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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
CERBER, Judge: Respondent, by neans of a statutory notice
of deficiency, determned the follow ng income tax deficiencies
and section 6662(a)?! penalties with respect to petitioners:

Penal ty

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years under
consideration, and all Rule references are to this Court's Rul es
of Practice and Procedure.



Year Defi ci ency Sec. 6662
1991 $11, 543 $2, 165
1992 12, 634 2,311
1993 12, 387 2,489

After concessions,? the follow ng issues remain for our
consideration: (1) Wether petitioners' horse-breeding activity
during the taxable years 1991, 1992, and 1993 was engaged in for
profit; and (2) whether any underpaynent of tax is due to either
negl i gence or intentional disregard of rules or regulations, or a
substantial understatenent of incone tax.

FI NDI NGS OF FACT®

At all tines relevant to this case petitioners were husband
and wife and resided in West Liberty, Chio. They filed joint
Federal incone tax returns for all 3 years at issue.

Janes Dodge (M. Dodge) was an attorney and president of
Brad Bern Corp. located in Cncinnati, Ohio, during the years at
i ssue. From 1990 through 1993, M. Dodge was very active at Brad
Bern Corp., working on average 12 hours a day, 4 days a week for

the corporation. He lived at petitioners' second hone in

2Respondent di sal | owed unsubstanti ated interest deductions
of $5,099 and $7,713 in 1991 and 1992, respectively. In
addi tion, respondent determ ned that petitioners understated
interest inconme in the anobunt of $66 in 1991. Since petitioners
failed to address either of these issues in their brief, we treat
this as a concession by petitioners and find for respondent.
Theodore v. Conm ssioner, 38 T.C 1011, 1041 (1962).

3The stipulation of facts and the attached exhibits are
i ncorporated by this reference.
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G ncinnati from Sunday night to Thursday night each week. In
West Liberty, M. Dodge practiced | aw and operated a tax
preparation business at various tinmes during 1991, 1992, and
1993. During 1992 and 1993, M. Dodge wor ked between 12-20 hours
per week in his |law practice. M. Dodge has prepared incone tax
returns for and assisted farnmers with their accounting and tax
returns for nore than 20 years.

Vi vi an Dodge (Ms. Dodge) operated an accounting office and
servi ces business called "Dodge & Hostetler" in which she was a
50- percent general partner. Ms. Dodge was engaged full tinme at
Dodge & Hostetler during the years at issue. Petitioners also
owned and nanaged three rental properties located in West Liberty
during the years at issue. Petitioners' conbined gross incone,
wi t hout considering the | osses clained for the horse-breedi ng
activity, was $85,216, $88,391, and $103,659 for the taxable
years 1991, 1992, and 1993, respectively.

In 1981 petitioners becane interested in starting a horse
farm On August 17, 1981, M. Dodge net with Janes Tischer (M.
Ti scher), a tax specialist, to discuss the deductibility of
expenses as | osses for tax purposes of their planned horse farm
M. Tischer suggested that petitioners maintain separate books
and records, and that petitioners prepare a long-termplan for

the horse farm



In 1982, petitioners purchased 14 acres of |and
approximately 1 mle fromtheir hone for $13,000 with the
intention of building a horse farm Petitioners cleared the |and
of trees and constructed a nine-horse barn, sheds, fences, a
driveway, and a well at a total cost of $59,500. |In 1992 the
farm and and i nprovenents were apprai sed at $121, 000.

Petitioners began their horse activity during 1983 and
decided to specialize in the breeding and selling of Arabian
horses. At that tinme, petitioners owned an Arabian horse,

Honest ead Wraza, which they had purchased in 1981 for $3, 500.
M . Dodge joined several horse associations and attended clinics
and semnars to learn how to show, train, breed, and sell horses.
He al so paid several thousand dollars for professional horse
trainers. Petitioners did not, however, consult wth any horse
breeders about the best way to minimze expenses and/or run a
profitable horse farm nor did they follow M. Tischer's advice
to prepare a long-termplan for the horse farm

In 1983, petitioners purchased Canadi an Fury for $30, 000.
Canadi an Fury and Honestead Wraza were the only broodmares used
in petitioners' horse-breeding activity. Petitioners did not
mai ntain a stallion for breeding purposes; instead they paid stud
fees to outside breeders. From 1983 through 1996, Canadi an Fury

and Honmestead Wraza produced eight foals. No foals were born



during the years in issue. Only two of these foals were ever
sold. One foal, Jinms Joy, was sold for |ess than $400, and the
ot her foal, Ranses Lady, was sold for $2,500. Petitioners also
bought horses, trained them and hoped to resell themat a
profit. From 1983 through 1996, petitioners sold eight such
horses. Petitioners did not sell any horses during the years at
i ssue.

In addition to training and breedi ng horses, petitioners
showed their horses at various horse shows in order to advertise
their farmand increase sale opportunities. Petitioners did not,
however, advertise their horses in trade journals, nagazines,
newspapers, or other publications during the years 1987 through
1995. M. Dodge, his daughter Andrea, or a trainer would show
the horses. Andrea Dodge woul d al so show horses in the 4-H O ub
(a youth organi zation). Petitioners knew that if a horse was
successful in the showring, the value of the horse and its foals
woul d i ncrease. Canadian Fury was very successful in the show
ring, becom ng the reserve national chanpion in 1984.

In 1985, petitioners began raising cattle in addition to
horses. Petitioners generally purchased four steers each year.
Petitioners would buy the steers, feed themfor 8 or 9 nonths,
and then sell themat a fair or over the market to a butcher. In

addition, petitioners occasionally boarded horses on their farm
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Petitioners had income fromthe boarding or stabling of horses of
$150 and $250 for the taxable years 1991 and 1993, respectively.
No i ncone from boarding or stabling was received for 1992.

The Dodges perforned nost of the work on the farm A
typical day's work included feeding the horses, putting them out
to pasture, cleaning the stalls and the barn area, and returning
themto the barn in the evening for a final feeding. M. Dodge
was in Cincinnati during the week; therefore, Ms. Dodge and
Andrea often split the work between them In addition to the
everyday chores, petitioners would spend tinme groom ng their
horses in preparation for shows.

The records kept by petitioners with regard to their horse-
breedi ng activity consisted of cancel ed checks, invoices, and an
item zed list of inconme and expenses for tax purposes.
Petitioners had a single checking account for their horse-
breeding activity and personal expenses. No bal ance sheets were
prepared for their horse-breeding activity, nor were financial or
br eak- even anal yses prepared or nmaintained. In addition,
petitioners did not maintain individual expenditures for each
horse. Petitioners did not separate the expenses incurred from
their horse-breeding activity fromthose incurred for raising

steers.



Petitioners did not earn a profit fromtheir horse-breedi ng
activity from 1983 through 1995. Petitioners reported incone and

expenses with respect to the activity as foll ows:

Year Farm | ncone Far m Expenses Profit or (Loss)
1983 $530 $58, 033 ($57, 503)
1984 1,775 75, 792 (74,017)
1985 3,105 76,912 (73, 807)
1986 4,280 75, 187 (70, 907)
1987 10, 375 66, 366 (55, 991)
1988 9, 850 52,879 (43, 029)
1989 10, 500 62, 878 (52, 378)
1990 2,350 53, 460 (51, 110)
1991 1, 890 45, 540 (43, 650)
1992 1, 000 47,132 (46, 132)
1993 1, 200 45, 838 (44, 638)
1994 --- 32, 848 (32, 848)
1995 1, 200 17,491 (16, 291)
Tot al 48, 055 710, 536 (662, 301)

In the notice of deficiency, respondent disallowed the |osses
clainmed for the horse-breeding activity for 1991, 1992, and 1993
finding that it was not engaged in for profit.

OPI NI ON

| ssue 1. Section 183

Initially we nust decide whether petitioners' horse farm was
an activity engaged in for profit. Section 183(a) provides that
i ndi vi dual taxpayers will not be all owed deductions that are
attributable to an "activity * * * not engaged in for profit".
This termnology is defined in section 183(c) as "any activity
ot her than one with respect to which deductions are allowable for

t he taxabl e year under section 162 [trade or business] or under
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paragraph (1) or (2) of section 212 [expenses incurred for the
production of incone]." Section 183(b) permts deductions that
woul d be allowable only if the activity were engaged in for
profit, but such deductions nmay be taken only to the extent that
any gross incone generated fromthe activity exceeds deductions
whi ch are not dependent upon a profit objective (e.g., State and
| ocal taxes under section 164).

Al t hough a reasonabl e expectation of profit is not required,
the facts and circunstances nust indicate that the taxpayer
entered into the activity, or continued the activity, with the

actual and honest objective of nmaking a profit. Keanini v.

Commi ssioner, 94 T.C. 41, 46 (1990); Dreicer v. Comm ssioner, 78

T.C. 642, 645 (1982), affd. w thout published opinion 702 F.2d
1205 (D.C. Cr. 1983); sec. 1.183-2(a), Inconme Tax Regs. 1In
maki ng this determ nation, nore weight is accorded to objective

facts than to the taxpayer's statenent of intent. Engdahl v.

Commi ssioner, 72 T.C. 659, 666 (1979); sec. 1.183-2(a), I|ncone

Tax Regs. Petitioners bear the burden of proving that they

possessed the required profit objective. Rule 142(a); Dreicer V.

Conmi ssi oner, supra; Golanty v. Conmi ssioner, 72 T.C. 411, 426

(1979), affd. w thout published opinion 647 F.2d 170 (9th Cr
1981).



In determ ning whether an activity is engaged in for profit,
reference is made to objective standards, taking into account al
of the facts and circunstances of each case. Sec. 1.183-2(a),
| ncome Tax Regs. The regulations set forth nine criteria
normal Iy considered for this purpose. The factors are: (1) The
manner in which the taxpayer carries on the activity; (2) the
expertise of the taxpayer or his advisers; (3) the tine and
effort expended by the taxpayer in carrying on the activity;

(4) the expectation that assets used in the activity may
appreciate in value; (5) the success of the taxpayer in carrying
on other simlar or dissimlar activities; (6) the taxpayer's

hi story of inconme or |osses with respect to the activity; (7) the
anount of occasional profits, if any, that are earned; (8) the
financial status of the taxpayer; and (9) the presence of

el ements of personal pleasure or recreation. Sec. 1.183-2(b),

I ncone Tax Regs. None of these factors is determnative, nor is
the decision to be made by conparing the nunber of factors that
wei gh in the taxpayer's favor with the nunber that support the
Comm ssioner. |d.

Petitioners argue that they had the requisite profit
objective with respect to their horse-breeding activity.
Conversely, respondent asserts that the activity was not engaged

in for profit. W agree with respondent. Because the parties
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argued their respective cases by addressing each of the nine
criteria enunerated in the regulations, we follow the sanme
approach in our discussion.

1. Manner in Which the Activity |I's Conduct ed

We begin by exam ning the manner in which petitioners
carried on their horse-breeding activity. The fact that a
t axpayer carries on the activity in a businesslike manner and
mai nt ai ns conpl ete and accurate books and records may indicate a
profit objective. Sec. 1.183-2(b)(1) Inconme Tax Regs. In
deci di ng whet her the taxpayer has conducted the activity in a
busi nessli ke manner, this Court has considered "whether accurate
books are kept, whether the activity is conducted in a manner
simlar to other conparable businesses and whet her changes have

been attenpted in order to nake a profit." Ballich v.

Conmi ssioner, T.C. Menp. 1978-497.

Petitioners assert that the fact that they kept invoices and
recei pts for the horse-breeding activity is evidence that they
conducted it in a businesslike manner. Although petitioners did
keep an item zed |ist of expenses, petitioners did not prepare
any business or profit plans, profit or loss statenents, bal ance
sheets, or financial break-even analyses for their horse-breeding
activity. Wiile a taxpayer need not nmaintain a sophisticated

cost accounting system the taxpayer should keep records that
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enabl e the taxpayer to nmake infornmed business decisions. Burger

v. Conmm ssioner, 809 F.2d 355, 359 (7th Gr. 1987), affg. T.C

Meno. 1985-523; Ballich v. Conm ssi oner, supra.

At trial, M. Dodge admtted that there were no records kept
t hat woul d show the expenditures made with respect to each
i ndi vidual horse. W thout such know edge, petitioners would have
no way of know ng which of their broodmares was produci ng nore
profitable foals or which training reginen was successful at
i ncreasing the value of the horses. 1In addition, petitioners did
not even separate the expenses incurred fromthe horse-breedi ng
activity fromthe expenses incurred fromraising steers. The
| ack of any detailed records as to which activity on the horse
farmwas profitable is an indication that the horse-breedi ng

activity was not carried on for profit. Ballich v. Conm ssioner,

supra. Apparently, petitioners retai ned what they thought were

the m ninumrecords necessary to prepare their tax returns.
Petitioners did not advertise their operation or the

availability of their horses in trade magazi nes, journals, or

ot her publications. Petitioners argue that they advertised their

horses by exhibiting themin horse shows. Wile we recognize

t hat horse shows may be one nethod for advertising horses for

sale, petitioners' failure to attenpt to reach a | arger custoner
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base is not consistent with the behavior of profit-m nded
i ndi vi dual s.

Per haps the nost inportant indication of whether or not an
activity is being perfornmed in a businesslike manner is whet her
or not the taxpayer inplenents sonme nethod for controlling
| osses. Petitioners assert that they did nearly all of their own
farmwork, prepared and grooned their own horses, and haul ed
their owmn horses to shows, all in an effort to mnimze expenses.
However, petitioners' failure to produce any significant incone
was a key factor in their failure to earn a profit. Despite the
fact that nmares are able to produce one foal a year, petitioners
failed to breed their mares with any regularity. Petitioners
argue that they raised steers in order to alleviate |osses.
However, petitioners only purchased and sold four steers a year.
Petitioners' typical annual gross receipts fromcattle sales was
about $2,000. The revenue fromthe sale of cattle is
i nsignificant when conpared to the horse rel ated expenses and was
not a significant attenpt at reducing | osses.

2. Expertise of Petitioners

We next consider the expertise of petitioners with respect
to their horse-breeding activity. Sec. 1.183-2(b)(2), |Incone Tax

Regs. A taxpayer's expertise, research, and study of an
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activity, as well as his or her consultation with experts, my be
indicative of a profit intent. 1d.

M. Dodge joined several horse associations, and he attended
clinics and semnars to |learn how to show, train, breed, and sel
horses. M. Dodge al so spent thousands of dollars having his
horses trained by professional trainers. M. Dodge did becone
expert and know edgeabl e about horses. Hi s expertise, however,
focused on horse breeding and training and not the econom cs of

the activity. See Burger v. Conm ssioner, supra. The fact that

M . Dodge was skilled in the art of horse breeding is a factor to
be consi dered and does not al one show the horse activity was for

profit. denn v. Conm ssioner, T.C Meno. 1995-399, affd.

Wi t hout published opinion 103 F.3d 129 (6th Cr. 1996).
Significantly, petitioners did not seek professional or economc
advi ce on the econom c aspects of horse breeding. The only

advi ce that M. Dodge sought prior to beginning the horse farm
was information on the deductibility of |osses for tax purposes.
M . Dodge did not analyze or consult with others about the anount
of expenses that they were likely to incur. The failure to seek
prof essi onal advice is another factor that indicates a | ack of

profit notive. Burger v. Conm ssioner, supra; Ballich v.

Conmi Ssi oner, supra.

3. Tinme and Effort Spent in Conducting the Activity

We next consider the tinme and effort spent by petitioners in

conducting their horse-breeding activity. Sec. 1.183-2(b)(3),
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| ncone Tax Regs. The fact that the taxpayer devotes nmuch of his
personal time and effort to carrying on an activity, particularly
if the activity does not have substantial personal or

recreational aspects, may indicate an intention to derive a
profit. 1d.

Ms. Dodge testified regarding the typical amount of work
performed by petitioners and their daughter in caring for the
horses. The record indicates that M. Dodge spent approximately
15 hours per week, and Ms. Dodge spent approximately 20 hours
per week working on the horse farm Accordingly, petitioners
spent significant amounts of time and effort carrying on the
horse-breeding activity. However, M. Dodge and Andrea Dodge,
who are skilled riders, also derived substantial recreationa
benefit fromthe tinme they spent with their horses; therefore,
this factor is generally neutralized.

4. Expectation That the Assets WII Appreciate in Val ue

Anot her factor is the taxpayers' expectation that the assets
used in their breeding activity would increase in value. Sec.
1.183-2(b)(4), Income Tax Regs. Canadian Fury was the reserve
national chanpion in 1984. The val ue of Canadian Fury and the
value of the three foals that she subsequently produced increased
as a result of this. |In addition, the value of the farmand | and
increased from $72,500 in 1983 to $121,000 in 1992. Petitioners
mai ntai ned the belief that the farmwould eventual |y becone

profitable due to appreciation in the value of the |and and
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horses. It is necessary, however, that the objective be to

realize a profit on the entire operation. Bessenyey V.

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

Cr. 1967). This would require future net earnings and
appreciation sufficient to recoup the $622, 301 of | osses reported
for 1983 through 1995. Petitioners failed to produce any
evidence to show that their activity had a reasonabl e chance of
recovering | osses reported.

5. Taxpayer's Success in Simlar or Dissimlar Activities

We next consider petitioners' prior experience in simlar or
dissimlar activities. Sec. 1.183-2(b)(5), Incone Tax Regs.
Al though an activity is unprofitable, the fact that a taxpayer
has previously converted simlar activities fromunprofitable to
profitable enterprises may be an indication of a profit notive
with respect to the current activity. |d.

Ms. Dodge started an accounting and service business in
1991 that generated a profit during the years at issue. M.
Dodge operated a successful |law practice during the years in
i ssue. Petitioners had successful business-type experience.
Petitioners did not show that their acquired business expertise
was used in the horse activity.

6. The Activity's History of |Inconme and/or Losses

An inportant consideration is petitioners' history of incone
and/or | osses with respect to their horse-breeding activity.

Sec. 1.183-2(b)(6), Inconme Tax Regs. Losses continuing beyond
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the period customarily required to nake an activity profitable,
if not explainable, may indicate that the activity is not engaged
in for profit. Id.

Petitioners began their horse farmin 1983. From 1983 to
1995, petitioners reported total |osses of $622,301. During that
same period, petitioners reported gross receipts of $48,055. The
magni tude of the activity's |losses in conparison with its
revenues is an indication that petitioners did not have a profit

notive with respect to the horse farm Burger v. Conm Ssioner,

supra at 360; Ballich v. Conm ssioner, supra.

Petitioners assert that the reported | osses were typical for
the startup stage of a horse farm The years at issue were
petitioners' 9th, 10th, and 11th years in the horse activity.

Al t hough this Court has recogni zed that the startup phase of a

horse-breeding activity is 5 to 10 years, Engdahl v. Comm ssioner

72 T.C. at 669, the record reveals that the nassive | osses were
not the result of startup expenses of a horse-breeding
enterprise. Rather, the |osses, in large part, were the result
of petitioners' selling only two foals during a period of 12
years. Additionally, we note that petitioners' subsequent years
| osses (1994 and 1995, the 12th and 13th years) confirmthe
earlier pattern. W therefore find petitioners' argunent that
the | osses were the result of startup expenses to be w thout

merit.
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7. Amount of Occasional Profits

The anopunt and frequency of occasional profits earned from
the activity may also be indicative of a profit objective. Sec.
1.183-2(b)(7), Income Tax Regs. Petitioners did not report a
profit fromtheir horse-breeding activity. See G enn v.

Conmi ssioner, T.C. Menp. 1995-399.

8. Fi nanci al Status of the Taxpavyer

We next consider petitioners' financial status. Sec. 1.183-
2(b)(8), Income Tax Regs. Substantial inconme from sources other
than the activity, particularly if the activity's | osses
generated substantial tax benefits, may indicate that the
activity is not engaged in for profit. This is especially true
where there are personal or recreational elenents involved. 1d.

Petitioners had conbi ned gross incone, excluding the |osses
fromtheir horse farm of $85,216, $88,391, and $103,659 in 1991,
1992, and 1993, respectively. W note that petitioners' incone
was sufficient to enable themto maintain a confortable standard
of living notw thstanding the |osses fromthe horse farm

9. El enents of Personal Pl easure

The final factor is the personal pleasure derived by
petitioners in conducting their activity. Sec. 1.183-2(b)(9),
I ncome Tax Regs. The nere fact that a taxpayer derives personal
pl easure froma particular activity does not, per se, show a | ack

of profit notive. The presence of personal notives may, however,



- 18 -

indicate that the activity is not engaged in for profit. This is
especially true when there are recreational elenents involved.
| d.

M . Dodge and his daughter were avid riders, and they
conpeted in horse shows. Andrea would al so show horses in the
4-H G ub. Petitioners derived personal pleasure fromtheir horse
activity. As has been stated with respect to this factor:

Unquestionably, an enterprise is no |less a "business"”

because the entrepreneur gets satisfaction fromhis

wor k; however, where the possibility for profit is

small (given all the other factors) and the possibility

for gratification is substantial, it is clear that the

|atter possibility constitutes the primary notivation

for the activity. * * * [Burger v. Conm ssioner, T.C
Meno. 1985-523; fn. ref. omtted.]

Considering all of the facts and circunstances, we find that
petitioners have failed to prove that their horse-breeding
activity was engaged in for profit.

| ssue 2. Accuracy-Related Penalty Under Section 6662

Respondent al so determ ned that petitioners were negligent
and liable for penalties under section 6662(a) and (b)(1) for
each of the years because they clained | osses fromthe horse-
breeding activity. Section 6662(a) and (b)(1) inposes an
accuracy-rel ated penalty equal to 20 percent of the portion of an
under paynent that is attributable to negligence or disregard of
rules or regulations. W find that petitioners were negligent in

clai m ng deductions for their horse-breeding activity.*

‘Respondent al so determ ned that petitioners were liable for
a sec. 6662(b)(2) penalty because their underpaynent was
(continued. . .)
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In determ ning whether petitioners were negligent in the
preparation of their returns, we take into account petitioner M.
Dodge's I egal and tax experience. M. Dodge prepared 75-100 farm
tax returns a year. Attorneys who specialize in taxation are

held to a higher standard of care. Tippin v. Conm ssioner, 104

T.C. 518, 534 (1995). Additionally, the size of the tax |osses
clainmed by petitioners in relation to the revenue earned fromthe
horse-breeding activity, conbined with the substantial enjoynent
that petitioners derived fromthe activity, created a situation
that was "too good to be true" wthin the nmeaning of section
1.6662-3(b)(1)(ii), Incone Tax Regs. Accordingly, petitioners
are liable for the section 6662(a) penalties.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

4(C...continued)
substantial. As a result of our decision with respect to the
negl i gence penalty, we need not address this issue.



