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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VASQUEZ, Judge: In these consolidated cases respondent

determ ned the follow ng deficiencies:!?

! I'n 2002 and 2003 petitioner Richard S. Mller’'s filing
status was single. Petitioner MIler married petitioner Erickson

in 2004.
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Richard S. MIller and Sandra R Eri ckson:

Year Defi ci ency

2004 $51, 262
Richard S. Ml ler:

Year Defi ci ency
2002 $37, 997
2003 48, 884

The issue for decision is whether petitioners’ horse
breeding activity was an activity not engaged in for profit
pursuant to section 183.2

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 they filed
the petition, petitioners resided in Florida.

In 1979 M. MIler purchased Electric Punp & Tool Services
(Electric Punp). Wen M. MIller purchased Electric Punp, it had
sal es of $400,000 and 10 enpl oyees. At the tinme of trial M.
M1l er had increased the sales of Electric Punp to $23 mllion
and increased its enployees to 80. At the tine of trial M.

M Il er had expanded Electric Punp to six offices throughout the

country. M. MIller received $444, 231, $395,014, and $420,597 in

2 Unless otherwise indicated, all 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
Pr ocedure.
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2002, 2003, and 2004 in salary fromElectric Punp, respectively.
At various times M. MIller has been in the pay phone business,

t he hog sl aughter and breedi ng busi ness, and the spent-hen
(chickens that no | onger produce eggs) business. M. MIller has
al so owned real property which he rented out.

In 1989 M. MIler purchased his first Paso Fino horse.

Paso Fi no horses have a snmooth gait which enables riders to have
a snooth ride. Shortly after purchasing his first Paso Fino M.
MIler joined the Paso Fino Horse Association (PFHA). In either
1990 or 1991 M. Ml er becane a board nenber of the PFHA and

| ater served on the executive commttee and as treasurer. M.
M|l er began attendi ng PFHA conventions in 1995 M. MIller also
attended instructional clinics and sem nars on topics such as
advertising and trail riding.

From 1989 until 2002 M. MIler conducted his horse
activities fromhis honme and farmin Van Meter, lowa. |In 1990
M. MIller had a horse barn built on the lowa property, and in or
around 1992 a hay shed was built.

Initially M. MIller entered his horses in show conpetitions
in the northern United States. During this period M. Mller’s
horses were trained in Mnnesota. M. MIler was successful at
the northern shows; but when he attenpted to conpete at a

nati onal show, his horses were unable to conpete with the horses
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that were trained in Southern States such as Florida, Georgia,
and Loui si ana, hone to the industry’ s top trainers.

In June 2002 M. MIler purchased approxinmately 16 acres of
property in Ccala, Florida, and noved sone of his horses from
lowa to Florida. Sonme of the horses were already in Florida.

Ccal a, Florida, advertises itself as the “Horse Capital of the
Wrld’. One of the main reasons that M. MIler noved his horses
to Florida and bought the property in Ocala was that it was near
trainer Jorge Suarez. M. Suarez is a noted trainer and rider of
Paso Fino horses and along with his three brothers runs a farm
called 4Js. M. Suarez is fromPuerto Rico and was involved wth
Paso Fino horses in Puerto Rico before comng to the United
States. M. MIller net M. Suarez in 1989 and was inpressed with
M. Suarez’'s riding ability. M. Suarez has a reputation as one
of the top five Paso Fino riders in the world. M. Mller
consults with M. Suarez on buying and selling horses and woul d
not buy a horse wi thout having M. Suarez see it first. 1n 2005
M. MIller noved to Fort Myers, Florida, which is approximtely
216 mles fromhis farmin Ccal a.

Begi nning in 2002 and continuing in 2003, 2004, 2005, and
2006 M. MIller filed a Schedule C, Profit or Loss From Busi ness,
listing his principal business as “show horse breeding”. In 2002
M. MIller reported | osses of $95,571 on his Schedule C. In 2003

M. MIller reported | osses of $126,377 on his Schedule C and
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| osses of $9, 223 on Form 4797, Sal es of Business Property. In
2003 M. MIller sold three horses at a loss. In 2004 M. Mller
reported Schedule C | osses of $139,098 and | osses of $13,742 on
Form 4797. In 2004 M. MIler sold one horse at a | oss.

Ms. Erickson kept financial records for the breeding
activity listing incone and expenses. |In addition to M.
Erickson’s records, M. MIller registered his horses with the
PFHA, whi ch nai ntai ned records concerning the performance of
specific horses at horse shows, recording earnings and placenent.
The PFHA certificate also traces the horse’s bloodlines. As a
lifetime nmenber of the PFHA, M. MIler had access to the PFHA
i nformation 24 hours a day through the Internet.

When M. MIler decided to run his horse activity as a
busi ness, he had a business plan but did not commt it to
witing. M. MIller began with three mares, Picaedia, Mrcia,
and Romana, and sonme stallions, including Guayacan. M. Mller’s
pl an was to have excellent mares, breed them and raise the foals
to about 3 years old before putting a saddle on them By the
time the horses were 3 years old, M. MIler expected they woul d
appreciate in value. There are three types of Paso Fi no horses:
Fi no, pleasure, and performance. Fino horses are the nost
profitable of the three. M. MIller nodified his initial
busi ness pl an because he realized that his mares were not good

enough to give birth to excellent Fino horses. Additionally, M.
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M|l er encountered unexpected setbacks with sone of his horses.
Marci a al ways produced tw ns, which are undesirable in the Paso
Fino horse industry. M. MIller incurred increased veterinary
bills to “pinch off” one ovary every tinme Marcia was bred so that
Marcia delivered only one offspring. M. MIller also used an
enbryo transfer on Marcia which cost approxi mately $4, 000.
Guayacan, which M. MIller paid $30,000 for in 2002, cane with
hi gh expectations. (Guayacan turned out not to be an athlete and
got lazy, and M. MIller decided to geld him In 2004 M. MIler
sol d Guayacan for $2, 000.

Anot her horse, Amarissa | A broke her hoof kicking her stal
at age 4. After spending $5,000 on veterinary bills to heal
Amarissa |A, M. MIler hoped that she could gait properly
because she would not be worth nuch without a proper gait. M.
MIler also had to euthanize a 5-day-old foal because of an
arthritic condition.

Separate and apart fromthe horses M. MIller kept as part
of his business, M. MIler used a personal horse naned Artillero
Maraco. M. MIller did not claimdeductions with respect to
Artillero Maraco except to the extent of show wi nnings. M.
MIler did not ride his other horses for pleasure purposes. M.
Eri ckson does not ride at all. M. Mller’s farmis a working

farmand has no living quarters.
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M. MIller used various nethods to advertise his horses.
M. MIller advertised in magazi nes, handed out brochures at
shows, listed his farmin the PFHA farmdirectory, and had
business cards. In addition to paid advertisenments, M. Mller
recei ved consi derable publicity when his horses were successful
at events.

In addition to consulting wwth M. Suarez, M. MIler uses
vari ous veterinarians for his horses. Anong the veterinary
doctors M. MIler consults with are Dr. Jose D ava, who M.

M Il er uses for horse reproduction issues, and Dr. Janmes Wi ght,
a horse bone and nuscl e specialist who al so handl es nbst of M.
MIller’s routine veterinary needs.

In 2002 when M. M|l er decided to convert his horse
activity into a business, he began keeping activity logs. M.
MIller spent over 1,000, 800, and 800 hours on the horse activity
in 2002, 2003, and 2004, respectively. M. MIler was involved
in all aspects of the horse activity except cleaning the stalls.

In 2006 M. MIller’'s sales of horses totaled $110, 700, up
from $15,500 in 2002. M. MIller had a profit in 2006 of
$16,693. In 2007 M. MIller’'s sales total ed $95,000. As of
Decenber 31, 2006, the estimated fair market value of M.
MIler's horses was $318,000, with a basis of $34,384. M.

MIller had a basis of $155,753 in the Ccala farm including the
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addition of a fence. The property was appraised in May 2007 at
$534, 000.
OPI NI ON
CGenerally, the Comm ssioner’s deficiency determ nations set
forth in a notice of deficiency are presuned correct, and the
t axpayer bears the burden of showing the determ nations are in

error. Rule 142(a); Welch v. Helvering, 290 U S. 111, 115

(1933). There are exceptions to this rule. Section 7491(a)
shifts the burden of proof to the Conm ssioner with respect to a
factual issue affecting the tax liability of a taxpayer who neets
certain prelimnary conditions. This case is decided on the
preponderance of the evidence and is not affected by section
7491( a) .

Section 183(a) provides generally that if an activity is not
engaged in for profit, no deduction attributable to such activity
shall be all owed except as provided in section 183(b). Section
183(c) defines an “activity not engaged in for profit” as “any
activity other than one wth respect to which deductions are
al l owabl e for the taxable year under section 162 or under
paragraph (1) or (2) of section 212.”

A taxpayer who is carrying on a trade or business may deduct
ordi nary and necessary expenses incurred in connection with the
operation of the business. Sec. 162(a). The U. S. Court of

Appeals for the Eleventh Grcuit, to which an appeal in this case
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would lie, has held that an activity constitutes a “trade or
busi ness” within the neaning of section 162 if the taxpayer’s
actual and honest objective is to realize a profit. GOsteen v.

Conmm ssi oner, 62 F.3d 356, 358 (11th Cr. 1995), affg. in part

and revg. in part T.C Menp. 1993-5109.

The expectation of profit need not have been reasonabl e;
however, the taxpayer nust have entered into the activity, or
continued it, with the objective of making a profit. Hulter v.

Comm ssioner, 91 T.C 371, 393 (1988); sec. 1.183-2(a), Incone

Tax Regs.
Whet her the requisite profit objective exists is determ ned
by | ooking at all the surrounding facts and circunstances.

Keanini v. Comm ssioner, 94 T.C. 41, 46 (1990); sec. 1.183-2(b),

| ncone Tax Regs. Geater weight is given to objective facts than
to a taxpayer’s nere statenent of intent. Thonmas v.

Conm ssioner, 84 T.C. 1244, 1269 (1985), affd. 792 F.2d 1256 (4th

Cir. 1986); sec. 1.183-2(a), lIncone Tax Regs.

Section 1.183-2(b), Income Tax Regs., provides a |list of
factors to be considered in the evaluation of a taxpayer’s profit
objective: (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
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carrying on other simlar or dissimlar activities; (6) the
taxpayer’s history of incone or |osses with respect to the
activity; (7) the anount of occasional profits, if any, fromthe
activity; (8) the financial status of the taxpayer; and (9)
el emrents of personal pleasure or recreation. This list is
nonexcl usi ve, and the nunber of factors for or against the
taxpayer is not necessarily determnative, but rather all facts
and circunstances nust be taken into account, and nore wei ght may
be given to sone factors than to others. 1d.; see Dunn v.

Comm ssioner, 70 T.C. 715, 720 (1978), affd. 615 F.2d 578 (2d

Gr. 1980).

Manner in Which the Activity |Is Conducted

The fact that a taxpayer carries on the activity in a
busi nessl i ke manner and nmai ntai ns conpl ete and accurate books and
records may indicate a profit objective. Sec. 1.183-2(b)(1),
| ncone Tax Regs. The evidence established that M. MIler kept
conpl ete and accurate records and that he operated the horse
breeding activity in a businesslike manner.

M. MIler had a business plan for the horse breeding

activity. See Phillips v. Conm ssioner, T.C Meno. 1997-128

(hol ding that a business plan need not be in witten formand can
be evidenced by the taxpayer’s actions). M. Mller’s |ongtine
accountant Dennis Mueller testified that M. MIller’'s records

were organi zed and conpared favorably with the records M. MIller
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kept in his other business ventures and those that others
mai ntai ned in livestock and farm busi nesses. M. Mieller
credibly testified that M. MIler never gets into a business
wi thout the intention of making a profit. Wen M. Mller
decided to turn his horse breeding activity into a business, he
had three mares and a plan to breed horses that woul d appreciate
in value. M. Mller suffered setbacks with his mare Marcia
because she al ways produced twi ns, which are undesirable in the
Paso Fino horse conmunity. As a result his costs increased
because he decided to use enbryonic transfers, an expensive
procedure. M. MIller wanted to breed Fino quality horses but
realized that his mares were not good enough. Consequently, he
had to nodify his approach in order to reach his goal of breeding
Fino horses. Wien M. MIller started conducting his activities
as a business, his plan was to have val uabl e horses after a few
years because the horses would have to mature before they
appreci ated in val ue.

M. MIler registered his horses with the PFHA. The PFHA
mai nt ai ned records of a horse’s bl oodlines and show results.
These records were available online to M. MIller at all tines
because he was a life nmenber of the PFHA

Anot her factor that denonstrates that M. M|l er conducted
his horse activities in a businesslike manner is that he

advertised his horses in a variety of ways. M. Mller
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advertised in magazines, listed his farmin the PFHA directory,
and handed out fliers at shows, and M. MIler and his wfe had
busi ness cards. Additionally, M. MIller’s attendance and
successful participation at horse shows provided publicity to a
wi de audi ence.

We conclude that this factor indicates that petitioners had
the requisite profit notive.

Experti se of the Taxpayer and Hi s Advisers

A taxpayer’s expertise, research, and study of an activity,
as well as his consultation with experts, may be indicative of a
profit intent. Sec. 1.183-2(b)(2), Incone Tax Regs. M. Mller
purchased his first Paso Fino in 1989 and joined the PFHA shortly
after. M. MIller used M. Suarez, a highly respected rider and
prof essional trainer of Paso Fino horses, as his trainer. M.
Suarez is considered one of the top five Paso Fino riders in the
world. M. MIller purchased the farmin Ccal a because of its
proximty to M. Suarez. M. MIller did not buy a horse unless
M. Suarez had seen the horse. |If M. MIler and M. Suarez
di sagreed over a horse, M. Suarez’s viewpoint prevail ed because
M. MIler recognized that M. Suarez had nore experti se.

In addition to his association with M. Suarez, M. Mller
used experienced veterinarians. Dr. D ava was a specialist in
reproductive issues, and Dr. Wight was a nuscle and bone

speci al i st.
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We conclude that this factor is indicative of the requisite
profit notive.

The Expectation That Assets May Appreciate in Val ue

In 2002 when M. MIler decided to turn his horse breeding
activity into a business, his goal was to breed horses that would
appreciate in value after about 3 years. As of Decenber 31,

2006, M. MIller’s horses were valued at $318,000 with a basis of
$34,384. The unrealized gain in the horses indicates that they
have appreciated in val ue.

In addition to the horses, the value of M. MIller’s farm
appreciated in value. M. MIller purchased the farmin 2002 for
$10, 000 per acre. Including the addition of a fence, M.
Mller's basis in the | and was $155, 753. A conparative market
anal ysis perfornmed in May 2007 indicated that the | and was worth
approxi mat el y $534, 000, or $32,000 per acre.

Respondent argues that the values of the horses and the farm
are inflated and based on M. MIller’s unreliable estimates. The
value of the land is based on a conparative market analysis
performed by Cl ayton Fell of Triple Crowm Realty. Although the
val ue of the horses was provided by M. MIller on the basis of
his consultations with M. Suarez, respondent provided no
credi bl e evidence that the value of the horses was erroneous.

We conclude that this factor is indicative of the requisite

profit notive.
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The Taxpayer's Success in Simlar or Dissimlar Activities

M. MIller is a successful businessman. He purchased
Electric Punp in 1979 with sal es of $400,000 and 10 enpl oyees.
At the time of trial Electric Punp had $23 nmillion in sales and
80 enpl oyees. Additionally, M. MIller has been successful in
the real estate business. Although these businesses are
dissimlar to horse breeding, their growth denonstrates M.
Ml ler’s business acunen and ability to devel op and i nprove
busi nesses. M. MIller also has experience in the spent-hen
busi ness as well as raising hogs for both slaughter and breeding.
The hog busi ness has sone simlarities with the horse business
but is not entirely simlar. The record shows that M. Mller is
a successful entrepreneur who is not afraid to take risks.

We conclude that this factor is indicative of the requisite
profit notive.

Hi story of |Incone or Loss

In the years at issue M. MIller had cunul ative | osses of
$384,011. Sone of the | osses are the result of unexpected
setbacks M. MIler suffered. By 2006, a year not at issue, M.
MIller had sales of $110,000 and a profit of $16,693. Respondent
argues that the decrease in losses is due only to a decrease in
expenses. W disagree. M. Mller initially tried to breed Fino
quality horses but realized he did not have the mares to do so

and was selling “pleasure” and “performance” quality horses. He



- 15 -
made an effort to inprove his stable and to be able to sell Fino
quality horses. M. MIller encountered unexpected setbacks with
sone of his horses. Because Marcia always produced tw ns, which
are undesirable in the Paso Fino horse industry, M. MIler had
to “pinch off” one ovary every tinme Marcia was bred. As a result
Marci a delivered only one offspring, but M. MIler had increased
veterinary bills. M. MIller used an enbryo transfer on Marcia
whi ch cost approxi mately $4,000. Guayacan, which M. MIller paid
$30, 000 for in 2002, cane with high expectations. Guayacan
turned out not to be an athlete and got lazy, and M. Ml ler
decided to geld him In 2004 M. MIller sold Guayacan for
$2, 000.

When she was 4 years old Amarissa | A started kicking the
stall and broke her hoof. After spending $5,000 on veterinary
bills to heal Amarissa IA, M. MIler can only hope that she can
gait properly because she is not worth nmuch without a proper
gait. M. Mller also had to euthanize a 5-day-old foal because
of an arthritic condition. Expenses also decreased in 2006
because M. MIller did not have the type of setbacks he had had
in previous years.

A record of substantial |osses over several years may be

i ndicative of the absence of a profit notive. Golanty v.

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

opinion 647 F.2d 170 (9th GCr. 1981). Section 1.183-2(b)(6),
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| ncone Tax Regs., however, provides that a series of |osses
during the startup phase of an activity may not necessarily be an
indication that the activity is not engaged in for profit.
This Court has recogni zed that the startup phase of a horse

breeding activity is 5 to 10 years. Engdahl v. Conmm ssioner, 72

T.C. 659, 669 (1979). We believe that the years in issue, 2002

t hrough 2004, enconpassed a startup period. See Phillips v.

Conmi ssioner, T.C. Menp. 1997-128; see al so Engdahl v.

Conmi ssi oner, supra at 669. As M. MIller's | osses were

sustained as a result of unforeseen setbacks and during the
startup phase of the horse breeding activity, we concl ude that
the | osses sustained are not an indication that the horse
breeding activity was not engaged in for profit.

Fi nanci al Status of the Taxpayer

A lack of income from sources other than the activity in
guestion may indicate that an activity is engaged in for profit.
Substantial income fromsources other than the activity in
question, particularly if offset by substantial tax benefits, may
indicate the activity is not engaged in for profit. Sec. 1.183-
2(b)(8), Incone Tax Regs.

M. MIller received a substantial salary fromElectric Punp

and received incone fromother sources as well. During the years
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at issue M. MIller received average annual wages of $432, 1663
fromEl ectric Punp. Wthout the clainmed | osses fromthe horse
breeding activity M. MIller’s income woul d have been hi gher.

Al though this factor may indicate that M. MIler |acked a profit
notive, it is but one factor and is not determ native of the
outcone. Additionally, M. Mieller testified that M. MIller did
not enter into a business wi thout the expectation and intent to
make a profit.

El enents of Personal Pleasure and Tinme and Effort Expended

The absence of personal pleasure or recreation relating to
the activity in question may indicate the presence of a profit
objective. Sec. 1.183-2(b)(9), Incone Tax Regs. The nere fact
that a taxpayer derives personal pleasure froma particular
activity does not, per se, denonstrate a |lack of profit notive.

At all relevant tines M. MIller kept a personal horse and
did not claimdeductions related to the horse except to the
extent of show winnings related to the horse. Additionally, M.
Mller's wife does not ride at all. M. Mller’'s farmis a
wor king farm and has no |iving quarters.

M. MIller participated in all aspects of the breeding
activity except cleaning the stalls, and he spent a substanti al
anmount of his time on the breeding activity. M. MIller spent

over 1,000, 800, and 800 hours on the horse activity in 2002,

8 This nunber is rounded to the nearest doll ar.
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2003, and 2004, respectively. M. MIller spent a significant
anount of tinme traveling to horse shows where he interacted with
others in the industry and al so advertised his breeding activity.
Additionally, M. MIller hired conpetent people to assist in
carrying on the horse breeding activity.

We conclude that this factor is not indicative of the | ack
of arequisite profit notive.
Concl usi on

The evi dence established that M. M Il er naintai ned adequate
records, operated the horse breeding activity in a businesslike
manner, consulted with horse experts including a renowed
trai ner, expended a significant amount of tinme on the horse
breeding activity, had a reasonabl e expectation that the assets
used in the activity would appreciate in value, and had success
i n ot her businesses, sonme of which are | oosely related to horse
breeding. Furthernore, M. MIller sustained the |osses in issue
during the startup phase of the horse breeding activity and
partly fromunforeseen circunstances. Accordingly, we conclude
that M. MIler engaged in the horse breeding activity during
2002, 2003, and 2004 with the actual and honest objective of
making a profit and section 183 is inapplicable in this case.

In reaching all of our holdings herein, we have consi dered
all argunents nmade by the parties, and to the extent not

menti oned above, we find themto be irrelevant or without nerit.



To reflect the foregoing,

Decisions will be entered for

petitioners.




