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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

SW FT, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone taxes for 2005 and 2006 in the
respective amounts of $46,504 and $34, 500.

The issue for decision is whether petitioners’ horse

breeding activity constituted an activity carried on for profit
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under section 183.! The trial was held on March 3, 2011, in St.
Paul , M nnesot a.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. At
the tine the petition was filed, petitioners resided in
M nnesot a.

Petitioner Mark Bl ackwell (Mark) has an M B. A degree and 30
years of significant experience in business managenent.

In the early 1970s Mark was a notocross racer and
instructor. He participated in national and international
not ocross racing events, and in 1971 he was national notocross
chanpion. Mark established the first notocross drivers’ school
for Suzuki .

Fromthe | ate 1970s through the present tine Mark has had a
successful business career as manager and senior officer for a
nunber of notorcycle, snowrobile, ATV, and personal watercraft
manuf act uri ng conpani es--for Suzuki as instructor and manager of
a W nning professional notocross racing team including six
nati onal chanpi onshi ps, and as head of Suzuki’s notorcycle and

ATV division; for Husqvarna Motorcycle Co.; for Arctic Cat; and

IAIl section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure.
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for Polaris Industries, manufacturer and seller of, anong ot her
t hi ngs, Victory notorcycles.

At these various jobs Mark typically worked over 40 hours a
week.

In the md-to-late 1980s, while working full time, Mark
conpleted his coll ege degree and earned an M B. A. from Pepperdi ne
University. Over the years Mark has participated in a nunber of
executi ve nmanagenent progranms, such as a business strategy course
at the Wharton School at the University of Pennsyl vani a.

Petitioner Patti Blackwell (Patti) has a college degree in
nursing. During 2000, 2001, and 2002 Patti did not work, apart
fromher involvenent in the horse activity described bel ow
Begi nning in 2003 Patti worked approximately 30 hours a week as a
rehabilitation nurse counselor for the State of M nnesot a,
general ly working out of the famly residence.

In 2003 t hrough 2009 petitioners’ salaries fromtheir above

enpl oynent were as foll ows:

Year Mar k Patti Tot al

2003 $1, 187, 118 $36, 157 $1, 223, 275
2004 585, 923 47,622 633, 545
2005 646, 579 43, 820 690, 399
2006 479, 091 50, 163 529, 254
2007 904, 971 56, 780 961, 751
2008 474,279 54, 433 528, 712

2009 311, 997 59, 043 371, 040
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Mark did not grow up around farm animals or horses and
| earned how to ride horses on famly vacati ons.

Patti grew up around farm ani mal s and horses and al ways
dreanmed of owning and raising horses.

In 1993 petitioners purchased their first horse, and from
then until 2000 petitioners purchased a nunber of additional
horses; read books and magazi nes, including the Quarter Horse
Journal, Quarter Horse News, and the Reiner magazi ne; and watched
vi deos about horse managenent and breedi ng, bl oodlines, and horse
operations. Petitioners also attended a nunber of national horse
shows.

In the m d-1990s petitioners devel oped an interest in
starting up an activity of purchasing, breeding, and training
hor ses.

In approximately 1996 Patti enrolled in the Equine |Industry
Managenent bachelor’s degree programat the University of
M nnesota. |In that program Patti took courses relating to the
health care, show ng, judging, breeding, bloodlines, and training
of horses; the managenent of a horse activity as a business; and
t he econom c aspects of horse breeding and training. In that
program Patti in 1998 received anot her bachel or’s degree nmagna
cum | aude.

By the late 1990s, as a result of their reading and

research, their conversations with horsenmen, and a nunber of
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training prograns they had participated in relating to horse
breedi ng and training, petitioners interest becane focused on
west ern performance horses; nanely, reining and cutting horses
and wor ki ng cow hor ses.

In 1999, in further preparation for starting up their horse
breeding and training activity, Mark, with Patti’s assistance,
prepared a detail ed business plan relating to the purchase,
breedi ng, training, showi ng, and sale of reining horses. The
busi ness plan included sections entitled “Executive Summary”,
“Mar ket Overview', “Advertising and Pronotion”, and “Proform
| nconme Statenent”.

The business plan stated that Patti would act as the barn
and breedi ng manager and woul d be responsible for the health,
care, nutrition, and training of the horses, and that Mark woul d
be responsible for the business and marketing side of the horse
activity.

In the business plan, the proforma i ncone statenent
proj ected estimated | osses for 2000 and 2001 of $24, 000 and
$7,000 and estimated profits for 2002 through 2005 of $3, 000,
$33, 000, $48, 000, and $68, 000, respectively. The estinated
profits were based on projections petitioners nmade of breeding
fees and horse sal e proceeds.

Begi nning in 2000, on their horse ranch property in Del ano,

M nnesota, on which petitioners’ famly residence al so was



- b -
| ocated, petitioners began an Anerican Quarter Horse breeding
activity and training activity under the nane of Fresh Horses
Farm (FHF) with the objective of purchasing, breeding, training,
and selling reining horses. As planned, Patti was in charge of
the horses, and Mark was responsi ble for the business and
mar keti ng side of the horse activity.

Cenerally, petitioners sought to purchase quarter horses
that had al ready had sone success in regional horse shows and/or
t hat had recogni zed bl oodl i nes.

Patti, with sonme advice from Mark, woul d nmake the deci sions
as to which horses to purchase. Patti and Mark jointly woul d
deci de which stallions to hire to breed wwth their mares and
whet her and when to sell their horses.

During the years in issue petitioners did not hire anyone to
manage their horse activity. Patti typically spent 15 to 20
hours a week taking care of the horses, and Mark spent 2 to 5
hours a week in the horse activity.

Each day Patti would feed the horses, groomthem exercise
them turn themout, and clean out the horse stalls.

Wth her training in nmedicine and to avoi d additional

expenses, Patti did much of the health maintenance on the horses
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wi thout hiring a veterinarian. Patti vaccinated and deworned the
horses. She did the “foal watch” and would assist in the
delivery of the foals.?

In connection with their FHF horse activity, petitioners
mai nt ai ned a bank account under the name of FHF, and petitioners
used BarnPro, a recognized horse farm software program to record
and keep track of FHF incone and expenses.

In connection with their ownership of horses and the
activities of FHF, one or both of petitioners were nenbers of the
foll ow ng horse organi zations: Anmerican Quarter Horse
Association (1993 to present), National Reining Horse Association
(1998 to present), North Central Reining Horses Association (1998
to present), National Cutting Horses Association (2006 to 2010),
and M nnesota Cutting Horses Association (2006 to 2010).

Both Mark and Patti occasionally rode their horses in horse
shows, won sone nom nal prize noney, and participated in social
events at horse shows.

In 2002 and | ater years petitioners sought and received
advice on their FHF horse activity froma nunber of expert
hor senen, including Bob Janssen of Janssen Perfornmance Horses, a

nationally recogni zed horse trainer.

2“Foal watch” consists of 24-hour observation of a mare
about to deliver a foal
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Over the years petitioners advertised their horses on their
own FHF Web site, on business cards, calendars, clothing, flyers,
and in videos and nmagazi ne arti cl es.

Cccasionally petitioners would hire professional horse
trainers to work with their horses and to show or ride their
horses in horse shows.

In 2006 petitioners shifted their horse breedi ng and
training activity fromreining horses to cutting horses because
by 2006 cutting horses were in greater demand in the horse
i ndustry.

At one point petitioners began trying to sell sone of their
horses as long yearlings to avoid horse training expenses they
woul d incur if they kept the horses |onger.

Petitioners purchased three horses in 1998, one horse in
1999, three horses in 2000, one horse in 2003, one horse in 2004,
one horse in 2005, three horses in 2007, and two horses in 2008.
Al but four of the horses petitioners eventually sold were sold
at a loss, three were sold at a small profit over petitioners’
purchase price (not taking into account expenses relating to the
horses), and one died for which petitioners received an insurance
paynment. The schedul e bel ow provi des sone detail about the

horses petitioners purchased and sol d:
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Year Pur chase Sel ling Year

Hor se Name Pur chased Price Price Sol d

G o Jessie o 1998 $12, 500 $7, 500 2002
Calico Catalyst 1998 12, 500 7, 000 2003
ZF Zap Em 1998 2, 000 3, 200 2001
Dunitz Mdnight do 1999 5, 000 3, 750 2003
M ss Bessi e Westw nd 2000 20, 000 15, 000 2007
CeeCee Paul i 2000 13, 000 5, 500 2002
Sheza Chexy Dunlt 2000 11, 000 15, 000 2003
Smart Little Dun It 2003 25, 000 15, 000 2007
Smart Chi ¢ Hoo Does 2005 15, 000 15, 000 2005
Sweet Sugar Boon 2007 30, 000 8, 300 2010
U Neek Hi ckory 2007 11, 000 6, 100 2010
Lenas Lucky Chic 2007 1, 000 4, 000 2008
Menphi s Chic 2008 3, 500 1, 500 2008
To Smart Lil Juice 2008 15, 000 9, 800 2009

Petitioners purchased the follow ng five additional horses
whi ch, as of the date of trial, either had died or were stil

owned by petitioners:

Year Pur chase Year Petitioners
Hor se Name Pur chased Price Ded Still Om
Dudes Jacki e May 1993 $2, 000 2007 ---
Sonata Starlight 2004 48, 000 12007 ---
Smart Chi caway 2006 30, 000 --- Yes
H gh Brow Madonna 2007 15, 000 --- Yes
Jodi es BH 2000 16, 000 --- Yes

When Sonata Starlight died unexpectedly in 2007
fromcolic, petitioners received a $48, 000 i nsurance
paynent .

From 1999 t hrough 2008 petitioners acquired and sold 21
addi ti onal horses which petitioners acquired by breeding their
mares to outside horses, for which stud services petitioners paid

fees. The resulting foals, after being raised and trained for a

period by petitioners, were sold by petitioners as foll ows:



Birth St ud Sel ling Year
Year Hor se Name Fee Price Sol d
1999 Dunitz Fresh Dude $300 $5, 000 2002
Jessies CGotta Wiz 2,500 4,000 2003
Arcti cat al yst 300 7, 600 2002
2000 Fresh N Dun 300 1, 000 2001
Get Fresh Wth Me 3,000 7,000 2001
Freshinic 750 1, 700 2003
2001 Fresh Chanpagne 500 3, 000 2002
Fresh Victory 2,500 2,800 2002
A Farm Fresh Chic 2,000 5, 000 2006
Md West Wiz 1, 500 12, 500 2004
2002 Over the Rei nbow 2,500 2,750 2004
To The Moon 500 2,000 2004
2003 Foxy C eopatra 372 1, 000 2005
After M dni ght 771 3,400 2005
Li| Ruf Shagwel | 3, 050 9, 800 2009
2004 Ruf Tal ki n Duni t 1, 500 50, 000 2007
2005 Chics Big Star (9 25, 000 2006
2006 Smart Lil M ss 6, 000 8, 000 2007
Starry Eyed Chic 11, 000 11, 000 2009
2007 Fresh Juice 1,291 6, 600 2009
Little Wangl er 4,500 1, 550 2009
Sonat as Rock Star (» 2,200 2010
2008 Boonal i ci ous 18, 000 6, 500 2009
Tot al 63,134 179, 400

'The foal Chics Big Star was purchased in utero.
Petitioners incurred no stud fee for Sonatas Rock
Star as their mare was bred with one of their own
stal lions.
A horse (Smart Chicaway) that petitioners purchased in 2006
for $30,000 and which petitioners still own has sired a nunber of

horses--all owned by ot hers--which horses have won a nunber of
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horse cutting conpetitions and have earned a total of $27,998 in
wi nnings for their owners in events sponsored by the National
Cutting Horse Association and a total of $22,952 in w nnings in
events sponsored by the National Reining Horse Association.

Petitioners still own a horse called Starbucks Fresh Brew
whi ch petitioners acquired through breeding one of their mares
for a stud fee of $1,500.

Petitioners believed that two particular horses--Smart Lena
and Sonata Starlight--that petitioners purchased in 2003 and 2004
had the potential (wth the right breeding) to produce foals that
woul d have bl oodlines attractive on the national horse market.

Petitioners’ horse activity was marred by a nunber of
i1l nesses their horses experienced. The sudden and unexpected
death of Sonata Starlight in 2007 was a maj or setback to
petitioners’ plans to have successful and profitable breeding
mares that woul d produce foals that would eventually be sold at
t he national |evel

Petitioners propose, respondent does not object to, and we
find the follow ng additional facts:

Petitioners believed in 2004 they had a broodmare band

which would allow themto sell their foals at the

national level. They hoped the sale of Sonata’s foal

woul d recoup nmuch of FHF s investnent.

At one point two of petitioners’ horses were shipped to

M ssouri for sale with the hope of selling each horse

for $15,000. Because of a softening of the horse

mar ket, the horses were each sold for |ess than one-
hal f of the price expected.
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One of petitioners’ foals (Boonalicious) was a filly by

a leading cutting stallion. Boonalicious’ stud fee was

$15,000. Petitioners were optimstic about their

prospects with this filly.

Petitioners hired an experienced horseman to fit and

present Boonalicious at the National Reined Cow Horse

Futurity in Reno, Nevada. They understood that the

horseman was the best of the best. They were

devast at ed when they received only $6,500 for the

horse, | ess than 10 percent of what sim|lar horses had

sold for in prior years and what they thought she was

wor t h.

Petitioners consulted all the experts and did

everything the experts told themto do, but finally in

2009 petitioners determned that their FHF horse

busi ness was not sust ai nabl e.

Petitioners kept track of the income and expenses of their
FHF horse activity by making entries into their BarnPro horse
managenent farm sof tware.

Annual |y, petitioners prepared a summary report of their
expenses involving their ownership of horses and FHF s
activities.

I n 2009, because of the |osses they continued to experience,
petitioners termnated their horse breeding activity.

On the Schedules C, Profit or Loss From Busi ness, attached
to their 2003 through 2009 Federal incone tax returns,
petitioners reported gross incone, total expenses (including
depreci ation), net operating |losses, and gain fromthe sal es of
busi ness property (Form 4797 gain), relating to their FHF horse

activity, as foll ows:
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Net
Tot al Oper ati ng For m
Year G oss | nconme Expenses Loss 4797 @&in
2003 $1, 011 $69, 468 (%68, 457) $18, 934
2004 3, 106 90, 809 (87, 703) 17, 250
2005 10, 020 132, 416 (122, 396) 4,152
2006 30, 870 123, 217 (92, 347) - 0-
2007 67, 420 148, 286 (80, 866) 46, 373
2008 7,952 133, 270 (125, 318) - 0-
2009 46, 261 108, 811 (62, 550) - 0-
Tot al 166, 640 806, 277 (639, 637) 86, 709

On the Schedules C attached to their 2005 and 2006 Feder al
income tax returns, petitioners clained the foll ow ng business

expenses relating to their FHF horse activity:

Expense 2005 2006
Adverti sing $1, 840 $3, 505
Comm ssi on/ f ees 562 3,752
Depreci ati on 29, 482 22,738
| nsur ance 3,610 4,529
Repai r s/ mai nt enance 327 ---
Suppl i es 1, 388 202
Boar d 7,910 4,191
Br eedi ng 25,061 11, 892
Farrier 3,284 4,701
Feed hay 5, 395 5, 580
Heal t h mai nt enance 7,147 2,581
Menber shi p 525 210
M scel | aneous --- 140
Shavi ngs 1, 026 1, 225
Show expense 13, 540 10, 282
Tr ai ni ng 14, 849 32,132
Tack --- 509
Transportation 1, 520 620
Vet 14,950 14,428

Tot al 132, 416 123, 217

On audit for 2005 and 2006 respondent determ ned that
petitioners’ FHF horse activity did not qualify as an activity

engaged in for profit, and respondent disallowed deductions for
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all of the reported business expenses in excess of incone
recei ved.
OPI NI ON

Under section 183(a) and (b), if an activity is not engaged
in for profit by a taxpayer the deductions clainmed by the
t axpayer relating to the activity are not allowed except to the
extent of incone received fromthe activity. To be treated as
“engaged in for profit” an activity nust be carried on by the

taxpayer with an actual and honest profit objective. Dreicer v.

Comm ssioner, 78 T.C. 642, 645 (1982), affd. w thout opinion 702

F.2d 1205 (D.C. Cir. 1983).

Activities carried on primarily for sport, hobby, or
recreation do not qualify as for-profit activities. Sec. 1.183-
2(a), lIncone Tax Regs.

Whet her a taxpayer has the requisite profit objective with
respect to an activity is a question of fact that is to be
decided on the basis of all the evidence in a case. Generally,

t he taxpayer bears the burden of proving that he or she carried
on the activity with a profit objective.® Rule 142(a).
In deciding this question, regulations under section 183 set

forth a nonexclusive list of nine factors which generally are

SPetitioners do not argue for a shift of the burden of proof
to respondent under sec. 7491(a).
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consi dered and which we discuss below. Sec. 1.183-2(b), I|ncone
Tax Regs.

Manner in VWihich the Activity Is Carried On

Petitioners generally carried on their FHF horse activity in
a reasonably businesslike manner. During the 1990s petitioners
prepared to start up a horse breeding and training activity by
t aki ng educational courses relating to the care, managenent,
breedi ng, and econom cs of horses, and by purchasing, caring for,
training, and selling a nunber of horses. Petitioners devel oped
a rather conprehensive witten business plan relating to the
proposed horse activity.

Beginning in 1994 petitioners took 6 or 7 years |earning
about horse breedi ng and managenent before attenpting to engage
ina for-profit horse breeding activity. In Mark’s words: “[We
were pretty cautious, so we didn’t junp into it. W just kept
trying to learn and figure out is this a business that we could
* * * pe in and be successful, and it took us sone tinme to nake
the final decision to get in.”

Once petitioners started up their FHF horse activity in 2000
and during the years in issue, petitioners were not absentee,
al oof, or recreational horse owners. Patti nmanaged and worked
diligently and daily on the horse activity, doing essentially al
of the horse mai ntenance herself. Petitioners consulted expert

horsenen, hired expert horse trainers to assist in training the
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horses, advertised, showed the horses, and paid significant stud
fees to have their mares bred with stallions which they regarded
as havi ng good bl oodl i nes.

In their efforts to make i nprovenents to the horse activity,
petitioners made adjustnents in their business plan, noving from
reining horses to cutting horses and selling their horses as
year | i ngs.

Petitioners naintai ned reasonably good books and records of
i ncome and expenses relating to their horse activity.

In 2009 petitioners termnated their unprofitable horse
activity in light of the |osses realized.

Experti se of the Taxpayer

Through Patti’s experience with and her education relating
to horses and through Mark’s busi ness experience, petitioners
were reasonably well qualified to engage in a horse breeding
activity for profit. Mark’ s business qualifications were
particularly strong and he had a gifted ability to nake good
busi ness deci sions, to market and advertise effectively, and to
wor k successfully with others.

Time and Effort Expended in Carrying On the Activity

The tinme, effort, and financial resources petitioners
personally put into and invested in their FHF horse activity are

not indicative of a hobby; rather, they are indicative of a for-
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profit activity. O the tine petitioners spent with the horses,
nost of it was daily hard work

Expectati on That the Horses May Appreciate in Val ue

Petitioners certainly had the expectation, and acted
t hereon, that at |east sonme of their horses would becone val uabl e
as reining or cutting horses or as valuable mares or stallions
wi th recogni zed bl oodlines wth significant value for breeding
pur poses.

Success in O her Activities

Patti’s degree fromthe University of Mnnesota relating to
hor se managenent indicates sone |ikelihood of success and a high
commtnment to petitioners’ horse activity.

Mar k’ s obvi ous busi ness acunmen and success in business
devel opnment and managenent with ot her conpanies, along with
petitioners’ credible testinony, indicate, to us, an ability,
determ nation, and savvy to nake a profit and be successful in
petitioners’ horse activity.

Hi story of |Incone or Losses

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

incurred in intervening years. Bessenyey v. Conm Ssioner, 45
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T.C. 261, 274 (1965), affd. 379 F.2d 252 (2d Gr. 1967); Enerson

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

W note that in 2006, 2007, and 2009 petitioners did receive
significant gross incone fromtheir horse activity ($30, 870,
$67, 420, and $46, 261, respectively), although not what
petitioners hoped for.

The bottomline | osses realized in petitioners’ horse
activity were substantial. However, the |losses were realized
during what we, in this case, regard as still the early or
startup years of the activity, and petitioners termnated the
horse activity in 2009 when it becanme clear to petitioners that
the likelihood of profitability was renote.

Amount of Occasional Profits

An opportunity to earn a substantial ultimate profit in a
hi ghly specul ative venture may be sufficient to indicate that an
activity is engaged in for profit. Sec. 1.183-2(b)(7), Incone
Tax Regs. Horse breeding and training is a specul ative
venture. Petitioners have convinced us that they had an
opportunity or the potential to earn a profit in their FHF horse
activity.

Fi nanci al St at us

Petitioners did have substantial wealth and resources not
related to their horse activity, but in light of the m ninm

recreational aspects of petitioners’ horse activity, we do not
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regard petitioners’ wealth as indicative of a nonprofit objective
for petitioners’ horse activity.

El enents of Personal Pl easure

Al though Patti had a lifelong interest in horses, the facts
of this case do not indicate that petitioners’ FHF horse activity
was notivated or driven by personal pleasure alone. As we have
found, petitioners had actual hopes for the sale of their horses
at a profit, and petitioners’ horse activity is appropriately
descri bed as a “business”.

Petitioners’ business plan did not work out and inconme did
not exceed expenses, but we discern few recreational and sports
aspects in petitioners’ FHF horse activity; rather, in
petitioners’ notive, efforts, and investnent in carrying on their
FHF horse activity during the years in issue we discern and find

a profit objective. W so hold.

Deci sion will be entered

for petitioners.




