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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: Respondent determ ned deficiencies with
respect to petitioners’ Federal income tax of $183,774 for 2000

and $197,473 for 2001. The issues for decision are:
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(1) \Wether petitioners’ exotic animal breeding activity
for 2000 and 2001 constituted an activity engaged in for profit
within the neaning of section 183;! and

(2) if petitioners were engaged in an activity for profit,
whet her certain anobunts claimed as deductions for 2000 and 2001
shoul d be either disallowed for |ack of substantiation or
recl assified as capital expenditures.

FI NDI NGS OF FACT

The parties have stipulated sone of the facts, which we
incorporate in our findings by this reference. Petitioners
resided in Liberal, Kansas, when the petition was fil ed.

Petitioners

At all relevant tines, Dennis L. Knudsen (Dr. Knudsen) was a
medi cal doctor, specializing in obstetrics/gynecol ogy. Dr.
Knudsen spent his spare tinme working in petitioners’ exotic
ani mal breedi ng operation called El Rancho Exotica (ERE)

Margaret J. Knudsen (Ms. Knudsen) was the primary operator
and manager of ERE. Ms. Knudsen also hel ped part tinme in Dr.
Knudsen’ s nedi cal practice. Ms. Knudsen conpleted 32 hours of

busi ness courses in college but does not hold a business degree.

Unl ess otherwi se 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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She has never received any formal training in animal care or zoo
sci ence.

Commencenent of the Breeding Activity

In 1989, petitioners began breeding birds. Petitioners did
not have any enploynent history or business experience in
breeding or selling animals.? Petitioners did not have a fornmal
busi ness plan, nor did they prepare any econon c projections for
t heir ani mal breeding operation.?

Dr. Knudsen becane interested in breeding birds after
| earning that the United States had concluded treaties banning
the inportation of tropical birds. Because of the ban on
inportation, petitioners anticipated favorable market conditions
for tropical birds. Petitioners hoped the bird breedi ng business
woul d be a source of incone after Dr. Knudsen retired fromhis
medi cal practice.

Bef ore acquiring any birds for breeding, Dr. Knudsen | earned
about an evol ving practice of hand feeding parrots. According to
the informati on he acquired, hand feeding the parrots made them
nore marketable as pets. Petitioners attended a bird breeding

semnar in California on hand feeding and rai sing young parrots.

2Dr. Knudsen testified that he had sone |inmted experience
in the breeding of small birds. The record does not reflect
whet her Dr. Knudsen ever sold any of these birds.

°Dr. Knudsen testified that he was “very interested” in bird
breedi ng, and “Wether or not it was economcally feasible, * * *
only time would tell.”



- 4 -
Petitioners al so began collecting books about bird breeding. Dr.
Knudsen al so read several publications, including Bird Tal k
magazi ne, about bird breeding.

Petitioners did not present any evidence that they consulted
with a paid adviser about the operation or economcs of a bird
breedi ng business. Petitioners, however, did consult with
several bird enthusiasts about bird breeding. 1In the m d-1980s,
petitioners net a well-known bird breeder, Richard Shubot (M.
Shubot), who was involved in bird conservation. Petitioners
visited M. Shubot in Florida and spoke with himabout his
experiences with bird breeding. M. Shubot talked with
petitioners about bird diets, tenperature, and timng of eggs.

Dr. Knudsen and M. Shubot kept in touch nonthly for severa
years. In addition, Dr. Knudsen visited D ck Schroeder (M.
Schroeder), a bird breeder, at his facility in California. Dr.
Knudsen and M. Schroeder tal ked about setting up bird cages and
pairing birds in cages. Dr. Knudsen occasionally talked to Gai
Worth, head of the editorial board of Bird Tal k nagazi ne, about
setting up his bird breeding operation. Dr. Knudsen al so
contacted a breeder in M nnesota about housing birds in an indoor
facility with artificial |ight.

After purchasing a large tract of land for bird breeding,
petitioners decided to expand their breeding activities to other

animals. In 1992, petitioners began purchasing canels and
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Il amas. Petitioners becane interested in ||l amas because they
hel ped elim nate sage and weeds, and they deterred coyotes by
emtting a scent. Further, petitioners |earned that || amas
reduced stress in humans, and they experinmented with the use of
Ilamas in Dr. Knudsen’s nedical practice

Before acquiring canels and |l ams, petitioners visited
several |lama ranches, spoke with breeders over the tel ephone,
and joined a local |lama society. Petitioners also visited
several breeders, including a |Ilama breeder in Texas and a canel
breeder in Colorado. 1In addition, Dr. Knudsen read books about
canel breeding in the Mddle East. Petitioners expected to
recoup the expense of breeding the canels over approximtely 10
years.

After purchasing canels and |l amas, petitioners becane
interested in breeding Angora goats because the U S. Gover nnment
subsi di zed Angora goat wool. However, the United States phased
out the subsidy shortly after petitioners acquired their Angora
goats.

Petitioners continued to acquire nore species of animals to
breed, including, but not limted to, Watusi cattle, mniature
donkeys, mniature horses, elk, reindeer, zebras, African

ant el ope, kangaroos, C ydesdal e horses, and prinmates.
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Petitioners' Operational Hi story

From 1989 t hrough 2001, petitioners acquired around 50 or 60
species of birds and approximately 30 different species of other
animals for breeding. From 1989 through 2001, petitioners spent
nore than $1 million on livestock.*

Petitioners purchased animals from deal er/ brokers and zoos.
Bef ore purchasing an aninal, petitioners often did not
investigate the quality and breeding possibility of the aninmal.
M's. Knudsen purchased two Cl ydesdal e horses w t hout know ng what
the selling price of their offspring would be. She al so
purchased breeds that were not suitable for the Kansas climate.
In addition, Ms. Knudsen purchased ani mals w thout receiving any
health information on them For exanple, petitioners purchased
froma zoo a bongo that had an inplant, which prevented the
ani mal from breedi ng.

Petitioners hired enployees to help maintain the facilities.
Two of petitioners’ children also hel ped at ERE, although they
did not always receive wages. Petitioners offered their full-
time enpl oyees health insurance benefits. Petitioners w thheld
enpl oynent taxes and filed payroll tax returns with the Internal

Revenue Service and the State of Kansas. Petitioners required

‘During the years at issue, petitioners spent $97,797 on
i vest ock purchases.
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their enployees to clock in and out of work, and they maintained
an enpl oyee training manual .

Enmpl oyees nowed the grass, painted, and perfornmed ot her
upkeep at ERE. The enpl oyees generally did not help Ms. Knudsen
care for the animals. However, Ms. Knudsen all owed one enpl oyee
at atime to assist her in caring for the birds. Ms. Knudsen
typically trained each of these enployees for approximately 2
weeks.

During the years in issue, insurance for their animls was
available to petitioners. However, petitioners did not insure
their animals because it was too costly.

M's. Knudsen acquired the followi ng |licenses on behalf of
ERE: Captive-Bred WIldlife Registration--U. S. Departnent of
Interior, Fish and WIldlife Service; Federal Fish and Wldlife
Permt; Class B Dealer Permt Under the Aninmal Welfare Act--U. S
Departnent of Agriculture (USDA); Federal Fish and Wldlife
Permt--Mgratory Birds; Kansas Departnent of WIldlife and Parks
Gane Breeders Permt; Nursery Deal er License--Kansas Depart nent
of Agriculture; Kansas Rehabilitation Permt. Several of these
licenses were required for petitioners to deal in certain
ani mal s.

In addition to the licenses held by ERE, Ms. Knudsen joi ned
the foll owm ng organi zations: International Society of

Zoocul turalists (1SzZ), Exotic WIldlife Association (EWA), United
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Zool ogi cal Associ ation, Cydesdal e Breeders of the United States,
American M niature Donkey Registry, Anmerican M niature Horse
Associ ation, North American El k Breeders Associ ation,
I nternational Lama Registry, Wrld Watusi Associ ation, American
Quarter Horse Associ ation, Reindeer Owmers and Breeders
Associ ation, Anmerican Federation of Agriculture, Anerican
Pheasant and Waterfow Society, and Ducks Unlimted.

During the operation of ERE, petitioners experienced several
setbacks in their breeding activity, including:

| Petitioners |ost many bird eggs and chicks after an

enpl oyee brought her young child into the bird breeding

facility.

W nd storns caused eye problens for the Rocky Muntain

goats, which affected their breeding.

A drought in Kansas negatively affected the breedi ng of

many ani mal s.

A very expensive bird escaped after an enpl oyee | eft

the bird cage open.

A heater failed on a very cold night, resulting in the

deat hs of two bongos.

Two Cl ydesdal e horses died in a barn fire.

Several gensbok crashed into a fence during the barn
fire, and one of themwas killed. Several others |ost

mar ket val ue after breaking their horns.
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A coyote killed a Black Buck antel ope.

A nountain lion killed an East African crowned crane

and its chi ck.

A mal e addax died during a w ndstorm

A giraffe died after slipping on wet ground.

A giraffe calf died as a result of the cold weather on
the night of its birth

M's. Knudsen testified that petitioners would elimnate
breedi ng groups that were unsuccessful and expand breedi ng groups
t hat were successful. However, petitioners did not base any
deci sion on an analysis of the profitability of a breeding line.?®
Petitioners elimnated a breeding group, for exanple, if a nother
| ost her young or did not take care of it. They also elimnated
animal s that required continuous bottle feedings.

Petitioners’ Breeding Facilities

Petitioners tried several locations for their bird breeding
activity. During the first year of breeding, petitioners kept
the birds in a sunroominside their hone. After acquiring nore
birds, petitioners decided to build cages for the birds in a
heated building. However, the cages were unsatisfactory.

Petitioners then decided to construct a snmall netal building

SPetitioners did not keep conpl ete breeding records that
woul d have enabl ed themto nmake an econom c anal ysis of each
br eed.
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behi nd Dr. Knudsen’s nedical office building. The birds remained
in this building for about 3 years.

As their bird breeding activity expanded, petitioners
deci ded to purchase a 160-acre tract | ocated about 10 mles north
of Liberal, Kansas. At that time, petitioners named their
operati on ERE

Before constructing any facilities on the |and, petitioners
attended sem nars where they | earned about suitable environnents
for housing the birds. 1In the early 1990s, petitioners
constructed two buil dings, an indoor-only building and an
i ndoor/ out door bui | di ng.

Over time, petitioners nmade additional inprovenents at ERE.
Petitioners built a rain forest structure, an aviary, canel and
goat sheds, a |lam breeding barn, a giraffe building, a
chi npanzee buil ding, a nonkey cage, a gazebo, nultiple fences,
approxi mately 12 Morton buil dings,® and nunmerous ot her netal
buildings. |In addition, petitioners kept two nobile honmes on the
property. Petitioners also nmade substantial inprovenents to the
| andscape of ERE by planting trees and shrubs and installing
si dewal ks, driveways, rocks, a pond, and a deck. From 1990

t hrough 2001, petitioners spent a total of $1,532,252 on

Morton buil dings are steel buildings that can withstand
strong wi nds and vol atil e weat her.
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i nprovenents to the land.” |In addition, petitioners spent
$261, 348 on equi pnent used to maintain the property.

The USDA conducted two annual inspections of ERE s
facilities. The USDA requires that exotic animal breeding
facilities be constructed and mai ntai ned accordi ng to USDA
regul ations.® To conply with USDA's requirenents, petitioners
incurred | arge expenses installing infrastructure on the
property. For exanple, petitioners constructed netal and
concrete buil dings, maintained heat inside the buildings, and
bui It wal kways t hroughout the property. During the years at
i ssue, ERE was in conpliance with or received variances from al
USDA requirenents.?®

In 2000, petitioners started building a honme on the
property. Petitioners decided to live on the property because
M's. Knudsen often drove to the property alone at night to feed

the aninmals, and petitioners wanted to keep better watch over

"The i nmprovenents to the |and consisted of $1, 119,478 for
bui | di ngs and $412, 774 for | andscapi ng.

8The USDA regul ates the follow ng: Housing, ventilation,
lighting, interior surfaces, primry enclosures, sanitation, pest
control, feeding and watering, outdoor shelter, conpatibility of
ani mal s housed together, record keeping, adequate veterinary
care, handling, and transportation.

°l'n 2001, the USDA inforned petitioners that they were not
in conpliance with a new USDA regul ation. The new regul ation
requi red an 8-foot perineter fence for potentially dangerous
animals. Ms. Knudsen applied for a variance fromthe new
regul ation, and the USDA granted Ms. Knudsen' s request because
the existing structures were sufficient.
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ERE. In addition, petitioners installed a swimmng pool with a
sun room encl osure at their new hone.

Petitioners’ Record Keeping

Petitioners nmaintained financial and accounting records as
wel | as operational records for ERE. Petitioners kept ERE s bank
account and accounting records separate fromtheir personal
financial records.! An enpl oyee/ bookkeeper of Dr. Knudsen’'s
medi cal practice maintained ERE's books of account using
Qui ckbooks accounting software!' and was responsi ble for paying
all of ERE s expenses, including taxes. Petitioners nmaintained a
general | edger, cash receipts/disbursenents journals, and
financial statenments for ERE. The record does not contain any
evi dence, however, that petitioners used their financial records
for maki ng busi ness deci si ons.

Petitioners hired James W Gines (M. Gines), a certified
public accountant of Hay, R ce & Associates, to prepare ERE s
income tax returns. Although M. Gines’s accounting firmoffers
busi ness consulting to clients, petitioners did not introduce any
evidence that M. Gines, or any person fromhis firm advised
petitioners about business plans or ways to achi eve

profitability.

] n 2000, over $300, 000 of deposits into the bank account
of ERE were cash fromDr. Knudsen’s nedical practice

1The enpl oyee al so kept the books for petitioners’ personal
accounts.
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Petitioners kept a depreciation schedule for the ani mals
purchased for breeding and the inprovenents nmade on the | and.
However, Ms. Knudsen admtted that the depreciation schedule
contained errors. For exanple, Ms. Knudsen testified that
petitioners owned two blue and gold macaws, but only one was
i ncl uded on the depreciation schedul e.

In addition to their accounting records, petitioners kept
sonme operational records for their breeding activity. Ms.
Knudsen maintained a daily journal, a calendar of bird breeding
activity, and a | arge notebook of breeding records. The daily
journal was a cal endar that was kept near the entrance of the
bui | di ng, on which enpl oyees docunented daily events such as
weat her tenperatures, births, deaths, workers present, chores of
the day, and deliveries of feed and fuel. The bird cal endar was
kept in petitioners’ kitchen and included information on the bird
breeding activity. The bird cal endar hel ped petitioners
determ ne when the birds would | ay eggs and when the eggs woul d
hat ch.

The | arge notebook of breeding records contained i nformation
such as nanes of sellers, dates of purchase, purchase prices, and
breeding information. The breeding records did not identify the
species of animal, and many of the breeding records were
inconplete. Petitioners did not maintain breeding records for

all of their animals. For exanple, petitioners did not keep
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breedi ng records for the birds or the primates. Several animals
had births during 2000 and 2001 for which petitioners did not
provi de breedi ng records. ?

M's. Knudsen testified that she periodically transferred
information on animal births and deaths fromthe journals and the
bird cal endar to conputerized breeding records. However, the
conputer records introduced in evidence were inconplete and
covered 2000 and 2001 only.

Petitioners kept other operational records. For aninmals
born and raised at ERE, Ms. Knudsen kept pediatric records
detailing each animal’s birth date, birth weight, and nedications
given at birth. The pediatric records al so tracked feeding.

Ms. Knudsen al so kept a record of mcrochip inplantations,®® but
this record was i nconpl ete.

Petitioners did not regularly maintain a conplete inventory
of ERE's animals. They conpiled a list only once a year for the
USDA' s annual inspection. At the tinme of trial, petitioners did
not know and coul d not estimate the fair market value of ERE s

ani mal s.

12Br eedi ng records were unavail able for many ani nal s,
i ncludi ng: Aoudads, Watusi cattle, nuntjac, Pere David s deer,
chanois, sloths, coatis, kangaroos, caribous, and Bl ack Bucks.

B3The m crochi ps were useful for recovering stolen aninals.
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Mor eover, petitioners did not issue invoices or receipts to
custoners.* A custoner’s only proof of purchase fromERE was a
notati on of the species on the cancel ed check. Although Ms.
Knudsen testified that petitioners kept a record of aninmal sales
on Qui ckbooks, the record provides al nost no details regarding
petitioners’ animl sales.

Petitioners’ Marketing Activities

Petitioners conducted very little marketing and adverti sing
for ERE. Petitioners reported advertising expenses during only 1
year of operation.?® Ms. Knudsen was unabl e to explain why
petitioners clained advertising expenses in only 1 year. She
testified that petitioners had advertising expenses in 2000 or
2001, but the record does not indicate that petitioners paid for
advertising in those years.

Petitioners publicized their animals in trade journals and
t hrough ani mal breedi ng organi zati ons. For exanple, Ms. Knudsen
listed ERE in the 1SZ breeders’ directory, and she nmade contacts
in the exotic ani mal business through nmenbership in EWA and by
attendi ng auctions. Although Ms. Knudsen testified that she
bel ongs to these organi zations to hel p her establish a good

reputation in the exotic ani mal business, petitioners did not

Ypetitioners issued a receipt to only one buyer.

%I'n 1996, petitioners reported $4,030 in advertising
expenses on their Federal incone tax return.
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present evidence that nenbership in these organi zations increased
the marketability of their animals.

In addition, Ms. Knudsen ordered business cards for ERE and
distributed themto potential business contacts. ERE s business
card featured a description of its business as “conservati on,
preservation, rare and endangered species”, a small picture of
exotic animals, and Ms. Knudsen’s nane and contact information.
The business card did not indicate that ERE sold exotic aninmals.

Petitioners’' Sales Activities

Petitioners sold animals to individuals, brokers, and zoos
and through auctions. Petitioners initially sold birds locally
but then decided to use a broker to send nost of their birds to a
pet shop in Denver. Petitioners determ ned the market prices for
their animals fromvarious journals, including Aninmal Finders’

Qui de and Rare Breeds Journal.

From 1995 t hrough 2002, petitioners received $416, 080 from
animal sales. As stated above, the record provides little
evidence regarding the details of petitioners’ sales activities.

Petitioners’ Tine and Effort

Petitioners devoted substantial tinme and effort to ERE
Al t hough Dr. Knudsen devoted nost of his tinme to his nedica
practice, he spent around 15 or 20 hours per week working at ERE
during the spring and summer nonths. Dr. Knudsen attended to the

animal s’ health needs and was the primary caretaker of the
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| andscaping at ERE. He testified that the | andscaping created a
natural environnment for the animals to thrive.

Ms. Knudsen was the prinmary operator of ERE and devoted a
significant anmount of tinme to it. Ms. Knudsen also helped in
Dr. Knudsen’s nedical practice and recei ved wages for her
services. At one time, petitioners enployed a manager of ERE to
help Ms. Knudsen with the daily activities. After the manager
| eft around 2000, Ms. Knudsen assuned all responsibilities for
the daily managenent of ERE

Many of Ms. Knudsen's duties were demandi ng. She hand or
bottle fed baby aninmals several tinmes a day. Ms. Knudsen fed
the primates and kangaroos every day and spent about 45 mnutes a
day feeding the birds in the breeder building. |In addition, she
fed the kangaroos and the giraffe fresh fruit and produce three
times a week. During the winter, Ms. Knudsen acclimted the
primates to the cold weather by letting themout during the day
and | ocking themup at night.

Ms. Knudsen’s work at ERE was not al ways pl easurable. She
performed tasks such as cleaning stalls and cages, checking the
heaters in the mddle of a blizzard, hand feeding the birds grub
wor ms, and di sposing of animal carcasses. As a result of her
duties at ERE, Ms. Knudsen sustained several injuries. |In 1999,
she received a permanent scar on her left tenple because of a

bird attack. In 2000, Ms. Knudsen had surgery on her right
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shoul der to repair damage caused by stacking hay and cl eani ng
stalls. In 2001, she had surgery on a knee injury resulting from
a chi npanzee att ack.

In addition to her duties at ERE, Ms. Knudsen spent tine
attending sem nars on various aninmals. At one sem nar, Ms.
Knudsen | earned how to inplant m crochips in the ani mals.
Petitioners attended sem nars on hand feeding birds and on
constructing bird breeding facilities. Ms. Knudsen al so
dedi cated a significant anount of tine to her various nenbership
organi zations. She spoke at an | SZ-sponsored sem nar at the
Omha Zoo and in 2000 hosted the | SZ conventi on.

Petitioners’' |Incone Tax Returns

Most of petitioners’ breeding activity |osses resulted from
depreciation of the animals, infrastructure, and inprovenents.
On Schedules F, Profit or Loss From Farm ng, of their returns,
petitioners reported gross incone and expenses and net profit or
| oss for 1995 through 2002 relating to ERE, as shown in the

foll ow ng tabl e:

Net profit
Year G oss incone Expenses or (loss)
1995 $22, 138 $376, 943 ($354, 805)
1996 49, 011 342, 794 (293, 783)
1997 23,528 365, 544 (342, 016)
1998 69, 639 355, 230 (285, 591)
1999 59, 353 412,127 (352, 774)
2000 50, 423 481, 386 (430, 963)
2001 63, 977 534, 483 (470, 506)

2002 104, 671 436, 478 (331, 807)
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The followi ng table conpares the adjusted gross incone (AQ)
that petitioners would have reported if they had not engaged in
their breeding activity with the A that they actually reported

on their Federal incone tax returns for 1995 through 2002:

Year AG without ERE AGd reported
1995 $553, 075 $199, 175
1996 716, 359 428, 485
1997 748, 293 409, 896
1998 688, 703 413, 584
1999 781, 242 440, 399
2000 1, 003, 786 586, 239
2001 1,072, 126 613, 985
2002 886, 312 555, 856

The | osses from ERE all owed petitioners to reduce their
Federal inconme tax liability by $170,732 for 2000 and $184, 507
for 2001.

Noti ce of Deficiency

Fol | owi ng an exam nation of petitioners’ Federal incone tax
returns for 2000 and 2001, respondent issued a notice of
deficiency in which he determned: (1) Petitioners’ aninal
breeding activity in those years was an activity not engaged in
for profit under section 183, and expense deductions clainmed with
respect to the breeding activity were disall owed, except as
al | oned by section 183(b), and (2) conputational adjustnents to
petitioners’ item zed deductions were required because of the

precedi ng adj ust nents.



OPI NI ON

Burden of Proof

Petitioners argue that the burden of proof should be shifted
to respondent under section 7491(a) because petitioners produced
credi bl e evidence and satisfied the requirenents of section
7491(a)(2).

CGenerally, the Comm ssioner’s determ nations are presuned
correct, and the taxpayer bears the burden of proving that those
determ nations are erroneous. Rule 142(a)(1); Wlch v.

Hel vering, 290 U. S. 111, 115 (1933). Section 7491 is applicable
to court proceedings arising in connection wth exam nations
comenced after July 22, 1998. Internal Revenue Service
Restructuring and Reform Act of 1998, Pub. L. 105-206, sec.
3001(c), 112 Stat. 727. Under section 7491(a)(1), the burden of
proof shifts to the Conm ssioner, subject to certain [imtations,
where a taxpayer introduces credible evidence with respect to a
factual issue relevant to ascertaining the taxpayer’s tax
liability if the taxpayer introduces credible evidence regarding

the i ssue. See Ashley v. Comm ssioner, T.C Mno. 2000-376.

Section 7491(a)(1) applies with respect to a factual issue only
if the requirenments of section 7491(a)(2) are satisfied. Section
7491(a)(2) requires that a taxpayer have maintained all records
required by the Internal Revenue Code, cooperated wth reasonable

requests by the Secretary for wtnesses, information, docunents,
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nmeetings, and interviews, and, if the taxpayer is a corporation,
satisfied the net worth requirenents of section
7430(c) (4) (A (ii).

Respondent admts that petitioners have cooperated
t hroughout the exam nation. However, respondent argues that
petitioners have not provided substantiation for certain Schedul e
F expense deductions and that petitioners have not produced
credi bl e evidence with respect to whether their exotic ani nal
breedi ng operation was an activity engaged in for profit.

We do not need to decide whether petitioners have net all of
the requirenments under section 7491 to shift the burden of proof
to respondent. The outcome of this case is based on a
preponder ance of the evidence and thus is unaffected by section

7491. See Estate of Bongard v. Conm ssioner, 124 T.C. 95, 111

(2005) (citing Blodgett v. Conmm ssioner, 394 F.3d 1030, 1035 (8th

Cr. 2005), affg. T.C. Meno. 2003-212, and Estate of Stone v.

Comm ssioner, T.C Meno. 2003-309).

1. Section 183(a) Deductions

A | n Gener al

Section 183(a) provides that if an activity is not engaged
in for profit, no deduction attributable to the activity shall be
al l oned except as provided in section 183(b). Section 183(b)(1)
aut hori zes a deduction for any expense that otherwise is

al l omabl e, regardless of profit objective. Section 183(b)(2)
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aut hori zes a deduction for expenses that would be allowable if
the activity were engaged in for profit, but only to the extent
that gross incone attributable to the activity exceeds the
deductions permitted by section 183(b)(1). Section 183(c)
defines “activity not engaged in for profit” as “any activity
ot her than one with respect to which deductions are all owable for
t he taxabl e year under section 162 or under paragraph (1) or (2)
of section 212.”

Section 162 authorizes a deduction for the expenses of
carrying on an activity that constitutes a trade or business of
the taxpayer. See sec. 162(a); sec. 1.183-2(a), |Incone Tax Regs.
To be engaged in a trade or business with respect to which
deductions are all owabl e under section 162, “the taxpayer nust be
involved in the activity with continuity and regularity”, and

“the taxpayer’s primary purpose for engaging in the activity nust

be for inconme or profit.” Conm ssioner v. Goetzinger, 480 U S

23, 35 (1987); see also Warden v. Conm ssioner, T.C Meno. 1995-

176, affd. w thout published opinion 111 F.3d 139 (9th G
1997) .

Absent a stipulation to the contrary, see sec. 7482(b)(2),
this case is appeal able to the Court of Appeals for the Tenth
Crcuit, which has applied the dom nant or primary objective
standard to test whether an all eged business activity is

conducted for profit. Hildebrand v. Conm ssioner, 28 F.3d 1024,
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1027 (10th Cr. 1994), affg. Krause v. Comm ssioner, 99 T.C 132

(1992); Cannon v. Conm ssioner, 949 F.2d 345, 350 (10th G

1991), affg. T.C. Meno. 1990-148; ' Oswandel v. Conmi ssioner, T.C.

Meno. 2007-183. Under the standard applied by the Court of
Appeals for the Tenth Crcuit, petitioners nmust prove that the
dom nant or primary objective of their exotic animal breeding
activity was to earn a profit.

Section 1.183-2(b), Incone Tax Regs., sets forth a
nonexcl usive list of factors to be considered in determning
whet her a taxpayer has the requisite profit objective. 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 history of incone or loss with respect to the
activity; (7) the anmpbunt of occasional profits, if any, which are

earned; (8) the financial status of the taxpayer; and (9)

¥ n both Hi | debrand v. Conmi ssioner, 28 F.2d 1024, 1027
(10th Gr. 1994), affg. Krause v. Conm ssioner, 99 T.C 132
(1992), and Cannon v. Conm ssioner, 949 F.2d 345, 350 (10th Cr
1991), affg. T.C. Meno. 1990-148, the Court of Appeals for the
Tenth Grcuit applied the dom nant or prinmary objective test at
the partnership level in analyzing whether a partnership was
engaged in an activity for profit under sec. 183.
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el ements of personal pleasure or recreation. No single factor is
determ native, and not all factors are applicable in every case.

See Allen v. Conmm ssioner, 72 T.C. 28, 34 (1979); sec. 1.183-

2(b), Incone Tax Regs.
I n maki ng our evaluation of the foregoing factors, we may
consi der evidence fromyears subsequent to the years in issue “to

the extent it nay create inferences regarding the existence of a

profit notive in the earlier years.” Hillman v. Conm Ssioner,

T.C. Meno. 1999-255 (citing Hoyle v. Conm ssioner, T.C Meno.

1994-592). *“[A]Jctual profits or |osses in those and subsequent
years have probative, although not determ native, significance in

such evaluation.” Smth v. Comm ssioner, T.C Meno. 1993-140.

B. Appl vi ng the Factors

1. The Manner in Wiich Petitioners Conducted the
Activity

I n deci di ng whet her a taxpayer has conducted an activity in
a businessli ke manner, we consider whether conplete and accurate
books and records were maintai ned, whether the activity was
conducted in a manner substantially simlar to other activities
of the same nature that were profitable, and whether changes in
oper ati ng net hods, adoption of new techni ques, or abandonnent of
unprofitabl e nethods was done in a manner consistent with an

intent to inprove profitability. See Engdahl v. Conm ssioner, 72

T.C. 659, 666-667 (1979); sec. 1.183-2(b)(1), Incone Tax Regs.
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a. Petitioners’ Record Keeping

Petitioners’ bookkeeper naintai ned books and records for ERE
usi ng Qui ckbooks software. The software produced financi al
reports, including a general |edger. Petitioners kept ERE s
records separate fromDr. Knudsen's nedical practice records and
petitioners’ personal records. Petitioners also maintained a
separ ate bank account for ERE

Al though we are satisfied that petitioners kept financi al
records of their breeding activity, we are not convinced that
petitioners’ record keeping represented anything other than an
effort to substantiate expenses clainmed on their return. As we
have hel d:

The purpose of maintaining books and records is

nmore than to nenorialize for tax purposes the existence

of the subject transactions; it is to facilitate a

means of periodically determning profitability and

anal yzi ng expenses such that proper cost saving

measures mght be inplenmented in a tinely and efficient

manner. * * * [Burger v. Conmm ssioner, T.C Meno.

1985-523 (citing Glanty v. Conm ssioner, 72 T.C. 411,

430 (1979), affd. w thout published opinion 647 F.2d

170 (9th Gir. 1981)), affd. 809 F.2d 355 (7th Gr.
1987). ]

Petitioners presented no evidence that their books and records
were used to review profitability or to inplenment cost-saving
neasur es.

Wil e a taxpayer need not maintain a sophisticated cost
accounting system the taxpayer should keep records that enable

the taxpayer to make inforned business decisions. See Burger V.
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Commi ssioner, 809 F.2d at 359. For a taxpayer’s books and

records to indicate a profit notive, the books and records should
enabl e a taxpayer to cut expenses, increase profits, and eval uate
the overall performance of the operation. See Abbene v.

Conmi ssioner, T.C. Menp. 1998-330.

Al t hough petitioners kept extensive financial records, they
were not used to review and reduce expenses or to enhance the
possibility of generating inconme. For exanple, Ms. Knudsen
testified that a decision regarding term nation of a breeding
Iine was nmade by considering whether an ani mal was producing
young and taking care of them Petitioners did not introduce any
evi dence that they used their financial and breeding records to
determ ne whether a specific breed was profitable. Further,
petitioners did not maintain records of revenues and expenses
associated wth each animal or breed. See, e.g., Steele v.

Comm ssioner, T.C. Meno. 1983-63 (failure to keep track of

expenses for each animal inplies |lack of profit notive). Because
petitioners failed to use the existing books and records to
mnimze their expenses or otherw se foster profitability, the
fact that they maintained records does not indicate that the

activity was carried on with a profit notive. See Sullivan v.

Commi ssioner, T.C Menp. 1998-367 (mai ntenance of records

generally not indicative of profit notive where evidence did not
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show t axpayer used records to inprove |osing venture), affd.
wi t hout published opinion 202 F.3d 264 (5th Gr. 1999).

Petitioners did not prove that their books and records were
kept or used in a businesslike manner. In addition, petitioners
did not maintain ERE' s operational records in a businesslike
manner. Petitioners could not nake neani ngful decisions
regarding their breeding activities fromthe inconplete
operational records they maintained.

b. Simlarity to OGher Activities of the Sane
Nat ur e

Petitioners argue that the breeding of each species should
be evaluated as a separate activity. They claimthat each
breeding activity was conducted in a simlar manner to
successful breeding activities. However, petitioners did not
i ntroduce credi bl e evidence of which species were successfully
bred and how successful breeding activities were conducted. See

Wesinger v. Conmi ssioner, T.C. Menp. 1999-372; Filios v.

Comm ssioner, T.C Meno. 1999-92, affd. 224 F.3d 16 (1st Cr

2000); sec. 1.183-2(c), Exanple (4), Incone Tax Regs. Thus, we
are not in a position to evaluate whether petitioners’ exotic
ani mal breeding activity was conducted in a manner substantially
simlar to that of other profitable aninmal breedi ng operations.

C. Changes Made To Foster Profitability

Petitioners argue that several changes in operating nethods

support their claimof a businesslike operation. First,
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petitioners claimthat they elimnated unprofitable breeding
groups and expanded profitable breeding groups. Second,
petitioners contend that they mnimzed the expenses of ERE by
perform ng necessary duties thenselves. For exanple, Ms.
Knudsen | earned to perform m crochip inplantation, and Dr.
Knudsen | andscaped the property and attended to the ani mals’
health needs. Finally, petitioners argue that they decreased
expenses by rotating the grazing pastures to reduce the anount of
hay purchased, by purchasing animals that could be housed in the
existing facilities, and by purchasing feed in bulk.

Petitioners have not convinced us that the changes had a

material inpact on ERE's profitability. See Golanty v.

Commi ssi oner, supra at 428 (changes must be sufficient to alter

materially the prospects of making a profit). The anobunts of
petitioners’ |osses did not decline despite petitioners’ clains
that they cut costs and elim nated unprofitable breeding groups.
Petitioners’ greatest |osses were during 2000 and 2001, nore than
10 years after starting their breeding activity. Further,
petitioners did not expand or elimnate any breeding |ines using
an econom c anal ysis of the individual breeds.

Finally, we note that petitioners’ marketing and sal es
efforts have changed little since the inception of the activity.
Relatively little has been spent on advertising. Cf. Burrow v.

Comm ssioner, T.C Meno. 1990-621. |In fact, petitioners incurred
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advertising expenses during only 1 year of operation. Despite
substantial | osses each year, petitioners did not step up
advertising efforts to increase revenue from ani mal sal es.
d. Summary

Under the facts and circunstances of this case, petitioners
di d not conduct their exotic animl breeding activity in a
busi nessl i ke manner.

This factor favors respondent’s position.

2. The Expertise of Petitioners or Their Advisers

Preparation for an activity by extensive study of its
accept ed busi ness, economc, and scientific practices or
consultation wth industry experts nmay indicate a profit notive
where the taxpayer carries on the activity in accordance with
such practices. See sec. 1.183-2(b)(2), Incone Tax Regs. A
taxpayer’s efforts to gain experience and to foll ow expert advice

may indicate a profit notive. See, e.g., Dworshak v.

Conmi ssioner, T.C. Menp. 2004-249.

Petitioners | earned about exotic animal breeding by
attendi ng sem nars and conferences, reading books and scientific
journals, and consulting experienced breeders. However,
petitioners did not present evidence that any of the experts they
contacted were experts in the economcs of the exotic aninal
breedi ng busi ness or were successful in running such a business.

In addition, petitioners offered no evidence that the sem nars
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and conferences instructed themon how to run a successful ani nmal
breedi ng business. Petitioners did not consult a business

advi ser, prepare budgets, or inplenent a business plan.
Petitioners nmay have beconme well educated in exotic ani mal
breedi ng, but they did not establish an acquired expertise in
operating a profitable animal breedi ng business.

On several occasions, petitioners failed to investigate the
profitability of a breed before purchasing an animal. Ms.
Knudsen purchased two O ydesdal e horses w t hout know ng what the
selling price of their offspring would be, and she purchased
ot her animal breeds that were unfit for the Kansas climate. In
addition, Ms. Knudsen purchased animals w thout receiving any
heal th information on them

On bal ance, we conclude that petitioners did not have, and
did not acquire fromothers, expertise in the econom cs of the
exotic ani mal breedi ng business.

This factor favors respondent’s position.

3. Petitioners’ Tine and Effort Devoted to the
Activity

The fact that a taxpayer devotes personal tinme and effort to
carry on an activity may indicate an intention to derive a
profit, particularly where there are no substantial personal or
recreational elenents associated with the activity. See Daley v.

Comm ssioner, T.C Meno. 1996-259; sec. 1.183-2(b)(3), Inconme Tax

Regs. A taxpayer’s w thdrawal from another occupation to devote
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nost of his energies to the activity may be evidence that the
activity was engaged in for profit. See sec. 1.183-2(b)(3),

| ncome Tax Regs.

Respondent does not dispute that Ms. Knudsen devoted a
substantial anmount of time and effort to petitioners’ exotic
ani mal breeding activity. However, respondent argues that Ms.
Knudsen gai ned personal satisfaction fromspending tine with the
animal s, and thus, the significant anmount of tinme and effort she
spent with them does not evidence a profit objective.

Al t hough M's. Knudsen gai ned enjoynent from her animals,
many of her duties were not personal or recreational. For
exanpl e, Ms. Knudsen cleaned stalls and cages, disposed of
ani mal waste and carcasses, and cared for animals during the
night. The fact that a taxpayer derives sone persona
satisfaction froma business does not turn it into a hobby.

Jackson v. Comm ssioner, 59 T.C 312, 317 (1972); Gles v.

Conmi ssioner, T.C. Menpb. 2006-15; MKeever v. Comm ssioner, T.C.

Meno. 2000- 288.

Ms. Knudsen operated and nmanaged ERE.!” Although she worked
part tinme in Dr. Knudsen's nedical practice, Ms. Knudsen devoted
substantial anmounts of her tinme to ERE. In addition to Ms.

Knudsen’ s | abor, ERE hired several enployees to help maintain the

YDuring a brief period, ERE hired a manager to help Ms.
Knudsen manage ERE
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breedi ng operation. Petitioners enployed two full-tinme workers
at ERE and hired additional enployees during the summer to help
with the upkeep of the facilities. Because of the sensitive
nature of the birds, Ms. Knudsen was their primary caretaker.
Cenerally, Ms. Knudsen trained only one enployee to hel p handl e
and feed the birds. ERE also used a bookkeeper to maintain ERE s
accounting records, but Ms. Knudsen was responsible for keeping
ERE s operational records.

Along with her duties at ERE, Ms. Knudsen devoted a
significant anmount of time to the various organi zations to which
ERE bel onged. ERE, through Ms. Knudsen, belonged to over 10
organi zati ons dedicated to animal breeding. Ms. Knudsen becane
active in several of these organizations.

Dr. Knudsen devoted nost of his tinme to his nedica
practice. However, he spent about 15 to 20 hours per week during
sonme nont hs | andscapi ng the property and handling the ani mals’
health needs. Dr. Knudsen’s participation in ERE was not
i mmaterial .

The tinme and effort petitioners spent on their exotic animal
breeding activity supports their contention of profit notivation.
Al t hough petitioners enjoyed breeding exotic animals, on bal ance
we conclude that petitioners’ time and effort favor their
contention that the activity was engaged in for profit. See sec.

1.183-2(b)(3), Incone Tax Regs.
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This factor favors petitioners’ position.

4. The Expectation That Assets Used in the Activity
Wul d Appreciate in Val ue

The term “profit” enconpasses revenue from operations and
appreciation in the value of assets such as land. Sec. 1.183-
2(b)(4), Incone Tax Regs.

Thus, the taxpayer may intend to derive a profit from

the operation of the activity, and may al so i ntend

that, even if no profit fromcurrent operations is

derived, an overall profit will result when

appreciation in the value of land used in the activity

is realized since income fromthe activity together

with the appreciation of land will exceed expenses of

operation. * * * []1d.]

Petitioners argue that their expectation of profit is
evidenced by the fact that a gross profit will be produced upon
the sale of a third offspring. This argunent is not supported by
credi bl e evidence. For exanple, petitioners’ depreciation
schedul e reflects that they purchased one blue and gold nacaw for
$750 in 1997. Yet, in 2000, petitioners sold three blue and gold
macaws for $750.

Respondent clains that petitioners could not have expected
ERE s assets to appreciate so much in value as to produce an
overall profit because ERE s current operating expenses each year
exceeded its gross receipts by a wde margin. Respondent points

out that petitioners could not realize an overall profit even if

ERE s property appreciated.
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We agree with respondent. During 2000 and 2001, ERE s
current operating expenses significantly exceeded its gross
receipts. The cost to feed the ani mals al one exceeded the
revenue from animal sales in the above years. Despite the rising
costs, petitioners continued to acquire nore ani mals, spending
$97, 797 on livestock purchases in 2000 and 2001. Petitioners
coul d not have reasonably expected an overall profit fromtheir
breedi ng activity.

Mor eover, petitioners could not have expected that any
appreciation in ERE's | and woul d of fset the |losses. According to
petitioners’ financial statenment for 2000, ERE s assets had an
adj usted basis of $1,353,009, and ERE's | and and i nprovenents had
an apprai sed current val ue of $109, 260.

Petitioners are correct that they need prove only a bona
fide expectation of profit. However, ERE s enornous | osses
relative to its gross receipts lead us to conclude that
petitioners could not have reasonably believed their breeding
activity would result in an overall future profit.

This factor favors respondent’s position.

5. Petitioners’ Past Success in Other Activities

The fact that a taxpayer has engaged in simlar activities
and converted themfromunprofitable to profitable enterprises

may i ndicate that the taxpayer is engaged in the present activity
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for a profit, even though the activity is presently unprofitable.
See sec. 1.183-2(b)(5), Incone Tax Regs.

Petitioners presented no evidence of experience in the
ani mal breedi ng busi ness before ERE. However, petitioners argue
that Dr. Knudsen’s successful nedical practice evidences
petitioners’ expectation that ERE coul d be successful.

Al t hough Dr. Knudsen’s nedical practice was profitable, Dr.
Knudsen’ s success relates to his extensive education and training
in the nedical profession. |In addition, the record does not
i ndi cate whether Dr. Knudsen’s nedical practice was converted
froman unprofitable to a profitable business. Thus, we are
unabl e to conclude that petitioners’ success with Dr. Knudsen’s
medi cal practice is probative of petitioners’ profit notive with
regard to ERE.

This factor is neutral.

6. Petitioners’ H story of Incone or Loss Fromthe
Activity

A taxpayer’s history of inconme or loss with respect to any
activity may indicate the presence or absence of a profit

objective. See Golanty v. Comm ssioner, 72 T.C. at 426; sec.

1.183-2(b)(6), Income Tax Regs. “[A] series of startup | osses or
| osses sustai ned because of unforeseen circunstances beyond the
control of the taxpayer may not indicate a |ack of profit

notive.” Kahla v. Comm ssioner, T.C Meno. 2000-127 (citing

Engdahl v. Comm ssioner, 72 T.C. at 669, and sec. 1.183-2(b)(6),
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| ncone Tax Regs.), affd. w thout published opinion 273 F.3d 1096
(5th Cr. 2001).

Petitioners nake several argunents to defend ERE s
consistent |l osses. First, petitioners argue that in 2001 they
were still in the “initial or start-up stages” of their business.
We find petitioners’ argunent unconvincing. W have held that
the initial startup phase for a horse breeding operationis 5 to

10 years. Engdahl v. Conm ssioner, supra at 669. Petitioners

of fered no evidence to support a finding that the startup phase
for an exotic aninal breeding operation was nore than 5 to 10
years. The years at issue were petitioners’ 11th and 12th years
of operation and well beyond the startup phase of their breeding
activity.

Second, petitioners argue that several unforeseen events
occurred that magnified their |osses, and they contend that the
difficulties and uncertainties in the exotic animl breeding
busi ness explain their |osses. However, the setbacks ERE
experienced do not explain the significant |osses incurred each
year.

Petitioners’ |osses in conparison with their revenues were
substantial. From 1995 to 2002, petitioners reported |osses in 8

consecutive years, which total $2,862,245.1 During that sane

8The record does not contain financial information for the
years before 1995. Petitioners introduced no evidence of any net
(continued. . .)
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peri od, petitioners reported gross receipts of $442,740. The
magni tude of petitioners’ |losses in conparison with their
revenues is an indication that petitioners did not have a profit

notive. See Dodge v. Conm ssioner, T.C Meno. 1998-89 (citing

Burger v. Conm ssioner, 809 F.2d at 360).

This factor favors respondent’s position.

7. The Anpunt of Occasional Profits Generated by the
Activity

The anobunt of profits earned in relation to the anmount of
| osses incurred, the anmount of the investnent, and the val ue of
the assets in use may indicate a profit objective. See sec.
1.183-2(b)(7), Income Tax Regs. The opportunity to earn
substantial profits in a highly specul ative venture nay be
sufficient to indicate that the activity is engaged in for profit
even though only | osses are produced. See id. |In determning
whet her the taxpayer entered into the activity for profit, a
smal | chance of naking a large profit may indicate the requisite
profit objective. See id.

Petitioners argue that the Court should consider the gross
profits realized fromthe sales of animals. However, petitioners
did not introduce evidence that the animals sal es produced a

profit before operational expenses of ERE were taken into

18( ... continued)
profit earned during 1989 through 1994.
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account . Further, they introduced little evidence regarding the
purchase prices of the animals or their adjusted bases in the
animals. Petitioners also assert that many of ERE s animals were
capabl e of yielding profits. However, a highly specul ative
profit potential does not outweigh the substantial |osses
incurred during the years of operation. See Gles v.

Conmi ssioner, T.C. Menp. 2006-15; MKeever v. Comm ssioner, T.C.

Meno. 2000- 288.

After 12 years of operation, petitioners’ exotic aninma
breeding activity has never generated a net profit. Despite
their extraordi nary | osses, petitioners continued to expand their
operation and to increase their |osses.?

This factor favors respondent’s position.

8. Petitioners’ Financial Status

The fact that a taxpayer does not have substantial incone or
capital from sources other than the activity in question my
indicate that the activity is engaged in for profit. See sec.
1.183-2(b)(8), Income Tax Regs. Substantial inconme from sources
other than the activity (especially if the |osses fromthe

activity generate substantial tax benefits) may indicate a |ack

Ypetitioners did not offer evidence enabling us to
calculate the profit or loss fromeach sale or fromthe aggregate
sal es.

20During 2000 and 2001, petitioners incurred |losses totaling
$901, 469.
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of profit notive, particularly where there are el enents of
personal pleasure or recreation involved. See id.

Petitioners derived a substantial anount of incone from Dr.
Knudsen’ s nedi cal practice. During 2000 and 2001, petitioners
reported $1, 710,626 in wages from Dr. Knudsen's nedi cal practice.
Al t hough petitioners were able to reduce their taxable incone by
$355, 239 in 2000 and 2001 because of their exotic animal breeding
activity,? this tax benefit resulting fromthe activity does not

prove the absence of a profit notive. See Engdahl v.

Conmi ssioner, 72 T.C. at 670. It is, however, a factor to be

considered. See Golanty v. Conmmi ssioner, 72 T.C. at 429.

Petitioners had sufficient financial neans apart fromERE to
continue their exotic animal breeding activity at a loss. Dr.
Knudsen’ s nedi cal practice provided the funds to continue ERE s
operations. Many deposits into ERE s bank account consisted of
checks drawn from Dr. Knudsen’s nedical practice

Petitioners’ substantial inconme fromDr. Knudsen's nedica
practice, which was offset by ERE' s | osses, supports a concl usion
that petitioners |acked the required profit notive.

This factor favors respondent’s position.

2'From 1995 to 2002, petitioners used their |osses from ERE
to reduce their Federal inconme tax liability by $1, 145, 944.



- 40 -

9. El enents of Personal Pleasure or Recreation

The exi stence of personal pleasure or recreation relating to
the activity may indicate the absence of a profit objective. See
sec. 1.183-2(b)(9), Incone Tax Regs. An activity will not be
treated as not engaged in for profit nmerely because the taxpayer
has purposes or notivations other than to nmake a profit. [|d.

Petitioners argue that although they derived sone pl easure
fromoperating ERE, many inportant duties were not for pleasure
or recreation. Respondent argues that the inprovenents to ERE s
facilities were lavish and made only for the enjoynent of
petitioners. Respondent also points to the fact that Ms.
Knudsen treated the animals |ike house pets.

We agree with respondent that elenents of personal pleasure
and recreation were present in petitioners’ exotic anim
breeding activity. However, as we stated above, sone conponent
of personal pleasure does not negate a bona fide profit notive.
“I Al business will not be turned into a hobby nerely because the
owner finds it pleasurable; suffering has never been nmade a
prerequisite to deductibility. ‘Success in business is largely

obt ai ned by pleasurable interest therein.”” Jackson v.

Conmm ssioner, 59 T.C. at 317 (quoting Wlson v. Eisner, 282 F

38, 42 (2d Cr. 1922)); see also sec. 1.183-2(b)(9), Incone Tax

Regs.
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In addition to caring for the animals, petitioners spent a
significant anmount of time maintaining and inproving ERE s
facilities. Ms. Knudsen regularly performed duties that were
not pl easurable or recreational, such as cleaning ani mal cages
and stalls and disposing of animal carcasses. As a result of her
duties, she also suffered several physical injuries. Dr. Knudsen
personal ly did nost of the | andscaping on the property to provide
the animals with a natural habitat.

The record does not contain evidence that petitioners’
facilities were extravagant or that they were not constructed for
the benefit of the animals. Petitioners maintained their
property in accordance with USDA regul ations. |n addition,
petitioners constructed a honme on the property, at least in part,
to enable themto care for their animals.

Al t hough petitioners derived sonme pleasure fromtheir exotic
ani mal breeding activity, we conclude that petitioners were not
engaged in the activity solely for personal pleasure or
recreation

This factor is neutral.

C. Concl usi on

After considering the factors listed in section 1.183-2(b),
I ncone Tax Regs., all contentions presented by the parties, and
t he uni que facts and circunstances of this case, we concl ude that

petitioners did not enter the exotic animal breeding activity
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with a primary objective of realizing a profit. W hold that
petitioners’ exotic animal breeding activity during the years in
i ssue was not an activity engaged in for profit wthin the
meani ng of section 183.

[11. Respondent’s Alternative Position

Respondent argues that if we find that petitioners’ exotic
ani mal breeding activity was conducted for profit, petitioners’
cl ai mred Schedul e F expense deductions on their 2000 and 2001
i ncone tax returns should be reclassified as capital expenses and
depreci ated, and certain expenses should be disallowed for |ack
of substantiation. Because we find that petitioners’ exotic
ani mal breeding activity was not an activity engaged in for
profit during 2000 and 2001, we need not address respondent’s
alternative position.

To reflect the foregoing,

Deci sion will be

entered for respondent.




