abl e and pursued
it. M. Dennis entered into a custom hay baling agreenent with
other farmers. The agreenent required M. Dennis to provide

equi pnent used to cut and bale the hay while his partners provided
the acres of land and fertilizer to grow the hay. 1In 2002 M.
Denni s purchased a tractor for $60,000, a baler for $30,000, a
cutter for $8,500, and a speciality square baler for $8,900. M.
Denni s sought assistance from M. Hi ggins who had experience in

t he custom square baling business. M. Dennis viewed the custom
hay baling operation as an alternative source of feed and as a
potential supplenent to his inconme. After feeding his horses, he
sold the remaining bales of hay. However, he soon realized that
the custom hay baling operation was not profitable even though the
hay price was inflated by the drought. Each bale of hay sold for

only $15 to $16. M. Dennis term nated that agreement and was not
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able to recover the equipnent investnent during the years at
i ssue.

The Losses

Petitioners were not successful at selling their well-bred
horses. M. Dennis’ plan required 3 to 4 years for a horse to be
bred and trained. Under his plan, the first marketabl e group of
foals would not be available until 2002 at the earliest. |In 2001
petitioners sold one of their purchased horses, “Black Beuty”, at
a loss of $1,843. For the tax years 2001, 2002, and 2003
petitioners incurred | osses of $78,521, $89, 054, and $125, 801,
respectively, fromtheir horse breeding activity. Beginning in
2002 their expenses increased because M. Dennis comnmenced and
operated a custom hay baling business to generate food for his
horses during a drought and to provide suppl enental inconme to
conpensate for his |osses. The horse breeding activity had al so
incurred | osses in the previous years, especially 1999 when
petitioners purchased the original breeding stock.

To feed the horses and pay ot her expenses incurred in their
horse breeding activity, petitioners borrowed an anount of noney
not specified in the record fromMs. Dennis’ nother and $100, 000
fromMs. Dennis’ sister. Consequently, Ms. Dennis’ sister has a
lien on petitioners’ |and.

After facing such accunul at ed unexpected expenses caused by

t he drought and other chall enges, petitioners decided to term nate
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their horse breeding activity. They anticipate selling all their
horses. However, petitioners do not have plans to sell their
| and.
OPI NI ON
The Court nust deci de whether petitioners engaged in the
horse breeding activity with the intent of making a profit within
t he nmeani ng of section 183. A taxpayer who carries on a trade or
busi ness may deduct ordinary and necessary expenses incurred in
connection with the operation of the business. Sec. 162(a).
Section 183 disallows certain deductions attributable to an
activity not engaged in for profit. Section 183(c) defines an
activity not engaged in for profit as any activity other than one
wi th respect to which deductions are allowable for the taxable
year under section 162 or under paragraph (1) or (2) of section
212.
Breedi ng and rai sing horses may be an activity entered into

for profit pursuant to section 162. See Engdahl v. Conm ssioner,

72 T.C. 659, 665 (1979). Such a determnation will depend upon

whet her an individual engaged in the activity with the primary

purpose of making a profit. See id. at 666; Dunn v. Comm SsSioner,
70 T.C. 715, 720 (1978), affd. 615 F.2d 578 (2d Cir. 1980);

Jasi onowski v. Comm ssioner, 66 T.C 312, 319 (1976). A

t axpayer’s expectation of profit need not be reasonable. See sec.

1.183-2(a), Inconme Tax Regs.; see also Engdahl v. Conm ssioner,
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supra at 666; Feldman v. Conmm ssioner, T.C Menp. 1986-287.

Nonet hel ess, a taxpayer nust establish that he has continued his
pursuit with the objective of making a profit. See sec. 1.183-

2(a), Incone Tax Regs.; see also Engdahl v. Conm ssioner, supra at

666; Feldnman v. Conm Sssi oner, supra.

The Court nust consider all facts and circunstances in the
determ nation of whether a taxpayer has a profit objective. See
sec. 1.183-2(b), Inconme Tax Regs. Section 1.183-2(b), Incone Tax
Regs., enunerates nine factors: (1) The manner in which the
taxpayer carried on the activity; (2) the expertise of the
taxpayer or his advisors; (3) the time and effort expended by the
taxpayer in carrying on the activity; (4) the expectation that
assets used in the activity may appreciate in value; (5) the
success of the taxpayer in carrying on other simlar or dissimlar
activities; (6) the taxpayer’s history of incone or |osses with
respect to the activity; (7) the anount of occasional profits, if
any, which are earned; (8) the financial status of the taxpayer;
and (9) the presence of personal pleasure or recreation. No one
factor nor a mpjority of factors necessarily determ nes the
outcone. A court may consider other factors in this
determnation. See id. Qbjective facts bear greater inportance
than a taxpayer’s nmere statenent of his intent. See sec. 1.183-

2(a), lIncone Tax Regs.
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On the facts of these cases, the Court holds that petitioners
engaged in the horse breeding activity with a profit objective
despite their failure to secure any such profit. Therefore,
petitioners are entitled to deduct their |osses for the tax years
2001, 2002, and 2003.

Manner in VWhich the Taxpayers Carried On the Activity

The Court nust first exam ne the manner in which petitioners
carried on their horse breeding activity. The fact that a
taxpayer carries on an activity in a businesslike manner may
indicate a profit objective. See sec. 1.183-2(b)(1), Incone Tax
Regs. Courts review a taxpayer’s business plan, books and
records, abandonnent of unprofitable techniques and adaptation of
new t echni ques, and neans of advertisenent to determ ne whether
the taxpayer carried on the activity in a businesslike manner.

See id.; see also Golanty v. Conm ssioner, 72 T.C 411 (1979),

affd. wi thout published opinion 647 F.2d 170 (9th Gr. 1981);

Dodge v. Comm ssioner, T.C. Meno. 1998-89, affd. w thout published

opinion 188 F.3d 507 (6th Cr. 1999); Burger v. Comm ssioner, T.C

Menmo. 1985-523, affd. 809 F.2d 355 (7th Cir. 1987).
Havi ng a busi ness plan may suggest that a taxpayer conducted

the activity in a businesslike manner. See Sanders V.

Commi ssioner, T.C Meno. 1999-208; Dodge v. Conmi SSioner, supra;

Phillips v. Commi ssioner, T.C Meno. 1997-128. A business pl an

need not be witten or oral; it can be evidenced by a taxpayer’s
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actions. See Lundquist v. Commi ssioner, T.C Meno. 1999-83, affd.

wi t hout published opinion 211 F.3d 600 (11th G r. 2000); Phillips

v. Conm ssi oner, supra.

Petitioners concede that they did not have a formal plan.
Nonet hel ess, the Court infers fromtheir actions that they did
have a business plan. M. Dennis effected a business strategy
based upon breaking well-bred horses and forecasted that a horse
woul d become nmarketable after a 3-year period of nurture and
training. Contrary to respondent’s argunent that characterizes
M. Dennis’ plan as an abstract one, he personally executed every
detail of his plan: He cultivated the land so that 46 horses
coul d graze, maintained that pasturel and, constructed barns to
house his horses and several horse arenas where he could break and
train his horses, | earned how to break and train his horses so
that he could advertise themas gentle and well-bred and
ultimately, sell them and found an alternative feeding source
when his pastureland dried up as an effect of the drought.

In addition, maintaining conplete and accurate books and
records may indicate that a taxpayer has engaged in an activity
for profit. See sec. 1.183-2(b)(1), Incone Tax Regs. The
comm ngling of personal and business funds would signify that a
t axpayer did not conduct his activity in a businesslike manner.

See Ballich v. Comm ssioner, T.C. Mno. 1978-497. A taxpayer’s

books and records nust serve a cost-effective purpose beyond the



- 19 -

task of tax preparation. See Burger v. Conm ssioner, supra. H's

books and records nust facilitate a periodic determ nation of
profitability and an expense analysis that nay be used to
i npl ement cost-saving neasures tinely and efficiently. See

ol anty v. Conmi ssioner, supra at 431; Burger v. Conmni Sssioner,

supra. A taxpayer need not nmaintain a sophisticated cost
accounting system He nust institute “the usage of cost
accounting techniques that, at a mninmum provide the entrepreneur

with the information he requires to make inforned business

decisions.” Burger v. Conm ssioner, supra. In Burger, this Court
expl ai ned: “Wthout such a basis for decisions affecting the

enterprise, the incidence of a profit in any given period wuld be
a wholly fortuitous result.” See id. Inits review of the Tax
Court’s Burger decision, the U S Court of Appeals for the Seventh
Circuit stated that a taxpayer should not Iimt his cost
accounting technique to recordi ng expenses per aninmal. See Burger

v. Comm ssioner, 809 F.2d at 359. A taxpayer may be expected to

i npl enment effective nethods to control and nonitor costs, such as

nmont hl y expense reports and inconme projections. See Engdahl v.

Conm ssioner, 72 T.C. 659 (1979); Burger v. Conm ssioner, T.C

Menp. 1985-523.
Petitioners nmi ntained sone financial records and books for
their horse breeding activity, and they used accounting software

to categorize their expenses and organi ze that information.
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Petitioners separated their business and personal accounts and, in
addition, had different accounts for each of the businesses. They
mai ntai ned their horse breeding activity’s business records far
better than those of their hairstyling business, which the IRS
found to be a business.

However, respondent contends that petitioners did not keep
the records necessary to create and inplenent any cost-saving
strategy and kept those records only for the purpose of tax
preparation. Petitioners did not record the expenses per horse.
However, this Court is satisfied that their records were adequate

to keep track of the activity. See Helmck v. Conmm ssioner, T.C

Meno. 2009-220. Petitioners’ rudinmentary record system al | owed
themto assess their horse breeding activity's econom c
performance and identify any cost-reducing strategy. Ms. Dennis
testified that the Qui ckbooks programall owed themto categorize
their horse breeding activity expenses and generate the profit and
| oss statenents, which were later used to file their taxes. Their
record systemfurther allowed themto identify the escal ating
veterinary expenses and prescribed a cost-reducing strategy. In

t he begi nning of their horse breeding activity, M. Dennis could
pi npoi nt i medi ately that the weekly cost of the trimmng of the
horses’ hooves and the necessary inocul ations added up to a
substantial sum In an effort to reduce the accunmul ating

veterinary costs, he acquired the skills to trimthe horses’
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hooves, personally adm nistered inocul ations, and denied
i neffective and expensive colic treatnent to his dying horses.
Respondent agreed that M. Dennis’ actions would reduce the
veterinary costs, and the record confirns that petitioners’
efforts were successful. M. Dennis reduced the $9, 682 of
veterinary and horse care expenses in 2001 by 67 percent (to
$3,180) for the tax year 2002 and 53 percent (to $4,541) for the
tax year 2003.

M. Dennis inplenmented the sane effective cost analysis to
eval uate and to term nate his supplenentary hay activity. He
entered into a custom hay baling agreenent in order to defray the
escal ating feed cost. Respondent contends that M. Dennis
conducted a cost analysis only after he executed the agreenent,
and therefore his cost analysis would not have been effective
si nce each custom square bale of hay was sold at $15 or $16.
However, respondent did not consider the fact that M. Dennis took
into account that the cost of custom square bal es needed to feed
46 horses woul d be $18,000 to $20,000 per year. M. Dennis |ater
term nated the agreenent because, even with consideration of the
hi gh cost of feeding his horses, the actual anmount of hay sold
during 2003 was so low that it would not generate an ultimate
return on his equi pnment purchase. Therefore, this Court concl udes

that petitioners used their books and records not only for tax
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preparation, but also for identifying and inplenenting cost-saving
strategies and attenpting to foster profitability.

A taxpayer may further exhibit his profit objective in the
manner in which he advertises his business. A single form of
substantial advertisenent itself may not establish that a taxpayer
has carried on his activity in a businesslike manner. See

McKeever v. Comm ssioner, T.C. Menp. 2000-288; Cohn v.

Comm ssioner, T.C Meno. 1983-301, affd. 742 F.2d 1432 (2d Gr

1984). Different kinds of advertising nmedia may all ow the
taxpayer “to expand [his] potential market and to attract new

i ndi vidual s”. Cohn v. Conmm ssioner, supra;, see also Mller v.

Comm ssioner, T.C Meno. 2008-224. Horse shows may be an

effective advertising nmethod. See Engdahl v. Conm ssioner, supra

at 662-663; Dodge v. Conmmi ssioner, T.C. Mnp. 1998-89.

Petitioners’ different nmethods of advertising denonstrated
their profit objective. M. Dennis often permtted his horses to
be used on 10-day trail rides starting from South Texas and endi ng
at the Fat Stock Show in either Dallas or Houston. To advertise
hi s horses petitioners purchased pronotional clothing and hats and
distributed themto those who rode his horses during the trai
rides. M. Dennis targeted another segnent of potential buyers
when he entered his horses in the roping shows. The trail rides

and the roping shows serve as two different forunms to pronote his
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horses’ gentleness and their ability to be controlled by any
potential owner.

A taxpayer’s change of operating nethods, adoption of new
t echni ques, or abandonnment of unprofitable nmethods may indicate a
profit objective. Sec. 1.183-1(b)(1), Incone Tax Regs.; see also

&olanty v. Conm ssioner, 72 T.C. at 430-431. Petitioners’ change

of operating nmethods and abandonnent of unprofitable nmethods
evidence their profit objective. M. Dennis provided credible
testinmony as to how he changed his nethod of caring for his
horses. He learned howto care for his horses hinself and thus
reduced his veterinary expenses. He |listed the cost of each of
the veterinary services and cal cul ated the cost-reducing effect of
performng the veterinary services hinself. As stated before, he
succeeded in reducing the veterinary costs for the |later years of
t he horse breeding activity.

M. Dennis also testified to his determnation to enter into
and his decision to abandon the custom hay baling agreenent. M.
Denni s’ original business plan involved the cultivation of the
nonar abl e land i nto pasturel and, on which his horses would graze.
The drought threatened this part of his plan. Fromthe tax year
2001 to the tax year 2002, M. Dennis’ feeding costs al nost
doubled. Hi s intent in entering into a custom hay baling
agreenent was to reduce the escal ating cost of hay and possibly to

increase profit derived fromthe horse breeding activity. M.
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Denni s bought the | east expensive equipnent to bale the hay while
using his partner’s land to grow the hay. He expected that
starting a custom hay baling business would increase the earnings
fromthe horse breeding activity. However, M. Dennis soon
realized that he could not sell enough square bales of hay to
recover the cost of his equipnent. Although M. Dennis’ initial
pl an reduced his feeding costs, he did not recover his equi pnent
expenses, and his abandonnent of his custom hay baling business
prevented those costs fromescal ating further.

This Court considers this factor--the manner in which the
activity is conducted--to be m xed. However, overall, this factor
favors the Dennises, indicating that they had the requisite profit
obj ecti ve.

Experti se of Taxpayers or Their Advisers

Preparation for the activity by extensive study of its
accept ed busi ness, economc, and scientific practices or
consultation with industry experts may indicate a profit objective
where a taxpayer carries on the activity in accordance with such
practices. See sec. 1.183-2(b)(2), Incone Tax Regs. A taxpayer
does not have to pursue a formal market study; neverthel ess, his
failure to investigate the nost basic facts affecting profit may

i ndi cate an absence of a profit objective. See Engdahl v.

Conmi ssioner, 72 T.C. at 668; Golanty v. Conm ssioner, supra at

432; Burger v. Conm ssioner, T.C Menop. 1985-523. A taxpayer nmay
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be expected to seek an expert’s advice or devel op his own
under standing of what his “ultimate costs m ght be, how [he] m ght
operate at the greatest cost efficiency, how nuch revenues [ he]
coul d expect or what risks could inpair the generation of

revenues.” Burger v. Conm ssioner, T.C. Mnp. 1985-523.

M. Dennis sought advice fromM. Hoole, M. Giffin, M.
Hi ggins, and M. Doyle. The record does not indicate that M.
Giffin or M. Higgins provided any economc advice. M. Giffin
and M. Higgins had horse training experience. M. Hoole only
rendered advice relating to petitioners’ tax returns. However,
M. Doyl e provided inportant business advice. M. Doyle laid out
a busi ness nodel contenplating that a horse seller would purchase
t he cheapest horse at the auction house, break that horse within a
few days, and imedi ately thereafter sell it for approximately
$3,000 to $5,000. M. Doyle's business plan informed M. Dennis’
own busi ness nodel of breeding, breaking, and selling horses with
“good bl oodlines”. M. Dennis estimated that a well-bred horse
woul d yield approximately six to eight tinmes nore than the sale of
M. Doyle’ s typical horses. M. Dennis estimated that well-broken
and wel | -bred horses would be sold at $25, 000 to $30, 000.
Al t hough M. Dennis did not follow M. Doyle’ s plan exactly, his
i nprovenent upon M. Doyle' s plan still indicates his profit

obj ecti ve.
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Al though M. Dennis was raised in a rural area, he did not
have any experience with breeding, raising, or selling horses.
Neither did Ms. Dennis. Despite his |lack of know edge, M.
Dennis learned to provide veterinary care to his horses, break and
train his horses, and deliver foals. The Court observed in Easter

v. Comm ssioner, T.C Meno. 1992-188, that perform ng various

tasks to save noney did not indicate that a taxpayer studied the
busi ness aspect of the activity. |In Easter, a taxpayer |earned
how to worm the horses, trimtheir hooves, and suture their cuts
for the sol e purpose of saving noney. This Court distinguishes
the present case from Easter, because M. Dennis studied the
busi ness aspect of the horse breeding activity and devel oped a
plan. M. Dennis took each cal cul ated step, including the
devel opment of the veterinary and training skills, in the effort
to actuate his business nodel, which required a 3-to-4-year period
to breed and train a horse to be sold at a profit.

This factor supports a finding that petitioners had a profit
obj ecti ve.

Taxpayers' Personal Mbtives

Havi ng personal notives in carrying on the activity may
indicate that a taxpayer did not engage in this activity for
profit, especially where recreational elenents exist. See sec.
1.183-2(b)(9), Income Tax Regs. Such personal pleasure wll not

cause the taxpayer’s activity to be classified as a hobby if the
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activity is in fact engaged in for profit as evidenced by other
facts. See id.

Respondent argues that M. Dennis chose this lifestyle, used
the farmas a neans to escape his business life, and sel ected
friends on the basis of the horse breeding activity. The Court
di sagrees. At first, M. Dennis mght have chosen the undevel oped
property as a refuge fromhis business life; however, he turned
that refuge into a place of business. The Court recognizes that
even during the period of his unenpl oynent he worked when he
arrived on the property and sought others as a source of
information regarding how to set up a horse breedi ng busi ness.

Hi s friendshi ps were helpful to his horse breeding and selling
activity. M. Hggins taught himhow to cultivate and bale the
hay, and M. Giffin showed hi mhow horses were sold and which
horses were val uabl e.

Respondent argues that M. and Ms. Dennis |ove animals and
their love was the primary notive underlying these activities.
However, petitioners seldomrode any of the horses. Petitioners
did not participate in either the trail rides or the roping shows.
Mor eover, caring for their horses demanded a rigorous work
schedule of rising early to feed the animals, staying up all night
to nonitor horses ready to give birth or to die, and cl eaning
their barns. Such | aborious activities could not be considered

pl easurable. See Engdahl v. Conm ssioner, supra at 670.
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Petitioners’ treatnent of their horses also indicated their
busi ness objective. M. Dennis treated his horses |ike inventory.
He withhel d nedical treatnment froma horse dying fromcolic after
he decided that the high cost of the nmedical procedure and its
i neffectiveness outwei ghed the value of that horse’s life. The
other animals to which respondent referred served a certain
purpose. For exanple, the Il amas kept predators away fromthe
horses. Even if petitioners did have an abstract |ove for
animals, it does not necessarily follow that they conducted their
horse breeding activity for pleasure rather than profit. See

Davis v. Comm ssioner, T.C Menp. 2000-101; Harvey V.

Comm ssioner, T.C Menp. 1988-13. Last, respondent argues that

petitioners’ kind treatnment and care for their horses indicated
their personal devotion as pet owners rather than as horse
trainers and sellers. On the contrary, petitioners’ care and
training of the horses would be instrunental to the process of
acclimating the horses to human snells and voices so as to carry
out petitioners’ plan to market them as gentle animals.

This Court finds that this factor supports petitioners.

The Tine and Effort Expended by Taxpavyers

A taxpayer’s anmount of time and effort spent on the activity
may substantiate his profit objective. The fact that the taxpayer
devotes much of his personal time and effort to carrying on the

activity, particularly if the activity does not have substanti al
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personal recreational aspects, may indicate an intention to nake a
profit. Sec. 1.183-1(b)(3), Income Tax Regs. Respondent conceded
that M. Dennis had dedicated a substantial anount of his time to
this activity. Nonethel ess, respondent attenpted to di scount the
value of M. Dennis’ tinme and effort. Respondent argued that nost
of M. Dennis’ tine and effort had been focused on the upkeep of
hi s honmestead and his unenpl oynent had permtted M. Dennis to
attend to these chores. The Court disagrees. The construction
and upkeep of the barns, the horse arenas, and the pasturel and
provi de housing, training, and food for the horses. This Court
finds that his substantial tinme and effort dedicated to raising
and breedi ng horses support the conclusion that he engaged in the
activity with the requisite objective of earning profit.

Petitioners established, through credible testinony, that
they contributed vast anounts of tinme to their horse breeding
activity. Petitioners did not spend tinme riding their horses or
attendi ng horse shows. Petitioners spent their tinme neeting the
grueling and strenuous demands of hand-breedi ng their horses,
feeding their horses, caring for sick horses, assisting their
mares to give birth to their foals, and groom ng, tam ng and
training their horses. These demands required M. and Ms. Dennis
to attend to them norning, day, and night. |In addition, M.
Denni s dedi cated nmuch of his tine to maintaining their pasturel and

so that horses could have a feed source, cleaning barns, breaking
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his horses in arenas he built, and | earning how to provide
veterinary care. Petitioners did not conplete these tasks for
their personal pleasure. |In fact, they spent their tine and
effort trying to reduce costs.

For exanpl e, when the drought forced petitioners to use a
substantially nore expensive source of horse feed, M. Dennis
attenpted to secure a long-termsource of quality hay even if that
busi ness venture did not prove profitable. Also, M. Dennis
reduced the cost of veterinary services by |earning how to
adm nister daily veterinary care. Petitioners managed to reduce
t heir expenses by dedicating their own tine and effort to
mai ntai ning their pastureland, their farm and their horses.

This factor strongly favors petitioners.

The Expectation That Assets May Appreciate in Val ue

The word “profit” can enconpass appreciation in the value of
assets, such as land, used in the taxpayer’s activity. See sec.
1.183-2(b)(4), Income Tax Regs. Even if no profit is derived from
the current operation, a taxpayer may intend that an overal
profit will result when appreciation in the value of the | and used
in the activity is realized because incone fromthe activity
together wth the appreciation of land will exceed the operation’s
expenses.

M. Dennis expected that the | and woul d appreciate. He

cultivated the |l and substantially and erected barns, horse arenas,
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gates, and fences on the land. Having this expectation, he used
the land as collateral for a |l oan. However, he does not intend to
sell the land to offset the | osses his horse breeding activity
i ncurred.

Al though this factor indicates that petitioners |acked a
profit objective, one factor cannot al one determ ne the outcone.
See sec. 1.183-2(b), Incone Tax Regs.; see also Mller v.

Conmi ssioner, T.C. Menp. 2008-224.

Taxpayers' Success in Carrving On Gher Simlar or Dissimlar
Activities

The fact that a taxpayer has engaged in simlar activities in
the past and converted them fromunprofitable to profitable my
indicate that he is engaged in the present activity for profit,
even though the activity is presently unprofitable. See sec.
1.183-2(b)(5), Income Tax Regs. In addition, a taxpayer’s
successes in other unrelated activities may help to denonstrate

that his present objective is profit. See Rabinowtz v.

Conmi ssioner, T.C. Menp. 2005-188; Daugherty v. Comm ssioner, T.C

Meno. 1983-188. A court can infer that a taxpayer’s diligence,
initiative, foresight, and other qualities will generally lead to
success in other business activities if he has denonstrated those
qualities by starting his own business and turning that business
into a relatively large and profitable enterprise. See Daugherty

v. Conm ssioner, supra.
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Respondent urges the Court to nake a conpari son between M.
Dennis’ cattle operation and his horse breeding activity. The
Court cannot do so, because the record does not provide any facts
relating to M. Dennis’ cattle operation. Furthernore, the Court
cannot conpare M. Dennis’ enploynent at Lewis & Coker with his
comrencenent and operation of a “business” of his own.

This factor is neutral.

Taxpayers' History of |Incone or Loss

Next, the Court will exam ne petitioners’ history of incone
or loss. A history of substantial |osses may indicate that the

t axpayer did not conduct the activity for profit. See Golanty v.

Comm ssioner, 72 T.C. at 427; see also sec. 1.183-2(b)(6), Incone

Tax Regs. A series of losses during the initial or startup phase
of an activity may not necessarily indicate that the activity is
not engaged in for profit. See sec. 1.183-2(b)(6), Incone Tax
Regs. Were | osses continue to be sustained beyond the period
whi ch customarily is necessary to bring the operation to
profitable status, such continued |osses, if not explainable as
due to customary business risks or reverses, may indicate that the
activity is not being engaged in for profit. See id.

Petitioners commenced their horse breeding activity in 1999.
Each year from 1999 through 2004 petitioners nmade no profits and
i ncurred substantial |osses. In 2001 M. Dennis sold only one

horse, and it was at a loss. Petitioners’ |osses during these
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early years of their operation are attributable to the startup
phase of their activity. The startup phase of a breeding

operation may last 5 to 10 years. See Engdahl v. Conm ssioner, 72

T.C. at 669. The substantial losses incurred in the tax years at

i ssue have fallen within the startup period and do not indicate
that petitioners did not have profit objective while pursuing this
activity.

The drought during tax years 2002 to 2004 had infl ated
petitioners’ costs of feeding as many as 46 horses. This Court
finds M. Dennis’ testinony credible as to the duration of the
drought and its devastating effects on petitioners’ horse breeding
activity. The Court will not consider such | osses arising from
unf oreseen or del eterious events as an indication that their
activity was a hobby because such circunstances |ie beyond
petitioners’ control. See sec. 1.183-2(b)(6), Incone Tax Regs.

This factor then remains neutral.

Taxpavyers' Financial Status

O her substantial sources of inconme or capital may indicate
that a taxpayer does not engage in an activity for profit,
especially if personal or recreational elenents are involved. See

sec. 1.183-2(b)(8), Incone Tax Regs.; see al so Rozzano V.

Conmi ssioner, T.C. Meno. 2007-177; Phillips v. Conm ssioner, T.C.

Meno. 1997-128. Tax benefits resulting fromthe activity do not

conpel a conclusion that a taxpayer engaged in an activity w thout
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a profit objective. See Engdahl v. Conm ssioner, supra at 670;

McKeever v. Comm ssioner, T.C. Menp. 2000-288. | nstead, a court

should only take that fact into consideration. See Engdahl v.

Conm ssi oner, supra at 670. Mre inportantly, the inquiry should

be focused upon whether petitioners have a genuine profit
objective. See id.

Petitioners had limted i ncome sources on the date they
commenced their operation. For the tax years at issue M. Dennis
di d not have any enpl oynent other than the horse breeding
activity. Although M. Dennis did receive sone governnent benefit
inconme, the insignificant dollar anmount could not have offset the
significant anmount of his operation’ s |osses.

Respondent argued that petitioners had other sources of
i nconme, including the revenues from Ms. Dennis’ business, their
property, and loans fromher famly. M. Dennis testified that he
will not sell his property, and respondent acknow edged this fact
in his brief. The |land serves as the sole collateral for
petitioners’ debt. Respondent also argued that petitioners
recei ved noney fromMs. Dennis’ nother and sister. The record
i ndicated that petitioners borrowed noney from Ms. Dennis’
sister, who now has a lien on the |and. However, the record does
not indicate the anmount of noney provided by Ms. Dennis’ nother,

| eaving the Court unable to evaluate this source of funds. The
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i ncone derived fromMs. Dennis’ beauty salon remained the primry
source of petitioners’ inconme during the years at issue.

Petitioners could have applied | osses fromtheir horse
breeding activity against the income fromMs. Dennis’ cosnetol ogy
busi ness and thus realized tax benefits. However, overall,
petitioners struggled financially to sustain thensel ves. The
adj usted gross incone of Ms. Dennis’ cosnetol ogy business al one
woul d not have been enough to pay their living costs along with
t he expenses of the horse breeding activity. Ms. Dennis’
busi ness had $111, 743 of adjusted gross incone for tax year 2001,
$125,162 for tax year 2002, and $202,209 for tax year 2003. M.
Dennis reported | osses of $89,570 on his activity for tax year
2001, $89,054 for tax year 2002, and $125,801 for tax year 2003.
These figures indicate that the income from Ms. Dennis’ business
coul d not have absorbed the | osses M. Dennis’ horse breeding
activity incurred while paying petitioners’ |iving costs.
Petitioners faced econom ¢ hardship as a result of those | osses.
Furthernore, petitioners did not engage in this activity to create
| osses on paper; these |osses were actual, depleting their
avai | abl e cash and savings. Depreciation accounted for only 9
percent ($7,666) of the expenses of the horse breeding activity in
the tax year 2001, 35 percent ($35,072) of the expenses in the tax
year 2002, and 19 percent ($19,881) of the expenses in the tax

year 2003. These percentages indicate that nost of petitioners’



- 36 -

horse breeding activity expenses were paid out of their own
pockets. Therefore, the incone derived fromMs. Dennis’
cosnet ol ogy business is not indicative that the horse breeding
activity lacked a profit objective.

This factor favors petitioners.
Concl usi on

Viewing the record as whole, this Court concludes that
petitioners engaged in their horse breeding activity with a bona
fide profit objective within the nmeaning of section 183.
Therefore, petitioners can deduct the | osses the parties have
stipulated for the years at issue.

Because petitioners may deduct their |osses for the years at
I ssue pursuant to section 162, any issue of whether a penalty
shoul d be inposed under section 6662 as a result of petitioners’

horse breeding activity for those years is noot.

Deci sion will be entered

under Rul e 155.




