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Case Notes and Comments: | cannot remember any case in my 28 years of tax practice where the
U.S. Tax Court failed to discern the facts and circumstances by such a wide margin as they did in
this case. Please see the decision rendered by the 10" Circuit Court of Appeal which reversed
this decision in the aircraft owner's favor.

TCM [CCH Dec. 51,857(M] , Stanley M Kurzet and Anne L. Kurzet v.
Conmmi ssi oner, Travel expenses: O dinary and necessary business
expenses: Lear jet.--, (Jan. 29, 1997)

[CCH Dec. 51,857(M]
Stanley M Kurzet and Anne L. Kurzet v. Conm ssioner

Docket No. 27982-91., TC Meno. 1997-54, 73 TCM 1867, Filed January 29, 1997
[ Appeal abl e, barring stipulation to the contrary, to CA-10.--CCH. ]
[ Code Sec. 162 ]

Travel expenses: Ordinary and necessary busi ness expenses: Lear jet.--A

busi nessman’ s expenses of operating a Lear jet for travel between his

many busi ness ventures were extraordi nary and, consequently, not deductible
as ordinary and necessary busi ness expenses of any of his businesses.

However, the taxpayer was all owed a business travel expense for the estinated
or constructive travel expenses that he would have incurred in traveling
between two of the busi nesses based on first-class air fare.

[ Code Secs. 162 and 183 ]

Deductions: Odinary and necessary busi ness expenses: For-profit activity:
Tinmber farm--A tinber farm owned and operated by a successful busi nessman
constituted a for-profit business activity even though no tinber was harvest-
ed, and expenses associated with it were deductible as ordinary and necessary
busi ness expenses. The busi ness was maintained to generate incone through the
growth and increase in value of the trees over tinme. Construction of a water
reservoir on the property in preparation to enter into the |ivestock business
did not establish the start-up nature of the tinmber farmsince the reservoir
related at least equally to the fire risk that threatened the tinber

Finally, there were no recreational or personal objectives for the taxpayer’s
| arge cash investnent in and extensive work on the farm

[ Code Sec. 262 ]

Deductions: Personal expenses: Foreign property.--A businessman’s ownership
and nmanagenent of property in a foreign country constituted a persona
activity, and his expenses related to that property were not deductible. The
t axpayer presented no evidence to support either the anount or nature of his
cl ai mred expenses incurred on the property or the fair market val ue of the

property.
[ Code Sec. 263 ]

Capital expenditures: Allocation: Direct-|abor percentage: Reservoir.--The
hours spent by a businessman and his two enpl oyees working on the const -
ruction of a reservoir on his tinber farmwere required to be included in
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the direct-labor percentage used to allocate the tinber farm s genera
expenses to the capital costs of the reservoir. However, an allocation for
the direct costs of the nonreservoir-unique equi prent to the capital costs of
the reservoir was not appropriate since it was not clear such equi prent was
used extensively on the reservoir.

[ Code Sec. 280A ]

Hone office deduction: Meeting with clients: Principal place of business:
Separate structure.--No portion of the expenses of a businessman’s

resi dence qualified as deductible expenses of naintaining a hone office.
taxpayer did not regularly nmeet with clients at his hone, there was no
structure separate fromthe residence where the taxpayer conducted business
activities, and all of his businesses had their principal place of business
el sewhere. A npbile unit on the tinber farmwas not used as a persona

resi dence of the taxpayer, and, therefore, all of the expenses of that unit
were treated as either ordinary or as capital expenses of the tinber farm

The

[ Code Sec. 6662 ]

Penalties, civil: Negligence: Substantial understatenment.--Penalties for
negl i gence and substantial understatenment were not inposed against a

busi nessman who was i nvolved in several business ventures despite the nany
errors on his returns. The errors were reasonably explained by the factually
oriented nature of each issue, the factually conplicated nature of the

t axpayer’s many busi nesses, the nature of the books and records kept by the
t axpayer, and the failure of the taxpayer’s accountants and tax return
preparers to prepare diligently the returns in question.--CCH

J. CGordon Hansen and Dani el
and Mark H. Howard,

M Allred, M K. Mbrtensen

for the respondent.

for the petitioners.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON
SW FT, Judge:
Respondent (I RS)determ ned defi ci enci es,

related penalties in petitioners’ Federa
1989, as foll ows:

additions to tax,
i ncone taxes for

and accuracy-
1987, 1988, and

Accur acy
Additions to Tax Penal ty
Sec.

Sec. 6653(a)(1)/ Sec. Sec. Sec.
Year Defici ency 6651(a) (1) 6653(a)(1)(A) 6653(a)(1l)(B) 6661 6662(a)
1987 .. $440,539 -- $22, 027 * $110,135 --
1988 .. 202,360 -- 10, 118 -- 50,590 --
1989 .. 215,930 $7,845 -- -- -- $43, 186

*

50 percent of

negl i gence.

i nterest due on portion of underpaynent

attributable to
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In an Anendrment to Answer, respondent increased the deficiency, addition to
tax, and accuracy-related penalty for 1989 to $404, 418, $17, 269, and $80, 883,
respectively.

The primary issues for decision are: (1) Wether, during the years in issue,
petitioners’ ownership and managenent of a tinber farm property near Coos
Bay, Oregon, constituted a trade or business activity entered into for

profit, as petitioners contend, or a personal, nonbusiness, not-for-profit
activity, as respondent contends; (2) whether petitioners’ investnent in
property in Tahiti constituted a for-profit investnment under section 212 ;

(3) the deductibility under section 162 or section 212 of expenses relating
to petitioners’ use of a Lear jet to travel, anpbng other places, to their
Oregon tinber farmproperty and to their property in Tahiti; and (4) to what
extent expenses of petitioners’ residence in Orange, California, qualify as
hone of fice expenses under section 280A . Various additional and alternative
i ssues are also for decision (e.g., if petitioners’ tinber farmconstitutes a
for-profit trade or business activity, whether petitioners should be required
to capitalize additional costs relating to the tinber farmas part of the
costs of a water reservoir).

Unfortunately, pretrial, trial, and posttrial proceedings in this case are
mar ked by mi scomuni cati on between the | awers for the parties and by
frequent allegations by one | awer against another that there is msrep-
resentation of the facts and evidence. The inability of the parties’ |awers
in this case to communicate effectively with each other resulted in the trial
of issues that should have been settled and in the presentation of evidence
and argunents in an untinmely and confusing manner.

The Court spent hours with the parties’ lawers attenpting to identify and
articulate the various primary and alternative issues and argunments and the
relati onship of the issues to each other. Sinmilar to nuch of the m sconmun-

i cation between the parties throughout the pretrial and trial, argunents made
in the parties’ posttrial briefs are filled with unnecessary accusatory

st at ement s.

Unl ess otherwi se indicated, all section references are to the Interna
Revenue Code, and all Rule references are to the Tax Court Rules of Practice
and Procedure.

FI NDI NGS CF FACT

Some of the facts have been stipulated and are so found. At the tinme their
petition was filed, petitioners resided in Park Cty, Utah

Petitioner Stanley Kurzet (petitioner) was a successful inventor and

busi nessman. For many years, petitioner owned and personally managed ALS
Corp. (ALS), a conpany based in southern California that petitioner founded
in 1958 and that was involved in the design and manufacture, apparently for
the U S. mlitary, of sophisticated electronic and engi neering equi pnent.

ALS becane extrenely profitable and valuable. In 1984, at the age of 53,
petitioner sold the stock of ALS in an arnis-length transaction to an
unrel ated third party for $20 mllion in cash.

As part of the sale of ALS, petitioner entered into a limted, 7-year
consul ting agreenment with the new owners of ALS to be available to consult
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with the new owners in the continuing managenent of ALS, and petitioner
entered into a broad covenant not to conpete with ALS. The covenant not to
conpete prohibited petitioner fromengaging in any business or investnent
activity relating, in any way, to the type of engineering work and busi ness
in which ALS was engaged and severely restricted petitioner’s ability to
engage in any business or for-profit activity that related, in any way, to
petitioner’s prior work and experience at ALS.

As a result of a nunber of factors (nanely, the $20 million that becane

avail able to petitioners on the sale of ALS, the consulting agreenent that
required little of petitioner’s considerable skill, experience, and tine, the
broad restrictions on petitioner’s activities to which petitioner becane

subj ect under the covenant not to conpete, and petitioner’s relatively

yout hful age and vigor), after the sale of ALS in 1984, petitioner began an
ext ensi ve and busi nessli ke investigation of business and invest nment
opportunities in which the approximately $20 million that petitioners had
avail abl e mi ght appropriately be invested and to which petitioner mght apply
hi s consi derabl e business talent. Petitioner personally consulted with

vari ous experts and obtai ned advice regardi ng market trends and types of

i ndustries that night have unique and positive growh and appreciation
potenti al .

Over the course of the next few years and as a result of various activities,
i nvestnents, and conpanies in which petitioners invested and were invol ved,
petitioners earned and realized very significant incone. Assets in which
petitioners invested appreciated significantly, some of which appreciation
petitioners have realized and sone of which, as of the tinme of trial,
petitioners have not yet realized because the assets are still held by
petitioners. Over the years, petitioner has denonstrated a skill and tal ent
for making a profit.

After selling ALS in 1984, the primary activities and assets in which
petitioners invested and participated and that are at issue in this case

i nvol ve tinber farmng in Oregon, real property in Tahiti, a Lear jet, a
limted consulting business based in southern California, and a conputer and
real estate rental business based in southern California. Petitioners
incurred significant expenses associated with each of these activities and
busi nesses, and petitioners, on their books and records and on their joint
Federal incone tax returns, treated nost of the expenses relating to these
activities and busi nesses as deducti bl e expenses of a trade or business.

Apparently due to errors made by petitioners and to carel ess incone tax
return preparation by petitioners’ accountants and tax return preparers,
nunerous errors and mstakes in classification of the expenses relating to

t he above activities occurred on petitioners’ original books and records and
on petitioners’ Federal income tax returns.

On audit, respondent made bl anket deterninations that essentially all of
petitioner’s activities constituted personal, nonbusiness, and not-for-profit
activities. Respondent’s bl anket determ nations, conbined with the errors
that occurred on petitioners’ books and records and Federal incone tax
returns, resulted in the disallowance of many of the expenses cl ai nmed on
petitioners’ Federal incone tax returns for the years in issue and in
respondent’s determ nation of the substantial income tax deficiencies,
additions to tax, and accuracy-rel ated penalty set forth above.
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Prior to and during trial in this case, petitioners’ representatives
submitted to respondent on behalf of petitioners a nunber of “proposed

revi sed” Federal incone tax returns for each of the years in issue that
attenpt to correct or clarify sone of the classification errors that occurred
on petitioners’ original incone tax returns. Respondent argues that petition-
ers’ proposed revised inconme tax returns are confusing and inconsistent, and
perpetuate many of the errors nade in petitioners’ original inconme tax
returns, that petitioners’ proposed revised inconme tax returns should be

i gnored, and that petitioners’ original incone tax returns should be the
focus of our anal ysis.

We disagree with respondent, in significant part, on this point. In the nany
i nstances where petitioners’ proposed revised Federal incone tax returns
reflect additional items of income or reductions in anounts clained as
expenses on petitioners’ original Federal income tax returns and/or the

recl assification of expenses consistent with classifications nade by
respondent in respondent’s notice of deficiency, petitioners’ proposed

revi sed Federal inconme tax returns, with regard to such itens, are to be
treated as concessions by petitioners.

Where petitioners’ proposed revised returns reflect reductions in petition-
ers’ alleged income or increases in clainmed expenses, as conpared with
petitioners’ original Federal inconme tax returns as filed with respondent,
petitioners’ proposed revised returns, with regard to these new itens and

i ssues, are to be ignored except to the extent that petitioners have filed
with the Court anmendnments to their pleadings to properly raise new issues
with regard to such alleged reductions in income and all eged increases in
expenses. Rule 41.

W also note that as a result of information provided by petitioners to
respondent during the course of the audit and litigation, including the
proposed revised returns, respondent has significantly revised and | owered
her original deficiency determ nations agai nst petitioners.

Ti mber Farm

Prior to 1984, petitioner had no experience in the tinber industry, in
farmng, or in cattle raising. Petitioner, however, in 1984 and 1985, after
recei ving approxinmately $20 mllion fromhis sale of ALS, investigated and
consulted with a nunber of real estate and forestry experts about the tinber
i ndustry and forestry managenent.

Specifically, with regard to 621 acres of tinber property in Coos County,
Oregon (tinmber farn), petitioner inspected the tinber farmand the trees
growi ng thereon with real estate agents and forestry experts. Petitioner and
t he experts considered the type and quantity of trees growi ng on the tinber
farm the type of soil and terrain, the expected growh rate of the trees,
and water resources on the tinber farm

Petitioner also studied information received fromthe U S. Forest Service
relating to tree growh and rmanagenent.

After inspecting the tinmber farmand conferring with experts and after
considering the financial risks and profit potential, in June of 1985
petitioners purchased for $568,890 in cash the tinber farmin Coos County,
O egon.



ATIS Group LLC Victor Charles Anvick Mm.S.TaxE.A. Aviation Tax Specialist Continued

The tinber farmincluded 454 acres of forest |and covered primarily with
Dougl as fir and spruce trees, 152 acres of bottomland, a nunber of barns,
sheds, and three small houses.

In 1985, the Douglas fir, spruce, and other trees located on the tinber farm
were of an average age of 30 to 40 years. The trees were just reaching their
peak growth rate, growing at a rate of approximtely 10 percent per year.

Petitioner agreed to the $568,890 purchase price for the tinber farm based on
his analysis that, as of the time of purchase in June of 1985, the cunul ative
val ue of the standing tinber on the tinber farm of the |and, and of the

exi sting buildings and i nprovenents total ed approxi mately $750, 000.

For many years prior to 1985, the tinber farmthat petitioners purchased was
considered tinber farm property on which trees had been grown, cut, and
commercially logged. The prior owners of the tinber farmlast conducted a
maj or harvest of tinmber on the tinber farmin 1945. The nost recent harvest
of tinber on the tinber farmoccurred in 1975.

Douglas fir and spruce trees are typically cut or harvested by comercia
foresters once every 35 to 60 years.

In prior years, the tinber farmalso was used to raise cattle and as a dairy
farm

Petitioners’ tinber farmwas typical of other tinber farmproperty | ocated

al ong the Oregon coast. Such tinber farmproperty is typically used to grow
and cut tinber, to grow hay, and to raise cattle. Typically, tinber farners
make the decision when to cut and harvest tinber based on the price of tinber
and their individual financial needs.

Petitioners’ tinmber farmis bordered on all sides by commercial tinber
property, nost of which is owned by CGeorgia Pacific Corp., which has been
comrercially cutting and harvesting tinber on the adjacent property for a
nunber of years.

At the time of petitioners’ purchase of the tinmber farm the roads, houses,
and barns located on the tinber farmwere in significant disrepair and were
i nadequate for continued occupancy.

Petitioner initiated nmany projects to inprove the tinber farm The snal
houses and barns were repaired and i nproved. Poisonous plants in the pastures
were eradicated and a water reservoir was constructed. Junk cars and junk
farm machinery. located on the tinmber farmwere renoved and hauled to the

dunp.

In western Oregon, because of the wet climate and high rainfall that occur
during the winter nonths, owners of tinber farm property with nmain roads
running through it that are “in place” and “hardened off”--which takes a year
or two after construction--have a significant nmarketing advantage because
they are able to cut and harvest tinber on their property in winter and on
short notice, and can thereby take better advantage of short or sudden sw ngs
in the price of cut tinber.

Accordingly, after purchase of the tinber farm petitioner made a particul ar
effort to inprove the roads on the tinber farm Petitioner incurred many
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expenses and hired enployees to repair and inprove the existing roads and to
construct new roads so as to be in a position, in subsequent years, to cut
and harvest tinber on the tinmber farmon short notice and thereby take
advant age of favorable prices for cut tinber.

Petitioner also initiated construction of a |arge new building for a nmachine
shop and installation of a nobile unit and related water system

Rat her than hire expensive contractors to cone onto the tinber farmto
performthe many repair, inprovenent, and construction projects that
petitioner initiated, petitioner hinself designed and perfornmed nuch of the
work on the tinber farm Petitioner hinself often operated graders and other
heavy equi pnent on the tinber farmin repairing and i nproving the roads, in
constructing new roads, and in constructing the water reservoir.

In 1986, 1987, and 1988, petitioner made significant expenditures of his own
time and noney to repair buildings, to inprove and construct 5 mles of
roads, to grade fields, and to install several mles of pipes.

For the various projects that were undertaken and al so for security on the
tinmber farm petitioner hired two enployees to |ive and work on the

ti mber farm These enpl oyees were experienced farnmers, tinber nen, and
carpenters. Petitioner and his enployees had to constantly watch for and keep
off of the tinber farmindividuals who would attenpt to trespass on the
property to strip cedar trees, to pick nushroons, and to grow narijuana.

During these years in which petitioner was building roads and i nprovi ng and
mai ntaining the tinber farmfor purposes of eventual cutting and harvesting
of tinmber, Georgia Pacific, on its adjacent tinber property, was buil ding
nore mles of roads per acre than petitioner built on his tinber farm

The principal risk to a mature stand of tinber is fire. During the years
before us, petitioner and his enployees had to fight one fire on the tinber
farmwhich destroyed 1 1/2 acres of tinber before the fire was extingui shed.

As nmentioned, in 1987 and 1988, in order to establish a source for additiona
water to protect trees on the tinber farmfromfire and to provide irrigation
for hay and cattle, a water reservoir was constructed on the tinber farm by
excavation of earth abutting a creek. The water reservoir was to be no higher
than the original streamflow, 5 to 15 feet deep, and no damwas to be
constructed. In 1988, the reservoir first filled with water and becane

avail abl e as a source of water for fighting forest fires.

Due to weat her and erosion damage, in subsequent years the water reservoir
had to be regraded and refilled a nunber of tines. No permt was needed to
use the water in the reservoir to fight forest fires.

On a ridge above the reservoir, petitioner also excavated a pond and
constructed a windm |l with the intent of using electricity produced fromthe
windmll to punp water fromthe reservoir up to the pond so that a helicopter
with a dip bucket could scoop water up fromthe pond to fight fires.

The use of water reservoirs or ponds as a source of water to fight fires was
a conmon practice in this part of Oregon, and the reservoir and pond excavat -
ed on petitioners’ tinber farmwere suitable for that purpose. Wyerhaeuser
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Corp. constructed 70 or 80 ponds, and the U S. Bureau of Land Managenent
constructed over 200 ponds in western Oregon to aid in fighting forest fires.

Construction of an el evated pond and punping water up to the pond via power
generated froma windmll, however, do not constitute inprovenents typical of
Oregon tinber property. Petitioners did not submt applications to the State
of Oregon for permission to performthe |and excavation relating to
construction of the water reservoir until 1988, and perm ssi on was not
received fromthe State of Oregon until Septenber of 1990.

Furt her excavations and inprovenents to the water reservoir were the prinary
construction project on which petitioners and his enpl oyees worked in 1989.

Rat her than rent the nunerous pieces of farm equi pment and machi nery needed
for the various projects that petitioner and his enpl oyees personally

undert ook on the tinber farm during the years before us, petitioner traveled
occasional ly throughout Oregon and WAshi ngton to =auctions of used farm

equi prrent and machinery in order to acquire used equi pment for use on the
tinmber farm Oten, at the tine of purchase by petitioner, such equi prent was
not operational, and petitioner personally and with his enpl oyees woul d
rebuild and restore the equi pnent.

In 1985, petitioner purchased a used fire truck for use in protecting trees
on the tinber farmfromfire. Petitioner purchased used equi prent for
harvesting, cutting, and baling hay, and chain saws and ot her equi pnent to
cut tinber. Petitioner purchased used nachi ne shop equi pnent to maintain the
machi ne shop on the tinber farmso that petitioner and his enpl oyees could
make, on the property, essentially all repairs to the farm and ot her

equi prent wi thout hiring expensive nmachini sts and equi pnent repair nen.

Again, we note that petitioner purchased for the tinber farmold and used
farm and machi ne shop equi pnment because it was nuch cheaper than purchasing
new equi pnent, because nmuch of the equi pnrent would not be used frequently on
the property, and petitioner therefore had no need for new equi pnent, and
because of petitioner’s talent and conpetence in restoring and nai ntaining
mechani cal equi pnent.

Petitioner was able to acquire fromauctions a large variety of used farm
equi prrent, to restore the equiprment, and, as of the tinme of trial, in

the barns |ocated on the tinmber farm petitioner maintained in excellent
condition and stored for use on the tinber farm approxinately 30 pieces

of old but operational farm equiprment. The parties and their experts are in
agreenment as to the excellent restoration and high quality maintenance of the
equi prent | ocated on the tinber farm

Fromthe time petitioners purchased the tinber farmin June of 1985, unti
Sept enber 8, 1989, petitioners’ primary residence was in Orange, California.
From Sept enber 8, 1989, through the tinme of trial, petitioners primry
residence was in Park Cty, Ut ah.

Petitioners traveled to their Oregon tinber farmapproxinmately 4 or 5 tines a
year, and on each trip petitioners typically would spend a nunber of weeks on
the tinmber farm In 1987, 1988, and 1989, petitioners spent 127, 139, and 80

days, respectively, on the tinber farm
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On the days on which petitioners were at the tinber farm petitioner worked
constantly on the tinber farm-designing and planning repairs and inprove-
ments, personally operating heavy equi pnent such as graders, and working to
i mprove and mmi ntain roads and buildings, to clear brush, to build new roads
for fire protection and for use in eventual harvesting of the tinber.

When at the tinber farm Ms. Kurzet worked on the records and other chores
relating to mai ntenance of the tinber farm and petitioners generally worked
fromsunrise until sunset on various projects relating to the tinber farm

When petitioner was not working on the tinber farm petitioner would | eave
detailed witten instructions for the enployees to followin his absence,
listing priority projects on the tinber farmon which the enpl oyees shoul d
wor k.

In 1985, petitioners purchased a nodest nobile unit and placed it on the
tinmber farmfor use as an office and on-site sl eeping accommdati on for the
days they were at the tinber farm Two of the rooms in the nobile unit were
used as a conmputer roomand work roomin connection with the tinber farm One
roomwas used as a bedroom for petitioners. The kitchenette and di ning area
were used frequently for paperwork, recordkeeping, meetings, and an office
for the tinmber farm

Petitioners nade and paid for nodest inprovenents to the. nobile unit. From
1985 through 1989, petitioners’ total cost for purchase of and inprovenents
to the nobile unit was $147, 643.

Petitioners have never stayed on or used the tinber farmfor persona
purposes. Simlarly, petitioners have never stayed overnight in the nobile
unit for personal purposes. Petitioners remained in the nobile unit overnight
only when they were at the tinmber farmto work on the various repair and

i mprovenent projects.

After purchasing the tinmber farmin 1985, petitioner continued to

i nvestigate, study, and consult with experts in the tinber industry as to how
to manage the tinber farm Petitioner spoke frequently with representatives
of Georgia Pacific and observed how Georgi a Pacific managed and harvested
tinmber fromits tinber farmproperty adjacent to petitioners’ tinber farm
Petitioner often checked the market price for cut tinber and eval uated

whet her any of the tinber on the tinber farmshould be cut and sol d.

In 1985 and 1986, soon after petitioners purchased the tinber farm tinber
prices fell dramatically in the United States and, until at |east 1989,

remai ned bel ow the estinmated costs petitioner would i ncur to harvest the
timber. Accordingly, on advice of others in which he concurred, petitioner
post poned the cutting, harvesting, and sale of any of the standing tinber on
the tinmber farm

As expl ained by one of the tinber experts with whompetitioner frequently
consulted and with which explanati on we agree--

the age class of the tinmber when *** [petitioners] bought the property was
roughly 30 to 40 years old. It was just reaching its peak in growmh rate.
Quality was beconing better by natural pruning of the linbs, |og dianeters
were increasing. It was probably growing at 10 percent a year, so it had
been--the worst thing *** [petitioners] could have done woul d have been cut
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the tinber shortly after they bought the property, which the recruise shows
now that that was the smart thing to do. The vol une’s--over doubl ed.

After 1989, even though prices for cut tinber increased, petitioner has
continued to postpone the cutting and sale of tinber on the tinber farmin
part because the trees on the tinber farm were approaching 60 years of age--
at which point intinm trees nove into a separate conmercial class for trees
over 60 years of age and increase in value by approxi mately 30 percent.

Fromthe time of purchase in 1985, until the tinme of trial in 1995, the
vol urme of tinber in the trees on petitioners’ tinber farm has approxi mately
doubl ed.

As of May of 1995, the assets on petitioners’ tinber farmhave a fair market
val ue of approximately $3,524, 000, as set forth bel ow

May 1995
Ti mber Farm Assets Fair Market Val ue
T DT ., $ 2,100, 000
Buil dings and inprovenents .............. ... ... 908, 000
Equi pnent and machinery ....... ... . . . . . . ... . . mmmmm e
Tot al ... e, $ 3,524, 000

Petitioners never raised any cattle or sheep on the tinber farm and, in
approxi mately 1989, petitioners abandoned plans to raise cattle and sheep on
the tinmber farmdue to |ack of adequate sumrer rainfall to sustain a second
harvest of hay that the cattle and sheep woul d need.

There were no recreational anenities or activities of any kind on the tinber
farm-no tennis court, no putting green, no sw mr ng pool, no horses, no

| ake, no boating, no fishing, no recreational or resort facilities. The
evidence is clear that petitioners’ tinber farmwas not owned, operated, or
used by petitioners for recreation, |leisure, or other personal purpose.

Petitioner personally set up and mmintai ned conputerized accounting records
with respect to expenses relating to the tinber farm As nentioned earlier,
petitioners’ records were not totally adequate, and expenses relating to the
timber farmwere often m sl abel ed or associated with the wong activity. The
evi dence establishes, however, and respondent does not dispute, that all of
t he expenses clained on petitioners’ original Federal incone tax returns and
all of the expenses clained on petitioners’ proposed revised Federal incone
tax returns with respect to the tinber farmwere incurred and are fully
substanti ated--as to anount and paynent--by petitioners’ books and records.

Fromthe time of purchase in 1985 through May of 1995, approxinmte tota
expenditures petitioners incurred and paid in connection with the tinber
farm-as all ocated by petitioners between petitioner’s various activities and
including petitioners’ allocation for expenses of traveling to the tinber
farmin petitioner’'s Lear jet (as explained nore fully below but not

i ncluding mere book itens such as depreciation and recapture thereof--are
sunmari zed bel ow.

10
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Cat egory of Ti nber Farm Expenses Amount
Purchase Price of Tinber Farm .......... ... . @ ... $569, 000
Cost of Inprovenents to Land ............ ... ... .. .. . . . ... 400, 000
Cost of Equipnent and Vehicles ........ .. ... . . . . . . . . . i, 625, 000
Mai nt enance and Operating Expenses ............ ... . ... 1, 160, 000
Lear Jet Operating EXPenses . .......... ... 428, 000
Currul ative 1985-NMay 1995 EXPENSES ... i ittt it et $3, 182, 000

In summary, by May of 1995, the $3,524,000 total estimated fair narket val ue
of the tinber |ocated on petitioners’ tinber farm of the |and, of the
bui I di ngs, of inmprovenents to the land and buil di ngs, and of the equi pnent
and nmachi nery purchased for use on the tinber farmreflected an unrealized
profit (before taxes) of approximately $342,000 over the total $3,182, 000
that petitioner paid over the years to purchase, inprove, and naintain the
ti mber farm

Tahiti Property

In 1984, petitioners purchased 5.5 acres (consisting of three adjacent
parcels) of oceanfront property on the main island of Tahiti for $1.1 million
(Tahiti Property). On the Tahiti Property during the years in issue,
petitioners or others paid by petitioners renodel ed and renovated a house,
installed a solar water heating system a spa, a culinary water system and
underground utilities, dredged a boat channel, added a satellite TV system
converted the electrical power systemto 110 volts, installed a diesel power
generator as an alternate source of electricity, and nade nmany ot her

signi ficant inprovenents.

Petitioner personally designed and worked on nany of the projects undertaken
at the Tahiti Property. Petitioner hired an individual to provide security
for the property and to nanage and pay repairnen and worknmen hired to work on
t he property.

Cenerally, twice a year, petitioners traveled fromCalifornia or Uah to the
Tahiti Property. Typically, on each trip, petitioners would stay at the
Tahiti Property for a nunber of weeks.

To pay for costs incurred on the Tahiti Property in connection with the
various repair and inprovenent projects, petitioners frequently transferred
funds in U S currency fromtheir bank in California to a bank account they
mai ntained in Tahiti. Petitioners have docunentation of total funds
transferred to their bank account in Tahiti to pay for expenses relating to
the Tahiti Property, but the evidence does not show or substantiate the
specific use of the funds transferred to petitioners’ bank account in Tahiti.

Petitioners allege that from 1984 through 1994 their cunul ati ve cash expend-
itures relating to purchase and i nprovenents undertaken on the
Tahiti Property total ed $1, 760, 000.

Lear Jet
In 1984, because of anticipated frequent travel, petitioner purchased a Lear

jet airplane for $2 nmillion. The Lear jet was used by petitioners for person-
al travel and to travel to petitioners’ tinber farmin O egon,
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to petitioners’ Tahiti Property, to conputer synposiuns, to machinery
auctions, to pick up equipnment and parts needed in petitioners’ various
activities, and to Park City, Uah, where petitioners skied and eventually
bought two condoni niuns and two vacant |ots, on one of which petitioners
built a large personal residence.

When traveling to the tinber farmand to the Tahiti Property, petitioner
often woul d transport in the Lear jet equipnent and supplies that woul d be
used at the tinber farmand on the Tahiti Property. Cccasionally, other
fam |y menbers would travel with petitioners in the Lear jet.

During 1987 through 1989, the first-class air fare between O ange,
California, where petitioners’ primary residence was | ocated, and North Bend,
Oregon, the airport closest to petitioners' tinber farm was approximtely
$1, 600 per person. A conmercial airplane trip between these two cities wuld
t ake approxi mately 9 hours and would involve two stops and at | east one
change of pl anes.

During the years in issue, petitioner paid a full-tine pilot approxinmately
$30,000 a year to fly the Lear jet. Petitioner also was a pilot and served as
the second pilot required to fly the Lear jet.

After flying petitioners to Oregon and to the Tahiti Property, and while
waiting to fly petitioners back to California or Uah, the pilot, at
petitioner’s request, would often assist with various projects at the tinber
farmand at the Tahiti Property.

The Lear jet operating expenses for 1987, 1988, and 1989, i ncl uding
depreci ation total ed $667, 709, $728,201, and $402, 399, respectively.

Petitioner sold the Lear jet in 1994 for $2.45 mllion.

For purposes of their books and records and their incone tax return treatnent
of expenses of operating the Lear jet, petitioners each year nmade an

al | ocation of expenses of the Lear jet between what petitioners regarded as
busi ness and as personal use. For exanple, with regard to a trip from Los
Angeles to Salt Lake City on February 6, 1989, for the stated purpose “to see
condo, conferring with architect, and ski”, the total 1.4 hours each way for
the Lear jet were allocated by petitioners .7 hour for personal and .7 hour
for business, because petitioners viewed the trip as having a dual purpose
(narmely, to ski and to neet with a contractor doing work on one of
petitioners’ condom ni uns).

Per sonal Resi dence

As indicated, during 1987, 1988, and until Septenber 8, 1989, petitioners’
principal residence was |ocated at 394 South Espl anade, Orange, California.
This residence was an el egant 24-room hone on 3.5 lushly | andscaped acres. It
had a swi nming pool, garden patio, servants’ quarters, a garage workshop,
garden equi prrent bui |l di ngs, and parking for up to approximately 40 cars.

Petitioner had roonms in this residence in which petitioner performed paper-

wor k and conputer tasks associated with his various activities. In their
residence in Orange, California, petitioners also perfornmed bookkeepi ng,
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mai nt ai ned reference manual s and i ndustry publications, and paid nunerous
bills relating to their many activities.

Petitioners’ residence consisted of three levels. In the partial, wal kout
basenent were | ocated two roons in one of which conputers and a copy nachine
were placed, a bathroom a furnace room a small wine room and a fanily
room

On the main level were located a study or library in which petitioner
occasionally net with others on business nmatters, the main living room

a large entry, a dining room three bedroons, three full baths, and one-half
bat h.

On the upper |evel of the residence were 3 roons in which were |ocated nany
of petitioners’ business, financial, and personal records, additiona
computers, and a bath. In one of these roons, Ms. Kurzet reviewed, paid, and
mai ntained files relating to business and personal bills and activities. In
the other two roons, petitioner maintained an office and a lab with el ectron-
ic circuit testing equipment related to ALS and his consulting duti es.

For 7 years, from 1984 to 1991, petitioner continued to be available to act
as a consultant to ALS, and petitioner received a $10, 000 per nonth
consulting fee under the contract for the sale of ALS.

Over the course of the 3 years in dispute, petitioner actually performed for
ALS consulting services 3 or 4 tinmes a year. Petitioner had no other clients
as a consul tant.

In connection with his consulting for ALS, petitioner had access to the
of fices of ALS.

The primary real estate that petitioners owned and rented to tenants

consi sted of a large industrial warehouse in southern California. Petitioners
al so owned and rented to tenants two condomniuns in Park City, Uah. The
evidence is not clear to what extent petitioners used a real estate firmin
Park City, Utah, to manage the condomi ni uns.

Petitioners’ Books and Records

In 1984 and 1985, petitioner personally devel oped a conputerized bookkeepi ng
system or software program for keeping track of expenses relating to
petitioners’ various personal, business, and investnment activities.
Petitioners’ bookkeeping systemrepresents a single entry system enconpassi ng
the debit side of what is normally enconpassed in a doubl e-entry bookkeepi ng
| edger. Petitioners’ conputerized systemis honenade, but it does allow
petitioners to track their expenses and to sort and anal yze expenses by
activity to which the expenses are charged, by job, by payee, and by a nunber
of other criteria.

Petitioners generally retained receipts relating to the najority of their
busi ness and personal expenses, and such receipts generally are stil
avai |l abl e.

As indicated, petitioners’ conputerized bookkeepi ng systemdid not keep track
of income. Relatively few transactions produced | arge anmounts of income for
petitioners. Ms. Kurzet kept track of inconme received by way of separate
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records and files. Generally, other than income on bank accounts and security
transactions, inconme petitioners received was deposited into petitioners’
bank accounts. Copies of the deposit receipts were retained in a file, and at
the end of each year all incone was entered onto spreadsheets that were given
to the accountants who prepared petitioners’ incone tax returns.

Petitioners’ computerized bookkeepi ng system for their expenses has 153

di fferent account nunbers for each of nine different classes of activity. If
an expense was regarded by petitioners as a personal expense, it would be so
identified.

Many of petitioners’ business and personal expenses were paid for by credit
card. Upon receipt of each nonthly credit card bill, petitioners would

al | ocate each charge on the bill between what they regarded as business and
personal expenses. |If an expense was to be treated as a busi ness expense,
petitioners would identify the particul ar business activity to which the
expense woul d be all ocat ed.

On their three checking accounts--one located at a bank in California, one

| ocated at a bank in Oregon, and one located at a bank in Tahiti--petitioners
wrote checks to pay bills relating to their business and personal activities.
Ms. Kurzet would prepare nost of the checks to pay both business and
personal bills on a conputer located in their residence in Oange,

California.

Petitioners’ Federal I|ncome Tax Returns

Petitioners acknow edge that many errors were nmade both on their 1987, 1988,
and 1989 Federal inconme tax returns as originally filed and as subnitted to
respondent as proposed revised returns. Petitioners attribute many of the
errors to the fact that petitioners were not trained accountants, that
petitioners personally devel oped the bookkeepi ng system and nai ntai ned the
books and records relating to their various activities, and they claimthat
only inadvertently were expenses not properly allocated by petitioners to the
proper activity.

For exanple, on petitioners’ original returns for the years in issue,
petitioner’s Roll Royce and a condomniumin Park Cty, Uah, both of

whi ch were personal assets not used in any of petitioners’ businesses, were
incorrectly allocated to a business activity and depreciation was cl ai ned

t her eon.

Petitioners’ and their accountants’ casual ness--in nmaking allocations on both
their original and their proposed revised tax returns between petitioners’

al | eged busi ness, investnment, and personal activities--is illustrated by the
al |l ocation of costs associated with an unbrella liability insurance policy
relating to petitioners’ Orange, California, residence.

Q [by petitioners’ lawer] | just handed you another docunment entitled
“Allocation of Unrbrella Liability Insurance,” which has been entered into
evi dence as Joint Exhibit 103-CY. Are you also famliar with this docunent?

A. [by petitioners’ accountant] Yes, | am

Q And did you prepare it?
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A. Yes, | did.

Q Wuuld you please describe it to the Court?

A. This is a docunent that | prepared entitled “Allocation of Unbrella
Liability Deductions O ainmed on Revised Returns.” It sinply allocates the
unmbrella liability portion of their insurance which is a conponent of other

i nsurance on the honme, which is contained in Exhibit 5 --or account 524 and
Exhi bit 116 again, and |I’'ve allocated it equally to each one of these

busi ness activities based on conversations with M. Kurzet on--on his purpose
for purchasing that additional insurance.

THE COURT: This is unbrella liability on--on their activities or on the honeg,
the Orange County--

THE WTNESS: It’s on--ny understanding, Your Honor, is it’s activities that
happen at four--essentially four |ocations: the hone in Orange County, the
tinmber farm the investrment property in Tahiti, and the industrial building
in Oange County, and | sinply allocated it

equally to each of those.

THE COURT: Not the hone, not the Orange County hone?

THE WTNESS: It does include the Orange County hone.

THE COURT: Wiere is that on your schedul e?

THE WTNESS: It would be the consulting.

THE COURT: Consulting you | abeled as “hone”? It’s in fact the honme, and you
| abel ed it consulting? How do you get the “consulting” |label for the hone in
Orange County?

THE W TNESS:. Because that’'s where the activity was carried out.

THE COURT: |’ m m ssing sonmething here. There were many activities carried on
at the hone--

THE W TNESS: Ri ght.

THE COURT: --20 percent of which allegedly is consulting and busi ness rel at ed,
and 80 percent of which is personal ?

THE W TNESS: Ri ght.

THE COURT: So where--where is the personal aspect of the allocation? Were is
the all ocation--

THE W TNESS: W have not - -
THE COURT: --of the unbrella liability to the personal activities?
THE WTNESS: W have not allocated any to personal here.

THE COURT: Wy not ?
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THE WTNESS: M.--that was based on conversations with M. Kurzet that--that
his sol e purpose for the additional insurance--this is liability over and
above the hormeowners whi ch we have taken personal portion, but for this--
THE COURT: Well, they have three and a half acres of--

THE W TNESS: Ri ght.

THE COURT: --of country estate. They have a little swinmm ng pool in the back
yard, and you don’'t allocate anything to personal ?

THE WTNESS: W didn't.

THE COURT: Wiy not? Did they use the swi mring pool for consulting?
THE W TNESS: No.

THE COURT: Wat do you think they used the sw mmng pool for?

THE WTNESS: It’s personal

THE COURT: Did you know there was a swi mii ng pool there?

THE W TNESS: Yes.

THE COURT: And you did not allocate any of the unbrella liability policy to
per sonal ?

THE W TNESS: Not on this policy.

Petitioners’ original Federal income tax returns for 1985 through 1989,
refl ect, anong other incone, the follow ng annual inconme, before
expenses, fromconsulting, interest on bank and security investnents, and
rent:

Year Consul ting Interest Rent Tot al

1985 ... $120, 000 $933, 054 $304, 845 $1, 357, 899
1986 ... 120,000 599,692 242,500 962, 192
1987 .. 120,000 681,950 312,154 1,114,104
1988 ... 120,000 694, 879 8,817 1,073, 696
1989 ... 120,000 652,926 295,411 1,068, 337

On their books and records and tax returns, petitioners regarded the tinber
farmas qualifying as a trade or business, and petitioners generally treated
current expenses incurred on the tinber farmas ordinary and necessary
expenses of a trade or business.

The enpl oyees on the tinber farmmaintained a | og of expenses they incurred,
and receipts were nmaintained with an indication of the equi pnrent and activity
to which the expenses rel ated.

Petitioners capitalized many of the costs relating to capital assets |ocated
on or constructed on the tinber farm For exanple, the water reservoir was
treated as a self-constructed capital asset, and costs that petitioners
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al l ocated thereto were not expensed but were charged to a capital construct-
ion account for the reservoir. On petitioners’ original Federal inconme tax
returns for 1987, 1988, and 1989, a total of approximately $70, 000 was
capitalized as part of the capitalized costs of the reservoir and pond.

On petitioners’ proposed revised Federal incone tax returns for 1987, 1988,
and 1989, a total of $174,000 in costs is capitalized as reservoir and pond
rel ated costs. Petitioners’ revised capital costs of the reservoir and pond
are based, in part, on the allocation to the capital costs of the reservoir
of a portion of the direct |abor costs and of the indirect or genera
expenses incurred each year on the tinber farmand on petitioners’ estinmate
that 40 percent of total direct |abor costs incurred on the tinber farm
related to the reservoir and should therefore be capitalized as part of the
costs thereof. Also, in allocating general overhead costs of the tinber farm
to the capital costs of the water reservoir and pond, petitioners applied the
above 40-percent direct-labor ratio. Further, on the proposed revised
returns, petitioners allocated to the

capital costs of the reservoir 100 percent of the depreciation on the
reservoir-uni que equi prent but no portion of the depreciation on the

nonr eservoi r-uni que equi pnent.

In allocating general overhead costs of the tinber farmto the capital costs
of the water reservoir and pond and in applying the above 40-percent ratio
(based on petitioners’ conputation of the ratio of direct |abor costs of the
reservoir to total direct |abor costs incurred on the tinber farm, neither
petitioner’s time and | abor nor two other individuals’ time or |abor, while
wor king on the reservoir and pond were factored into the direct-1abor
percentage. Petitioners did not factor into the direct-|abor percentage
petitioner’s personal |abor on the reservoir because no hard dollar cost was
incurred therefor (i.e., petitioner’s |labor was contributed, and no wage or
fee was paid to petitioner for his labor on the tinber farm.

Petitioners’ total $147,643 cost for purchase and i nprovenent of the nobile
unit was capitalized, and depreciation thereon was clained by petitioners as
an expense of the tinber farm

The primary difference between petitioners’ original Federal incone tax
returns and petitioners’ proposed revised Federal inconme tax returns, all of
whi ch were prepared by accountants and experienced tax return preparers,
relates to the Lear jet. On petitioners’ original Federal incone tax returns,
the Lear jet was treated as a separate trade or business activity, and al
noncapital costs thereof were treated as current busi ness expenses, including
depreciation. On the proposed revised returns, the Lear jet is not treated as
a separate business activity. Rather, based on the Lear jet’s flight |ogs,
the noncapital costs of the Lear jet (including depreciation) are allocated
to the various separate other activities of petitioners and treated as
deducti bl e section 162 business expenses, deductible section 212 expenses,
or as nondeducti bl e personal expenses dependi ng on the business, investnent,
or personal nature of the underlying activity to which the expenses are

al | ocat ed.

On petitioners’ proposed revised Federal incone tax returns, petitioners
treat their Tahiti Property as a for-profit investnent activity and the
expenses thereof as deductible under section 212 only from adjusted gross
i ncone and subject to the 2-percent floor on miscellaneous item zed
deductions under section 67.
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Petitioners’ proposed revised Federal incone tax returns continue to treat
petitioners as engaged in a nunber of separate trades or businesses,
specifically a tinber farm business, a consulting business, and conputer and
real estate rental businesses.

On petitioners’ original Federal income tax returns for the years in issue,
petitioners clained $897,685 in total net losses relating to the tinber
farm On petitioners’ Federal income tax returns for the years 1985 through
1992, petitioners clained $2,114,325 in total net losses relating to the
timber farm

By the end of 1993, on petitioners’ proposed revised Federal incone tax
returns for 1985 through 1993, petitioners clained $3,051,225 in total net
| osses relating to the tinber farm

On the Iine on each of their original Federal income tax returns for each
year in issue, to indicate whether they naintained a honme office, petitioners
i ndi cated “No”. However, on the Schedules C of their original Federal incone
tax returns for 1987, 1988, and 1989, relating to their various all eged

busi ness activities (nanely, the tinber farm the Tahiti Property, the
consul ti ng busi ness, and the conputer and real estate rental businesses),
petitioners clained expenses relating to five roons or one-fifth of al
expenses of the Orange County residence as deductible honme office business
expenses.

Respondent’s Audit

On audit, respondent did not dispute that petitioner’s consulting and his
computer and real estate rental activities constituted trade or business
activities. Respondent, however, disallowed nunerous expenses cl ai med on
petitioners’ original Federal incone tax returns on the grounds, anong
others, that petitioners had not substantiated many of the clai ned expenses
and that the tinber farm Tahiti Property, and Lear jet activities in which
petitioners were engaged did not constitute trade or business activities
under section 162 , nor for-profit investrment activities under section 212 .

Wth exception of expenses clainmed relating to the Tahiti Property,
respondent now stipulates that essentially all of petitioners’ clained
expenses have been substantiated as to anount and paynent, but not
necessarily as to character

The primary remaining adjustments will be addressed in the follow ng
sequence: (1) Wiether petitioners’ tinber farmconstituted a for-profit trade
or business activity under section 162 and whether petitioners’ Tahiti
Property constituted a for-profit investnent activity under section 212 ; (2)
whet her the percentage of tinber farm general expenses that shoul d be
capitalized as part of the capital costs of the water reservoir and pond
shoul d take into account the hours that petitioner and other individuals

wor ked on the reservoir and pond and whet her some portion of costs relating
to the nonreservoir-uni que equi pnent should be allocated to the reservoir and
pond and therefore capitalized; (3) whether petitioner’s use of the Lear jet
for petitioner’s business--and investnment-related travel was excessive and
unr easonabl e and t herefore whet her

t he expenses of the Lear jet are deductible under sections 162 or 212 ; and
(4) whether any portion of petitioners’ residence in Orange, California,
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gualifies as a hone office under section 280A and whet her expenses relating
thereto are deducti bl e.

A nunber of other issues are al so addressed, but various adjustnents that are
still in dispute we do not address at this tinme. W believe that the parties
shoul d be able to settle the renaining issues.

OPl NI ON
Ti rber Farm and Tahiti Property

To be treated as a trade or business under section 162 or as a for-profit
activity under section 212 , taxpayers nust be engaged in the activity in
guestion with the good faith objective and actual purpose of making a profit.
Jackson v. Conmi ssioner [89-1 USTC 19123 ], 864 F.2d 1521, 1525 (10th Gr.
1989), affg. [Dec. 42,958 1] 86 T.C. 492 (1986); Dreicer v. Comm ssioner [Dec.
38,948 ], 78 T.C. 642, 643-644 (1982), affd. wi thout opinion 702 F.2d 1205
(D.C. Gr. 1983).

The issue is one of fact and is to be resolved not on the basis of any one
factor, but on the basis of all of the facts and surroundi ng circunstances.
Allen v. Commissioner [Dec. 35,977 ], 72 T.C. 28, 34 (1979); sec. 1.183-2(b)
, Income Tax Regs. Petitioners bear the burden of proving that their tinmber
farmand their Tahiti Property, during the years in issue, constituted the
actual, good faith conduct of a trade or business or of an activity entered
into for profit. Rule 142(a).

Section 1.183-2(b) , Incone Tax Regs., provides a |ist of nine nonexclusive
factors that are to be anal yzed in determ ning whether an activity was
conducted with an actual and honest objective of making a profit, as follows:
(1) The manner in which the taxpayer carried on the activity; (2) the

t axpayer’'s expertise; (3) the time and effort expended by the taxpayer in
carrying on the activity; (4) the expectation that the assets used in the
activity would appreciate in value; (5) the success of the taxpayer in
carrying on the activity; (6) the taxpayer’'s history of inconme or |losses with
respect to the activity; (7) the amount of profits, if any, which are
realized in the activity; (8) the financial status of the taxpayer; and (9)
whet her el ements of personal pleasure or recreation are involved. Mre weight
is to be given to objective factors than to a taxpayer’s nere statenent of
intent. Beck v. Conmi ssioner [Dec. 42,436 ], 85 T.C. 557, 570 (1985).

Furt her, the absence of one particular factor may be nore significant than

t he superficial presence of other factors. Id.

Citing Richnond Television Corp. v. United States [65-1 USTC 19395 ], 345
F.2d 901, 907 (4th Cr. 1965), vacated on other grounds [65-2 USTC 19724 ]
382 U. S. 68 (1965), respondent argues that even if, in later years, the
timber farmconstituted a trade or business or for-profit activity, because
of petitioners’ failure to cut and sell any of the tinber during the years in
i ssue, petitioners’ activity with regard to the tinber farm shoul d be
regarded only as startup activity, not activity of an existing trade or

busi ness or for-profit activity. Respondent’s argunment seens to be based on
the assertion that to be treated as a current for-profit activity, the tinber
farm nust have generated current income during the years before us.
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We disagree with respondent’s argunments as to the tinber farm In each year
the trees on petitioners’ tinber farmwere increasing in size, width, voluneg,
and, generally, in value depending on market prices for cut tinber.

As the U S. Dept. of Agriculture’ s Forest Omers’ Guide To Ti nmber

I nvest ments, The Federal |ncone Tax, and Tax Recordkeeping, No. 681 (1989),
explains with regard to tinmber growing activity, a tinber farmactivity may
be regarded as a current for-profit activity--

even if the property is currently producing no incone--provided that the
timber growing activity is being engaged in for profit and the expenditures
are directly related to the incone potential of the property. [Id. at 19-20.]

Respondent’s argunment fails to appreciate that in a very real sense
petitioners’ tinmber farm in every year, was mnaintained for the purpose of
generating income through the growmh and increase in value of the trees.
Respondent’s argunent also fails to appreciate that in the tinber business,

i ndi vidual trees typically are harvested only once every 50 to 60 years.
Respondent’s argunent, carried to the extrenme, would treat taxpayers in the
ti mber business as engaged in that business, for Federal incone tax purposes,
only in the particular year they actually harvest trees.

The evidence in this case indicates and supports our concl usion that
petitioners invested in their tinber farmwith an actual and good faith
profit objective and that petitioners’ operation and nanagenment of the tinmber
farmconstituted a |l egitimte business activity.

This case is not dissimlar fromAllen v. Comm ssioner, supra, and Hoyl e v.
Conmi ssi oner [Dec. 50,269(M ], T.C Meno. 1994-592, in which the taxpayers’
financial resources, anong other things, explained the taxpayers’ ability,
over a nunber of years, to absorb | arge expenses and | osses unti
appreciation in the value of the property is realized. The expl anation
provided in Allen v. Conm ssioner, supra at 36, is particularly apropos:

Al t hough the petitioners have sustained substantial current |osses, they
still hope, in the long run, to realize a profit because the fair market

val ue of the | odge has appreciated ***., The appreciation in value may, or nmay
not in fact, offset the aggregate operating | osses, but the prospect of
realizing a profit on the sale of the | odge was bona fide when *** [the

t axpayers] decided to invest in the lodge and is sufficient to explain ***
[their] willingness to continue to sustain operating | osses. Sec. 1.183-
2(b)(4) , Income Tax Regs. Moreover, the out-of-pocket expenses graphically
denmonstrate that part of the |losses were econonic |osses and not nerely tax

| osses.

Most inportantly, the *** [taxpayers] have established that they never used
the |1 odge for their own personal enjoynent. Only in connection with the
managenent of the |odge did the *** [taxpayers] stay in it overnight. At al
times, the | odge was either rented, available for rent, or being prepared to
be rented. Thus, it offered them no recreational benefits.

See also St. Germmin v. Commissioner [Dec. 23,547(M ], T.C. Menp. 1959-73,
involving the for-profit operation of a tinber farm

On brief, respondent appears to concede that upon purchase of the tinber farm
in the spring of 1985, petitioners had the objective of owning and operating
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the tinber farmfor profit and as a busi ness. Respondent, however, goes on to
argue that petitioners “abandoned these plans” during 1985 because of falling
timber prices. W disagree. Nothing suggests that petitioners ever abandoned
their profit objective with regard to the tinber farm In 1986, 1987, and
1988, because of an unexpected decline in tinber prices, petitioners sinply
deferred cutting and selling the tinber.

Respondent al so argues that the startup nature of petitioners’ tinber farm
during the years before us, is established by petitioners’ construction of a
wat er reservoir on the property in preparation to enter into the livestock
busi ness. W disagree. The water reservoir related at |east equally to the
fire risk to which existing trees on the tinber farm were exposed.

Not a single recreational or personal objective for petitioners’ |arge cash

i nvestnent in and extensive work and activity on the tinber farm has been
suggested, and on brief respondent concedes “there appear to be no el enents
of recreation, in the traditional sense,” involved in petitioners’ tinber
farm Not one of the factual wi tnesses respondent called supported
respondent’s position that petitioners carried on the tinber farmas anything
other than a good faith for-profit business activity.

Wth regard further to specific factors typically anal yzed under section 183
, Wwe conclude as foll ows.

(1) Manner of conducting activity: Petitioners carried on the tinber farm
activity in a businesslike manner. They worked hard and | ong hours on the
timber farm They hired conpetent people to manage and secure the property on
a day-to-day basis. They nmade necessary and significant inprovenents to the
timber farm They did not use the tinber farmfor personal entertainnent,
recreation, or retirenent. They were creative and innovative in attenpting to
i mprove the tinber farmand eventually to realize substantial overall net
profits therefromat the tine the trees are cut and sold. Petitioners
bookkeepi ng was amat euri sh but extensive.

(2) Expertise: Petitioners were innovative, attentive, inforned, hardworking,
capabl e, and no-nonsense owners and managers of the tinmber farm They hired
experienced enpl oyees, and, where necessary, they hired experts to advise
them on aspects of the tinber farm

(3) Time and effort: Petitioner worked extrenely | ong hours and put a great
deal of effort in maintaining and inproving the tinber farm and he expected
t he same of his enpl oyees.

(4) Appreciation in value of assets: Petitioners’ good-faith intent and
expectation that the tinber on the tinber farmwould appreciate in value are
cl ear and have been proven accurate.

(5) Success in other activities: Petitioner’s success as a businessnman in a
nunber of activities is unquestioned.

(6) and (7) Incone or |osses realized: Profits and appreciation that appear
to be available frompetitioners' tinber farm have not yet been realized or
cashed in. But they are there, ready to “harvest”, in anpbunts significantly
in excess of petitioners’ costs.

21



ATIS Group LLC Victor Charles Anvick Mm.S.TaxE.A. Aviation Tax Specialist Continued

Respondent argues that under a proper cal culation of the costs that
petitioners incurred on their tinber farm petitioners’ actually incurred

| osses fromtheir tinber farmfar in excess of appreciation that occurred in
the value of the tinber. W disagree. Respondent’s cal cul ations are flawed
and ignore the credible evidence as to the value of the tinber and other

i mprovenents to and assets located on the tinber farm

(8) Financial status of taxpayers: Petitioners are wealthy and, during the
years in issue, could well afford to wait to realize expected profits from
their tinber farmuntil the prices for cut tinber and the market make it
appropriate to nmaxim ze those profits.

(9) Personal pleasure or recreation: None.

In sunmary, the evidence indicates that petitioners in 1985 purchased an
existing, mature tinber farm that petitioners inmediately and in each year
undert ook substantial activity, and incurred substantial expenses, to protect
and enhance their tinber farm business, that petitioners’ activity in
connection with the tinber farmconstituted an existing for-profit trade or
busi ness, and that petitioners’ use of the tinmber farmdid not constitute a
hobby, personal recreation, nor a personal, nonbusiness activity.

At the tinme of purchase in 1985 and during each of the years in issue
(narmely, 1987 through 1989), petitioners intended to, and did, hold and nan-
age the tinber farmas a for-profit business activity. Petitioners’ owner-
ship and operation of the tinber farmconstituted a for-profit, business
activity with respect to which the ordinary and necessary expenses are
deducti bl e under section 162 .

Capital Costs of Water Reservoir and Pond

Respondent argues that, using a direct-|abor percentage, the percentage of

ti mber farm general expenses that should be capitalized as part of the
capital costs of the water reservoir and pond on the tinber farm should take
into account the hours that petitioner and his two enpl oyees worked on the
reservoir and pond and that sone portion of the costs relating to the

nonr eservoi r-uni que equi pnent should be allocated to the reservoir and pond
and therefore capitalized.

W agree with respondent as to the need to include in the direct-|abor
percentage (used to allocate general expenses of the tinber farmto

the capital costs of the water reservoir and pond) a factor for petitioner’s
and his two enpl oyees’ |abor on the reservoir.

Wth regard to the direct costs of the nonreservoir-unique equi prent, we do
not believe an allocation to the capital costs of the water reservoir and
pond is appropriate. The evidence is not conpelling that any nonreservoir-
uni que equi prent was used extensively on the water reservoir or pond. W do
not sustain this adjustnent.

Tahiti Property
Wth regard to petitioners’ Tahiti Property, our conclusions are just the

opposite. Petitioners’ Tahiti Property has inherently associated with it
ext ensive recreational and personal aspects. Petitioners have not satisfied
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their burden of proof that the Tahiti Property was held and managed by them
for anything other than personal reasons. Rule 142(a).

Petitioners did not maintain conplete and adequate records with regard to
expendi tures nade on the Tahiti Property. Petitioners’ assertion as to
significant appreciation in the value of the Tahiti Property is neither
credi bl e nor persuasive. Petitioners claimthat, as a result of their efforts
and i nprovenents, by 1994, the fair nmarket value of the Tahiti Property
increased to $3.7 mllion and that, after their purchase costs of $989, 000
and additional costs of $597,000, for total alleged cash expenditures of

$1, 760, 000, petitioners have realized on paper an econonic gain of $1,940, 000
in connection with the Tahiti Property.

No credi bl e evidence supports either the anpbunt or nature of the clained
total expenses petitioners incurred on the Tahiti Property, nor the fair
mar ket val ue of the Tahiti Property.

We conclude that, during the years in issue, petitioners’ ownership and
managenent of the Tahiti Property constituted a personal activity with
respect to which petitioners’ expenses are not deductible under either
section 162 or 212 . See sec. 262

Lear Jet

Petitioners have not satisfied their burden of proving that the |arge
expenses of operating the Lear jet qualify as ordinary and necessary business
expenses of petitioners’ tinber farm of petitioner’s consulting business, or
of petitioner’s conputer and real estate rental businesses. The expenses of
pur chasi ng, maintaining, and operating a personal Lear jet to make a few
trips each year to Oregon and to Utah appear extraordinary. On the facts of
this case, such expenses do not constitute ordinary and necessary expenses of
any of petitioners’ business activities.

Furt her, because the Tahiti Property does not qualify as a business or for-
profit activity, petitioners’ transportation to Tahiti in the Lear jet

does not qualify as anything other than personal travel. The |l arge
transportati on expenses (including significant noncash expenses such as
depreci ation) associated with the Lear jet appear to be out of the ordinary
and to be unnecessary particularly in light of the fact that petitioners’

ti mber farmwas not producing any current inconme (due to petitioner’s
decision to defer cutting any of the tinber) and to the fact that the Tahiti
Property, as we have held, did not constitute a for-profit activity. See
Commi ssi oner v. Heininger [44-1 USTC 19109 ], 320 U S. 467, 469 (1943), as to
the factual nature of this issue.

The i nconveni ence that petitioners would have experienced a few tinmes a year
in flying to the Oregon tinber farmvia commercial air carrier we regard as
m nimal, as ordinary, and as common, both for individuals and for

busi nessnmen. That petitioners--as an ordinary and necessary busi ness expense
under the facts of this case--would incur the extravagant costs of purchasing
and nmaintaining a Lear jet to avoid such infrequent and slight inconveni ence
has not been established. See Harbor Med. Corp. v. Conm ssioner [Dec.
36,209(M ], T.C. Meno.

1979- 291, affd. without published opinion 676 F.2d 710 (9th Cr. 1982);
Bul | ock’s Dept. Store, Inc. v. Conm ssioner [Dec. 32,217(M ], T.C Meno.
1973-249; Hatt v. Commi ssioner [Dec. 29,806(M ], T.C. Meno. 1969-229, affd.
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[72-1 USTC 19258 | 457 F.2d 499 (7th Cr. 1972); cf. Palo Alto Town & Country
Village, Inc. v. Conm ssioner [78-1 USTC 19200 ], 565 F.2d 1388 (9th Cr.
1977), revg. in part and renmanding [Dec. 32,171(M ] T.C Meno. 1973-223;
Noyce v. Commissioner [Dec. 47,809 ], 97 T.C. 670, 688 (1991).

We concl ude that petitioners, for the years before us, should be allowed
(with respect to each of the trips from Oange, California, at which was

| ocated petitioner’s consulting and conputer and real estate renta

busi nesses, to their Oregon tinber farm a business travel expense deduction
under section 162 for the estimated or constructive travel expenses that
petitioners would have incurred based on first class air fare.

Wth regard to the constructive expenses of transporting equi pnmrent and

machi nery that petitioners apparently transported with themto Oregon in
their Lear jet, petitioners have provided no basis on which we can estinmate
what such transportati on expenses woul d have been. The evi dence does not
specifically item ze or adequately describe any of the equi pnment or nachinery
so transported, its weight, or size. On the evidence before us, we are unable
to estimte constructive transportati on expenses of equi pmrent and nachi nery
to petitioners’ Oregon tinber farm

In sunmary, the use of a private Lear jet by petitioners in connection with
their Tahiti Property we regard as personal. Even for a businessman as
successful, busy, and wealthy as petitioner, on the facts of this case, we
regard petitioners’ use of a Lear jet in connection with travel to their
tinmber farmin Oregon as extravagant and not ordi nary and necessary.

Because of the substantial personal aspect of petitioners’ travel to Uah
(narely, to ski and to purchase and build a personal residence), we decline
to nake any attenpt to estinmate what portion of petitioners’ clainmed travel
expenses to Utah might arguably be deductible as relating to the two renta
condom niuns that petitioners owned in Park City, Uah. The use of the Lear
jet in connection with petitioners’ travel to Utah we regard either as
personal (and relating to petitioners’ skiing and personal residence that was
bei ng constructed in Park Cty, Utah), or as extravagant and as not
qgual i fying as ordinary and necessary expenses of the two condom niumrenta
units that petitioners owned in U ah.

Per sonal Resi dence

Petitioners claimthat one-fifth of all expenses of their residence in
Orange, California, qualify under section 280A as deductible hone office
expenses relating to petitioner’s various business and investnent activities.
Petitioners claimthat five roons or one-fifth of the residence was used

excl usively for business. Respondent clains that none of the residence
gualifies as a hone office and that none of the expenses of the residence
gual i fy as deductible honme office expenses. W agree with respondent.

The evi dence does not establish that any portion of petitioners’ residence
satisfies the threshold requirenents of section 280A(c)(1) ; nanely, that the
al | eged hone office qualifies either as “the principal place of business” for
at | east one business of the taxpayer, as a place in which the taxpayer neets
with clients in the normal course of at | east one of his business activities,
or as a structure separate fromthe residence.
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The evidence is clear that petitioners’ alleged honme office does not qualify
as a place in which petitioners regularly met with clients, nor as a
structure separate fromtheir residence. Wth regard to whether petitioners’
al l eged honre office qualifies as “the principal place of business” for any of
petitioner’s businesses, the evidence is conspicuously thin.

The principal place of petitioner’s tinber farm which we have found
constituted a trade or business, obviously was located in Oegon. The
principal place of petitioners’ consulting business would appear to be at the
nearby southern California offices of ALS, petitioner’s former corporation
and his only client in his consulting business.

The evidence in the record does not enable us to find that the principa
pl ace of petitioner’s conputer and real estate rental businesses was | ocated
in a portion of petitioners’ residence.

We acknow edge petitioners’ extensive business and investnment activities. The
evidence in this case, however, on this issue on which petitioners have the
burden of proof does not provide us with adequate information to nake an
affirmative finding that petitioners’ residence constituted the primary place
of petitioner’s consulting or conputer and real estate rental businesses.
Commi ssi oner v. Soliman [93-1 USTC 50,014 ], 506 U. S. 168, 176-179 (1993).

W enphasi ze that, under section 280A , the absence outside the taxpayer’s
resi dence of any suitable office or place in which the taxpayer may nmanage

i nvestnments is not adequate. Managing investnents in one’'s personal residence
does not qualify the residence, or any portion thereof, as a hone office. An
exi sting trade or business nust be domiciled in the residence.

For the reasons stated, we conclude that no portion of the expenses of
petitioners’ residence in Oange, California, qualifies as deductible
expenses of a honme office.

Respondent also clains that the nobile unit installed on the tinber farm
constituted a personal residence of petitioners and that for any of the
expense of the nobile unit to qualify for business expense deductions, the
nobil e unit or sonme portion thereof nust satisfy the requirenents of section
280A . W disagree.

During the years in issue, the nobile unit was not used as a persona

resi dence of petitioners. Petitioners’ time on the tinber farmrepresented
all work. No portion thereof is to be regarded as personal, and the nobile
unit is not to be regarded as a personal residence. See Allen v. Conm ssioner
[Dec. 35,977 ], 72 T.C. 28, 32 (1979).

Each of petitioners’ trips to and all of petitioners’ tine spent on the
tinmber farmrelated to the work and business of the tinmber farm Unti

Sept enber of 1989, petitioners lived in their |arge personal residence in
Orange, California, and thereafter in their |arge personal residence in Park
City, Uah. The nobile unit | ocated on the tinber farmis not properly
regarded as a personal residence. Petitioners’ use of the nobile unit was
work related and is not to be regarded as personal .

Al of the expenses of the nobile unit are to be treated either as ordinary
or as capital expenses of petitioners’ tinber farm
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Addi ti ons To Tax

For 1987 and 1988, respondent asserts against petitioners the negligence and
substantial understatenent additions to tax under sections 6653(a) and 6661

respectively. For 1989, respondent asserts against petitioners the accuracy-
rel ated penalty under section 6662(a)

Respondent enphasi zes petitioners’ burden of proof as to the above additions
to tax and penalty, and as evidence of petitioners’ negligence, respondent
points to many errors on petitioners’ Federal inconme tax returns.

We do not believe, however, that the additions to tax and penalty asserted by
respondent against petitioners in this case are appropriate. Many of the
errors on petitioners’ tax returns are attributable to the amateuri sh books
and records that petitioners unfortunately established to keep track of their
many busi ness, investnent, and personal activities. |In our opinion, the
origin and nmai ntenance of these books and records are traced to petitioner’s
overconfidence that he is a man of many tal ents--even bookkeepi ng and
accounti ng.

Despite his zeal to do everything hinself, petitioner hired an accounting
firmto prepare petitioners’ incone tax returns. Having been hired, however,
petitioners’ accounting firmand tax return preparers surely bear sone
significant portion of the fault for the fact that many of petitioners’
bookkeepi ng errors were perpetuated on petitioners’ tax returns. Many
guestions that should have been asked by the accountants before preparing and
signing petitioners’ tax returns apparently were not asked. A taxpayer’s
strong personality is no excuse for the failure of independent tax return
preparers to exercise diligence and to ask questions of their clients that
are necessary and that should be obvious to qualified tax professionals in
the preparation of tax returns.

Petitioner’s reliance on professional tax return preparers in the preparation
and filing of their Federal incone tax returns for the years in issue
constitutes a significant basis for our conclusion that the additions to tax
and penalty should not be sustained in this case. United States v. Boyle [85-
1 USTC 113,602 ], 469 U. S. 241, 251 (1989); Chanberlain v. Conmi ssioner [95-2
USTC 150,533 ], 66 F.3d 729, 732-733 (5th Cr. 1995), affg. in part and revg.
in part [Dec. 49,859(M ] T.C. Menp. 1994-228; Freytag v. Conmi ssioner [ Dec.
44,287 1, 89 T.C. 849, 888-889 (1987), affd. [90-2 USTC 150,381 ] 904 F.2d
1011, 1017 (5th Cr. 1990), affd. on another issue [91-2 USTC {50,321 ] 501
U S. 868 (1991); Guenther v. Commissioner [Dec. 50,713(M ], T.C. Meno. 1995-
280; dark v. Conmissioner [Dec. 49,913(M ], T.C Meno. 1994-278; Beshear v.
Commi ssi oner [Dec. 46,934(M ], T.C Meno. 1990-544.

W believe that the many errors that occurred on petitioners’ original and
proposed revi sed Federal inconme tax returns are reasonably explained by the
factually oriented nature of each of the issues in this case, by the
factually conplicated nature of the many busi ness, investnent, and persona
activities in which petitioners were involved, by the consum ng manner in
whi ch petitioners undertook each of the activities in which they becane

i nvol ved, by the nature and vol une of the nmany categories of expenses
incurred by petitioners each year, by the nature of the books and records
whi ch petitioners innocently but amateurishly devel oped and used, by the
failure of petitioners’ accountants and tax return preparers to prepare
diligently the returns in question, and by the unfortunate rel ati onship that
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devel oped between petitioners’ and respondent’s representatives throughout
the course of this dispute.

No one of the above factors is determ native. But we believe that, on the
uni que facts and circunstances of this case, inposition of any of the
asserted additions to tax would be inappropriate. W so hol d.

Decision will be entered under Rule 155.

File: Kurzet TC Annot at ed. doc
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