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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GCEKE, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone taxes of $8,779, $9,835, and $15, 498

and penalties pursuant to section 6662(a) of $1,755.80, $1, 967,
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and $3,099.60 for the years 2000, 2001, and 2002, respectively.!?
The issues presently before the Court for decision are:

1. Wether petitioner Dorothy M Smith's direct marketing
activities were conducted wth an actual and honest intent to
profit. W hold that they were not;

2. whether petitioners are |iable for penalties pursuant to
section 6662(a) and (b)(1). W hold they are not.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipulation
of facts and the acconpanying exhibits are incorporated by this
reference. Dr. WlliamC Smth and his wwfe Dorothy M Smth
resided in Rossville, Georgia, at the tine their joint petition
was filed with this Court.

Dr. Smth is a nedical doctor and was engaged in the
practice of medicine during the years at issue. Ms. Smth
graduated fromcollege with training as an accountant. Later
Ms. Smth becane a registered nurse and worked as a nurse from
1981 to 1995. During this period, Ms. Smth al so worked as an
adm nistrator with a hone health agency. At the end of this

period, Ms. Snith was earning approximately $75,000 a year.

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code, as in effect for the years in issue,
and all Rule references are to the Tax Court Rul es of Practice
and Procedure.
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During 1996, Ms. Smth began selling for direct marketing
conpanies. During 1998 and 1999, Ms. Smth was involved with
selling spray vitamns. On Schedules C, Profit or Loss From
Busi ness, of their joint Federal incone tax returns for 1998 and
1999, petitioners reported | osses of $34,049 and $47, 493,
respectively, related to Ms. Smth's direct marketing
activities.

During 2000, 2001, and 2002, Ms. Smth stopped selling
spray vitam ns and instead becane involved in four other direct
mar keti ng conpanies: (1) Espial U S A, Ltd. (Espial), (2)

Renai ssance The Tax People, Inc. (Renaissance), (3) Cyberw ze.com
(Cyberwi ze), and (4) 24/ 7 Internet Marketing. The products that
Ms. Smth marketed from Espial included energy suppl enents,
power - oxygenat ed wat er, and skin-care products. The products

mar keted for Cyberw ze included nutritional supplenents and a
travel product. The products marketed for 24/7 Internet

Mar keti ng i ncluded marketing materials to help recruit other
individuals interested in direct marketing opportunities as well
as candy and ot her food products.

The products Ms. Smth marketed for Renai ssance were part
of what Renai ssance called its “Tax Relief Systeni. Custoners
coul d purchase the system which consisted of various witten and
audio materials designed to generate Federal incone tax

deductions, for $300. Ms. Smth purchased what Renai ssance
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call ed the “Founders Pack”, which included four Tax Reli ef
Systens that could then be resold. Anong the benefits clainmed in
the Tax Relief Systemmaterials were: (1) A guaranteed m ni mum
of $5,000 in Federal tax deductions, (2) that participation in
the systemwas itself evidence of operating a business for
profit, and (3) that opening a home-based business would all ow
t axpayers to enjoy doubl e deductions by claimng both the
standard deduction as well as item zed deductions clainmed on
Schedule C. In addition to the witten materials, custoners
coul d purchase Renai ssance’s nonthly tax service with costs
ranging from $10 a nonth to the platinumservice, which Ms.
Smith purchased, for $100 a nonth.

As a distributor in a direct marketing operation, an
i ndi vidual conmmts to purchasing or selling a certain anount of
t he product each nonth. The individual then earns comm ssions on
the products he or she is able to sell. The individual also
enj oys a discount on products purchased for personal use. In
addition to the conm ssions based on his or her sales, a
di stributor can earn incone by recruiting other individuals to
sell the product. The original distributor then becones the
“upline” distributor and the recruit, the “downline”

distributor.? The upline distributor then receives additional

2These operations are also sonetines referred to as
mul til evel marketing conpani es.
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comm ssi ons based on the products that his or her downline
distributors are able to sell. [If a downline distributor then
recruits additional individuals to sell, the original upline
di stributor receives conm ssions on sales by both downline
di stributors. The additional conmm ssions received by the upline
di stributor are not, however, determned by the profitability of
the downline distributors, only by their sales.

Ms. Smith was recruited in this fashion to becone a
downline distributor for Susan Wal sh, first for Espial in 1999,
and i n subsequent years for Renai ssance and Cyberw ze. The
record does not reflect who introduced Ms. Smth to 24/7
I nternet Marketing. Ms. WAl sh provided Ms. Smth with product
trai ning and sal es organi zation training and advi sed her on how
to teach and train other potential downline distributors.

Wth the exception of Cyberw ze, Ms. Smth created nom nal
busi ness plans for each of the conpanies for which she marketed.
These pl ans included vague goal s about the nunber of custoners
Ms. Smth wuuld attract and the sales that she woul d achi eve.
For instance, Ms. Smth’s Espial business plan is an undat ed,
one- page docunent which states: “I will build a sales force and
retail products to derive incone that will exceed enploynent in
the corporate arena, and I will have becone a highly visible
sal es organi zati on known as a | eader in sales, sponsorship, team

support, and residual incone.” Wth respect to her market, Ms.
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Smth's plan states: “M target custoner market includes those
who would Iike to own their own hone-based business. The ideal
custoner is one who can benefit fromthe products or [sic] | am
marketing.” Ms. Smth s plans did not reflect any anal ysis of
the market she sought to operate in, any potential conpetitors,
her startup costs, the tine required to recoup those startup
costs, or the tinme and potential to achieve profitability. Wth
each of these plans, it seens Ms. Smth altered existing
materials provided by the conpanies. Ms. Smth prepared no
witten business plan for Cyberw ze.

Petitioners engaged their accountant, Cheryl Cdark, to
assist in the preparation of their inconme tax returns. M. dark
is acertified public accountant (C.P.A ) licensed in the State
of Georgia. Ms. Smth provided Ms. Clark with summaries of the
expenses and income with respect to her direct marketing
activities which Ms. Cark then used to prepare petitioners’
incone tax returns, including the | osses reported on petitioners’
Schedules C. The information Ms. Smith provided was entirely in
summary form and Ms. Cark was not asked to and did not attenpt
to verify the amobunts Ms. Smth provided her.

In addition to preparing petitioners’ returns, Ms. Oark
provided Ms. Smth with tax advice for her business. M. dark
advised Ms. Smith on how best to maintain the business records

for her business. Wwen Ms. Smth was contenpl ati ng becom ng a



- 7 -

di stributor for Renai ssance, she engaged Ms. Clark to review her
Renai ssance busi ness plan as well as other materials provided by
Renai ssance. This review was confined to the nerits and legality
of the tax strategies sold as part of the Renai ssance tax
package. After review ng the docunents Ms. Smth provided, M.
Clark advised that the tax strategies pronoted by the product
were legal. M. Cark also purchased the Tax Relief Systemfor
herself and briefly became a distributor for Renai ssance. M.
Clark testified that she ceased selling for Renai ssance because
it was taking too nuch tinme and because Renai ssance was shut down
by Kansas State authorities.

Ms. Cark did not provide any business advice to Ms. Smth
apart from her tax advice. Aside fromthe vague business plan
provided to Ms. Cark with respect to Renai ssance, Ms. Cark did
not review any of Ms. Smth's other business plans. Further,
Ms. Clark did not prepare or review any financial statenments or
budgets with respect to any of Ms. Smth's marketing activities.
As Ms. Cark testified, her advice was largely confined to tax
advi ce.

Ms. Smth al so sought advice from her upline distributor,
Ms. Walsh. Ms. Walsh’s counsel focused primarily on sales and
product training. M. Walsh did not review any financi al
statements wwth Ms. Smth, nor did she discuss how Ms. Smth

m ght stemthe | osses she was experiencing or howlong it m ght
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take to recoup the losses. Instead, Ms. Walsh testified that her
advi ce focused on the future and was directed at howto sell the
products and how to recruit others and teach themto sell the
products. M. Wil sh’s advice assuned that sales equal profits
W t hout any apparent consideration of the costs associated with
real i zing such sales.

Ms. Smth testified that she devoted 60 to 80 hours per
week to her marketing activities. W find Ms. Smth' s testinony
unconvincing. Ms. Smth testified that a typical day consisted
of :

First of all, | plan ny day the night before, and then

| would get up, reviewthe plan, and | would be —

actually go through, review the plan, the contacts that

| needed to nmake, what | need to do for that day, and

t hat usually began sonmewhere between seven and ei ght

o' clock. Then I, after review ng what ny plan was for

the day, | would then begin to make phone calls and

confirm appoi ntnments and follow through with things

that | had planned out the night before.

Then once | made those phone calls, | then would

go travel to call on either custonmers or businesses in

order to market the product or return calls to those

who had responded to advertising, that type thing.

Then in the evenings, a lot of tinmes | would

participate in conference calls regardi ng the business

as well, and then that evening, of course, I'd plan ny

work for the follow ng day.

We do not believe that these activities anobunt to 60 to 80 hours
per week of work tinme, and there is little docunentary evidence,
such as |l ogs and cal endars, to substantiate Ms. Smth’s

testinmony in this respect.
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The tinme Ms. Smth did spend with these direct marketing
activities was devoted primarily to recruiting additional
downline distributors as opposed to selling the actual products
t henmsel ves. To recruit additional distributors, Ms. Smth
pl aced advertisenents in the classified sections of |ocal and
regi onal newspapers about joining her marketing organization.

For instance, one advertisenent under the heading, “Network

Mar keters” states: “The top trainer in the industry seeks 5 key
people in the Nashville area. $25,6000/nmo. FREE car.” Ms. Smith
woul d then spend tinme responding to phone calls inquiring about

t hese advertisenents as well as traveling to and neeting with

t hese potential downline distributors. Ms. Smth would al so
prepare periodic goal sheets, wth stated nunbers of the sales
she hoped to nmake, and review sim | ar goal sheets prepared by her
downline distributors. Finally, Ms. Smth would neet with other
di stributors during conferences and sem nars.

It is not clear how many downline distributors resulted from
these recruitnment efforts by Ms. Smth. Many of her downline
di stributors did, however, come fromanong Ms. Smth's famly
and friends. For instance, one of the first nenbers of Ms.

Smith's Renai ssance team was her husband, Dr. Smith.2 Another

SMs. Smith offered no explanation of what benefit
petitioners m ght have received fromDr. Smth’s purchasing the
Tax Relief Systemwhen Ms. Smth had al ready purchased the
system and the platinumlevel of service.
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menber of Ms. Smth’' s Renai ssance team was her friend Walt

Hol comb. Ms. Smith lent M. Holconb $12,000 in the sane year

t hat he purchased the Tax Relief System

Overall, Ms. Smth s direct marketing activities have
proved unsuccessful. On the Schedules C of their joint Federal
i ncone tax returns for 2000, 2001, and 2002, petitioners reported
gross recei pts of $19, 869, $16,014, and $46, 587, respectively,
related to Ms. Smth's direct marketing activities. For the
sanme years, petitioners reported total |osses of $26, 856,
$34, 155, and $17, 256, respectively. These |osses included the
reported use of 40.48 percent of their residence for regular and
excl usi ve business activity. The 2002 | oss included wages
totaling $14,060 paid to petitioners’ two sons.

I n subsequent years, petitioners’ gross receipts fromthe
activities rose to $54,793 in 2003 before falling to $18,294 in
2004 and $17,947 in 2005. In 2003, petitioners reported that
Ms. Smth's activities broke even. In 2004, petitioners
di sconti nued cl ai m ng deductions for the business use of their
resi dence, car and truck expenses, and supplies and reported a
profit of $758. |In 2005, petitioners also stopped clainmng a
deduction for wages paid to their sons and reported a profit of
$7,354. Ms. Smth testified that these expenses could no | onger

be justified as deductions because the nature of Ms. Smth's
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activities had changed such that she was now primarily using the
I nternet to conduct her activities.

OPI NI ON

A. Section 183 Cenerally

Section 183 restricts taxpayers from deducting | osses from
an activity that is not “engaged in for profit”. Sec. 183(a).
An activity is engaged in for profit if the taxpayer entertained
an actual and honest profit objective in engaging in the

activity. Surloff v. Conmm ssioner, 81 T.C 210, 233 (1983);

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

opinion 702 F.2d 1205 (D.C. Cr. 1983); sec. 1.183-2(a), I|ncone
Tax Regs. The taxpayer’s expectation of profit nust be in good

faith. Allen v. Comm ssioner, 72 T.C. 28, 33 (1979) (citing

section 1.183-2(a), Income Tax Regs.).

I n deciding whether Ms. Smth operated her direct marketing
activities for profit, we consider the follow ng nine factors:
(1) The manner in which she carried on the activity; (2) her
expertise or that of her advisers; (3) the tine and effort she
expended in carrying on the activity; (4) the expectation that
the assets she used in the activity may appreciate in value; (5)
her success in carrying on other simlar or dissimlar
activities; (6) her history of inconme or loss with respect to the
activity; (7) the anmpbunt of occasional profits, if any, which she

earned; (8) her financial status; and (9) whether elenments of
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personal pleasure or recreation are involved. See sec.
1.183-2(b) (1) through (9), Incone Tax Regs.

No single factor, nor even the existence of a majority of
factors favoring or disfavoring the existence of a profit

objective, is controlling. Brannen v. Conm ssioner, 722 F.2d

695, 704 (11th GCr. 1984), affg. 78 T.C. 471 (1982); sec.
1.183-2(b), Incone Tax Regs. Rather, the relevant facts and
circunstances of the case are determnative. See Golanty v.

Comm ssioner, 72 T.C. 411, 426 (1979), affd. w thout published

opinion 647 F.2d 170 (9th Gr. 1981). On the basis of the facts
and circunstances, we hold that Ms. Smth was not engaged in her
direct marketing activities for profit within the neaning of
section 183.%

1. Manner in VWiich the Taxpayer Carried On the Activity

Mai nt ai ni ng conpl ete and accurate books and records,
conducting an activity in a manner substantially simlar to that
of conparabl e busi nesses which are profitable, and maki ng changes
in operations to adopt new techni ques or abandon unprofitable
met hods suggest that a taxpayer conducted an activity for profit.

Engdahl v. Comm ssioner, 72 T.C 659, 666-667 (1979); sec. 1.183-

2(b)(1), Incone Tax Regs.

“We note that petitioners did not argue to shift the burden
of proof under sec. 7491(a). Regardless, the outcone of this
case is determ ned on the preponderance of the evidence after
trial and is unaffected by sec. 7491(a). See Estate of Bongard
v. Comm ssioner, 124 T.C. 95, 111 (2005).
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Ms. Smth argues that she maintained records consistent
Wi th a business operated for profit, including business plans,
comm ssion reports fromthe conpani es whose products she sold,
and 30-day and 90-day sal es goal reports, as well as detailed
records of her expenses. Further, Ms. Smth maintains that when
the products from one conpany proved unprofitable, she swtched
her distribution efforts to other conpani es which were nore
profitable.

Respondent, on the other hand, maintains that Ms. Smth did
not operate in a businesslike manner because the records | ack any
indicia of analysis of the market, the potential for profit, or
how to alter the business to make it successful. Respondent
argues that the records petitioners did maintain were consistent
W th sonmeone seeking to substantiate their expenses for tax
pur poses and not wth the goal of making a profit.

Ms. Smith cites Dwrshak v. Comm ssioner, T.C Mno. 2004-

249, in support of her contention that she was operating her

busi ness for profit. The taxpayer in Dworshak, like Ms. Smth,
was a distributor for a direct marketing conpany and mai nt ai ned
records of his activities. Ms. Smth argues that the records
she mai ntai ned were even nore detail ed than those of the taxpayer
in Dmrshak. Wiile Ms. Smth may be correct that she nmaintained
nore records than the taxpayer in Dworshak, ultimately she m sses

the point. As we have stated previously:
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t he keepi ng of books and records may represent nothing
nore than a conscious attention to detail. 1In this
case, there has been no show ng that books and records
were kept for the purpose of cutting expenses,
increasing profits, and evaluating the overall

per formance of the operation. * * *

ol anty v. Conmi ssioner, supra at 430.

Thus, we found significant in Damrshak not sinply that the
t axpayer maintained records, but that the taxpayer used those
records as a tool to analyze how to nmake his direct marketing
busi ness profitable. For exanple, the taxpayer in Dworshak
devi sed a systemto keep track of the success rates of his
solicitation activities. As a result, during the first year and
a half of his operation, the taxpayer knew that about 2 percent
of people to whom he nmailed solicitation materials purchased
products fromhim \Wen those statistics denonstrated that the
success rate for his direct mail solicitations dropped bel ow 0.5
percent, the taxpayer concluded that it would be nore effective
to use tel ephone and in-person solicitations. There is nothing
in the record before us that suggests any simlar use or analysis
of the records Ms. Smth maintained.

Ms. Smth's testinony that she switched conpanies for which
she distributed when she concl uded that other conpani es woul d be
nmore profitable is unconvincing and not supported by the record.
There is nothing to suggest any analysis by Ms. Smth of why she
t hought Espial and Renai ssance were not profitable and why

switching to Cyberwi ze and 24/7 Internet Mrketing woul d prove
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nmore profitable. I1ndeed the record presented at trial suggests,
at least with respect to Renaissance, that Ms. Smth ceased
selling for the conpany because it was shut down by the Kansas
State authorities.

The busi ness plans and goal sheets that Ms. Smth prepared
do not support a conclusion that she was operating her direct
marketing activities wwth the actual and honest goal of making a
profit. These business plans were |argely prepackaged by the
conpany for which she was selling and were full of vague and
unsupported puffery concerning the anount of sales she hoped to
make. These purported business plans and goal sheets |acked any
anal ysis of how t hese vague goals m ght be achi eved, what startup
costs were involved, howlong it would take to recoup those
startup costs, what type of market there was for the products she
was selling, or other types of analysis one m ght expect to find
in a genuine business plan. Wile Ms. Smth testified that she
did these types of analysis, there is nothing to substantiate her

sel f-serving testinony. See Tokarski v. Conm ssioner, 87 T.C.

74, 77 (1986) (noting the Court is not required to accept a
taxpayer’s self-serving testinony in the absence of corroborating
evi dence) .

In short, we find that the manner in which Ms. Smth
conducted her direct marketing activities, including the

mai nt enance of records w thout any underlying analysis of how to
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make the activities profitable, nore indicative of sonmeone
preparing for | RS exam nation than sonmeone wth the actual and
honest objective of making a profit. Accordingly, we find this
factor to favor respondent.

2. The Expertise of the Taxpayer or the Taxpayer’'s Advisers

Efforts to gain experience, a wllingness to follow expert
advi ce, and preparation for an activity by extensive study of its
practices may indicate that a taxpayer has a profit objective.
Sec. 1.183-2(b)(2), Inconme Tax Regs. A taxpayer’s failure to
obtain expertise in the economcs of an activity indicates that

he or she lacks a profit objective. Burger v. Conm ssioner, 809

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

v. Conm ssioner, 72 T.C. at 432.

Ms. Smith maintains that before deciding to sell for a
conpany she would neet with representatives of the conpany,
sanple its products, and tour its facilities. Ms. Smth also
mai ntai ns that she contacted the Better Business Bureau and the
Direct Selling Association and that as a result of this
preparation she decided not to sell for certain conpanies. Ms.
Smth further argues that she sought and fol |l owed busi ness advice
fromher upline distributor, Ms. Walsh, as well as her
accountant, M. C ark.

W find that Ms. Smth's preparation for her direct

mar keting activities is not suggestive of soneone trying to nmake



- 17 -
a profit. Ms. Smth had no experience operating a direct
mar keti ng business at the tine she was recruited by her upline
distributor, Ms. Walsh. Despite this |ack of experience, Ms.
Smith has principally relied only on advice she has received from
Ms. Wal sh and other insiders. Wile Ms. WAl sh had experience as
a distributor for direct marketing conpanies, as Ms. Smth’'s
upline distributor Ms. WAl sh did not need to concern herself with
Ms. Smth's profitability so long as Ms. Smth was able to sell
products or recruit others to sell products. See, e.g., Poast v.

Comm ssioner, T.C Meno. 1994-399 (“for the nost part,

petitioners’ advisers were not experts as much as they were
upliners with a financial stake in petitioners’ retail and
downline sales”). M. Walsh did not review any financi al
statenents or budgets with Ms. Smth. Thus, we took Ms. Wl sh
at her word when she testified that she was not so nuch concerned
about the past——or Ms. Smth' s previous | osses—as she was Ms.
Smth's ability to sell and recruit others.

Ms. Smth testified that she al so sought busi ness advice
fromher accountant. However Ms. Smth was contradi cted by M.
Clark herself, who testified that her advice to Ms. Smth was
largely confined to matters related to the preparation of Ms.
Smth's tax returns. M. Cark did not review any financi al
statenments or budgets for Ms. Smth, and there is nothing in the

record to suggest that Ms. O ark had any experience or expertise
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with running a profitable direct marketing business that m ght
assist Ms. Smth in the operation of her activities.

In sum we are not convinced that Ms. Smth sought any
counsel fromdisinterested third parties on how she m ght nake
her direct marketing activities profitable. Nor are we convinced
that Ms. Smth tried to educate herself in any neani ngful way on
the econom cs of operating a direct marketing business or to
overconme her |l ack of experience and expertise. This factor
favors respondent.

3. The Tine and Effort Expended by the Taxpayer

The fact that a taxpayer devotes nmuch of her personal tine
and effort to carrying on an activity may indicate an objective
to derive a profit, particularly if the activity does not have
substanti al personal or recreational aspects. Sec. 1.183-
2(b)(3), Incone Tax Regs.

Ms. Smth testified that she spent between 60 and 80 hours
each week working on her direct marketing activities.

Respondent, on the other hand, argues that the tinme Ms. Smth
devoted to her marketing activities should be discounted because
much of the tinme was pleasurable, included socializing with
friends, and had the added benefit of allow ng petitioners to

cl ai m busi ness expense deductions for many of their personal

expenses.
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There is evidence that Ms. Smth devoted a fair anount of
personal tinme to these activities. For instance, Ms. Smth
i ntroduced the nessage | ogs of phone calls she received in
response to advertisenents she placed in various newspapers.

Ms. Smth spent tinme responding to these tel ephone inquiries,
including identifying | eads that seemed prom sing and schedul i ng
meetings with these leads. W do not believe that Ms. Smth
found consi derabl e pleasure in responding to these tel ephone
inquiries.

The problemis that while Ms. Smth spent a fair anount of
time working on her direct nmarketing activities, we find her
testinony that she devoted 60 to 80 hours per week to these
activities lacking in credibility. Wen asked at trial to
describe a typical day, she testified in vague terns about
pl anni ng, maki ng phone calls, and traveling to neet customners.

We are unconvinced that these activities amunt to 60 to 80 hours
of work a week.

Thus, while we find that Ms. Smth devoted significant tinme
to her direct nmarketing activities, any positive inference to be
drawn fromthis factor is tenpered by Ms. Smth’s | ack of
credibility with respect to the nunber of hours she devot ed.

Neverthel ess, we find this factor to favor petitioners.
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4. The Expectation That Assets Wuld Appreciate in Val ue

The expectation that assets used in the activity wll
eventual |y appreciate over tine may indicate a profit notive.
Sec. 1.183-2(b)(4), Incone Tax Regs. No appreciating assets were
devoted to Ms. Smith' s activities. This factor is neutral.

5. The Taxpavyer’'s Success in Carryving Onh G her Activities

The fact that a taxpayer previously operated simlar
activities profitably may show that the taxpayer has a profit
objective. Sec. 1.183-2(b)(5), Inconme Tax Regs. Far from
success, in the 2 years preceding the years at issue Ms. Smth’'s
direct marketing activities resulted in | osses of $34,049 for
1998 and $47,493 for 1999. This factor favors respondent.

6. The Taxpayer’'s History of |Income and Loss

A history of substantial |osses may indicate that the

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

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

Regs. Losses sustained in the initial stage of an activity,
however, do not necessarily indicate that an activity was not

conducted for profit. Engdahl v. Conm ssioner, 72 T.C at 6609.

O course, a series of years where net incone is realized would
be strong evidence that an activity is engaged in for profit.
Sec. 1.183-2(b)(6), Incone Tax Regs.

In the years at issue, 2000, 2001, and 2002, Ms. Smth

recorded | osses of $26,856, $34, 155, and $17, 256 respectively.
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These | osses are on top of the |osses of $34,049 and $47, 493 for
1998 and 1999. In total, from 1998 to 2002, Ms. Smth reported
| osses fromher direct marketing activities of $159, 809.

Ms. Smth maintains that while she sustained | osses during
the years at issue, these | osses should be considered startup
| osses because of the unforeseen circunstances that necessitated
finding new conpanies to sell for. Ms. Smth further asserts
t hat her business broke even in 2003 and returned profits in both
2004 and 2005.

We are not persuaded that Ms. Smth's history of |osses
shoul d be discounted as startup | osses because she had to switch
conpani es for which she sold because of unforeseen circunstances.
First, the unforeseen circunstance with respect to Ms. Smth's
ceasing to sell for Renai ssance was Renai ssance’s havi ng been
shut down by the Kansas State authorities. Further, we find that
characterizing these | osses as being startup in nature i s not
supported by the record. Ms. Smth noved from conpany to
conpany w t hout any apparent analysis of the costs associ ated
with selling for a new conpany or how long it m ght take to
recoup those costs. 1In short, we find these | osses were
operating | osses.

Nor are we persuaded by Ms. Smth' s assertion that her
business is now profitable. Wile Ms. Smth reported on her

Schedul es C that she broke even in 2003 and had small profits for
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bot h 2004 and 2005, these nunbers are m sleading. Beginning in
2004, Ms. Smth stopped claimng deductions for car and truck
expenses, office expenses, and the business use of petitioners’
home. In 2005, Ms. Smth stopped claimng a deduction for wages
paid to petitioners’ sons. Had Ms. Smth included these
expenses, as she had in the years at issue, her direct marketing
activities would have reported a | oss.

Ms. Smth explained that these expenses could no | onger be
claimed on her return because the nature of her business had
changed in that she had becone nore focused on using the |Internet
to carry on her business. |f anything, however, the fact that
Ms. Smth's activities were focused on using the Internet
suggests that she was using her hone to conduct her business nore
t han ever.

This factor favors respondent.

7. The Anount of COccasional Profits, If Any

The anobunt of any occasional profits the taxpayer earned
fromthe activity may show that the taxpayer had a profit
objective. Sec. 1.183-2(b)(7), Inconme Tax Regs. Ms. Smth did
not earn a profit in any of the years at issue or in prior years
in which she was engaged in her direct marketing activities.
Wil e she maintains that they are now profitable, as discussed
above, we find her characterization of profits to be

unpersuasive. This factor favors respondent.
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8. The Financial Status of the Taxpavyer

The recei pt of a substantial anount of inconme from sources
other than the activity at issue, especially if the | osses from
the activity generate large tax benefits, may indicate that the
t axpayer does not intend to conduct the activity for profit.

Sec. 1.183-2(b)(8), Inconme Tax Regs. Petitioners reported

adj usted gross inconme of $153, 351, $150,228, and $179,837 in tax
years 2000, 2001, and 2002, respectively. Petitioners offset the
| osses of $26, 856, $34, 155, and $17, 256 for tax years 2000, 2001,
and 2002, respectively, resulting fromMs. Smth's direct

mar keting activities against petitioners’ incone to create
substantial tax savings. This factor favors respondent.

9. Wether El enents of Personal Recreation Are |Invol ved

The presence of personal notives in carrying on an activity
may indicate that the activity is not engaged in for profit,
especially where there are recreational elenents involved. Sec.
1.183-2(b)(9), Incone Tax Regs.

Respondent argues that because Ms. Smth focused her
activities on devel oping a downline distributor network, as
opposed to trying to sell products herself, the activities
involved primarily personal and recreational elenents such as
di ning out, neeting friends, and socializing. Respondent further

argues that Ms. Smth enjoyed personal benefits of being able to
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purchase products at a discount as well as claimng business
expense deductions for personal expenses.

We find this factor to be neutral. |In part, Ms. Smth
enj oyed personal or recreational benefits by engaging in this
activity. The record suggests that sonme of her downline
distributors were her friends | ong before their business
i nvol venent with Ms. Smth. |In one case, Ms. Smth even | ent
$12,000 to a friend in the sanme year he becane a downline
distributor for Renaissance. Further, many of Ms. Smth’'s
activities included el enents of personal recreation, including
traveling to different cities and enjoying neals with friends.
Finally, Ms. Smth enjoyed the benefit of being able to claim
busi ness expense deductions for personal expenses such as her car
and hone.

There were, however, elenents of these marketing activities
which seemto |ack any indication of personal recreation,
i ncludi ng placing advertisenents in newspapers to recruit
downline distributors and responding to the resulting phone calls
i nqui ri ng about these opportunities. Thus, we find this factor
to be neutral.

10. Concl usion

On bal ance, we find that Ms. Smth was not engaged in her
direct marketing activities with an actual and honest objective

of making a profit. W do not |ose sight of the fact that one of
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the four conpanies that Ms. Smith distributed for during the
years at issue sold a purported product that was nothing nore
than a tax strategy to convert personal expenses into business
expense deductions with a hone-based business. W are convinced
that this is precisely what Ms. Smth was trying to do with her
direct marketing activities.

In conducting these activities, Ms. Smth failed to enpl oy
el ementary business practices that one woul d expect of
i ndi vidual s pursuing an activity with a profit objective. She
bounced from conpany to conpany w thout any apparent thought or
anal ysis of why the new conpany m ght help her stop | osing noney.
She spent freely w thout any evident plan on how she woul d recoup
t hose expenses. And while diligent in maintaining records, in
the face of these year-after-year |osses, there is no evidence
that Ms. Smth used those records to analyze the nerits of her
busi ness: How she m ght stem her | osses; what selling techniques
were nost successful at achieving sales and at what cost; and how
and when she would break even. She did none of the anal ysis that
one woul d expect soneone operating a business for profit to have
undert aken.

Finally, the record reflects that Ms. Smth had been
involved in direct marketing activities for 5 years by the end of
the years at issue and had not yet nade a profit in any of those

years, let alone begun to recoup the |osses that she had
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sust ai ned. See Bessenyey v. Conmissioner, 45 T.C. 261, 274

(1965) (“the goal must be to realize a profit on the entire
operation, which presupposes not only future net earnings but

al so sufficient net earnings to recoup the | osses which have
meanwhi | e been sustained in the intervening years.”), affd. 379
F.2d 252 (2d Cir. 1967). Wile Ms. Smth asserts that her

busi ness is now profitable, she no | onger chooses to include the
expenses that she once considered a part of her business.

In the light of the foregoing, we hold that Ms. Smth did
not have the requisite objective of making a profit wth her
direct marketing activities. Thus, petitioners are not entitled
to deduct their losses fromMs. Smth's activities for the years
in issue. However, pursuant to the provisions of section 183(b),
petitioners are entitled to deduct expenses to the extent of
gross incone fromthe activities.

B. Accur acy-Rel ated Penalty Under Section 6662

Respondent al so seeks to i npose an accuracy-rel ated penalty
under section 6662(a) and (b) (1) against petitioners because they
failed to exercise due care and di sregarded the Internal Revenue
Code when they cl ai ned personal expenses as busi ness expense
deductions through a hone-based busi ness.

Section 6662 i nposes an accuracy-rel ated penalty equal to 20
percent of the portion of an underpaynent attributable to, inter

alia, negligence or disregard of rules or regulations. Sec.
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6662(b)(1). The accuracy-related penalty will not be applied to
any portion of an underpaynent with respect to which the taxpayer
acted with reasonabl e cause and in good faith. Sec. 6664(c)(1).
A good-faith, reasonable reliance on the advice of an
i ndependent, conpetent professional as to the tax treatnent of an

itemmay neet this requirenent. United States v. Boyle, 469 U. S.

241 (1985); sec. 1.6664-4(b), Incone Tax Regs. Whether a

t axpayer relies on professional advice and whether such reliance
i's reasonable hinge on the facts and circunstances of the case
and the law that applies to those facts and circunstances. Sec.
1.6664-4(c)(1), Incone Tax Regs.

The record persuades us that petitioners relied in good
faith upon the tax advice given by Ms. Cark, petitioners’
accountant, when she prepared petitioners’ tax returns. M.
Clark is a CP.A licensed in the State of Georgia. M. Cdark
was aware of Ms. Smth's history of |osses. Further, while
after careful consideration, we conclude that Ms. Smth was not
engaged in her direct marketing activities for profit, we do
recogni ze that there are indicia of someone operating a business
for profit, including the tine spent on the activities and Ms.
Smth's out-of-pocket expenses for advertising. Finally, when
Ms. Smth sought advice on the strategies pronoted by
Renai ssance and inplenmented themin her business, Ms. Oark

advised Ms. Smth that they were legal. Wile we find this
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advice was in error, we note that Ms. Clark had no prior
relationship with Renai ssance. On the facts of this case, we
find Ms. Smth' s reliance on Ms. C ark was reasonabl e.
Accordingly, we decline to sustain respondent’s determ nation as
to the accuracy-rel ated penalties.
To reflect the foregoing,

Deci sion will be entered for

respondent as to the deficiencies

and for petitioners as to the

accuracy-rel ated penalties.




