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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GALE, Judge: These cases were consolidated for trial,

briefing, and opinion. Respondent determ ned deficiencies in

petitioners’

Federal incone taxes for 2001, 2002, 2003, 2004, and

2005 of $22, 905, $31, 565, $28, 165, $32,664, and $34, 033,

respectively,

in two notices of deficiency that were separately
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petitioned.! Respondent also deternmined an addition to tax under
section 6651(a)(1)? of $1,629 for 2002 and penal ti es under
section 6662 of $6,533 and $6,807 for 2004 and 2005,
respectively.

After concessions,?® the issues for decision are: (1)
Whet her petitioners’ horse-related activity (horse activity) was
an “activity not engaged in for profit” within the neani ng of
section 183 during the years at issue* and (2) whether
petitioners are liable for penalties under section 6662 for 2004

and 2005.

!Certain conputational adjustnents, including adjustnments to
petitioners’ alternative mninumtax liability, were al so nade.

2All section references are to the Internal Revenue Code of
1986, as in effect for the years at issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure.
Al'l dollar ambunts are rounded to the nearest doll ar.

®Respondent concedes that petitioners are not liable for the
sec. 6651(a)(1l) addition to tax for 2002. Petitioners concede
that they failed to report $4,221 in capital gains for 2001.
Respondent al so determ ned that petitioners are liable for self-
enpl oynent taxes in connection with the conduct of the horse
activity. Gven our holding (discussed infra) that the horse
activity was “an activity not engaged in for profit” within the
meani ng of sec. 183, the activity could not have given rise to
any self-enploynent tax liability for the years at issue.
Respondent’s treatnment of a $642 capital |oss deduction
petitioners clainmed for 2005 is unclear fromthe notice of
deficiency. W expect the parties to address these issues as
part of their Rule 155 conputations.

“Al t hough the notices of deficiency do not refer to sec.
183, the parties have both consistently framed petitioners’
entitlenent to the deductions at issue as turning upon the
applicability of that section. W accordingly conclude that each
has wai ved any ot her grounds for denying or supporting the
cl ai med deducti ons.
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FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine the petitions
were filed, petitioners resided in California.

Petitioners are married and filed joint Federal incone tax
returns for each of the years at issue. Petitioner Carolyn P.
Bronson (Dr. Bronson) holds a Ph.D. in consuner finance and has
t aught consuner economics at the college level. During the years
at issue Dr. Bronson held a real estate |icense but was not
working as a real estate broker or otherwi se. Petitioner Peter
C. Bronson (M. Bronson) was a practicing attorney specializing
in bankruptcy litigation. Petitioners had three daughters during
the years at issue, the eldest born in 1990 and twins born in
1995. Petitioners resided in Los Angeles County from 2001 until
August 2005, when they noved to Nevada County, California.

Before starting the horse activity, neither petitioner had
experience breeding horses and neither was certified or qualified
as a trainer, veterinarian, or farrier. Dr. Bronson held no
out si de gai nful enploynent during the years at issue although she
was i nvolved at sonme point before 2001 in managi ng the operations
of an 85-acre cooperative equestrian barn which provided boarding
services. She devoted substantial tinme during the years at issue

to the horse activity. M. Bronson practiced law full tinme and
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was nmuch less involved wwth the horse activity. Petitioners’
daughters rode sone of petitioners’ horses recreationally and in
shows; petitioners thenselves did not ride.

Petitioners becane interested in Wl sh ponies and cobs® in
1995 when their then only daughter began riding | essons on a
Wl sh pony. Later that year petitioners purchased a Wl sh pony
gel ding® for their daughter’s use. Thereafter, Dr. Bronson
becane active in Wl sh pony and cob circles. She consulted a
nunber of individuals who trained and bred Wl sh poni es and cobs
regardi ng their operations and becane involved with national and
regi onal breeders’ organizations.

In 1998 petitioners purchased their second horse, a half-
Wl sh mare, and began treating the horse activity as a trade or
busi ness which they referred to as Col dstream Farm Petitioners
did not prepare a witten business plan before starting
Col dstream Farm 7 However, Dr. Bronson testified that their

original plan was to acquire, breed, and train high-quality Wl sh

\\él sh poni es and cobs are closely rel ated horse breeds that
are categorized according to size and may be suitable for
children or adult riding.

A gelding is a neutered nmal e horse.

I'n 2002 petitioners created a docunent which included a
“Mssion Statenent” and a “Five-Year Plan”. The docunent
retroactively summari zes petitioners’ annual goals for Col dstream
Farm from 1998 t hrough 2002 and provides the results achieved in
pursuit of those goals from 1998 through 2001. The docunent has
not been revised since it was created.
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poni es and cobs and sell them?® Petitioners treated the nmare and
t he gel di ng purchased for their daughter as assets of the
busi ness and began reporting the operating results of Col dstream
Farm on a Schedule C, Profit or Loss From Busi ness, attached to
their Federal inconme tax return for 1998.

Petitioners did not owm property suitable for housing their
horses or supporting their horse activity when they started
Col dstream Farm  Consequently, they paid to board their horses
with third-party providers. |In 1999, after review ng the
expenses of the horse activity, petitioners determ ned they
needed to acquire their own facility in order to diversify their
of ferings and control costs. Dr. Bronson toured a nunber of
horse farns and further determined that the small margins
associated wth the horse business nmade it inportant to have a
facility at which petitioners could conduct breeding, boarding,
training, and sales activities. Despite these concl usions,
petitioners did not acquire land for their own facility until
2005.

In the nmeantine, petitioners continued to acquire horses.

They purchased four horses and foaled two others in California

8Not abl y, the only breeding or training records petitioners
offered into evidence were two undated “stock summaries” that
listed general information about their horses such as date of
birth, acquisition date and price, parentage, and a bri ef
description of the discipline in which each horse had been
trained.
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bet ween 2000 and 2002. Petitioners also purchased two horses
| ocated in Wal es, one each in 2001 and 2002, inported them and
boarded them on the east coast.® One of the east coast horses
delivered a foal in 2003. So far as the record reveal s,
petitioners owned 10 horses by the end of 2003 and t hrough 2005,
the | ast year at issue. Seven of the horses were |ocated in
southern California and the other three on the east coast.
Petitioners paid to board all 10 horses.

Petitioners began searching for their owm equine facility in
2001 by investigating properties near their Los Angel es County
hone. ® \Wien it becane clear that restrictive zoning ordi nances
and high land costs in Los Angel es County were substanti al
obstacles to petitioners’ finding affordable property for housing
an equine facility, petitioners focused their search on
nei ghbori ng Ventura County.

Dr. Bronson spent a significant anount of tinme review ng
real estate listings, talking to brokers, researching zoning

| aws, making tel ephone calls, and visiting and investigating

The record is not clear regarding why these horses were
boarded on the east coast. Dr. Bronson testified that the horses
woul d be noved to California when petitioners’ equine facility
was conpl eted. These horses were shown at horse shows on the
east coast.

That sane year the Internal Revenue Service conpleted an
exam nation of Coldstream Farnis activities as reported on
petitioners’ 1999 Federal incone tax return. The exam ning agent
did not nmake any adj ustnents.
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vari ous properties. Over tine petitioners identified a nunber of
potentially suitable properties in southern California, many of
whi ch contained equine facilities. However, petitioners

di scovered flaws in nost of the identified properties and did not
pursue them further

Fromthe tine their search began in 2001 through the spring
of 2005, petitioners submtted offers on only two properties.
Petitioners were substantially outbid on one and wal ked away from
the other during the due diligence process after discovering
problenms with settlenent and the proximty of earthquake fault
[ines.

In the spring of 2005 petitioners expanded their search and
began | ooking for property in northern California. Dr. Bronson
researched Nevada County and believed it would be suitable for
petitioners’ horse activity. M. Bronson's law firm had
connections in the Sacranmento area and was anenable to M.
Bronson’ s opening a Sacranmento office. In May 2005 Dr. Bronson
met with two real estate brokers and viewed a nunber of
properties in Nevada County. During that visit Dr. Bronson
toured a 40-acre property in western Nevada County in which
petitioners becane interested.

The property had a residence but no equine facility. Before
maki ng an offer, petitioners hired a devel oper to evaluate the

property’s suitability for housing an equine facility and an
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agriculturist to test the soil. Petitioners also hired a group
of engineers to plan the design and construction of a barn and
arenas on the property. Satisfied they would be able to
construct their desired facility, petitioners purchased the
property and noved to Nevada County in August 2005.

Petitioners hired River City Construction, a Sacranento-area
contractor, to fence the property and to build and install
vari ous aspects of petitioners’ desired facility. Construction
began in 2006 but did not go as planned. Petitioners claimthat
much of River Cty's work was substandard and that they paid
River Cty a substantial sumfor work that was never done. A
| engt hy di spute ensued; M. Bronson testified that petitioners
were preparing to sue the two individuals who operated River Gty
when both filed chapter 7 bankruptcy petitions in January of
20009.

In April 2009 petitioners filed a conplaint in each
bankr upt cy proceedi ng seeki ng nondi schargeability of the debt
petitioners claimthe contractors owe them and nonetary damages.
The litigation had not concluded at the tinme of trial in these
cases. Petitioners’ facility has not been conpleted. However, 8
of the 13 horses petitioners owned at the tinme of trial were kept
at petitioners’ property; the other 5 were boarded on the east

coast.
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Dr. Bronson has been involved in various breeders
organi zations and civic groups throughout the duration of
petitioners’ horse activity. She also wote an equestrian colum
for a local newspaper and sponsored a summer riding clinic for
at-risk teenage girls. Petitioners claimthe purpose of Dr.
Bronson’ s involvenment in such activities was to establish the
Col dstream Farm brand and build credibility in the equestrian
comunity.

Petitioners also advertised to rai se awareness of their
operation and offer specific horses for sale. Petitioners paid
to place print ads in national and regi onal equine publications
and advertised locally by posting flyers on bulletin boards at
horse shows they attended. Petitioners clainmed advertising
expense deductions of $3,339,! $1,575, $695, $170, and $325 for
2001, 2002, 2003, 2004, and 2005, respectively.

Petitioners’ horse activity did not generate significant
revenue. Petitioners’ lone sale of a horse during the years at
i ssue occurred in 2003 when they sold Flying Satellite, a gelding
t hey purchased in 2000, to a nonprofit organization for $500. On
their 2003 return, petitioners took the position that Flying

Satellite was worth $5,500 at the tine of sale and clained a

1petitioners’ advertising expenses for 2001 included $1, 312
petitioners spent on airfare and a rental car for a trip they
characterized as pronoting a horse and $862 petitioners spent on
a digital canera. Respondent has not chall enged the propriety of
t hese cl ai med expense deducti ons on grounds other than sec. 183.
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$5, 000 charitable contribution deduction in connection with the
transfer to the nonprofit organization.'? After the years at

i ssue, in 2007, petitioners sold two horses that they bred in
California, for $6,500 and $10, 000, respectively. The only other
incone petitioners reported fromthe horse activity through 2008
was i nsubstantial .

In contrast to reported incone, the horse activity’'s
expenses were substantial. Petitioners deducted boarding
expenses of $18, 733, $33, 025, $39, 345, $28,971, and $37,702 for
2001, 2002, 2003, 2004, and 2005, respectively. For those sane
years petitioners’ clainmed training expense deductions were
$3, 467, $5,530, $10, 956, $31, 747, and $19,571, respectively.

Petitioners also clained significant depreciation,?

12The parties stipulated that Flying Satellite was sold for
$5, 550, but they also stipulated a letter to petitioners fromthe
nonprofit organization stating that the organi zation had paid
petitioners $500 for Flying Satellite and had accepted
petitioners’ contribution of the balance of the horse s purported
value, i.e., $5,000. The record does not illum nate the basis
for the $50 di screpancy. Petitioners reported $5,550 in
receipts, $2,171 in cost of goods sold, and $3,379 of gross
i ncome on Schedule C of their 2003 Federal incone tax return.
Petitioners also reported a cash gift of $5,000 to the nonprofit
organi zation that purchased Flying Satellite and cl ai nmed a
correspondi ng $5, 000 charitable contribution deduction on
Schedule A, Item zed Deductions, of their 2003 return.
Respondent has not chal |l enged petitioners’ reporting of the
transacti on.

3 n 2001, 2002, and 2003 petitioners apparently depreciated
horses they offered for sale; however, respondent has not
chal I enged petitioners’ depreciation deductions on grounds ot her
than sec. 183. See sec. 1.167(a)-2, Incone Tax Regs.
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transportation, and veterinary expense deductions for the years
at 1ssue.

Petitioners naintai ned expense records for the horse
activity in spreadsheet form The records identified and
categori zed individual expenditures for all 5 years at issue.
Most expenditures were partly related to the horse activity and
partly related to petitioners’ personal activities. Both the
full anmount of each expenditure and the anount related to the
horse activity were recorded. Petitioners prepared no other
financial statenents for Col dstream Farm

Petitioners’ accountant found their records adequate for
purposes of their incone tax reporting. However, he did not have
any expertise regarding horses, and there is no evidence that
petitioners sought or received his advice concerning whet her
their deductions for expenses of the horse activity were subject
to restriction under section 183.

Petitioners have never reported a profit fromthe horse
activity. Fromthe tinme petitioners started Coldstream Farmin
1998 t hrough 2008, petitioners clained a cumul ative net |oss of
$837,752. Petitioners used the horse activity | osses to offset
substantial earnings fromM. Bronson's |aw practice in nost

years. ! The follow ng table summari zes the net |osses generated

YFor the first 2 full years after petitioners noved to
Nevada County (2006-2007) M. Bronson’s net incone fromhis | aw
(continued. . .)
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by the horse activity and, where available fromthe record, the
gross receipts fromthe horse activity and M. Bronson's | aw

practice net inconme from 1998 through 2008.

Net | ncone

From M. G oss Receipts Net | ncone
Bronson’ s Law From Hor se (Loss) From
Year Practice Activity Horse Activity
1998 N Al N Al (%24, 112)
1999 N Al N A (53, 508)
2000 N Al N Al (33, 152)
2001 $339, 500 - 0- (55, 721)
2002 260, 000 $320 (82, 254)
2003 235, 000 5, 550 (80, 718)
2004 331, 500 - 0- (90, 290)
2005 180, 000 - 0- (98, 773)
2006 30,011 - 0- (94, 213)
2007 (8, 284) 17, 170 (93, 180)
2008 327, 567 3,574 (131, 831)

!Not avail able fromrecord.

Respondent disallowed the Schedul e C expense deducti ons
petitioners clained fromthe horse activity for the years at
i ssue on the grounds that the expenses were not incurred for

ordi nary or necessary business purposes, resulting in a

¥4(...continued)
practice declined precipitously froman average of $291, 500 for
the 4 years preceding the nove year to an average of |ess than
$11, 000 for 2006-2007. Hi's |law practice net incone for 2008 was
$327, 567.
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deficiency for each year.'™ Petitioners tinely petitioned this
Court for redeterm nation of the deficiencies.

OPI NI ON

Horse Activity

The principal issue to be decided in these cases is whether
petitioners’ horse activity was engaged in for profit during the
years at issue. Section 183(c) defines an “activity not engaged
in for profit” as “any activity other than one with respect to
whi ch deductions are allowable for the taxable year under section
162 or under paragraph (1) or (2) of section 212.” Deductions
are all owabl e under sections 162 and 212 for activities in which
t he taxpayer engaged with the predom nant purpose and intention

of making a profit. WIf v. Conm ssioner, 4 F.3d 709, 713 (9th

Cr. 1993), affg. T.C. Meno. 1991-212; Indep. Elec. Supply, Inc.

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

Conmi ssioner, T.C. Menp. 1984-472; Golanty v. Conm ssioner, 72

T.C. 411, 425 (1979), affd. wi thout opinion 647 F.2d 170 (9th

Cr. 1981); Allen v. Comm ssioner, 72 T.C. 28, 33 (1979).

Generally, individuals are allowed to deduct expenses

attributable to an activity not engaged in for profit only to the

5The parties agree that petitioners’ entitlement to
deductions for the expenses clained on the Schedul es C depends
upon whet her the horse activity was not engaged in for profit
within the neaning of sec. 183.
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extent of gross incone generated fromthe activity.!® Sec.
183(a), (b)(2).

Thus, it is the taxpayer’s subjective intent to earn a
profit that determ nes the deductibility of an activity s | osses.

Skeen v. Conm ssioner, 864 F.2d 93, 94 (9th Gr. 1989), affg.

Patin v. Conm ssioner, 88 T.C. 1086 (1987); Dreicer V.

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

F.2d 1205 (D.C. Gr. 1983). Wile the taxpayer’s subjective
intent is the test, objective criteria are used to establish that
intent, including those listed in section 1.183-2, Incone Tax

Regs. Skeen v. Conm ssioner, supra at 94. A taxpayer’s

expectation of profit need not be reasonable, but the objective
facts and circunmstances nust indicate that the taxpayer entered
into or continued the activity with the actual and honest purpose

of making a profit. Dreicer v. Conm ssioner, supra at 645. *“The

18Sec. 183 does not restrict deductions that are all owabl e
w thout regard to whether the activity is engaged in for profit.
Sec. 183(b)(1). Were deductions are all owabl e under sec.
183(b) (1), deductions under sec. 183(b)(2) are limted to the
anount by which gross incone derived fromthe activity exceeds
deductions all owabl e under sec. 183(b)(1). No sec. 183(b)(1)
expenses are at issue in these cases. However, it appears that
respondent’s determ nations for 2002 and 2003 failed to all ow
expenses to the extent of horse-activity incone, as provided in
sec. 183(b)(2). W expect the parties to address this issue in
their Rule 155 conputations.
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burden of proving the requisite profit notive is on the

t axpayer.” Skeen v. Conm ssioner, supra at 94.%

Further, “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 intervening years.” Bessenyey V.

Commi ssioner, 45 T.C 261, 274 (1965); see also Golanty v.

Commi ssi oner, supra at 427. Evidence fromyears subsequent to
the years at issue is relevant to the extent it creates
i nferences regarding the requisite profit notive in earlier

years. Hillman v. Comm ssioner, T.C Meno. 1999-255; Hoyle v.

Conmi ssioner, T.C. Menp. 1994-592: Smith v. Conmmi ssioner, T.C

Menp. 1993-140.

As noted, section 1.183-2(b), Income Tax Regs., sets forth a
nonexcl usive list of factors to be considered in determning
whet her an activity is engaged in for profit. No single factor

is determnative. These factors are: (1) The manner in which

YI'n their reply brief petitioners argue for the first tine
t hat respondent has the burden of proof pursuant to sec. 7491(a).
Ordinarily, we do not consider issues raised for the first tine
in a party' s reply brief. See Cordes v. Comm ssioner, T.C. Mno.
2002- 124; see also Kansky v. Comm ssioner, T.C Meno. 2007-40.
In any event, our resolution of this issue is based on the
preponderance of the evidence rather than the allocation of the
burden of proof, so we do not consider petitioners’ claim See
Bl odgett v. Conm ssioner, 394 F.3d 1030, 1039 (8th G r. 2005),
affg. T.C. Menpb. 2003-212; see also Estate of Jorgensen v.
Comm ssi oner, 431 Fed. Appx. 544, 546-547 (9th Gr. 2011), affg.
T.C. Meno. 2009-66.
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t he taxpayer carries on the activity; (2) the expertise of the
taxpayer or his advisers; (3) the time and effort expended by the
taxpayer in carrying on the activity; (4) the expectation that
assets used in the activity nay 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 amobunt of occasi onal
profits, if any, which are earned; (8) the financial status of
t he taxpayer; and (9) whether elenents of personal pleasure or
recreation are involved. Sec. 1.183-2(b), Incone Tax Regs.

Petitioners argue that they operated the horse activity with
the principal purpose and intent of realizing a profit.
Respondent contends that the manner in which petitioners operated
the horse activity, and its history of consistent, substanti al
| osses, show that petitioners |acked the requisite profit notive.
We shall evaluate the evidence of profit notive with reference to
the factors enunerated in the regul ations.

Manner of Carrving On the Activity

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 a profit notive. Sec. 1.183-2(b)(1), Incone
Tax Regs. Characteristics of a businesslike operation include
the preparation of a business plan and, in the case of horse

breedi ng and sal es, a consistent and concentrated adverti sing
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program See &olanty v. Conm ssioner, supra at 431; Keating v.

Comm ssioner, T.C Meno. 2007-309, affd. 544 F.3d 900 (8th Gr

2008); Dodge v. Comm ssioner, T.C Menp. 1998-89, affd. wthout

publ i shed opinion 188 F.3d 507 (6th Cr. 1999). The regul ations
further provide that a profit notive is indicated when a taxpayer
changes operating nethods or adopts new techniques with an intent
to inprove profitability. Sec. 1.183-2(b)(1), Income Tax Regs.
In petitioners’ view, the decision to acquire an equi ne
facility represents both a business plan and a change in
operating nethod to inprove profitability, as contenplated in
section 1.183-2(b)(1), Inconme Tax Regs. Petitioners liken their

circunstances to those in Engdahl v. Commi ssioner, 72 T.C. 659

(1979), in which we found an intent to profit (notw thstanding 12
years of sustained | osses) where the horse-breedi ng taxpayers

i kewi se had commenced the activity by boarding their horses with
others and only later acquired their own equine facility.

Engdahl is readily distinguishable, however, in a manner t hat
lies at the crux of this case.

The Engdahls were advised after approximtely 2 years of
operation that they needed their own ranch on which to board
their horses in order to nmake their operation profitable. [d. at
661. After a 1-year search, the Engdahls acquired a ranch and

thereafter conducted their horse activities there. | d.
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By contrast, petitioners did not proceed at any reasonable
pace to acquire a facility, notw thstandi ng henorrhagi ng | osses.
In 1999 petitioners concluded that the horse activity could be
profitable only if they acquired a facility where they could
board their horses and generate incone by providi ng boardi ng and
training services to others. Although the need for their own
facility was apparent in 1999, petitioners did not begin
searching for one until 2001 (after their 1999 return had been
exam ned) and did not acquire land for one until 2005, on which
t hey commenced construction in 2006. Meanwhile, their very
substantial |osses fromthe horse activity continued unabat ed.
Their | osses were $33,152 in 2000 and rose steadily, from over
$82,000 in 2002 to al nost $100, 000 in 2005.

Mor eover, petitioners continued to acquire horses in the
years after 1999, even though they had not acquired a facility.
Petitioners increased their stock from2 horses in 1999 to 10
horses in 2005 when they finally acquired land for a facility.
We believe that an actual and honest profit notive would have
dictated curtail ment, not expansion, of petitioners’ horse
popul ati on while they sought their own facility. At the tinme of
trial, approximately 12 years into their horse activity,
petitioners were still paying to board 5 of their 13 horses on
t he east coast, even though their California horses were being

kept at the facility.
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Wil e a reasonabl e search period m ght be countenanced,
petitioners’ failure even to start the search for over a year,
and their continued acquisition of horses with no facility in
sight, all while incurring very substantial annual | osses,
suggests an indifference to those | osses that we are unable to
reconcile with an “actual and honest objective of making a

profit”. Dreicer v. Comm ssioner, 78 T.C. at 645. W find the

i nconsi stencies in petitioners’ business plan, and their failure

to adhere to it, the nost significant points concerning whether

t hey conducted the horse activity in a businesslike manner.
Petitioners’ advertising was al so unbusi nesslike. Al though

petitioners placed occasional advertisenents in national and

regi onal equine publications, a nethod indicative of businesslike

operation, petitioners’ advertising efforts were insubstanti al

conpared to the cost of the horse activity and generally declined

over the years at issue despite petitioners’ |ack of sales. See

&olanty v. Conm ssioner, 72 T.C. at 431. For 2004, for exanple,

petitioners reported a $90,290 |oss fromthe horse activity and
only $170 in advertising expenses. Petitioners’ other
pronotional efforts, including Dr. Bronson’s involvenent in
breeders’ organi zations and participation in horse shows, are as
consistent wth a hobby as with a for-profit business.

Finally, petitioners claimthat their recordkeeping

indicates a profit notive because they “always recorded every



- 20 -

busi ness-rel ated expenditure individually, and have assi duously
separ at ed busi ness-rel ated from non-busi ness conponents of even
$5 and $10 expenditures.” A close examination of their records
reveals a different picture. For nore than three-quarters of the
expenditures that had m xed horse activity and personal
conponents, petitioners sinply allocated exactly 80 percent of
the expenditure to the horse activity, suggesting that their
segregation of nondeducti bl e personal expenditures was, at best,
approximate. W also note that the depreciation schedul e
attached to petitioners’ 2002 return lists a dog anong the
depreciated itenms, and petitioners deducted $1, 144 of Schedule C
expenses relating to the dog in that year. |In short,
petitioners’ recordkeeping was not businesslike; personal
expendi tures were not neticul ously segregated as petitioners
claim

In any event, we have recogni zed that the significance of
t he busi ness records factor lies in the use of such records for
determning profitability and anal yzi ng expenses, not nerely to

menorialize transactions for tax reporting purposes. Keating v.

Conmi ssioner, T.C. Menp. 2007-309; Dodge v. Conmi Ssioner, supra.

Mai nt enance of records generally does not indicate profit notive
when there is a |lack of evidence that the taxpayer used the
records to inprove the performance of a | osing operation.

&ol anty v. Comm ssioner, supra at 430; Sullivan v. Commi SssSi oner,
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T.C. Meno. 1998-367, affd. w thout published opinion 202 F.3d 264
(5th Cr. 1999). Petitioners’ records indicated to themin 1999
that the horse activity would not be profitable w thout their own
facility. As petitioners did not begin constructing a facility
until approximately 7 years later in 2006, the effective use to
which their records were put was m ni mal .

Petitioners’ recordkeeping fell short of businesslike in
anot her inportant respect. In the case of a horse breeding
activity, the maintenance of separate records for each animal’s
performance (e.g., breeding results and offspring’ s perfornance)
is an inportant factor bearing on profit objective. See Dodge v.

Conmi ssioner, T.C Meno. 1998-89. Petitioners offered into

evi dence only two “stock sunmaries”, one of which was obviously
prepared in 2004.'® Mssing are any records fromearlier or

| ater periods that would indicate petitioners were effectively
tracking their aninmals’ performance.® Petitioners’ failure to
mai ntai n nore conprehensi ve breedi ng records suggests the absence

of a profit notive.

8The entries regarding certain horses’ ages as conpared to
their birth dates makes this concl usion possible.

®Petitioners’ failure to introduce any such records gives
rise to the inference that no records were naintained or if
mai nt ai ned were i nadequate as breeding records. See Wchita
Termnal Elevator Co. v. Comm ssioner, 6 T.C 1158 (1946), affd.
162 F.2d 513 (10th Cr. 1947).
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For the reasons detail ed above, we conclude that petitioners

did not operate the horse activity in a businesslike manner.

This factor favors respondent.

Expertise of Petitioners and Their Advi sers

Preparation for an activity by extensive study or
consultation wth experts may indicate a profit notive when the
t axpayer carries on the activity as advised. Sec. 1.183-2(b)(2),
| nconme Tax Regs. When analyzing profit notive, expertise with
respect to the breeding of horses should be distinguished from

expertise in the economcs of the business. &lanty v.

Conmi ssi oner, supra at 432; Sullivan v. Conmni Ssioner, supra.

Petitioners had no prior experience in breeding, training,
boardi ng, or selling horses when they first contenplated starting
the horse activity. However, Dr. Bronson consulted a nunber of
breeders regarding their operations and al so had spent sone tinme
in managi ng a | arge cooperative horse barn before 2001. She
becane active in breeders’ organizations and becane know edgeabl e
about Wl sh poni es and cobs.

Nonet hel ess, to the extent Dr. Bronson acquired expertise,
it was consistent with either a for-profit activity or a hobby.
We consequently conclude that this factor is insignificant in

determ ni ng whether petitioners had a profit notive.
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Tinme and Effort Expended by Petitioners

The fact that taxpayers devote nuch of their personal tine
and effort to carrying on an activity, particularly if the
activity does not have substantial personal or recreational
aspects, may indicate a profit notive. Sec. 1.183-2(b)(3),
| ncome Tax Regs.

Dr. Bronson was not enployed during the years at issue and
devoted a significant anount of tine to the horse activity.
However, as discussed infra, much of her tinme was spent on
activities that involved substantial personal and recreational
aspects. Accordingly, we find this factor to be neutral.

Expectati on That Assets My Appreciate

An expectation that assets used in the activity wll
appreciate may indicate a profit notive even if the taxpayers
derive no profit fromcurrent operations. Sec. 1.183-2(b)(4),
| ncone Tax Regs. The appreciation of the activity’'s assets nust
exceed operating expenses and be sufficient to recoup the

accunul ated | osses of prior years. See Hllmn v. Comm ssioner,

T.C. Meno. 1999-255.

At the tinme of trial, the assets of the horse activity
consi sted of 13 horses and land in northern California with an
inconplete equine facility. Petitioners offered no evidence
regarding the value of their land or its potential for

appreciation. Petitioners sold two horses in 2007 for $6,500 and
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$10,000. Insofar as the record discloses, the top price
petitioners can hope to obtain for a Wl sh pony is between
$10, 000 and $15,000. However, even if one were to assune that
each of petitioners’ horses was worth $15,000 (a proposition not
supported by the record), the appreciation in the horses would
recoup no nore than a fraction of the $837,752 in cumrul ative
| osses petitioners reported through 2008. This factor favors
respondent.

Success in Simlar or Dissimlar Activities

A taxpayer’s past success in simlar or dissimlar

activities is relevant in determning profit notive. Hllmn v.

Commi ssi oner, supra; sec. 1.183-2(b)(5), Inconme Tax Regs. As

noted, petitioners had no previous experience with horses. Wile
Dr. Bronson did sonme work in real estate, there is no evidence
concerning the extent of her success in that endeavor. M.
Bronson had a successful |aw practice, but his involvenent in the
horse activity was mnimal as conpared to Dr. Bronson’s
Accordingly, this factor is neutral.

The Activity's Hi story of Incone and Losses

Wiile a series of losses during the initial or startup stage
of an activity may not necessarily indicate a lack of profit
objective, a record of |arge | osses over many years and the
unl i kel i hood of achieving profitability are persuasive evidence

that a taxpayer did not have such an objective. See Golanty v.
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Conmi ssioner, 72 T.C. at 426; Bessenyey v. Comm ssioner, 45 T.C.

at 274; sec. 1.183-2(b)(6), Incone Tax Regs. However, | osses
sust ai ned because of unforeseen or fortuitous circunstances
beyond the taxpayer’s control do not indicate a | ack of profit
nmotive. Sec. 1.183-2(b)(6), Incone Tax Regs.

In addition, substantial receipts and significant reduction

of | osses can be indicative of profit notive even if

profitability is not ultimately achieved. See Blackwell V.

Conmi ssioner, T.C. Meno. 2011-188; Rinehart v. Conm ssioner, T.C.

Meno. 2002-9.

Petitioners argue their history of |osses occurred during
the startup stage of the activity and were caused by unforeseen
difficulty they had acquiring property and constructing a
facility. W disagree. The regulations |ist drought, disease,
fire, theft, weather danage, and depressed market conditions as
exanpl es of fortuitous |oss-causing circunstances that do not
indicate a lack of profit notive. Sec. 1.183-2(b)(6), Incone Tax
Regs. We have al so recogni zed that the death or sickness of
horses in connection with a breeding operation constitutes the
kind of fortuitous circunstance contenplated in the regul ations.

See Engdahl v. Conm ssioner, 72 T.C. at 669.

Petitioners’ failure to | ocate and acquire property for a
horse facility for 6 years was not attributable to fortuitous

ci rcunst ances beyond their control. Petitioners did not start
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the search for a facility until nore than a year after the tine
they claimthey realized a facility was essential. They then
searched only narrowWy in Ventura County. They made offers on
only two properties in the first 4 years of their search. Once
petitioners expanded their search to northern California, they
found and purchased property in a matter of nonths.

On the basis of the entirety of the evidence, including the
size of the annual | osses, the continued acquisition of horses
before acquiring a facility, and the narrowness of the initial
search, we conclude that the 6-year delay in acquiring land for a
facility does not constitute a startup period that becane
protracted on account of fortuitous circunstances but instead was
attributable to the fact that making a profit was not
petitioners’ priority. Petitioners’ desultory search for an
equine facility persuades us that nmaking a profit was not their
“primary” objective in conducting the horse activity. See Wl f

V. Conm ssioner, 4 F.3d at 713; Golanty v. Conm ssioner, supra at

425.

Further, petitioners’ |osses are not attributable to any
difficulty they encountered constructing a facility. Wen
construction began in 2006, petitioners had already reported 8
years of |osses totaling $518,528 fromthe horse activity.

Finally, when one exam nes the loss history for the 3 years

beyond the years at issue (i.e., 2006-2008 or the 9th, 10th, and
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11t h years of operation), it is apparent that petitioners’ | osses
were not abating but increasing, even after the period generally
considered to constitute a startup period for horse breeding

activities; nanely, 5 to 10 years. See Engdahl v. Conmm ssioner,

supra at 669; MIller v. Conmm ssioner, T.C Meno. 2008-224.

Overall, in view of the foregoing factors, we are not persuaded

that petitioners’ loss history is attributable to their being in

a startup phase. Instead, we are persuaded that to the extent

t hey conducted any breeding, it was not for commercial purposes.
Because we find that petitioners’ |engthy period of

substantial |losses is not attributable to fortuitous

ci rcunstances or their being in the startup phase of an activity,

their loss history tends to indicate a |ack of profit notive.

Amount of Occasional Profits

The amount of profits in relation to the anount of | osses
incurred may provide useful criteria in determning the
taxpayer’s intent. Sec. 1.183-2(b)(7), Incone Tax Regs.
Petitioners have never earned a profit fromtheir horse activity
and the evidence suggests future profits are unlikely. This
factor favors respondent.

Petitioners’ Financial Status

Substantial inconme fromsources other than the activity
(particularly if the losses fromthe activity generate

substantial tax benefits) may indicate that the activity was not



- 28 -

engaged in for profit, especially if there are personal or
recreational elenents involved. Sec. 1.183-2(b)(8), |Incone Tax
Regs. During the years at issue, M. Bronson' s average annual
inconme fromhis |aw practice was $269, 200. Deducting the | osses
generated by the horse activity from M. Bronson's incone greatly
reduced the after-tax cost of the activity to petitioners. This
factor favors respondent.

Personal Pl easure or Recreation

The exi stence of recreational elenments or personal notives
with respect to an activity may indicate a |lack of profit notive.
Sec. 1.183-2(b)(9), Income Tax Regs. Conversely, profit notive
may be indicated where an activity |acks any appeal other than
profit. 1d.

Dr. Bronson was obviously a Wl sh pony and cob ent husi ast,
gi ven her extensive involvenent in breeders’ organizations, the
show ng of horses, and colum witing. Wile, as petitioners
urge, such endeavors could be construed as pronotional for the
Col dstream Farm “brand”, we find that they are equally consi stent
wi th an avid hobby. Moreover, because petitioners’ horses were
all boarded during the years at issue, they essentially avoided
t he unpl easant tasks associated with caring for horses, such as
cleaning stalls, regular exercising, and the like. Cf. Sullivan

v. Comm ssioner, T.C Meno. 1998-367 (no profit notive in horse

breedi ng activity even where taxpayers personally cared for nost
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of their horses). |In addition, petitioners’ daughters rode sone

of the horses recreationally. See Keating v. Conmm ssioner, T.C

Meno. 2007-309. On balance, this factor is neutral.

Concl usi on

Taking into account all the objective facts and
circunstances and the regulatory factors nost rel evant, we
conclude that petitioners |acked the requisite “actual and honest
objective of making a profit” with respect to their horse
activity. They took inordinate tine to acquire an equine
facility even though they concluded in the second year of the
activity that such a facility was indispensable to profitability.
Their conplacency in this regard given the size of their annual
| osses strongly suggests a lack of profit notive. They also
continued to acquire horses w thout having nade any progress
toward acquiring a facility, when an honest profit objective
woul d have dictated curtail nment or cessation of the activity
until the neans for conducting it profitably had been acquired.
Their continued acquisitions after 1999 suggest that the horses
were acquired in pursuit of a hobby interest. Moreover, al nost
hal f of petitioners’ horses were kept on the east coast. Those
horses had not been noved to petitioners’ equine facility at the
time of trial, even though their California horses were kept

t here.
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There is scant evidence that petitioners conducted a
breedi ng operation in a businesslike manner; they did not keep
records of individual horses’ performance or breeding history.
Even allowi ng for the nost optimstic assunptions about their
horses’ val ue, petitioners could not have gotten anywhere near
recouping their |osses after 11 years of operation and yet were
persisting in their pursuit at the tine of trial.? See

Bessenyey v. Conmi ssioner, 45 T.C. at 274.

Dr. Bronson’s extensive involvenent in various Wl sh horse
organi zations indicates that the notivation behind the horse
activity may have been personal rather than business. Gven M.
Bronson’s | aw practice incone, claimng the horse activity as a
busi ness substantially reduced the after-tax cost of what woul d
ot herwi se be a very expensive hobby.

On brief, petitioners contend that they would not have
uprooted their famly and M. Bronson’s | aw practice and noved
450 mles to Nevada County, California, for a nere hobby, arguing
instead that these very significant changes denonstrate that they
were in bona fide pursuit of an equine business. W are not
persuaded. In her testinony, Dr. Bronson recounted how she had
becone aware of Nevada County through the experience of friends

who had npbved there “because of their horses, their interest,

2By contrast, the taxpayers in Engdahl v. Conm ssioner, 72
T.C. 659 (1979), had decided at the time of trial to abandon
their horse activity.
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that they were really enthusiasts, not bona fide breeders.”
Consequently, a nove to Nevada County could have been notivated
by the fact that it was a nore hospitable place for a horse
ent husi ast to live. Mreover, although he experienced sone
di sruption, M. Bronson’s |aw practice proved essentially
portabl e, 2 naki ng the nove to Nevada County much | ess draconian
than petitioners urge.

G ven the objective factors summari zed above suggesting a
| ack of profit notive, petitioners’ nove to Nevada County
appears, like their friends’ nove, to have been notived by their
interest in horses rather than an actual and honest intent to
make a profit. The preponderance of the evidence points to that
conclusion, and we draw it. Consequently, we conclude and hold
that the horse activity was “not engaged in for profit” within
t he nmeani ng of section 183 during the years at issue.

1. Accuracy-Rel ated Penalties

Section 6662(a) and (b)(2) inposes a penalty of 20 percent
of the underpaynent attributable to a substantial understatenent
of income tax. An “understatenent” is the excess of the anpunt
of tax required to be shown on the return over the anount of tax

shown on the return. Sec. 6662(d)(2)(A). An understatenent is

21The relocation of M. Bronson’s practice to the Sacranento
area produced 2 neager years in 2006 and 2007, but his net incone
in 2008 ($327,567) exceeded that of nost of the years he was
practicing in the Los Angel es area.
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substantial when it exceeds the greater of 10 percent of the tax
required to be shown on the return or $5,000. Sec.
6662(d) (1) (A).
The Comm ssioner bears the burden of production with respect
to a taxpayer’s liability for penalties. Sec. 7491(c). To
sati sfy that burden, the Comm ssioner nust offer sufficient

evidence to indicate that it is appropriate to inpose the

penalty. See Hi gbee v. Conm ssioner, 116 T.C. 438, 446 (2001).
| f the Comm ssioner satisfies his burden of production, the

t axpayer bears the burden of proving it is inappropriate to

i npose the penalty because of reasonabl e cause, substanti al
authority, or a simlar provision. |d.

Respondent determ ned that petitioners substantially
understated their inconme tax for 2004 and 2005 and are |iable for
accuracy-rel ated penalties for these years.?? Petitioners
di sal | oned deductions for expenses related to the horse activity,
coupled with other adjustnents not at issue, resulted in incone
tax understatenents of $32,664 for 2004 and $34, 033 for 2005.
These anmounts exceed both 10 percent of the tax required to be
shown on petitioners’ returns for those years and $5,000. Thus,

respondent has nmet his burden of production.

2l n his answering brief respondent also asserts negligence
as a basis for the penalties. W need not address negligence
because we sustain the penalties on the basis of substanti al
under st atenment of incone tax.
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The section 6662(a) penalty is not inposed on any portion of
an under paynent as to which the taxpayer acted with reasonabl e
cause and in good faith. Sec. 6664(c)(1). The determ nation of
whet her a taxpayer acted with reasonabl e cause and good faith is
made on a case-by-case basis, taking into account all pertinent
facts and circunstances. Sec. 1.6664-4(b)(1), Income Tax Regs.
Cenerally, the taxpayer’s effort to assess the proper tax
litability is the nost inportant factor. 1d. The taxpayer’s
experi ence, know edge, and education are also inportant factors.
Id.

Petitioners argue they are not liable for section 6662(a)
penal ti es because they relied on the advice of their accountant,
to whom they supplied conplete and accurate records. Reasonable
reliance upon the advice of a tax professional may establish
reasonabl e cause and good faith for the purpose of avoiding
section 6662(a) penalties. Sec. 1.6664-4(c), Inconme Tax Regs.;

see al so Neonatol ogy Associates, P.A. v. Conmm ssioner, 115 T.C.

43, 99 (2000), affd. 299 F.3d 221 (3d Cir. 2002). The
pr of essi onal advice “nust be based upon all pertinent facts and
circunstances and the law as it relates to those facts and
circunstances.” Sec. 1.6664-4(c)(1)(i), Inconme Tax Regs.

The problemw th petitioners’ argunent is that there is no
evi dence that they ever sought or received advice fromtheir

account ant concerning the appropri ateness of deducting the
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expenses of their horse activity. Petitioners’ accountant
testified only that he found their records conpl ete and adequate
for purposes of preparing their returns. There is no evidence
that he provided an opinion regarding the applicability of
section 183 or that petitioners disclosed to himall the
pertinent facts and circunstances concerning the horse activity
i ncluding, for exanple, their conclusion in 1999 that the
activity could not be profitable without an equine facility.

By their own adm ssion, petitioners were on notice no |ater
than 2001 that their tax reporting of the horse activity had
attracted the scrutiny of the Internal Revenue Service, which
concl uded an exam nation of their 1999 return in that year albeit

wi t hout nmaking adjustnments.?® |n these circunstances, including

ZIn their pretrial nmenorandum petitioners contend that the
“no change” audit of their 1999 return “indicated that
Petitioners were conducting Coldstreanmis start-up business
operations in conpliance with applicable |egal requirenents”.
However, they made no reference to the 1999 audit at trial or in
their opening or reply brief. Thus, to the extent petitioners
may have argued in their pretrial nmenorandumthat the 1999 audit
gave them reasonabl e cause with respect to the 2004 and 2005
under paynents attributable to the disallowed | osses fromthe
horse activity, they have abandoned that argunent. See Rule
151(e)(4) and (5); duck v. Comm ssioner, 105 T.C 324, 325 n.1
(1995); Petzoldt v. Conm ssioner, 92 T.C 661, 683 (1989); Rybak
v. Comm ssioner, 91 T.C 524, 566 n.19 (1988).

Even if petitioners were treated as having preserved the
argunent that the “no change” audit of their 1999 return
constituted reasonabl e cause with respect to the underpaynents at
i ssue, see, e.g., Bangs v. Conm ssioner, T.C Meno. 2006-83, we
are not persuaded. W conclude that the exam ning agent’s
deci sion to nmake no adjustnents regarding petitioners’ horse
activity for 1999 does not give rise to a reasonabl e belief that

(continued. . .)
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M. Bronson’s education and know edge as an attorney, we concl ude
that petitioners failed to show that they reasonably relied on
prof essi onal advice or that they otherw se nmade a reasonabl e
effort to assess their proper tax liabilities. Gven the absence
of reasonabl e cause, we sustain respondent’s determ nation of
accuracy-rel ated penalties for 2004 and 2005.

To reflect the foregoing,

Decisions will be entered

under Rul e 155.

(.. .continued)
the activity was not limted by sec. 183 5 or 6 years |ater.
When petitioners took their return position for 2004, they had
experienced 5 additional years of |osses fromthe activity that
rose from $33,152 for 2000 to $90, 290 for 2004. MNoreover, they
had conducted the activity for 5 years w thout having acquired an
equine facility, which by their own adm ssion they had concl uded
in 1999 was essential to profitability. |In short, what may have
easily passed nuster as the startup phase of a horse breeding
operation for 1999 ceased to do so after 5 additional years of
substantial |osses during which petitioners failed to take the
steps they realized were necessary to nake the operation
profitable. See Burrus v. Conm ssioner, T.C Meno. 2003-285 (6
years of initial |osses treated as startup phase of cattle
breedi ng operation but Court expressed no opinion regarding
whet her sec. 183 would Iimt |osses clainmed for next 4 years
after the years in issue). The foregoing applies with greater
force to 2005, although petitioners had by then acquired | and on
which to construct an equine facility.




