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Appeal froma Decision of the United States Tax Court. (No. 17391-
92), Daniel J. Dinan, Judge.

Bef or e BLACK and BARKETT, Circuit Judges, and RONEY, Senior G rcuit
Judge.

RONEY, Senior Circuit Judge:

Harry and Gail Osteen (taxpayers) appeal the United States Tax
Court's decision disallow ng certain tax deductions attributable to
their farm ng and horse breedi ng operation on the grounds that this
activity was not engaged in for profit and assessing tax
deficiencies and penalties for a substantial tax understatenent.

We hold that the Tax Court's factual findings that the Osteens
| acked a profit objective are not clearly erroneous and affirmits
decision on that issue. W reverse the Tax Court, however, on its
assessnment of the understatenment penalty because there was
substantial authority for the taxpayers' position.

The facts of this case are discussed in detail in the Tax
Court's menorandum opinion, T.C Meno. 1993-519, 66 T.C M (CCH)
1237, 1993 W 460546 (1993), and will not be repeated here. During
the years at issue, Harry Osteen was enployed full-tinme as a bank
executi ve. Hs wfe, Gail Osteen, was a full-tine registered

nur se. The Osteens becane interested in breeding and raising



Percheron horses in Florida. Percherons are a breed of |arge draft
horses that originally were bred for noving or tow ng heavy objects
before the advent of tractors. There were no Percheron horse
breeders nor was there an established market for Percherons in
Florida at the tinme. The Osteens' intent was to breed the horses,
train them by showing them and wusing them to operate a
horse-powered farm and then to sell the horses. For several
consecutive years, the Osteens generated |osses from the horse
breedi ng activity.
Profit Objective

A taxpayer who is carrying on a trade or business may deduct
ordinary and necessary expenses incurred in connection with the
operation of the business. |.R C 8§ 162. An activity constitutes
a "trade or business” within the neaning of section 162 if the
taxpayer's actual and honest objective is to realize a profit.
Dreicer v. Conmm ssioner, 78 T.C. 642, 645, 1982 W 11080 (1982),
aff'd 702 F.2d 1205 (D.C G r.1983). The courts have relied on
factors set forth in section 183 in nmaking the requisite profit
notive anal ysis under section 162. Brannen v. Conmm ssioner, 722
F.2d 695, 704 (11th Gir.1984).

Section 183 specifically precludes deductions for activities
"not engaged in for profit,"” such as pursuing hobbi es or generating
| osses to shelter unrelated incone. |.R C. 8§ 183(a); S.Rep. No.
552, 91st Cong., 1st Sess. (1969), reprinted in 1969 U S.C. C A N
1645, 2133 (legislative history of § 183). Although the taxpayer's
expectation of profit does not have to be reasonable, objective

facts and circunstances nust indicate that the taxpayer's intent



was to make a profit. A taxpayer's subjective statenents of intent
to make a profit are not sufficient. Treas.Reg. 8 1.183-2(a)
(1972). The regulations list nine factors to guide courts in
determ ni ng whether an activity is engaged in for profit. These
are not exclusive considerations, however, and no single factor or
mat hemat i cal preponderance of factors is determ native. Treas. Reg.
§ 1.183-2(b) (1972).

I n an opinion in which the Tax Court conprehensively anal yzed
the objective facts and circunstances of this case against the
backdrop of each of the relevant factors, the court concl uded that
t he Gsteens did not engage in their horse breeding activity with an
actual and honest objective of making a profit. This is a factual
finding of the Tax Court due to be affirmed unless clearly
erroneous. Mayrath v. Conmm ssioner, 357 F.2d 209, 212-13 (5th
Cir.1966); Faul coner v. Conm ssioner, 748 F.2d 890, 895 (4th
Cir.1984).

A review of the record reveals that the Tax Court properly
followed the nine factors listed in the regulations, viewed all
facts and circunstances of the case, and was not clearly erroneous
in determning that the Osteens engaged in the Percheron breeding
busi ness without a bona fide profit notive. The Tax Court relied
on facts such as the taxpayers' inexperience in breedi ng Percheron
horses and their failure to hire experienced assi stants or bring in
experienced partners, the lack of any profitability assessnent of
breedi ng Percherons in Florida, thelimted time spent managi ng t he
operation, the string of consistent |osses, and the significant

i ncone Osteen earned as a bank executive which allowed him to



tol erate such | osses.
Substanti al Understatenment Penalty

The Osteens appeal the Tax Court's assessnent of section 6661
under statenment penalties. The Osteens do not dispute that their
tax understatements for the two years in question net the
definition of "substantial understatenments” under this provision.
The Osteens contend, however, that they had substantial authority
to believe they could claimthe farm ng and horse breedi ng | osses,
an exception to the inposition of understatenent penalties.

26 U S.C. § 6661, applicable during the years at issue,
provi ded that:

(a) Addition to tax.—+f there 1is a substantial
under st at ement of incone tax for any taxabl e year, there shal
be added to the tax an anmount equal to 25 percent of the
anount of any under paynent attri butabl e to such
under st at enent .

For our purposes, section 6661(b)(2)(A) defines the

"understatenent” as the excess of:

(i) the amount of the tax required to be shown on the
return for the taxable year, over

(ii1) the amount of the tax inposed which is shown on the
return....

The understatenent, for the purposes of inposing the addition,
shall be reduced "by that portion of the understatenent which is
attributable to [ Jthe tax treatnment of any itemby the taxpayer if
there is or was substantial authority for such treatnment...."
Section 6661(b)(2)(B)(i) (enphasis added).

The application of a substantial authority test is confusing
in a case of this Kkind. If the horse breeding enterprise was

carried on for profit, all of the deductions clained by the Osteens



woul d be allowed. There is no authority to the contrary. |If the
enterprise was not for profit, none of the deductions would be
allowed. There is no authority to the contrary. Nobody argues,
however, not even the Governnent, that because the taxpayers |ose
on the factual issue, they also nust | ose on what woul d seemto be
a |l egal issue.

The Tax Court in this case, as it seens to do in nost of the
cases, gives little explanation as to why there is substanti al
authority in one case, but not in another: "Based on the
di scussi on above, we are convinced that there was not substanti al
authority for petitioners' position.”™ Oder at 15, 1993 W 460546.
Cf. Harston v. Conm ssioner, T.C Meno. 1990-538, 60 T.C M (CCH)
1008, 1990 W. 154693 (1990) ("Although [the taxpayers] were not
successful enough to show that they were entitled to the [§ 183]
| osses clainmed, petitioners have convinced us that they had
substantial authority for their position.")

There are no court decisions that give us guidance, and the
regul ati ons thensel ves, although speaking in terns of a test, are
unsati sfactory in application to an all or nothing case of this
ki nd.

If the Tax Court was deciding that there was no substanti al
authority because of the weakness of the taxpayers' evi dence to
establish a profit notive, we reverse because a review of the
record reveals there was evidence both ways. In our judgnent,
under the clearly erroneous standard of review, the Tax Court woul d
be due to be affirmed even if it had decided this case for the

t axpayers. Wth that state of the record, there is substantia



authority from a factual standpoint for the taxpayer's position.
Only if there was a record upon which the Governnent coul d obtain
a reversal under the clearly erroneous standard could it be argued
that from an evidentiary standpoint, there was not substantial
authority for the taxpayer's position.

I f the Tax Court was deciding there was not substantial | egal
authority for the deductions, we reverse because of the plethora of
cases in which the Tax Court has found a profit notive in the horse
breeding activities of taxpayers that were simlar to those at
hand. E.g., Engdahl v. Comm ssioner, 72 T.C 659, 1979 W 3705
(1979) (profit notive found; taxpayer had busi nessli ke operation,
consul ted experts, kept quarterly records, showed horses, and did
physi cal |abor and nenial chores); Hol brook v. Comm ssioner,
T.C Menp. 1993-383, 66 T.C M (CCH) 484, 1993 W 325083 (1993)
(husband and wi fe engaged i n horse breeding for profit; activities
conducted i n businessli ke manner; wfe kept detail ed records while
husband devel oped expertise in horse breeding); Schei dt .
Conmi ssioner, T.C Meno. 1992-9, 63 T.C M (CCH 1726, 1992 W 810
(1992) (sane effect for farmowner's stallion breeding syndicate);
St ephens v. Commi ssioner, T.C Meno. 1990-376, 60 T.C.M (CCH) 197,
1990 W. 102239 (1990) (businesslike operation showed profit notive
in horse breeding operation despite consistent |osses caused by
deat h of horses and poor economic conditions in industry); Mary v.
Conmi ssioner, T.C Menob. 1989-118, 56 T.C M (CCH) 1515, 1989 W
25031 (1989) (losses allowed for physician engaged in horse
breedi ng/racing activity; t axpayer followed expert advice to

i ncrease revenues and decrease costs and devot ed many hours towards



gai ni ng personal expertise); Ei senman v. Conm ssioner, T.C Meno.
1988-467, 56 T.C.M (CCH) 330, 1988 W. 98369 (1988) (profit motive
f ound; t axpayer had businessli ke operation, consulted experts,
kept quarterly records, showed horses, and did physical |abor and
meni al chores); Hopcus v. Conm ssioner, T.C Meno. 1988-181, 55
T.CM (CCH 717, 1988 W 39088 (1988) (deductions for horse
breeding and boarding operation allowed for taxpayer who was
enpl oyed full tinme by tel ephone conpany; operation was handled in
busi nessl i ke manner); Seebold v. Conmm ssioner, T.C. Meno. 1988-183,
55 T.C M (CCH) 723, 1988 W. 39086 (1988) (deduction allowed for
| osses from horse farmng activity; t axpayers kept adequate
records, discontinued unprofitable branch of operations, and
devel oped expertise); Harvey v. Comm ssioner, T.C Meno. 1988-13,
54 T.CM (CCH) 1508, 1988 W. 667 (1988) (husband and w fe engaged
in horse breeding for profit; activities conducted in businesslike
manner ; wife kept detailed records while husband devel oped
expertise in horse breeding); Snyder v. Comm ssioner, T.C. Meno.
1987-539, 54 T.C.M (CCH) 953, 1987 W 49151 (1987) (profit
obj ective found for physicians engaged i n horse breedi ng, training,
showi ng and sel |i ng operati on even t hough consi stently | ost noney);
Cronhardt v. Comm ssioner, T.C Meno. 1986-399, 52 T.C. M (CCH 287,
1986 W 21609 (1986) (retiree allowed horse ranch |osses;
pre-opening efforts to gain experience, business-like operations
and substantial tinme and effort expended showed profit notive
despite initial losses and large drop in incone); Yancy v.
Comm ssioner, T.C Meno. 1984-431, 48 T.CM (CCH) 872, 1984 W

15080 (1984) (even though taxpayers |ost noney every year they



remai ned in business, they had actual and honest objective of
maki ng profit; business was not hobby, was financed from current
wages and household did not use horses for personal pleasure in
riding or at horse shows); Ellis v. Conm ssioner, T.C Meno. 1984-
50, 47 T.CM (CCH 991, 1984 W 15415 (1984) (businesslike
operation showed profit notive in horse breedi ng operation despite
consistent | osses caused by death of horses and poor economc
conditions in industry); Fields v. Comm ssioner, T.C Menp. 1981-
550 42 T.C M (CCH 1220, 1981 W 10938 (1979) (taxpayer's profit
objective shown in cattle breeding/farmng operation through
expectation of gain and working on farm nost weekends); Appley v.
Conmi ssioner, T.C Menp. 1979-433, 39 T.C M (CCH) 386, 1979 W. 3478
(1979) (bona fide expectation of profit found for horse breeding
and rai sing activities al though corporation continually operated at
| oss for many years).

Al though it can be properly argued that those cases are
di stingui shable fromthe case at hand, as well they are because the
ultimate facts were found for the taxpayer rather than against the
taxpayer as in this case, they are not so dissimlar that they nust
be discarded as providing no substantial authority for the tax
returns filed in this case.

As a bottomline, we find little distinction between this case
and the Tax Court case of Harston. The inposition of additions to
the tax under 8§ 6661 nust turn on some analysis other than the
conclusory decision of the Tax Court. The Tax Court should
articulate sone consistent and workable test to justify the

i mposition of additions in all or nothing situations of this kind,



ot herwi se the inposition of the addition is left to the educated
reaction of the particular Tax Court judge hearing the case.

We affirmthe Tax Court's finding of tax deficiencies for | ack
of a profit notive, but we reverse the Tax Court's inposition of a
penalty for substantial understatenent.

AFFI RVED | N PART, REVERSED | N PART.



