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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

KROUPA, Judge: Respondent determ ned deficiencies of
$257, 242 for 1992, $774,708 for 1993, $1, 409,667 for 1994 and
$150,837 for 1997 in petitioners’ Federal incone taxes.! The
parti es have settled all issues except whether petitioners

operated their jet charter activity for profit from 1993 through

IAIl section references are to the Internal Revenue Code for
the rel evant years unless otherw se indicated, and all Rule
references are to the Tax Court Rules of Practice and Procedure.
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1997 (the relevant years).? W hold that petitioners operated
their jet charter activity for profit during each of the rel evant
years.
FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.
The stipulation of facts and the acconpanying exhibits are
incorporated by this reference. Petitioner Leonard Rabinowtz
(M. Rabinowitz) resided in Beverly Hlls, California, and
petitioner M Carol e Rabinowi tz, also known as Carole Little (Ms.
Little) resided in Los Angeles, California, at the tine
petitioners filed the petition in this case.

Petitioners

M. Rabinow tz began his sales career with a job at his
father’s conpany while still in high school selling paint,
plastic, and tools to autonotive repair shops. After high

school, he continued working for his father’s conpany and then

2The “rel evant years” in this case include 1995 and 1996,
whi ch are not years for which respondent issued a notice of
deficiency. To determne the correct tax liability for 1992 and
1993, however, the correct net operating |oss carrybacks nust be
conputed, which requires us to determ ne whether petitioners
operated the jet charter activity for profit in 1995 and 1996.
Sec. 6214(b) obligates us to consider facts for other years as
may be necessary to redeterm ne the anount of the deficiencies
for the deficiency years. Sec. 6214(b); Hll v. Conm ssioner, 95
T.C 437, 439-440 (1990). Therefore, we consi der whet her
petitioners operated the jet charter activity for profit in 1995
and 1996 solely to permt the parties to conpute the correct net
operating | oss carrybacks for 1992 and 1993 pursuant to Rul e 155.
See sec. 6214(b); H Il v. Conm ssioner, supra at 439-440.
Al t hough respondent issued a notice of deficiency to petitioners
for 1992, respondent did not assert in the notice of deficiency
that petitioners did not operate the jet charter activity for
profit in that year. W therefore do not consider whether the
activity was operated for profit during 1992.
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for another enterprise, selling simlar itens. Later, he
accepted a position selling wonen’s apparel wholesale for a
cl ot hing manufacturer. M. Rabinowitz devel oped his sales skills
further in positions with several other wonen’ s apparel conpanies
bef ore accepting a sales and nerchandi sing position wth Jasper
Brothers of California (Jasper Brothers). At Jasper Brothers,
M. Rabinowitz net Ms. Little, a designer at the conpany.

Ms. Little was always interested in fashion and hoped to
make it a career. After brief stints at junior college and
studying English literature at UCLA, she began | ooking for
fashi on courses. She began studying at LA Trade Tech in the
early 1970s after discovering there were no design-specific
institutions. She originally intended to take just one course at
LA Trade Tech but |oved her fashion studies so nuch that she
stayed for 2 years and graduated. Ms. Little then accepted a
position designing wonen’s apparel at Jasper Brothers. There,
she net M. Rabinowitz, and they began a personal relationship.?
Their personal and professional relationship would | ast over 30
years, dramatically change their lives, and alter the way in

whi ch wonen’ s apparel was designed and mar ket ed.

SPetitioners narried each other in late 1978 or early 1979
and divorced in 1995 or 1996 al t hough the record does not reflect
the exact date of either their marriage or divorce. Petitioners
have mai ntained their professional relationship and at the tine
of trial owned Studio CL, a wonen’s apparel design and inport
firm



Petitioners’ Fashi on Conpany

At Jasper Brothers, M. Rabinowitz saw Ms. Little s design
tal ent and suggested they go into business together, so that M.
Little could design under her own nanme. Ms. Little was excited
by the opportunity to design her own line and generally
fascinated with fashion and the industry. She accepted M.
Rabi nowitz’ s plan, although she admttedly did not know ruch
about going into business at the tinme. The couple started
California Fashion Industries (CFl) in 1974.4

Petitioners positioned CFl in the higher end of the wonen’s
apparel market. CFl designed wonen's apparel, arranged for its
manuf acture, and distributed the apparel to higher end departnent
and specialty stores. CFl had a unique angle on the market by
targeting its apparel to the needs and preferences of the baby
boonmer woman. This neant that Ms. Little s designs gradually
evol ved over the years so that the apparel would continue to be
relevant to the baby boomer woman as she aged from her
mdtwenties to her thirties and forties and beyond. This
strategy of building a brand that custonmers knew and coul d trust
generated considerable loyalty anong CFl’'s custoners in
succeedi ng years.

Wiile Ms. Little was responsible for the creative end of the
busi ness, creating both clothing designs and artwork, M.

Rabi nowitz put his sales and nerchandising talents to use selling

“During the rel evant years, CFl was an S corporation and
petitioners owned a majority of its stock.
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the apparel to higher end departnent stores. This took a great
deal of work in devel oping contacts and relationships with
departnent store executives. M. Rabinowitz nmade a trenendous
effort in this respect. He even learned to ski so that he could
spend nore face tinme with the chairman of CFl’s | argest
departnent store customer, who had repeatedly invited M.
Rabinowitz to join himon the ski slopes. M. Rabinowtz thought
that skiing with the chairman m ght be a good way to develop this
i nportant relationship.

Petitioners’ Jet Charter Activity

By 1984, CFlI had grown to $24 million in annual sales, and
petitioners were | ooking for new ways to expand their business.
Petitioners realized there was great potential in marketing to
M ddl e Arerica and not limting their sales calls to the east and
west coasts of the United States. It was very difficult for M.
Rabi nowtz to nmake sales calls to conpanies |ocated in the mddle
of the country, however, if he traveled on commercial airlines
because of his nunmerous other responsibilities and tinme
commtnments in running CFl. For exanple, commercial airline
travel did not provide nuch flexibility in travel arrangenents
and often required M. Rabinowitz to stay overnight. An
overnight stay on the road was an extraordinary tinme conm tnent
for a busy executive like M. Rabinowitz and not feasible on an

ongoi ng basi s.
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Petitioners also had encountered difficulties transporting
clothing sanples and other itens to trade shows and events across
the country. Oftentines, things got |ost or were del ayed, which
caused petitioners to mss inportant opportunities to market
their clothing line to potential buyers.

M. Rabinowtz was aware of the advantages of chartering
private aircraft. He had chartered a private aircraft
occasionally to attend board neetings for a public conmpany in San
Jose, California. Petitioners began to charter a jet owned by a
third party to use in CFl’'s business when needed. Difficulties
with the availability and reliability of those jets, however,
caused petitioners to consider another solution.

Petitioners decided to buy a jet and offer it for charter.
Petitioners thought they could nake noney in this activity, do it
better than other aircraft charter conpanies, and at the sane
time provide a safe aircraft for CF

Petitioners purchased a Mtsubishi D anmond 1-A aircraft (the
M tsubishi) and started Beverly Hlls Jet (BHJ), their jet
charter activity, in 1985. Petitioners’ business advisers had
recommended that petitioners not cause CFl to purchase the
aircraft to avoid having to list the jet on CFl’'s bal ance sheet.
The goal was to ensure that the jet was not included in a
conputation of the ratio of CFl’s available capital to fixed
assets. Instead, petitioners purchased the Mtsubish

i ndi vidually rather than through CFI
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The inpact on CFl was immediate. By the early 1990s, CFl’'s
sal es had growmn to a peak of over $300 million. M. Rabinowtz
attributed a significant portion of the sales growh to CFl’s use
of chartered aircraft. Using a private jet enabled petitioners
to visit departnent store buyers in cities that could not be
reached via comercial airlines. |In addition, petitioners were
able to open a flagship Carole Little store in Aspen, Col orado,
to showcase their brand and their products.® This store was one
of only one or two that carried the full line of Carole Little
mer chandi se. The store al so served as a product testing ground,
where CFI could test particular itens before distributing them
nationally. Wth the jet, they could quickly visit this store to
check on or deliver nerchandi se, exam ne the store’ s appearance,
and di scuss any issues regarding sales of the clothing with the
store staff. They |earned what clothing sold and, nore
inportantly, why certain clothing did not sell.

Also, the arrival of M. Rabinowitz on a private jet to nmake
a sales call distinguished himfrom other sal espeople in his
buyers’ eyes and allowed M. Rabinowitz to call on high-ranking
executives to whom he woul d not otherw se have access. M.
Little was able to make nore personal appearances to market her
brand. In addition, because she could bring garnents on the jet
with her and add finishing touches, Ms. Little could devote nore
time to creating new designs rather than waiting for comerci al

airlines. The jet also cut down on the risk of |oss or delay of

SPetitioners also had a second hone in Aspen, Col orado.
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Ms. Little s valuable original designs because petitioners could
bring themon the jet. The garnents never were out of their
si ght .
CFl becane a very lucrative business for petitioners during
the relevant years. Petitioners together earned wages from CF
of $840,000 to $5.5 mllion during each of the years in issue.

Modifications to the Jet Charter Activity

After a few years, petitioners becane concerned that the
M t subi shi was not generating sufficient revenue. Petitioners
anal yzed both the cost side and the revenue side of their jet
charter activity. On the cost side, petitioners noted that the
M t subi shi incurred high fixed costs that generally would not
vary according to the size of the aircraft, such as a hangar,
pilots, and other full-tine enployees. On the revenue side,
petitioners recognized that the Mtsubishi did not generate nmany
charters. The Mtsubishi was a snmaller aircraft and had a
limted range. It could travel fromthe coast only to about
m dcountry and then needed to be refueled. Although the tine it
took to refuel was minimal, charter custoners preferred to trave
nonstop and generally preferred to charter a jet that did not
require refueling to travel across the country. M. Rabinowtz
al so believed that the Mtsubishi was not confortable for
passengers and understood the marketpl ace was general |y
interested in chartering larger aircraft. Therefore, petitioners
were faced with high fixed costs to own and operate the

M t subi shi and | ow demand to charter such a small jet.
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Petitioners explored the idea of purchasing a |arger, |onger
range aircraft that they could charter for a higher fee per hour.
In 1989, petitioners purchased a Dassault Fal con 200 jet (the
Fal con) for $5.2 mllion. Petitioners paid part of the purchase
price of the Falcon by trading in the Mtsubishi. M. Rabinowtz
t hought they were getting a good deal on the Fal con because the
seller, US West Communi cations, was anxi ous to purchase a
different aircraft.

Initial Managenent of the Jet Charter Activity

Petitioners initially engaged an outside managenent firm
Ral ei gh Enterprises, to nanage the jet charter activity for the
first 6 to 8 nonths. To maxi m ze the charter business,
petitioners obtained an operating certificate for aircraft
chartered to the general public (a rule 135 certificate) pursuant
to the requirements of the Federal Aviation Adm nistration (FAA).
Ral ei gh Enterprises assisted with the process of obtaining the
rule 135 certificate and al so maintained the jet, solicited
charter business, and generally managed the aircraft. M.

Rabi nowi t z decided to handl e these matters hinself within a year
of purchasing the Mtsubi shi
Conpliance Wth FAA Rul es

Petitioners maintained a rule 135 certificate for their jet
because they wanted to nmake it available for third-party
charters. See 14 C. F.R secs. 119.33, 135.1-135.443 (2005). The
FAA requires a rule 135 certificate for an enterprise to charter

an aircraft for profit. An enterprise that cannot charter its
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aircraft for profit (such as, for exanple, a jet owned by an
i ndi vi dual and used only by that individual and famly) would
obtain a certificate under FAA rule 91, and a scheduled airline
woul d obtain a certificate under FAA rule 121.

The FAA requirenents to maintain a rule 135 certificate are
nore onerous than the FAA requirenments for aircraft that are not
chartered to the general public. For exanple, the FAA requires
pilots to be trained to certain standards and al so requires
hi gher mai ntenance standards than those specified for jets not
operated with a rule 135 certificate. The FAA also requires both
a mai ntenance manual and an operations manual to naintain a rule
135 certificate, and Federal excise tax nmust be charged on al
flights. M. Rabinowitz estimated that it cost approxi mately
several hundred thousand dollars per year to maintain a rule 135
certificate pursuant to the FAA standards, absent the excise tax.

Mar keti ng of the Jet Charter Activity

Petitioners marketed their jet charter activity in several
ways. M. Rabinow tz understood fromthe industry that the nost
likely charter custoners were individuals or conpanies that
t hensel ves owned private aircraft but whose jets were unavail abl e
to themfor various reasons. Therefore, M. Rabinowtz contacted
other aircraft owners to informthemthat he had the Fal con and a
rule 135 certificate, and that he would |i ke their business. M.
Rabi nowtz al so asked the chief pilot to solicit business by
contacting other flight departnents and pitching BHJ when he was

not flying the Falcon. M. Rabinowitz paid the chief pilot a
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comm ssion on flights generated. M. Rabinow tz devel oped a
mar keti ng canpai gn i ncl udi ng brochures and flyers to solicit
charter business. Petitioners also advertised in The Air Charter
Gui de, a trade publication

Setting the Charter Price

M. Rabinowtz carefully assessed the aircraft charter
market to determne the price petitioners should charge for
third-party charters of the Falcon. He ascertained what other
owners of simlar jets charged and charged a simlar rate, which
was between $1, 950 and $2, 250 per hour. M. Rabinowitz al so
ascertained rates other charter businesses charged for a |l arge
nunmber of hours per year and decided to charge CFl a type of bulk
di scount of $1,800 per hour. Prices in the industry stayed
fairly stagnant during the relevant years. Petitioners therefore
di d not change the price they charged CFl during this period.

Empl oyees of the Jet Charter Activity

Petitioners hired several full-tine enployees for BHJ. The
enpl oyees included a chief pilot, a co-captain, and an FAA
certified aircraft and power nmechanic. Also, two bookkeepers
t oget her worked approximately full tinme for BHJ from 1989, when
petitioners acquired the Falcon. M. Rabinowitz hinself spent
approxi mately 30 hours per week on his BH] activities. M.

Rabi nowi t z assisted in preparing books and records, approving
flight | ogs and generating invoices, managi ng the staff, payrol
and conpensation policies, engaging in marketing activities,

serving as liaison with the FAA and generally managi ng the
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aircraft. In addition, M. Rabinowtz al so spent at |east 50
hours per week on his work for CFI

Personal Use of the Jet

Petitioners did use the Falcon for sonme personal travel, but
not very often. Each time petitioners used the Fal con for
personal travel, BHJ billed themand they paid BH) fromtheir
personal checking account. Petitioners’ accountants verified
that an invoice was prepared for personal travel and M.

Rabi nowitz paid the invoices. Petitioners’ daughter, Jennifer
Heft, who was a nerchandi sing enpl oyee of CFl, also made trips in
the Falcon to neet with Ms. Little concerning various CF

matters. BHJ billed CFl, and CFl paid BHJ, for each of M.
Heft’'s trips.

Arrangenent Wth Verna Harrah

Verna Harrah (Ms. Harrah), a woman M. Rabinowitz was dating
from 1990 t hrough 1995 while he was separated from M. Little,
and who was involved in a novie business with M. Rabinowtz,
al so owmned a jet, which cost approximately four tinmes as nmuch as
petitioners’ jet. M. Harrah’s jet had nicer anenities and could
fly to Europe and South America. Petitioners agreed with M.
Harrah that each would | ook to the other first when they needed
to use an aircraft and their own aircraft was busy, and that the
rate for the use of the other’s aircraft would be the direct
costs of operation only. Direct costs of operation were those
costs related to the flying tinme and included a specified anount

for wear and tear on the aircraft, fuel, and engi ne mai ntenance.
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Direct costs of operation did not include costs fixed and paid
annual Iy, such as insurance, the cost for the hangar, and the
salaries of the pilots and nmechanics. Petitioners therefore
charged Ms. Harrah $1, 200 per hour for the use of the Fal con
based on the direct costs of operation, and Ms. Harrah charged
petitioners approximately $1,300 to $1,400 per hour for the use
of her jet based on the direct costs of operation.

Petitioners nade sure, however, that Ms. Harrah’s request
for use of the Falcon had |least priority such that, if a third-
party charter custonmer or CFlI had requested the use of the
Fal con, Ms. Harrah woul d not be able to use it. Petitioners
bel i eved t he arrangenent was advantageous to them because the
agreenent enabled themto use a jet worth about four tinmes as
much as their own for only about $100 to $200 nore per hour.
Petitioners could use Ms. Harrah’s jet for personal travel or
coul d accommodate charter customers on Ms. Harrah's jet when the
Fal con was not avail abl e.

Success of the Jet Charter Activity

Petitioners believed BHI would be able to generate a profit
if the jet had enough hours of flying and if the activity had the
right mx of charters to CFl, charters to third parties, and
charters to Ms. Harrah pursuant to their agreenent.

CFl was treated |ike any other custonmer and did not have
priority over using the Falcon. Petitioners noted that if a
third-party custoner wi shed to book the jet (which would be at a

hi gher rate because of CFlI’s bul k discount), petitioners would
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schedule CFl’s trip around the third-party custonmer’s trip. In
that event, CFl could also use Ms. Harrah’s jet at the agreed
rate.

Petitioners enjoyed noderate success obtaining third-party
custoners for BHJ. John Paul Mtchell, Tom Hanks, Don Henl ey,
Jean C aude Van Damme, and Kenny G all occasionally chartered the
Fal con. Petitioners also had several key custoners who regularly
booked travel on the Fal con.

Petitioners encountered sone difficulties with the Fal con,
however. The U. S. Coast Guard had purchased approxi nately 80
percent of all the Dassault Falcon 200s sold in the United States
and put theminto service flying coastal m ssions at a | ow
altitude and over the coastline. The U S. Coast Guard reported
problems with the engine seals as well as engine shutdowns in the
aircraft. |In response to these difficulties, the FAA required
i ncreased mai ntenance and service of the engines on all Dassault
Fal con 200s, including the Falcon petitioners owed. The
negati ve publicity surrounding the engi nes inpeded petitioners’
charter sales and deval ued petitioners’ Fal con.

Petitioners considered selling the Falcon, but they decided
to keep the Fal con and continue soliciting third-party charters
because they were concerned that the negative publicity would
depress the sale price. M. Rabinowtz anticipated a greater
return fromchartering the aircraft in the nmeantine than from

selling it at a depressed val ue.
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Petitioners suffered a net |oss for each year from 1985
t hrough 1997 attributable to their jet charter activity. During
the relevant years, BHJ had the foll ow ng gross incone, net |oss

and net cash fl ow

Net | ncome
Year G o0ss I ncone (Loss) Net Cash Fl ow
1993 $580, 340 ($743, 485) ($547, 984)
1994 545, 941 (685, 719) (485, 423)
1995 447, 524 (775, 618) (574, 585)
1996 527, 298 (521, 076) (397, 924)
1997 273,704 (214, 126) (208, 938)

Repai rs and mai ntenance were the maj or expenses during the
rel evant years.

M. Rabinowtz was constantly trying to inprove the jet
charter activity and remai ned focused on increasing the bottom
line of the conbined entities. Although BH) did not generate a
profit, M. Rabinowitz was pleased with the jet charter activity
because of the benefits to CFl. M. Rabinowitz continued trying
to inprove BHJ's operations as well.

Sale of CFlI and Term nation of the Jet Charter Activity

In April 1997, petitioners decided to sell the Falcon for
$4.35 nmllion and terminated their jet charter activity.
Petitioners also decided to sell CFlI. They ultinately sold it to
a | arger conpany in August 2000 in exchange for stock.

Deductions at |ssue

Petitioners filed joint tax returns for each of the rel evant

years and deducted | osses attributable to the jet charter
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activity. Respondent disallowed petitioners’ |losses relating to
the jet charter activity for 1993, 1994, and 1997 in a notice of
deficiency dated Novenber 15, 2001, determ ning that, anong ot her
i ssues, petitioners did not engage in their jet charter activity
for profit under section 183. Petitioners tinmely filed a
petition with this Court seeking redeterm nation of the
di sal | oned | osses and asserting that they engaged in the jet
charter activity with the intent of making a profit.

OPI NI ON

A. VWhet her Petitioners Operated BH) for Profit

We are asked to decide whether petitioners operated BHJ for
profit during the relevant years within the neaning of section
183. Section 183(a) provides generally that if an individual
engages in an activity and “if such activity is not engaged in
for profit, no deduction attributable to such activity shall be
al l oned under this chapter except as provided in this section.”
Deductions that would be allowable wthout regard to whether the
activity is engaged in for profit shall be allowed under section
183(b) (1), and deductions that would be allowable only if the
activity is engaged in for profit shall be allowed under section
183(b)(2), but only to the extent that the gross incone fromthe
activity exceeds the deductions all owabl e under section
183(b) (1).

We follow the Court of Appeals opinion squarely on point
when appeal from our decision would lie to that court absent

stipulation by the parties to the contrary. &olsen v.
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Conm ssioner, 54 T.C. 742 (1970), affd. 445 F.2d 985 (10th G r.

1971). Because petitioners reside in the Ninth Crcuit,
petitioners have the burden of proving that they conducted their
activities with the primry, predom nant or principal purpose of
realizing an econom c profit independent of tax savings. See

Wl f v. Comm ssioner, 4 F.3d 709, 713 (9th Cr. 1993), affg. T.C

Meno. 1991-212; Pol akof v. Conmm ssioner, 820 F.2d 321, 323 (9th

Cr. 1987), affg. T.C. Meno. 1985-197; Indep. Elec. Supply, Inc.

v. Comm ssioner, 781 F.2d 724, 726 (9th Gr. 1986), affg. Lahr v.

Conmi ssioner, T.C. Menp. 1984-472.

Petitioners do not contend that section 7491(a) applies in
this case to shift the burden of proof to respondent, nor have
they established they nmet the requirenents of section
7491(a)(2).°% Therefore, the burden of proof remains with
petitioners.

Whet her a taxpayer has the primary, predom nant or principal
pur pose of realizing an econom c profit independent of tax
savings is determ ned on the basis of all surrounding facts and

ci rcunst ances. Pol akof v. Comm ssioner, supra at 324; |ndep.

El ec. Supply, Inc. v. Conm ssioner, supra at 727; Dreicer V.

Commi ssioner, 78 T.C. 642, 645 (1982), affd. w thout published

opinion 702 F.2d 1205 (D.C. Cr. 1983); sec. 1.183-2(b), Incone

Tax Regs. While a taxpayer’s expectation of profit need not be

6 Sec. 7491(a) shifts the burden of proof to the
Comm ssi oner in sone circunstances for cases invol ving
exam nations that commenced after July 22, 1998. See Internal
Revenue Service Restructuring and Reform Act of 1998, Pub. L.
105- 206, sec. 3001, 112 Stat. 726.
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reasonabl e, there nust be a good faith objective of nmaking a

profit. Alen v. Conmm ssioner, 72 T.C 28, 33 (1979); sec.

1.183-2(a), Income Tax Regs. W give greater weight to objective
facts than to a taxpayer’s statenents of intent. Dreicer v.

Commi ssi oner, supra at 645; sec. 1.183-2(a), Incone Tax Regs.

Bef ore we address whether petitioners had the primary,
predom nant or principal purpose of realizing an economc profit
i ndependent of tax savings, we first nmust address whether CFl and
BH) may be treated as one activity. Respondent argues that we
may not aggregate the two activities to determne the profit
objective. W agree.

B. VWhet her CFI and BHJ] May Be Treated as One Activity for
Pur poses of Section 183

Multiple activities of a taxpayer may be treated as one
activity if the activities are sufficiently interconnected. Sec.
1.183-1(d) (1), Income Tax Regs. In making this determ nation,
the nost inportant factors to be considered include the degree of
organi zati onal and economc interrelationship of the
undert aki ngs, the business purpose served by carrying on the
undertaki ngs separately or together, and the simlarity of the
undertakings. 1d. The Comm ssioner generally accepts a
t axpayer’s characterization of two or nore undertakings as one
activity unless the characterization is artificial or
unreasonable. |1d.

We have considered those and other factors in determning
whet her the taxpayer’s characterization is unreasonable. These

include: (a) Wether the undertakings share a cl ose



-19-
organi zati onal and econom c rel ationship; (b) whether the
undert aki ngs are conducted at the sane place; (c) whether the
undertaki ngs were part of a taxpayer’s efforts to find sources of
revenue fromhis or her land; (d) whether the undertakings were
formed as separate businesses; (e) whether one undertaki ng
benefited fromthe other; (f) whether the taxpayer used one
undertaking to advertise the other; (g) the degree to which the
undert aki ngs shared managenent; (h) the degree to which one
caretaker oversaw the assets of both undertakings; (i) whether
t he taxpayers used the same accountant for the undertakings; and
(j) the degree to which the undertakings shared books and
records. See Keanini v. Conm ssioner, 94 T.C 41, 46 (1990);

Est ate of Brockenbrough v. Conmm ssioner, T.C. Menp. 1998-454.

We find that it is inappropriate to treat CFl and BHJ as one
activity for purposes of applying section 183. CFl and BHJ did
not share a cl ose organi zational or economc relationship. CF
was an S corporation, while BHJ] was a sole proprietorship.

Al t hough the ownership of CFl and BH] was the sane and M.
Rabi nowi t z managed both CFl and BHJ, there was no ot her

organi zational relationship between CFl and BHJ. CFl and BHJ
al so did not have a close economc relationship. CFlI was a
charter custonmer of BHJ, as were nunerous other third parties.

CFl and BHJ also were not simlar activities. CFl was
engaged in the design and distribution of wonen’s apparel, while
BH)] was a jet charter service. Petitioners had a business

purpose for treating CFl and BH] as separate entities.
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Petitioners were concerned about the presence of a jet on CFl’s
bal ance sheet. Petitioners ensured the activities were treated
separately as long as they existed. Accordingly, petitioners
caused BHJ to invoice CFl for, and CFl to pay for, each of CFl’'s
charter flights on the Fal con

After review ng the above factors and the facts and
ci rcunstances of this case, we find it is inappropriate to treat
BHJ and CFlI as one activity for purposes of applying the section

183 rules. See Schlafer v. Conm ssioner, T.C. Mnob. 1990-66;

sec. 1.183-1(d)(1), Inconme Tax Regs. Accordingly, we shall
exam ne whether petitioners engaged in the jet charter activity
for profit wthout consideration of whether petitioners engaged
in CFl for profit. See sec. 1.183-1(d)(1), Inconme Tax Regs.

C. VWhet her Petitioners Engaged in BH) for Profit

I n determ ni ng whether petitioners engaged in the jet
charter activity for profit, we structure our analysis around
ni ne nonexclusive factors. Sec. 1.183-2(b), Incone Tax Regs.
The nine factors are: (1) The manner in which the taxpayer
carries on the activity; (2) the expertise of the taxpayer or his
or her advisers; (3) the tinme and effort expended by the taxpayer
in carrying on the activity; (4) the expectation that the 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 income or loss with
respect to the activity; (7) the anount of occasional profits, if

any, which are earned; (8) the financial status of the taxpayer;
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and (9) whether elenents of personal pleasure or recreation are
involved. 1d.
No factor or set of factors is controlling, nor is the
exi stence of a majority of factors favoring or disfavoring a

profit objective necessarily controlling. Hendricks v.

Conm ssioner, 32 F.3d 94, 98 (4th Gr. 1994), affg. T.C Meno.

1993-396; Brannen v. Conm ssioner, 722 F.2d 695, 704 (11th G

1984), affg. 78 T.C. 471 (1982); sec. 1.183-2(b), Incone Tax
Regs. The individual facts and circunstances of each case are

the primary test. Keanini v. Conm ssioner, supra; Alen v.

Comm ssi oner, supra at 34; sec. 1.183-2(b), Inconme Tax Regs.

Petitioners argue that, in determ ning whether they had a
primary, predom nant or principal purpose and intent of realizing
an economc profit fromthe jet charter activity independent of
tax savings, we should take into account the increased
profitability of CFl due to using petitioners’ jet charter
service. Petitioners have proved, however, that they operated
the jet charter activity for profit independent of its effect on
the profitability of CFl. Therefore, we do not address this
i ssue.

D. Application of the Factors

1. The Manner in Wiich the Taxpayer Carried On the
Activity

We begin by exam ning the manner in which petitioners
carried on the jet charter activity. The fact that a taxpayer
carries on an activity in a businesslike manner may indicate a

profit objective. Sec. 1.183-2(b)(1), Incone Tax Regs. In
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determ ni ng whet her a taxpayer conducted an activity in a
busi nessl i ke manner, we consi der whether the taxpayer maintained
conpl ete and accurate books and records, whether the activity was
conducted in a manner substantially simlar to conparable
busi nesses that are profitable, and whether changes were

attenpted to earn a profit. Engdahl v. Conmm ssioner, 72 T.C

659, 666-667 (1979); sec. 1.183-2(b)(1), Inconme Tax Regs.
Petitioners carried on the jet charter activity in a
busi nessl i ke manner during the relevant years. Petitioners
sought and obtained a rule 135 certificate fromthe FAA that
enabled themto operate BH] as a third-party charter service.
The FAA required petitioners to keep a mai ntenance nmanual and an
operations manual and al so required hi gher mai ntenance and pil ot
training standards to maintain a rule 135 certificate. The FAA
di d not inpose these requirenents on enterprises not maintaining
a rule 135 certificate. The FAA also required petitioners to
charge a Federal excise tax on all flights. Petitioners kept
conpl ete and accurate books and records for the jet charter
activity and enpl oyed two bookkeepers approximately full time in
the aggregate on this activity during the relevant years.
Petitioners advertised the jet charter activity through
various nmeans. M. Rabinowitz solicited charter business from
owners of other aircraft. Petitioners created flyers and
advertisenments (including an ad in The Air Charter Guide, a trade
publication), and paid the chief pilot on commssion to solicit

charters.



-23-

Petitioners charged varying charter rates to different
custoners. Petitioners charged third parties a rate per hour
consistent wwth the price to charter other, simlar jets.
Petitioners charged CFl a slightly lower rate, which was the
mar ket rate when a customer booked a | arge nunber of flight-hours
per year. These conpetitive rates were based on an assessnent of
the rates others charged to charter simlar jets.

Petitioners also entered into the arrangement with M.
Harrah to accommobdat e each other on their respective jets if
their owm were unavail able. The arrangenment with Ms. Harrah
enabl ed petitioners to provide services to their third-party
charter custonmers on a larger jet in the event the Fal con was
unavail able and also to use a different jet for personal travel
if the Falcon was reserved for paying custoners. |In the event
petitioners used the Falcon for personal travel, BH] invoiced
petitioners for the travel and petitioners paid for it. These
suns were included in BH]'s gross receipts.

Petitioners also made changes to the jet charter activity to
try to make it profitable. Petitioners realized that the initial
jet, the Mtsubishi, was not ideal for third-party charters. The
M t subi shi was not able to fly across the country w thout
stopping to refuel and was unconfortable for passengers.
Petitioners decided to trade in the Mtsubishi for the Fal con,
whi ch did not have these drawbacks, in the hope that the Fal con
woul d be nore attractive to custoners and increase petitioners’

third-party charter business.
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The rule 135 certificate and required docunentation, books
and records, arms length rates charged to charter custoners,
extensi ve advertising, and the changes petitioners inplenented
all indicate that petitioners operated the jet charter activity
in a businesslike manner and support petitioners’ contention that
they carried on the jet charter activity for profit.

2. The Expertise of the Taxpavyers or Their Advisers

We next consider petitioners’ expertise (or the expertise of
their advisers) in jet charter activities. Preparing for the
activity by extensive study of its accepted business, economc
and scientific practices and consulting with experts in these
matters may indicate that a taxpayer has a profit objective when
the taxpayer follows that advice. Sec. 1.183-2(b)(2), |Incone Tax
Regs.

When petitioners began the jet charter activity, petitioners
initially retained an outside managenent firmto nanage the jet
charter activity for the first 6 to 8 nonths until M. Rabinow tz
had sone experience in the business and could do it hinself.
Petitioners also hired several trained staff nmenbers to work for
the jet charter activity throughout the tinme they were engaged in
the activity, including a captain, a co-captain, a nmechanic, and
two bookkeepers. M. Rabinowitz also took pains to ensure his
deci sions were educat ed deci sions about the jet charter activity.
For exanple, he personally solicited owners of other aircraft as
charter custonmers because he had | earned fromthe industry that

these were often the best charter custoners.



- 25-

Both petitioners al so have consi derabl e busi ness know edge
and skills not directly related to the jet charter industry.
Petitioners built CFl into an organi zation that had hundreds of
mllions of dollars in sales at its peak. The skills required to
buil d such a successful business undoubtedly assisted M.
Rabinowitz in his work for the jet charter activity. In
addi tion, although M. Rabinowitz may not initially have been
famliar wwth the intricacies of the jet charter industry, he
knew about marketing, enployee relations and ot her essenti al
tools necessary to run a business, all of which he put to use
operating the jet charter activity.

In sum petitioners hired skilled staff nmenbers to assist in
operating the jet charter activity. M. Rabinowitz has al so
denonstrated that he has consi derabl e busi ness know edge and
undertook efforts to becone famliar wth industry practice.
These facts support a conclusion that petitioners operated the
jet charter activity for profit.

3. The Tine and Effort Expended by the Taxpaver in
Carrving On the Activity

We next consider the tinme and effort petitioners expended on
the jet charter activity. A taxpayer’s devotion of nuch tinme and
effort to conducting an activity, particularly if the activity
does not have substantial personal or recreational aspects, my
indicate an intention to derive a profit. Sec. 1.183-2(b)(3),
| ncone Tax Regs. The fact that a taxpayer devotes a limted

anount of tinme to an activity does not necessarily indicate a



-26-
| ack of profit notive where the taxpayer enploys conpetent and
qual ified persons to carry on the activity. [d.

M. Rabinow tz spent approximately 30 hours per week on the
jet charter activity during the relevant years. This tinme was in
addition to the approximately 50 hours per week M. Rabinowtz
spent on CFl’'s business. M. Rabinowitz was involved in every
aspect of operating the jet charter business, from approving
flight |1ogs, generating and approving invoices, marketing the
charter service, addressing enpl oyee and conpensation matters,
and generally managing the aircraft. Petitioners also hired
three full-tinme enployees to work for the jet charter activity
who included a chief pilot, a co-captain, and a nechanic. The
two bookkeepers al so together spent approximately full tinme on
the jet charter activity.

Taken together, M. Rabinowitz and BHJ' s enpl oyees spent a
consi derabl e anount of tine and effort on the jet charter
activity during the relevant years. That M. Rabinow tz spent so
much tinme on the jet charter activity in addition to his
considerable responsibilities for CFl indicates that he did not
take the jet charter activity lightly. He nade a |arge effort on
the jet charter activity in addition to his nunerous
responsibilities for CFl. These facts support petitioners’
contention that they operated the jet charter activity for

profit.
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4. The Expectation That the Assets Used in the Activity
May Appreciate in Val ue

We next exam ne the expectation that the assets used in the
jet charter activity may appreciate in value. A taxpayer may
intend, despite the lack of profit fromcurrent operations, that
an overall profit will result when appreciation in the val ue of

assets used in the activity is realized. Bessenyey V.

Comm ssioner, 45 T.C. 261, 274 (1965), affd. 379 F.2d 252 (2d

Cr. 1967); sec. 1.183-2(b)(4), Incone Tax Regs.

Nei ther petitioner testified that he or she expected the
Fal con to appreciate in value, and, in fact, petitioners
ultimately sold the Falcon for less than the price at which they
had purchased it. Although M. Rabinowitz did suggest that the
negative publicity regarding the safety of the Fal con depressed
the value of the aircraft, petitioners did not indicate that they
expected the Falcon to appreciate in value, nor that they
considered the possibility that the jet m ght appreciate in val ue
when they decided to begin the jet charter activity. This factor
t herefore does not support petitioners’ contention that they
operated the jet charter activity for profit.

5. The Success of the Taxpayer in Carrving On O her
Simlar or Dissimlar Activities

We next exam ne the success of petitioners in carrying on
other simlar or dissimlar activities. |f a taxpayer has
previously engaged in simlar activities and made them
profitable, this success may show that the taxpayer has a profit

obj ective, even though the current activity is presently
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unprofitable. Sec. 1.183-2(b)(5), Income Tax Regs. A taxpayer’s
success in other, unrelated activities also may indicate a profit

obj ective. See Daugherty v. Conm ssioner, T.C Meno. 1983-188

(taxpayer’'s diligence, initiative, foresight, and other qualities
that generally lead to success in other business activities
i ndi cate taxpayer had a profit notive for activity at issue).
Petitioners are both extrenely successful individuals.
Petitioners grew CFl, the conpany they founded, into an
organi zation with over $300 mllion in sales at its peak. As
majority owners of CFl, petitioners were responsible for
overseei ng every aspect of the business, including marketing,
desi gn, coordinating production, enployee relations, and nunerous
other activities. Petitioners also have been engaged in several
ot her businesses. For exanple, M. Rabinowitz was involved in a
novi e business wwth Ms. Harrah. At the tinme of trial,
petitioners co-owned a wonen’s apparel design and inport firm
called Studio CL. The fact that petitioners grew CFl into such a
| ar ge organi zati on and have consi derabl e experience in various
busi ness endeavors is evidence of petitioners’ anple business
experience and skills they brought to their jet charter activity.
See id. This factor favors finding petitioners operated the jet
charter activity for profit.

6. The Taxpayer's Hi story of Incone or Loss Wth Respect
to the Activity

We next exam ne petitioners’ history of incone or loss with
respect to the jet charter activity. A history of substanti al

| osses may indicate that the taxpayer did not conduct the
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activity for profit. Golanty v. Conmm ssioner, 72 T.C 411, 427

(1979), affd. wi thout published opinion 647 F.2d 170 (9th Cr
1981); sec. 1.183-2(b)(6), Income Tax Regs. Losses during the
initial or startup stage of an activity do not necessarily

i ndi cate, however, that the taxpayer did not conduct the activity
for profit, but |osses that continue to be sustained beyond the
period that customarily is necessary to bring the operation to
profitable status may indicate the taxpayer did not engage in the

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

sec. 1.183-2(b)(6), Inconme Tax Regs. Losses due to unforeseen
ci rcunst ances beyond the taxpayer’s control do not negate that
t he taxpayer engaged in the activity for profit. Sec. 1.183-
2(b)(6), Incone Tax Regs.

Petitioners sustained |osses fromthe jet charter activity
each year from 1985 through 1997. Petitioners’ |osses during the
early years of their operation could be attributed to a startup
phase of the activity, but the |osses continued for 12 years.

Petitioners’ |osses with respect to the jet charter activity
general ly decreased, however, alnost every year during the
rel evant years. Further, petitioners’ net cash flow with respect
to the jet charter activity, although negative for each of the
rel evant years, showed a general trend of increasing. M.

Rabi nowtz also testified that the unforeseen safety probl ens
with the Falcon during the relevant years and the resulting

negative publicity hanpered BHIJ's ability to obtain third-party
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charters for the jet and al so required additional safety checks,
whi ch increased BH)' s expenses.

Thus, al though petitioners did sustain |large |osses during
each of the relevant years and in fact through the duration of
the activity, the unforeseen circunstances were a factor in the
| osses petitioners encountered in the jet charter activity.

Al so, several indications showed that the prospects of the jet
charter activity were inproving over tinme. These circunstances
partially mtigate petitioners’ long history of |osses fromthe
jet charter activity.

7. The Anpbunt of Occasional Profits, If Any, Wiich Are
Ear ned

We next consider the anmpbunt of occasional profits, if any,
petitioners earned fromthe jet charter activity. GOccasional
profits the taxpayer earned fromthe activity, in relation to the
anount of |osses incurred, the anount of the taxpayer’s
i nvestnment, and the value of the assets used in the activity
provi de useful criteria in determning the taxpayer’s intent.

Sec. 1.183-2(b)(7), Income Tax Regs. A practical possibility
that a taxpayer could earn enough noney in a year to exceed
expenses also can indicate a profit objective. Bolt v.

Comm ssi oner, 50 T.C. 1007, 1014 (1968).

Petitioners incurred |l osses fromthe jet charter activity
for each year beginning with 1985, when they began the activity,
t hrough 1997, when they ended the activity by selling the Fal con.
As di scussed above, there was a general trend of increasing net

cash flow and decreasing | osses fromthe jet charter activity
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t hrough the rel evant years, even with the unforeseen safety
pr obl ens.

Notwi t hstanding this trend, it is uncertain whether
petitioners ever would have earned a profit fromthe jet charter
activity because of the significant fixed costs involved. This
factor does not support petitioners’ contention that they engaged
in the jet charter activity for profit.

8. The Financial Status of the Taxpayer

We next exam ne petitioners’ financial status. |If a

t axpayer does not have substantial incone or capital from sources
other than the activity in question, it may indicate that the

t axpayer engages in the activity for profit. Sec. 1.183-2(b)(8),
| ncone Tax Regs. Conversely, substantial inconme from sources
other than the activity, especially if the | osses generate |arge
tax benefits, may indicate that the taxpayer is not conducting
the activity for profit. [d. Taxpayers with substantial incone
from ot her sources have a nuch greater tax incentive to incur

| arge expenditures in a hobby type of business. Jackson v.

Comm ssioner, 59 T.C 312, 317 (1972). The fact that a taxpayer

has substantial income from other sources does not, however
foreclose a profit notive if the facts and circunstances indicate

a taxpayer engaged in the activity for profit. \Weeler v.

Comm ssioner, T.C. Menp. 1999-56. It is just one factor. See

id.

Petitioners had substantial income fromCFl that the jet

charter losses could and did offset. Petitioners reported
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consi derabl e net incone during each of the relevant years. 1In
1993 al one, petitioners reported $5.5 mllion in wages. Wile
this factor is not hel pful to petitioners’ contention, it does
not foreclose a profit notive. See id.

9. VWhet her El ements of Personal Pl easure or Recreation Are
| nvol ved

W& next exam ne whether el enents of personal pleasure or
recreation were involved in the activity. The presence of
recreational or pleasurable notives in conducting an activity my
indicate that the taxpayer is not conducting the activity for
profit. Sec. 1.183-2(b)(9), Incone Tax Regs. The fact that the
t axpayer derives personal pleasure fromengaging in the activity
is not sufficient to cause the activity to be classified as not
engaged in for profit, however, if the activity is, in fact,

conducted for profit as shown by other factors. Jackson v.

Commi ssi oner, supra; sec. 1.183-2(b)(9), Incone Tax Regs.

Petitioners did make sone personal trips in the Fal con.
Petitioners and respondent do not agree on the nunber and val ue
of the trips petitioners took for personal travel versus business
travel. The disagreenent results in part fromdifferent views of
particular trips. For exanple, respondent characterized certain
trips from San Diego to Los Angel es made by Jennifer Heft
(petitioners’ daughter and a nerchandi sing enpl oyee of CFl) to
meet with Ms. Little as personal trips, while petitioners
characterized Ms. Heft’'s travel as business trips. Simlarly,
respondent contended that petitioners’ trips to Aspen, Col orado,

were of a personal nature because M. Rabinow tz skied and



-33-

petitioners had a second hone there, while petitioners stated
that the Aspen trips were to visit their flagship Carole Little
store to deliver or collect nmerchandi se, check on nerchandi se or
store appearance, and discuss CFl matters with the store staff.
In any case, petitioners paid BHJ fromtheir personal account for
t he occasional personal trips they took on the Fal con, and CF
paid for the trips characterized as having a busi ness purpose.

Petitioners also often used Ms. Harrah’s jet for personal
travel when the Fal con was on charter or otherw se unavailable to
them CFlI was the primary custonmer of the jet charter activity,
and petitioners both testified credibly as to the business
pur pose and nature of the CFl trips.

We are not convinced that either petitioner was an airpl ane
hobbyi st or particularly enjoyed air travel, but we do recognize
that petitioners derived sonme benefit fromthe ability to use a
private jet occasionally for personal purposes. W find
petitioners’ use of the Falcon and the jet charter activity to be
primarily notivated by the needs of their CFlI business. This
factor supports a conclusion that petitioners engaged in the jet
charter activity for profit.

10. Concl usion

M. Rabinowitz testified that petitioners thought they could
enter the jet charter business, do it better than other charter
conpani es, and nmake noney while doing it. Petitioners used their

consi derabl e business skills to attenpt to nake the business
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profitable. Petitioners set conpetitive rates for the jet
charter activity, advertised the jet charter activity, and
solicited business fromother jet owers. Petitioners kept
vol um nous books and records and mai ntai ned the FAA certificate
required to sell charters to third parties. Petitioners made
nodi fications to their business plan to attract nore charter
busi ness. Petitioners successfully showed a general trend of
decreasing | osses throughout the relevant years, despite negative
publicity and FAA-mandated additional safety requirenents for
their jet. Most inportantly, we found petitioners’ testinony
reliable and credible.

The ni ne nonexcl usive factors and the facts and
ci rcunstances of this case |ead us to conclude that petitioners
engaged in the jet charter activity with the primry, predom nant
and principal purpose and intent of realizing an economc profit
i ndependent of tax savings during the relevant years. W
therefore find that petitioners have net their burden of proving
the requisite notive for their jet charter activity.

Accordingly, we do not sustain respondent’s determ nation in
the notice of deficiency.

To reflect the foregoing in favor of petitioners and the

concessions of the parties,

Deci sion will be entered

under Rul e 155.




