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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

GERBER, Judge: Respondent determ ned incone tax
deficiencies for 1990 and 1991 in the anmounts of $20, 334 and
$49, 727, respectively. Respondent al so determ ned accuracy-

rel ated penalties under section 6662(a)! of $4,067 and $9, 945 for

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the taxable years in
(continued. . .)



1990 and 1991, respectively. The issues for our consideration
are: (1) Wiether, in 1990 and 1991, petitioners were engaged in
an activity for profit pursuant to section 183(a); and
(2) whether petitioners are liable for accuracy-rel ated penalties
under section 6662(a) for the 1990 and 1991 t axabl e years.

FI NDI NGS OF FACT?

Petitioners resided in Fresno, California, at the tinme the
petition in this case was filed. Mrgan L. Lucid (petitioner
husband) was a full-tine plastic surgeon, and Mary J. Lucid
(petitioner wife) was a full-tinme psychotherapist licensed in
California until her retirenent on June 30, 1986.

Petitioner husband is an experienced sailor and served in
the Navy during World War 1. Petitioner husband has had
navi gati on experience with a sextant and the Geographi cal
Positioning System He has taken courses in navigation, netal
wel di ng, and neteorol ogy. Petitioner husband has al so nmade
engi ne, radar, and radio repairs, and was a certified scuba diver
and licensed hamradi o operator. Petitioner wife is an
experienced sail or and has taken courses in neteorol ogy, coastal

navi gation, hamradio, and first aid. Petitioner wfe has al so

Y(...continued)
issue, and all Rule references are to the Tax Court Rul es of
Practi ce and Procedure.

2 The parties' stipulation of facts and exhibits is
i ncorporated by this reference.
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| ectured on subjects including cruising at sea, provisioning,
wat ch schedul i ng, cooking at sea, rescue equipnment and its use,
safety at sea, and stow ng a yacht.

Petitioners have al ways experienced personal pleasure from
yachting. For approximtely 14 years, they owned a 34-foot
famly yacht called Credence, which they used solely for personal
purposes. Their travels on Credence included trans-Atlantic,
trans-Pacific, east coast, west coast, and Cari bbean offshore
cruises. In 1976, petitioner husband ski ppered Credence to
Hawai i and back, enploying celestial navigation for the 45-day
trip. From Septenber 1979 to March 1980, petitioners took tine
off fromtheir respective professions to sail Credence from San
Francisco to Florida via the Panama Canal. In 1981 and 1982,
petitioners took the sumrer nonths off to sail the Chesapeake Bay
and the coast of Maine. |In 1983, petitioners sailed Credence,
with their son and niece, to the Azores, Ireland, and Engl and,
utilizing only a sextant and a radio directional finder.
Overall, petitioners cruised at |east 20,000 m|es on Credence.
During 1984, petitioners sold Credence.

In early 1985, petitioners began using stationery printed
with the letterhead “Lucid Cruising, Ofshore Qutfitters and
Advi sors”. Subsequently, they nmet with an accountant and an
attorney to discuss the formation of a corporate entity to sel

yachts and boating equi pnent under the nane “Lucid Cruising”.



Nei t her the attorney nor the accountant was experienced in
selling yachts. During March 1987, petitioners forned, in order
to protect thenmselves fromliability, a subchapter C corporation
called “Lucid Cruising, Inc.” It was a wholly owned subsidiary
of Dr. Lucid' s nedical corporation, Morgan L. Lucid, MD. Inc.
whi ch was incorporated on Septenber 5, 1974. During Cctober
1988, Lucid Cruising, Inc., was nerged into its parent, Mrgan L
Lucid, MD., Inc.; eventually, the nmerged corporation was renaned
“Morgan L. Lucid, Inc. Lucid Cruising” (Lucid Cruising), and S
corporation status was elected. Petitioners were the sole

shar ehol ders of Lucid Cruising.

On Decenber 30, 1985, petitioners indicated an interest in
pursuing a contract to be the sole west coast representative of
Kanter Yachts Corp. (Kanter Yachts). Petitioners believed that
steel and al um num yachts afforded nuch nore protection than
wooden or fiberglass yachts.

In 1986, petitioners becane interested in acquiring a netal -
hul |l ed sail boat. After exam ning and sailing in Lake Superior a
particul ar type of yacht, an Atlantic 45-foot owned by a M.

Donal dson, petitioners decided to | engthen the hull by 5 percent.
Wth the help of the architect who designed M. Donal dson's
yacht, petitioners made other changes to the vessel's design. On
June 6, 1986, petitioners requested that Kanter Yachts build a

yacht based on the detailed plans drawn by the architect.



In a June 6, 1986, letter to Kanter Yachts, petitioners
inquired as foll ows:

Wul d you agree to list us as West Coast

representatives of your line, this being a nonth to

nmont h agreenent in which either party could cancel with

thirty days notice and in which our comm ssion woul d be

protected to any potential buyer we had witten to you
about for ninety days. W would agree to show the boat

at “In the Water Shows” here on the West Coast.

On June 23, 1986, Kanter Yachts replied that it would agree
to make the extensive changes required by petitioners. The
letter also contained the statenent:

We al so thank you for your offer to represent us on the

West Coast and we woul d be pleased to offer a 5%

finder's fee for any future contacts resulting in a

sal e.
| f petitioners had nade successful referrals, they would have
made approxi mately $15, 000 Canadi an per referral.

I n Septenber 1986, petitioners and Kanter Yachts signed a
contract to build, for $296,894.11 Canadi an,® an Atlantic 47-foot
steel -hul | ed sail boat nanmed “Brendan” based on petitioners’
architect’s design. During construction, Kanter Yachts suggested
| engt heni ng the yacht by 1 foot, and Lucid Cruising agreed.

On Cctober 9, 1986, petitioners infornmed Kanter Yachts:

W * * * gppreciate that as your Wst Coast

representatives you will provide us with fliers and

assist us with our first boat shows on the East Coast.
You have an excellent product and we find it easy to be

3 The parties stipulated the anount shown in this opinion;
however, the contract reflects $283,430 Canadi an. The Court has
chosen to follow the parties’ stipulated anount.
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ent hused. For our part, we will plan on show ng the

boat in Stanford [Connecticut] and Annapolis [ Maryl and]

in late sumer and early fall of 1987. W woul d

appreci ate any help you can provide in inproving our

skills of showi ng a boat, obtaining space at the shows,

etc.

On Decenber 30, 1986, petitioner husband noted that a
contract with Kanter Yachts had been signed on August 21, 1986.
The notes further stated:

The officers of Lucid Cruising net with the Kanters on

August 9th and canme to an agreenent that Lucid Cruising

woul d be the representative of Kanter Yachts on the

West coast. M. Kanter prom sed that he would be on

hand for the first show on the West Coast. He will pay

for the registration at this show In turn this

conpany will receive 5 % of the cost of every yacht

sold as a result of our show ng the yacht. The 5 %

will cover both the cost of the yacht and the extra

equi pnent on it.

Beginning in 1987, petitioners were becom ng dissatisfied
with Kanter Yacht's handling of the contract to build Brendan.
In February 1987, Kanter Yachts was behind schedule in
constructing Brendan, and petitioners visited Kanter Yacht's
Canadi an factory during February, April, June, and July 1987 in
order to verify the quality of workmanship and to ensure that the
yacht was being built according to the specifications. Each
factory visit was followed by a letter by petitioners,
summarizing the results of their visit and providing
specifications on how they wanted the Brendan to be built.
During that tinme, relations between petitioners and the owner of
Kanter Yachts deteriorated to the point that the parties were not

speaki ng to each ot her.



The July 31, 1987, Lucid Cruising corporate m nutes
mentioned the “decided strained feelings” with Kanter Yachts, and
that: “[Petitioners’] * * * dependence upon having a good
seaworthy yacht that is attractive to showis nost inportant in
maki ng this corporation solvent.” Petitioners decided to begin
an advertising canpaign for the upcom ng Seattle boat show
because Kanter Yachts woul d be responsible for the advertising
and registration for the Annapolis boat show.

I n Septenber 1987, petitioners took possession of the
Brendan i n Canada but danaged it the next day while sailing. The
vessel was returned to Kanter Yachts for repairs. Petitioners
i nsurance policy covered the danage to the sail boat. The
i nsurance contract was entitled, “The Travel ers Personal Yacht
Policy” from The Travel ers I nsurance Conpanies. The policy read,
in part:

Private Pl easure Use Only

We do not provide any coverage under this policy while
the insured yacht is used for charter, hire, or any

ot her commrerci al purpose, unless approved by us in
writing.

The Brendan was returned to petitioners in January 1988. It was
shi pped overland from Port Stanley, Ontario, Canada, to Seattle,
Washi ngton. The sail boat was damaged by the trucking conpany in
transit. The damage was repaired, and petitioners showed the
Brendan at the Seattle boat show from January 16, 1988 t hrough
February 28, 1988. Petitioners distributed their business cards

and brochures that were supplied by Kanter Yachts. Approximtely
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33 people signed the visitors' book. The February 28, 1988,
Lucid Cruising corporate m nutes contained the statenent that
petitioners rem nded Kanter Yachts that, if someone purchased a
yacht after view ng Brendan, they expected a 5-percent fee.

For the next 12 nonths, petitioners spent tinme equipping
Brendan for their projected cruise to New Zeal and, which was
schedul ed for May 1989. However, petitioners discovered probl ens
wi th Brendan and requested that Kanter Yachts rectify the
situation. In June 1988, petitioners took a cruise for a week to
the San Juan Islands in Washi ngton State.

On July 12, 1988, petitioner wife, as a representative of
Lucid Cruising, wote to Kanter Yachts regarding the planned
arrival of Brendan in Redwood City, California. The letter
st ates:

It is Morgan's hope that BRENDAN wi ||l be the yacht that

he has planned and | ooked forward to having. He

believes that after the | eaks have been repaired, the

decks prinmed and recal ked and epoxy that was spilled

next to the bul warks cleaned he will forget the

probl ens that have plagued Brendan since her delivery

in Seattle and truly begin to enjoy her.

Additionally, petitioner wife stated that she was interested in
having the boat “returned to original value” and taking all steps
to protect their investnent.

Sonetinme in July 1988, petitioners sailed Brendan for 5 days
from Washi ngton State to Redwood City, California, where
petitioners docked Brendan. Until January 1989, Brendan was

permanent|ly docked in Redwood City. This |ocation was

approximately 50 mnutes from petitioners' residence.



The July 31, 1988, Lucid Cruising corporate mnutes contain
a statement that petitioners, as the corporate officers, were
concerned over the problens with Brendan. Petitioners believed
that they “have not really had the opportunity to show [the
Brendan] * * * and realize sone profit for the corporation.”

On August 31, 1988, petitioners wote a letter to a nagazi ne
t hat had covered the boat show and clarified that Brendan was not
for charter. The letter contains the statenment that petitioners
“are representing Kanter [Y]achts on the Wst Coast and believe
that steel and al um num yachts are the wave of the future for the
safety factor”. In August 1988, petitioners inforned Kanter
Yachts that they had confidence that the shipyard would be able
to effect the repairs to Brendan, and “look[ed] forward to
enj oyi ng BRENDAN for years to cone.”

I n Septenber 1988, petitioners denonstrated Brendan at a
boat show in Al aneda, California. Petitioners maintained a
visitors log for those who viewed the yacht, and over 300 people
signed it. At that time, petitioners distributed fliers
advertising Kanter Yachts, as well as their own business cards.
Prior to the show, petitioners advertised the show ng of the
Brendan in two boating magazi nes.

The total time petitioners spent cruising on Brendan from
1987 through 1989 was as follows: (1) A 5-day cruise from
Seattle, Washington, to the San Juan Islands in Washington State
in 1988; (2) a 5-day cruise from Washington State to Coyote Point

in Redwood City, California, in 1988; (3) a day cruise from
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Coyot e Point down the coast to the South San Francisco area in
1988; (4) a day cruise from Coyote Point to display the yacht at
the Al ameda Boat show in the fall of 1988; and (5) a day cruise
from Coyote Point to San Franci sco Boat Yard for repairs.

During January 1989, petitioners canme to believe that
Brendan was dangerous and unseaworthy due to inproper welding by
Kanter Yachts during construction. |In February 1989, petitioners
demanded that Kanter Yachts purchase Brendan. However, Kanter
Yachts offered, instead, to repair the sailboat. On February 27,
1989, in corporate m nutes subsequent to a neeting with the
representatives of Kanter Yachts, it was recorded: “Ms. Lucid
expl ai ned that both her husband and she coul d not consider making
ocean passages in the yacht.”

On March 9, 1989, petitioners also wote to Kanter Yachts:

We have studi ed your proposal #2 very carefully. W do

not enjoy the prospect of being without a boat for six

mont hs, especially during the sumer sailing season;

nor the trips at each stage of construction. However,

if we can reach an agreenent | assure you that we wl|l

do our utnost to assure a cordial working relationship.

The main or core problemis in the welding and as |

have | earned alumnumis a very difficult netal to work
with.

* * * [The proposed agreenent] assunes that Lucid

Cruising Inc. continues to represent Kanter Yacht

Corporation on the west coast. * * *

On April 1, 1989, to resolve the dispute, Kanter Yachts nmade
an agreenment wth Lucid Cruising, Inc. 1In the contract, Kanter

Yachts agreed to build petitioners a new yacht, naned “Trinity”,
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based on the sanme plans as Brendan. The agreenment stated in
part:

6. Upon conpletion of the new yacht Kanter at its
expense (including paynent of any custom charges and
duty) shall transport it to San Francisco and

comm ssion the yacht in the water. Sea trials if
requi red by Lucid shall be paid for by Lucid. Lucid
shall transfer title of Brendan to Kanter and in
exchange Kanter shall transfer title of the new yacht
to Lucid. * * *

* * * * * * *

14. It is understood that since Kanter has agreed to

replace the hull of Brendan by constructing a new

yacht, it is the intent that the new yacht's

specifications and equi pnent in every case nust neet

but not exceed those for the yacht Brendan. * * *

On July 19, 1989, petitioners infornmed Kanter Yachts that
they were anxious to put the problens involving Brendan behind
them Petitioners stated:

W were at a Marine Medicine neeting | ast week at Univ.

of Calif. Med school which was very good and rai sed our

urgency about getting back on the water and crui sing.

Qur wi nds have been delightful this summer and we m ss

not sailing. There will be so many things that wl|

need to be done befroe [sic] we can cast off our |ines

but we will continue to be patient.

By 1989, petitioners were no |onger enthusiastic with
respect to the professionalismor acunen of Kanter Yachts. To
ensure that Kanter Yachts did not build the new boat, Trinity,
with the sane fl aws as Brendan, petitioners: (1) Hired an
i ndependent third party to inspect the new hull during
construction as well as to inspect the factory; (2) flew from San
Franci sco to Canada on a nonthly basis to personally inspect the

ongoi ng construction of the new vessel; and (3) wote
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approximately 12 letters to Kanter Yachts, detailing how they
wanted Trinity to be built. By October 1989, petitioners

consi dered requesting their attorney to intervene in the dispute
because they believed Kanter Yachts was unreceptive.

Petitioners anticipated receiving Trinity by October 1989,
pursuant to the contract signed between them and Kanter Yachts.
Petitioners were upset when Trinity was not conpleted in early
1990. In April 1990, petitioners canceled their registration to
show Trinity at the boat show in Al aneda, California.

Al so during April 1990, Trinity was shipped overland via
truck to petitioners. The sail boat was damaged in transit when
it hit an underpass in Berkeley, California. The hull of the
Trinity was seriously damaged. The ensuing repairs took
approxi mately 6 weeks.

Upon receipt of the Trinity, petitioners ceased contact with
Kanter Yachts. An adversarial relationship grew when petitioners
believed that the Trinity had various flaws. For exanple, the
keel bottom was not painted, there was no cover for the |linear
drive, the batteries were dead, the head intake |eaked, the guard
rail around the stern of the boat was unstabl e and needed
reinforcenent. Additionally, the exhaust pipe was not properly
fitted, which caused waste water to spill into the boat.

Petitioners paid for the repairs in connection with the

Trinity. In July 1990, the repairs on the Trinity were
conpl eted, and petitioners |launched the vessel. Petitioners

di scovered that the propeller shaft-fitting |eaked, and it had to
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be repaired in dry dock. They requested that Kanter Yachts pay
for the repairs, and on July 18, 1990, Kanter Yachts' attorney
refused to undertake the repairs or to reinburse petitioners for
the repair costs. The attorney for Kanter Yachts advised
petitioners that:

Wth respect to the list of itens referred to in

your letter, our client has carefully reviewed each

item and has determ ned that due to the picayune nature

of the itens nothing further will be done.

I n August 1990, petitioners wote to their accountant, stating in
part:

We are al so thinking of about [sic] closing the conpany

of Lucid Cruising since we feel at this tinme that in

all honesty we cannot endorse or represent the Kanter

Yacht, Inc., with the history that they have had with

us the past 3% years. * * *

On Novenber 20, 1990, petitioners' attorney wote to Kanter
Yachts requesting $15,000 to settle their dispute. Petitioners
did not receive a response to their proposal fromthe attorney
representing Kanter Yachts.

Utimately, petitioners decided that the cost of prosecuting
a |l awsuit against Kanter Yachts, a Canadi an conpany, woul d be
prohi bitive. The dispute between petitioners and Kanter Yachts
was never resol ved.

In July 1991, petitioners dissolved their corporation.
After the dissolution, petitioners nodified Trinity at a cost of

$11, 000 so that they could solely manage the vessel at sea. They

expl ained that they did not sell Trinity because sail boat prices
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wer e depressed and they woul d have received approxi mately one-
hal f of their cost.

In October 1991, petitioner husband retired fromthe
practice of plastic surgery and sold his business. |In the sane
mont h, petitioners began a 5-year retirenent cruise on Trinity to
the South Pacific, including New Zeal and and Australia. There
was no busi ness purpose for the cruise.

By 1991, Lucid Cruising had incurred $496, 827 in yacht
acqui sition costs and operating expenses. Lucid Cruising also

reported on its Federal inconme tax returns the follow ng itens:

3/ 16/ 87 1987

7/ 31/ 87 1988 1988 1989 1990
1991
I ncome 0 $942 $500 0 0 0
Expenses $3, 848 $11, 631 $19, 683 $65, 649 $71, 576 $10, 819
Net Loss 3, 848 10, 689 19, 183 65, 649 171,576 10, 819

1 1n the stipulation, this figure appears to contain a typographical error.
The Court has chosen to follow the figure in the tax return.

Petitioners deducted substantially all the expenses related to
the Brendan as a busi ness expense of Lucid Cruising in 1987 and
1988, respectively. In 1990, petitioners deducted substantially
all the expenses related to the Trinity as a busi ness expense of
Lucid Cruising. Petitioners used the loss fromLucid Cruising to
of fset their gross incone from 1988 through 1991.

Petitioners' reported gross inconme wthout reference to

| osses fromLucid Cruising or other activities was as foll ows:
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Year G oss | ncone
1988 $325, 213
1989 346, 593
1990 1321, 265
1991 1229, 757

! The parties’ stipulation does not conport with

t he amounts reflected in the tax returns. The Court

has chosen to follow the figures in the returns.

Kanter Yachts primarily relied on advertising to sell
yachts. The conpany expended approxi mately $51,000 to $74,000 in
advertising per year. Kanter Yachts had not sold a boat in any
of the 12 boat shows attended from 1987 through 1991. Manfred
Kanter (Kanter), proprietor of Kanter Yachts, did not believe
that petitioners represented Kanter Yachts during 1990.

OPI NI ON

We nust first decide whether petitioners were involved in
activities that were “not engaged in for profit” within the
meani ng of section 183(c). Section 183(a), generally, provides
that, if an activity engaged in by an individual is not engaged
in for profit, no deduction attributable to such activity shal
be al |l owed, except as provided in section 183(b).* Section
183(c) defines an activity not engaged in for profit as “any
activity other than one wth respect to which deductions are

al l owabl e for the taxable year under section 162 or under

“1n the case of an activity not engaged in for profit, sec.
183(b)(1) allows a deduction for expenses that are otherw se
deducti ble wthout regard to whether the activity is engaged in
for profit. Sec. 182(b)(2) allows a deduction for expenses that
woul d be deductible if such activity were engaged in for profit,
but only to the extent the total gross inconme derived fromthe
activity exceeds the deductions allowed by sec. 183(b)(1).
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paragraph (1) or (2) of section 212.” Section 162 allows a
deduction for all ordinary and necessary expenses paid or
incurred in carrying on a business. Section 212 allows a
deduction for all the ordinary and necessary expenses paid or
incurred for the production or collection of incone, or for the
managenent, conservation, or maintenance of property held for the
production of incone.

Whet her deductions are all owabl e under sections 162 or 212
depends on whet her the taxpayer engaged in the activity with the

obj ective of making a profit. Ronnen v. Conm ssioner, 90 T.C.

74, 91 (1988); Dreicer v. Conmm ssioner, 78 T.C. 642, 645 (1982),

affd. without opinion 702 F.2d 1205 (D.C. Gr. 1983). The
t axpayer's expectation of profit need not be a reasonabl e one;
however, the taxpayer nust have a bona fide objective to make a

profit. Hulter v. Comm ssioner, 91 T.C 371, 393 (1988); Beck v.

Commi ssioner, 85 T.C 557, 569 (1985); Allen v. Conmm ssioner, 72

T.C. 28, 33 (1979); Dunn v. Comm ssioner, 70 T.C. 715, 720

(1978), affd. 615 F.2d 578 (2d Cir. 1980).
Whet her a taxpayer has the requisite profit objective is a

question of fact to be resolved on the basis of all of the facts

and circunstances of the particular case at hand. Golanty v.

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

opinion 647 F.2d 170 (9th G r. 1981); Dunn v. Conm Ssioner, supra

at 720. The taxpayer here bears the burden of proof on this

issue. Rule 142(a); Welch v. Helvering, 290 U S. 111 (1933).

Greater weight is given to objective facts than a taxpayer's
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statenent of intent. | ndependent Elec. Supply, Inc. V.

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

Conmi ssioner, T.C. Menp. 1984-472; Beck v. Commi ssioner, supra at

570; Thomas v. Conmm ssioner, 84 T.C 1244, 1269 (1985), affd. 792

F.2d 1256 (4th Cr. 1986); Dreicer v. Comm Ssioner, supra.

Section 1.183-2(b), Inconme Tax Regs., provides a
nonexcl usive list of factors relevant to the issue as to whet her
t he taxpayer has the requisite profit objective. These factors
are: (1) The manner in which the taxpayer carries on the
activity; (2) the expertise of the taxpayer or his advisers;
(3) the tinme and effort expended by the taxpayer in carrying on
the activity; (4) the expectation that the assets utilized by the
t axpayer 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 anmpbunt of occasional profits, if any, which are
earned; (8) the financial status of the taxpayer; and (9) whether
el ements of personal pleasure or recreation are involved. Not

all of these factors are applicable in every case. Brannen v.

Conm ssioner, 722 F.2d 695, 704 (11th Cr. 1984), affg. 78 T.C.

471 (1982); Taube v. Conm ssioner, 88 T.C. 464, 479-480 (1987);

Abranson v. Conmi ssioner, 86 T.C. 360, 371 (1986); Allen v.

Conm ssi oner, supra at 34. No one factor nor a majority of the

factors is necessarily determ native, and we do not reach our

conclusion by sinply counting the factors that support each
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party's position. Taube v. Conm ssioner, supra at 480; Dunn v.

Conmi ssi oner, supra at 720.

The Manner in Wiich the Taxpayer Carries On the Activity.

CGenerally, the fact that a taxpayer carries on an activity in a
busi nessl i ke manner and nai ntai ns conpl ete and accurate books and
records may indicate that the activity is engaged in for profit.
Sec. 1.183-2(b)(1), Incone Tax Regs.

Petitioners advertised in various boating magazi nes and
journals. They attended two boat shows in Seattle, Washi ngton,
and Al aneda, California, respectively, in 1988. Petitioners,
however, had no witten business plan and did not take reasonable
steps to inplenent their stated objectives. Petitioners
princi pal contention is that they could not carry on their yacht-
related activities because they | acked a denonstration boat to
represent Kanter Yachts and display or sell boating equipnent.

W are not convinced that the | ack of either Brendan or Trinity

formed an insuperable barrier to selling boating equi pnent or
yachts.

Petitioners failed to conduct even a basic investigation of
the profitability of selling yachts and boating equi pnment before
entering into the activity. Their business plan assunmed that
they would earn incone through the sales of yachts and boati ng
equi pnent. Petitioners' primary nmethod of selling Kanter Yachts
was through boat shows. Petitioner husband testified that he was
hoping to eventually sell three yachts per year. However,

despite the fact that Brendan was denonstrated in both the
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Seattl e and Al aneda boat shows in 1988 and over 300 peopl e signed
the visitors' log, there were no sales. Kanter testified that
hi s conpany, Kanter Yachts, relies primarily on advertising to
sell yachts, and that it had not sold a boat in any of the 12
boat shows they attended from 1987 through 1991.

Petitioners' stated intention to nake a profit did not
conport with the fact that Lucid Cruising had nearly half a
mllion dollars of accunul ated costs by 1991. |If petitioners had
sold the three yachts projected, per year, for a comm ssion of
$15, 000 Canadi an on each yacht, it would have taken nearly 11
years of consistent sales nerely to recover their costs already
incurred.?®

O her than the self-serving statenents in the corporate
m nutes, there is nothing in the record show ng that petitioners
were aut horized dealers or representatives of boating and/or
boati ng equi pnent manufacturers. The record does not reflect any
sal es of boating equi pnent that woul d have aneliorated the | ength
of tinme necessary to break even.

Petitioners' marketing and advertising activities were
m nimal. Al though petitioners advertised in various nmagazi nes,
they did not pronote their activities between Septenber 1988

through July 1991. Petitioners ceased their selling activity

> Five hundred thousand dollars of capitalization divided by
$15, 000 comm ssion per yacht nultiplied by three yachts per year
equal s nearly 11 years. Although the parity between U S. and
Canadi an currency varied during this period, we provide these
figures for illustrative purposes only.
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several weeks after the Al aneda Boat show in Septenber 1988.
That was when Brendan began experienci ng probl ens which sidelined
petitioners' plans. Moreover, petitioners could not recall their
advertising budget. |In conparison, Kanter Yachts' annual
advertising budget ranged from $51,000 to $74,000. |In 1990 and
1991, petitioners did not pursue any of the 300 visitors to their
yacht fromthe Seattle and the Al aneda boat shows.

Finally, the record denonstrates that petitioners did not

objectively treat Brendan or Trinity as business assets.

Petitioners used the yachts for personal sailing. In this
regard, Brendan was not commercially insured. After the

di ssolution of petitioners' corporation, Lucid Cruising, they
retained Trinity and used it for extensive personal sailing.

The Expertise of the Taxpayver or H s Advisers. Petitioners

wer e experienced sailors, and petitioner husband had experience
mai nt ai ni ng yachts. However, petitioners had no experience with
selling yachts or sail boat equi pnent.

Time and Effort Expended by the Taxpayer in Carrying On the

Activity. Petitioners spent mnimal time carrying out the
activity in 1990 and 1991. The fact that a taxpayer devotes
little time to the activity may indicate a |lack of profit notive.
Sec. 1.183-2(b)(3), Inconme Tax Regs. Here, petitioners did not
actively pronote or advocate their yacht-related activity between
Septenber 1988 through 1991. Also, petitioner husband worked

full -time as a plastic surgeon until his retirement in Cctober
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1991. Around the sanme tinme, petitioners chose to termnate the
activity.

Petitioners spent several nonths in 1990 and 1991 addressing
issues with Kanter Yachts. W find that petitioners were
genui nely notivated by the desire to maintain their investnent in
the yachts. On the other hand, we think that the m nimal anount
of time petitioners spent in this activity does not support their
contention that they were engaged in this activity with a profit
objective in 1990 or 1991.

Expectati ons That Assets Used in the Activity May Appreci ate

in Value. Petitioners did not present any evidence that the
yachts used in their activity woul d appreciate in value or that
the yachts were obtai ned for such purposes. |In fact, petitioners
testified that the market for yachts was depressed in 1991.
Petitioners assert that this was the reason they did not dispose
of Trinity after their corporation, Lucid Cruising, was dissolved
in 1991.

The Success of the Taxpayer in Carrying Onh Gher Sinmlar or

Dissimlar Activities. Petitioners have not presented any

evi dence that they had been previously engaged in activities
consi sting of selling yacht equi pnent or yachts thensel ves. Sec.
1.183-2(b)(5), Income Tax Regs. Petitioners, however, were

financially successful in their business professions.
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The Taxpayer's Hi story of Incone and Losses Wth Respect to

the Activity. Petitioners' yacht-related activity generated

| osses over a period of 5 years, which petitioners used to offset
taxabl e i nconme fromother sources. A record of substanti al

| osses over many years and the unlikelihood of achieving a
profitable operation are inportant factors bearing on the
taxpayer's intention regarding the activity. Cannon v.

Comm ssi oner, 949 F.2d 345, 352 (10th Cr. 1991), affg. T.C

Menpo. 1990-148; Golanty v. Conmm ssioner, 72 T.C. at 426-427. The

presence of such losses in the formative years of a business is
not inconsistent with an intent to achieve a later profitable

| evel of operation; however, the goal nmust be to realize a profit
on the entire operation, which presupposes sufficient future net
earnings fromthe activity to recoup the losses. Golanty v.

Conmi ssi oner, supra at 427.

In the present case, petitioners reported operating | osses
over 5 years totaling $496,827. Petitioners contend that the
| osses were attributable to unforeseen circunstances that were
beyond petitioners' control. Sec. 1.183-2(b)(6), |Incone Tax
Regs. Cenerally, |osses sustained because of unforeseen
ci rcunst ances beyond the control of the taxpayer do not
necessarily indicate that the activity was not engaged in for

profit. Engdahl v. Conm ssioner, 72 T.C 659, 669 (1979); sec.

1.183-2(b)(6), Income Tax Regs. However, the overall picture
reveal s that petitioners did not operate an activity for profit

during the taxable years at issue, 1990 and 1991. They nmade no
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attenpts to change their operating nethods to becone profitable.
They did not advertise or pursue potential custoners.
Petitioners took no neasures to reduce their expenditures for
unprofitable activities.

The Financial Status of the Taxpayer. Wen petitioners

purchased Brendan and Trinity, they were receiving significant
prof essional inconme. Petitioners earned gross incone of: (1)
$325,213 in 1988; (2) $346,593 in 1989; (3) $321,265 in 1990, and
(4) $229,757 in 1991. Petitioner husband's inconme as a plastic
surgeon allowed petitioners to maintain the activity, and upon
his retirenment, petitioners dissolved their S corporation, Lucid
Cruising, and termnated their activity. At that point, there
was no need to shelter petitioners' inconme by neans of the yacht
activities clainmed | osses.

The Presence of El enents of Personal Pleasure or Recreation

Al t hough there were many sel f-serving business-type
statenents in Lucid Cruising's corporate mnutes, it is readily
apparent that petitioners were highly notivated by the pl easure
and recreation fromthese activities. They were seasoned
recreational sailors for at |east 14 years, prior to acquiring
Trinity. Both Brendan and Trinity were custombuilt according to
specifications for petitioners. Petitioners have not shown that
busi ness was the primary purpose for acquiring the yachts.

We accordingly hold that petitioners have failed to prove

that they were engaged in the activity of selling boating
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equi pnent and yachts during 1990 and 1991 with the bona fide
obj ective of making a profit.

Respondent al so determ ned accuracy-rel ated penal ti es under
section 6662(a) for 1990 and 1991. Section 6662(a) provides for
a penalty of 20 percent of any portion of the underpaynent
attributable to the taxpayer's negligence or disregard of the
rules or regulations. Sec. 6662(a).

Petitioners contend that they are not liable for the penalty
because they had substantial authority for their deductions.
They argue, generally, that the weight of the authorities
supports their position that their yacht activity was carried on
for profit. Specifically, petitioners rely on Pryor v.

Conmi ssioner, T.C. Menp. 1991-1009. In Pryor, we found that the

t axpayer was engaged in his sailboat charter activity with a
profit notive in part because he carried on the activity in a
business |ike manner. He nmade a witten 12-year projection that
was essentially a cash-flow analysis before entering into the
activity. He also anticipated appreciation in the residual value
of his sailboats. However, a portion of the taxpayer's |osses
were attributable to unantici pated expenses of repairs to his
sai | boats.

In contrast, petitioners here possessed no witten business
plan. Their expectations of a profit fromtheir activity were
based nore on their own self-serving and unrealistic
expectations. They did not consult with others in yacht and

boati ng equi pnent sales. Petitioners did not attenpt to assuage
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their losses by changing their approach. Hence, Pryor v.

Comm ssi oner, supra, is distinguishable.

Petitioners also rely on Dickson v. Comm ssioner, T.C. Mno.

1983- 723, in which we found that despite | osses, due to economc
condi tions, the taxpayer was engaged in the business of
chartering his boat wwth a profit notive. W also found that the
t axpayer actually and honestly expected his boat to appreciate.
However, this case is inapposite; petitioners did not purchase
and hold Brendan or Trinity in order to derive gains froml ong-
term appreciation. There is also nothing on the record from

whi ch we can conclude that the value of the yachts woul d have

i ncreased.

Petitioners also cite Jackson v. Conm ssioner, 59 T.C. 312

(1972). In Jackson, we determined that the taxpayer was in the
trade or business of renting his yacht. Despite bad weat her and
damage to the yacht, which forced the taxpayer to cancel nost
charters, he took other steps to carry on his activity for
profit. For exanple, the taxpayer changed the venue of his
activity to the Virgin Islands, where his sailing vessel was in
demand. The taxpayer al so began a national advertising canpaign.
In that regard, he engaged a celebrity to advertise his business
t hroughout the nation. W find petitioners' reliance on Jackson
to be distinguishable. Here, petitioners did not take alternate
steps to carry on their yacht-related activity in a profit-

oriented manner. Petitioners' cessation of their activity



- 26 -

bet ween 1988 and 1991 mlitates agai nst the notion that
petitioners sought to derive profit fromthat activity.

These cases do not represent authority for petitioners
position. Accordingly, respondent's determ nation regardi ng the

accuracy-rel ated penalty is sustained.

Deci sion will be entered for

r espondent .




