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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: Respondent determ ned the foll ow ng
deficiencies, additions to tax, and penalties with respect to

petitioner’s Federal incone taxes:!?

Al section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure. Monetary anmounts are
rounded to the nearest dollar.
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Additions to tax and penalties

Sec. Sec. Sec.
Year Defi ci ency 6651(a) (1) 6654 6662(a)
1991 $146, 062 $15, 132 $10, 810 $29, 212
1992 100, 517 8, 041 4,384 20, 103
1993 405, 936 38, 703 4,837 81, 187
1994 134, 217 15, 582 10, 107 26, 843

Fol | owi ng concessions,? the issues for decision are:?

(1) \Wether petitioner’s mning activity for 1991, 1992,
1993, and 1994 constituted an activity engaged in for profit
wi thin the neaning of section 183; and

(2) whether petitioner is |liable for the accuracy-rel ated
penalty due to negligence under section 6662(a) for each year in

i ssue.

2ln a Stipulation of Settled Issues filed with the Court,
the parties agreed: (1) Petitioner’s clainms of alinmony paid in
1991 and 1992 were overstated by $57,595 and $600, respectively;
(2) petitioner understated capital gain in 1992 by $23, 380; (3)
petitioner understated royalty income fromZla, Inc., in 1992 by
$3,726; and (4) petitioner is not liable for additions to tax
pursuant to sec. 6651(a)(1l) or sec. 6654, as determned in
respondent’s notices of deficiency, for 1991, 1992, 1993, and
1994. In a second Stipulation of Settled Issues filed with the
Court, the parties agreed: (1) In 1991, petitioner was entitled
to claima net operating | oss deduction of $128,461 instead of
the $23,995 originally clained; (2) in 1993, petitioner
originally clainmed a net operating |oss carryforward deduction of
$101, 898, and the parties agreed there is no net operating |oss
carryforward avail abl e for deduction, unless and except to the
extent any determ nation by the Court with respect to the
Schedule C mning activity in 1991 or 1992 results in a
carryforward of net operating loss; and (3) in 1993, petitioner
understated ordinary incone fromthe exercise of stock options in
Zila, Inc., by $282,979.

3The only other issues for decision are conputational.
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FI NDI NGS OF FACT*

The parties have stipulated sone of the facts, which we
incorporate in our findings by this reference. Petitioner was a
resident of Las Vegas, Nevada, when the petition in this case was
filed.

Petitioner graduated fromthe University of Arkansas School
of Medicine in 1962. |In 1965, petitioner began practicing
medi ci ne in Lew sburg, Tennessee. Five years later, petitioner
relocated his nedical practice to Chattanooga, Tennessee.
Petitioner has been engaged in the practice of nedicine at al
rel evant tines.

| . Delta Roofing MIIs

In or about 1973, petitioner and his father purchased Delta
Roofing MIls, a roofing manufacturing business in Slidell,
Loui siana, for approximately $1 million. Petitioner participated
in the managenent and marketing of Delta Roofing MIIls, which
tripled its gross sales while petitioner and his father owned it.
Five years after petitioner and his father purchased Delta
Roofing MIls, they sold it to Republic Gypsum Corp. for

approximately $3 million and split the net sal e proceeds.

“ln his opening brief, petitioner set forth “Proposed
Fi ndi ngs of Fact” that were in essence ultimate findings of fact.
By neglecting to follow Rule 151(e), which requires petitioner to
i ncl ude nunbered proposed findings of fact, petitioner has
“assuned the risk that we have not considered the record in a
light of * * * [his] own illum nation.” Monico v. Conm SSioner,
T.C. Meno. 1998-10.




1. Zil a Pharmaceuticals, |nc.

In 1974, petitioner relocated his medical practice from
Chat t anooga, Tennessee, to Las Vegas, Nevada. |In conjunction
with his nedical practice, petitioner began doing research on
herpes. During the late 1970's, petitioner invented a cream
call ed Herpaway (cream for the topical treatnent of herpes.

I n Septenber 1980, petitioner and his partner, Dr. Edwi n D
McKay, formed a pharmaceutical manufacturing business called Zila
Phar maceuticals, Inc., a Nevada corporation, to manufacture and
distribute the cream?® Effective Septenber 1, 1988, Zila
Phar maceuticals, Inc., becane a wholly owned subsidiary of Zl a,
Inc. (Zila), a Del aware corporation. Today, the creamis called
Zylactin and is being sold as an over-the-counter treatnent for
herpes. At the time of trial, Zila had over 200 enpl oyees and a
mar ket capitalization of approximtely $200 mllion. At al
rel evant tinmes, petitioner has received royalties fromZla from
sale of the cream

[11. Petitioner’'s Mning Activities

A. Conmmencenent of Petitioner’'s Mning Activities

In 1978, petitioner began readi ng prospecting books and
becane interested in mning. Petitioner attended shows and

sem nars about m ning and purchased nunerous books on geol ogy and

Before the formation of Zila Pharnmaceuticals, Inc.,
petitioner acquired a corporate shell conpany call ed Dusenberg
Replicar, which |later became Zila Industries.
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mning at the University of Nevada bookstore. Petitioner also
| earned how to read geol ogical mning maps. Petitioner began
searching for gold and other precious netals on Federal land in
Gl ark County, Nevada. By 1979, petitioner began |ocating m ning
cl ains near Searchlight, Nevada.

On March 5, 1980, petitioner forned Jetco Enterprises, Inc.
(JEI'), a Nevada corporation. Although petitioner apparently
pl anned to conduct his mning activities through JEI at sone
point, petitioner did not use JEI during the years at issue or in
prior years to report the results of his mning activities.
| nstead, petitioner conducted his mning activities as a sole
proprietorship doing business as Jetco Mning.® Over the years,
petitioner enployed his two sons, his daughter, and an ex-

brother-in-lawin his mning activity.’

8JEI, through and including the years at issue, did not file
Federal inconme tax returns. JEI, however, issued shares of
stock, held board neetings, kept mnutes of corporate activities,
and ot herw se observed all the formalities of a corporation. At
the time of trial, JEI was in good standing with the secretary of
state of Nevada. Petitioner is the sole sharehol der and
president of JEI. Petitioner’s sons, L.R Tinnell and Jaye E
Tinnell, are secretary and treasurer, respectively. JEI's fiscal
tax year ends Jan. 31.

‘At the tine of trial, petitioner still enployed his two
sons in his mning operation.
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During 1980, petitioner |ocated and staked at |east 47 | ode
mning clains in Cark County, Nevada.® During the 1980's,
petitioner conducted exploration and devel opnment activities with
respect to his clains. As of February 2000, petitioner had on
file and of record nore than 300 lode mning clains. A “Resource
Managenent Pl an” map, dated August 1, 1997, prepared by and for
the U S. Departnent of the Interior, Bureau of Land Managenent
(BLM, indicated there is “high mneral potential” on and around
petitioner’s mning clains.

B. Petitioner’'s EFarly Efforts To Generate | ncone From
M ni ng

Petitioner engaged in business discussions regarding his
mning activities with various parties and entities. |n Decenber
1982, petitioner discussed the possible sale of ore to Cash
I ndustries of Idaho (Cash Industries) for processing at Cash
I ndustries’ facilities. During Decenber 1982 and January 1983,
petitioner and Cash Industries conducted a sanpling program and
numer ous assays on petitioner’s clains. No sale resulted.

In April 1983, petitioner engaged in discussions wth Lud
Carrao, the owner of a construction conpany, regarding a joint
venture in mning. The venture was subject to proof of the

econom ¢ and commercial value of petitioner’s clainms. Petitioner

8Mbst of petitioner’s clains were located in the Newberry
Mount ai ns sout heast of Searchlight, Nevada, which is an area
recogni zed for its high mneral potential.
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engaged in negotiations wth M. Carrao, but no agreenment was
reached.

In May 1983, Century Capital Corp. explored investnent in
petitioner’s mning venture but never raised any noney for the
venture.?®

I n Novenber 1983, petitioner engaged in discussions with
Canorex International, Inc., of Colorado regarding a | ease of
petitioner’s clains. No agreenent was reached.

In 1983 and 1984, petitioner pursued a gold mning venture
in Lochiel, Arizona, on the U S.-Mexico border. The operation
produced an ounce to an ounce and a half of gold per day. The
price of gold had fallen significantly, however, and the
operation was not profitable. Soon thereafter, the operation was
shut down.

Upon discontinuing mning in Arizona, petitioner noved his
equi pnent to Col orado and began anot her mning operation with a
“guy with a placer operation”. The Col orado “guy” m srepresented
t he amount of gold avail abl e, however, and petitioner term nated
his i nvol venent in the operation.

Petitioner returned to Las Vegas, Nevada, and, di sappoi nted
with the last two unsuccessful ventures in Arizona and Col orado,

did not attenpt to devel op any m ning ventures except his own

°Century Capital Corp. was also involved in the private
pl acenent of Zil a.
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claims. Petitioner continued to talk to people about mning, to
read about mning, and to go to neetings about mning during this
peri od.

In 1986, petitioner and a |local real estate attorney,
Darrell O ark, representing G eat Western Basin Corp. (G eat
Western), negotiated a mning | ease. The |ease was conditioned
on testing and sanpling of petitioner’s clainms. An independent
geol ogi st prepared a report for Great Western that set forth
numer ous recomendati ons and conclusions. [In Septenber 1986,
petitioner and Great Western entered into a | ease whereby
petitioner agreed to lease his mning clains to G eat Western for
t he purposes of prospecting, exploring, drilling, mning, and
operating the property for ores and mnerals. Geat Wstern nmade
no paynents to petitioner, however, and defaulted on the |ease.

In 1988, petitioner began consulting wth Kent Kjel berg at
the Rattl esnake Mne in California. Petitioner provided
ext ensi ve equi pnment and know edge to the Rattl esnake M ne.
Petitioner was not paid for the use of his equipnent or for the
i nformati on he provided, but he was prom sed a portion of the
i ncome produced fromthe Rattlesnake Mne. Utimtely,
petitioner received only an old grader.

In or about 1988, petitioner began to disengage fromhis
pharmaceutical activities at Zila and began spending nore tine on

his mning activities.
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C. Petitioner’'s Mning Plan of Operations

On May 5, 1989, petitioner submtted a proposed m ning plan
of operations to the BLM for approval.® On January 12, 1993,
t he BLM approved petitioner’s plan of operations. During the
BLM s investigation of petitioner’s plan of operations, from 1989
t hrough 1993, petitioner incurred substantial expenditures to

devel op a production mll, purchase an induction furnace, ! and

I'n order to initiate mning activity on Federal |and, a
claimant must first file a 2-week notice, which allows the
claimant to disturb up to 2 acres of land per year. |If the
claimant desires to disturb nore than 2 acres, a plan of
operations nust be approved by the BLM Once a plan of
operations is filed, the BLM conducts an investigation before
approving the plan. 1In petitioner’s case, the BLMs
investigation | asted approximately 3 to 4 years, during which
petitioner was allowed to erect facilities on his clains wth the
know edge of the BLM The expenses incurred in erecting those
facilities are reflected in petitioner’s tax returns for those
years.

1At sonme point, petitioner entered into a contract with
| nductothermto performa series of test snelts to determ ne
whet her recoveries fromhis clains could be enhanced through the
use of induction snelting. |nductotherm provided an induction
furnace in Los Angeles, and petitioner and his son L.R Tinnel
performed a series of seven snelts at Inductothermis facilities
(which created doré bars). Petitioner and L.R Tinnell perforned
tests on the doré bars, the results of which were favorable.
Thereafter, petitioner comuni cated with Union Mniere in
Bel gium which sent a |local representative to performan anal ysis
on petitioner’s doré bars. On the basis of a favorable report
fromUnion Mniere, petitioner began maki ng arrangenents to
upgrade his mll capacity. |In 1993, petitioner purchased an
i nduction furnace from Ajax Magnathermc in order to increase the
capacity of his mll from1 ton per hour to 10 tons per hour.
The purchase price of the induction furnace was about $50, 000.
Petitioner made approxi mately 15 doré bars with the induction
furnace. The induction furnace, however, has not been operated
since 1996.
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secure mneral surveys. Further, beginning in 1991, petitioner
caused various clains to be surveyed with the objective of
patenting those clainms. On January 20, 1994, petitioner applied
for a mneral patent for sone of his clains.!® To date, however
petitioner has not received any patents with respect to his
cl ai ns.

D. Tinnell Prospect

In 1992 and early 1993, petitioner explored and prospected
an area known as the Tinnell Prospect, consisting of a group of
clainms in the northwest corner of petitioner’s claimblock.
Horizon Securities, a securities firmthat does private
pl acenments for young conpani es, sent a geol ogist, M chael
Cruson, ®* to performa geologic evaluation of the area. M.
Cruson prepared a report, dated January 15, 1993, and nade three
recomendations: (1) No further work is justified on the clains

covered by the Tinnell Prospect; (2) any future work in the area

2Petitioner clainmed that since 1994 there was a noratorium
on the issuance of mneral patents fromthe BLM Apparently,
petitioner mssed the deadline to apply for a mneral patent by 1
day, and his application was returned to him

3M chael Cruson has a geol ogi cal engi neering degree and a
Ph.D. in geology fromthe Col orado School of Mnes. M. Cruson
has been engaged in the business of geol ogi cal engi neering since
1973. M. Cruson’s clients include major oil conpanies in the
United States; i.e., Phel ps Dodge, Texaco, Chevron, Exxon; and
maj or mning conpanies in the United States; i.e., Kenicott,
Mobi |, Newmont, and Cypress AMAX. At the tine of trial, M.
Cruson was conducting a feasability study on the Sarm sh gold
deposit site in Pakistan that was discovered in the early 1970's.
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shoul d be to the southeast where docunented gold shows are
concentrated;* and (3) the onsite sanple preparation and
assayi ng nmet hods should be carefully evaluated. As a result of
M. Cruson’s recommendati ons, petitioner abandoned the clains
covered by the Tinnell Prospect. Thereafter, petitioner devoted
his attention to the Quartette M ne.

E. Quartette M ne

From 1991 through March 1996, petitioner pursued the
devel opnent and exploration of the Quartette M ne near
Searchlight, Nevada. The Quartette M ne was owned by the Ml ler
famly.?® The MIllers were interested in having petitioner |ease
their mne so that petitioner could transport rock fromthe
Quartette Mne to his mll site where it would be crushed and
processed. ®

Petitioner hired M. Cruson to evaluate the Quartette M ne.
M. Cruson prepared a report, dated Decenber 10, 1993, contai ning

si x conclusions and five recommendations. Significantly, M.

14This area was | ocated near petitioner’s mll site (also
known as the Roman mine site) and represents the bul k of
petitioner’s claim area.

BL.R Tinnell was married to one of the MIllers. They were
di vorced by 1993 but remained rel atively cl ose.

¥ n Novenber 1993, petitioner forned Conpl ex Resources
Devel opment (CRD) to take advantage of the devel opnent of the
Quartette Mne and petitioner’s clains. CRD was intended to be
the operating conpany of a future joint venture controlling the
Quartette m ning operations. CRD never becane active and never
filed a Federal incone tax return.
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Cruson concluded that “The Quartette M ne was a significant
producer of high grade gold ore.” M. Cruson recomended t hat
petitioner: (1) Acquire control of the Quartette Mne; (2) carry
out a detailed geologic study to determ ne the ore controls and
outline exploration targets; (3) examne the feasibility of
appl yi ng new geophysi cal or geochem cal techniques at the
Quartette Mne; (4) develop a detailed history of the Quartette
Mne to determ ne cutoff grades during production; and (5) test
the targets defined by the earlier geologic study by drilling.
Petitioner followed all the recommendations outlined in M.
Cruson’s report.

On April 1, 1994, petitioner!” acquired the rights to mne
and purchase the Quartette Mne ore. Exploratory drilling to
determ ne the economc viability of the mne was conducted from
Septenber 7 to Novenber 5, 1994. M. Cruson and his partner,

Kent E. Carter, prepared an evaluation of the Quartette M ne,

dat ed January 20, 1995, that stated: “Overall the scout drilling
and expl orati on programwas a resoundi ng success”. M. Cruson
“strongly recomended” that petitioner continue excavating, begin
prelimnary mne planning, and initiate a second round of

drilling and exploration designed to delineate the new copper-

The | ease for the Quartette M ne was not made part of the
record, and we assune the parties to the | ease were the owners of
the Quartette Mne and petitioner. Nevertheless, because JEI did
not function as a tax reporting entity during the years at issue,
we attribute the mning activities to petitioner.
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gold vein discovery. M. Cruson estimated the total budget for
t he next phase of drilling would be about $250, 000.
Petitioner recovered approximately 4 ounces of gold fromthe
Quartette Mne, and the project was abandoned in 1996.

F. Petitioner’'s Sale of Decorative Rock

After petitioner abandoned his efforts to develop the
Quartette Mne, petitioner expanded his business to include the
sal e of decorative rock in an effort to generate revenue. In
1994 and 1995, petitioner “tried to break into the whol esal e
market” and realized it was al nost inpossible. Thereafter,
petitioner opened a “rock yard” for the retail sale of rock and
gravel fromhis clainms. Petitioner purchased an advertisenent in
the tel ephone directory yell ow pages. At the tine of trial,
petitioner had been selling decorative rock for 4 years.?!®

During those years, petitioner’s gross incone fromthe sale of

B\When petitioner’s plan of operations was approved, the
BLM acting in error, granted petitioner perm ssion to dispose of
sand and gravel fromwhat petitioner clainmed wwuld be “tailings”
fromhis placer operations. Subsequently, inspectors fromthe
BLM observed stockpiles of what appeared to be decorative rock,
and BLM Law Enforcenent reported that petitioner was selling
decorative rock in the Las Vegas market. On Feb. 8, 1999, the
Las Vegas Field Ofice of the BLM sent a decision to petitioner
directing himto halt the sale of “tailings” and “non-| ocat abl e”
mnerals. On or about Apr. 30, 1999, petitioner filed an appeal
fromthe BLM decision. Petitioner hired a mning |aw attorney to
represent himwth respect to the BLM s deci sion and a geol ogi st
to determ ne whether petitioner is mning “locatable” mnerals.
At the tinme of trial, the matter was still on appeal, and
petitioner was still selling decorative rock.
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decorative rock has grown steadily, and petitioner continues to
generate substantial inconme fromthe sale of decorative rock

G Fi nanci ng of Mning Activities

Petitioner financed nost of his mning activity with
royalties fromZla, the sale of Zila stock, and the exercise of
stock options in 1993. Since 1980, no outside investor has
supplied capital for any of petitioner’s mning activities.
Petitioner sold shares of Zila stock when he needed noney and
borrowed noney secured by his Zila stock.

| V. Petitioner’s Tax Returns

A. M ning Activities

On petitioner’s Federal inconme tax returns for tax years
t hrough 1997, petitioner treated all of his mning activities as
a single Schedule C activity doing business as Jetco M ning.?*®
For the years 1980 through 1988, petitioner had no incone from
mning activities. During the years from 1989 through 1999,
petitioner reported, either directly on a Schedule C or
indirectly through JEI, gross revenues and expenses fromhis

mning activities as foll ows:

¥JEI initially nade an election to be treated for tax
pur poses as a “pass-through” S corporation but did not file any
tax returns until 1998. Respondent does not assert that any
expenses clained by petitioner with respect to the taxable years
at issue are disallowable because of the failure of JEI to file
Federal incone tax returns.
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Cost of goods
sol d and ot her

Year Revenue cash expenses Depr eci ati on
19891 -0- $113, 273 $19, 063
1990 -0- 166, 786 23, 102
1991 -0- 2359, 627 241, 265
1992 $700 2286, 217 241, 902
1993 -0- 2400, 292 232, 829
1994 2,100 2591, 704 245, 664
1995 2,900 558, 142 73, 315
1996 -0- 488, 521 76, 476
1997 32, 364 363, 923 41,101
1998 126, 170 3464, 900 %03, 624
1999 373, 566 8322, 328 %83, 960

For taxable years 1989 and 1990, petitioner’s original
returns were exam ned, and no change resulted. For those sane
years, petitioner filed anmended returns that clainmed additional
| osses fromhis mning activities. These clains were exam ned by
respondent and resulted in |loss carryforwards allowed in 1991.

2The parties agree that these amounts are deductibl e unl ess
di sal l owed by sec. 183. Respondent does not assert that any of
petitioner’s mning expenses wth respect to the taxable years
1991 through 1994 should be disallowed as a result of the
application of sec. 616 or 617.

3Expenses clainmed on returns filed on behal f of JEI.

B. Zila Royalties and Stock Options

From 1989 through 1998, petitioner reported royalty incone

fromZila as foll ows:



Year Rovalty | ncone
1989 $82, 933
1990 185, 578
1991 213, 507
1992 1180, 895
1993 222, 439
1994 224, 717
1995 277, 663
1996 305, 002
1997 344, 332
1998 372, 119

Petitioner originally reported $177,169 of royalty incone
in 1992. The parties stipulated an increase in this anmunt to
$180, 895.

In 1993, petitioner exercised options to purchase 380, 000
shares of Zila stock worth $1,116, 250 for an exercise price of
$285, 000. After taking into account Zila' s bl ockage di scount of
$282, 979, petitioner realized ordinary incone of $548,271 on the
exercise of his stock options. On petitioner’s 1993 Federal
income tax return, he clainmed an additional discount of $282,979,
asserting that the sale of his Zila shares was restricted.
Petitioner reported the inconme fromthe exercise of his Zila
stock options on a supporting schedule attached to his 1993
return and attached an additional schedule fully describing the
total options exercised, the exercise anount, the fair market

val ue, the exercise price, the per-share bl ockage di scount

applied by Zila, the anount of ordinary incone to petitioner



- 17 -

reported by Zila,? and the additional discount for restrictions
on stock taken by petitioner (marketability discount). The
schedul e contained the follow ng statenment concerning the
mar ket abi ity di scount:

THI' S DI SCOUNT TAKEN BECAUSE TAXPAYER FEELS THAT STOCK

WOULD BE SEVERELY EFFECTED | F HE PUT ALL THESE SHARES

ON MARKET I N ONE BLOCK. I N ADDI TI ON TAXPAYER CANNOT

SELL SHARES FOR THESE YEARS PER SEC REGULATI ONS.

THEREFORE, PRESENT VALUE | S LESS.
Petitioner, however, did not make the disclosure on Form 8275,
Di scl osure Statenent, or Form 8275-R, Regul ation Di scl osure
Statenent. Petitioner and respondent have agreed that petitioner

is entitled to only a single discount of $282,979.

C. Medi cal Practice

From 1989 t hrough 1998, petitioner reported i ncome and

| osses fromhis nedical practice as foll ows:

Year | ncone (Loss)
1989 (%10, 617)
1990 (15, 235)
1991 (3, 732)
1992 12, 738
1993 36, 723
1994 20, 574
1995 10, 547
1996 8, 151
1997 5, 449
1998 7,689

20The additional schedul e indicated the anmount of
petitioner’s ordinary inconme as “ORDI NARY | NCOMVE-1099". W
assune this indicates that petitioner’s ordinary income was
reported on Form 1099.
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During this period, petitioner spent nost of his tine and effort
on his mning activities and relatively little tinme maintaining
hi s nedi cal practice.

OPI NI ON

Section 183(a) Deducti ons

A | n General

Section 183(a) provides that if an activity is not engaged
in for profit, no deduction attributable to the activity shall be
al |l oned except as provided in section 183(b). Section 183(b)(1)
al l ows those deductions that otherw se are all owabl e regardl ess
of profit objective. Section 183(b)(2) allows those deductions
that would be allowable if the activity was engaged in for
profit, but only to the extent that gross incone attributable to
the activity exceeds the deductions permtted by section
183(b)(1). Section 183(c) defines “activity not engaged in for
profit” as “any activity other than one with respect to which
deductions are allowable for the taxable year under section 162
or under paragraph (1) or (2) of section 212.”

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

involved in the activity with continuity and regularity,” and



- 19 -
“the taxpayer’s primary purpose for engaging in the activity nust

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

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

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

This case is appeal able to the Court of Appeals for the
Ninth Crcuit, which applies a primry purpose standard to test
whet her an al | eged business activity has the requisite profit
notive under sections 162 and 183. Before a deduction is
allowed, “*it nust be shown that the activity was entered into
with the dom nant hope and intent of realizing a profit.’”

Vor sheck v. Comm ssioner, 933 F.2d 757, 758 (9th G r. 1991)

(quoting Brannen v. Conm ssioner, 722 F.2d 695, 704 (11th Gr.

1984), affg. 78 T.C. 471 (1982)); see also WIf v. Conm ssioner,

4 F.3d 709, 713 (9th Gir. 1993), affg. T.C. Meno. 1991-212;

Machado v. Conmi ssioner, T.C. Menp. 1995-526, affd. w thout

publ i shed opinion 119 F.3d 6 (9th Gr. 1997); Warden v.

Commi ssi oner, supra. W apply that standard here.

Whet her the requisite profit objective exists is a question
of fact to be resolved after considering all the pertinent facts

and circunstances. See (Golanty v. Conmm ssioner, 72 T.C. 411, 426

(1979), affd. w thout published opinion 647 F.2d 170 (9th Cr
1981); sec. 1.183-2(b), Income Tax Regs. The taxpayer’s

expectation of profit need not be reasonable, but it nust be bona



- 20 -

fide. See Golanty v. Comm ssioner, supra at 425-426. Al though

our analysis focuses on the subjective intention of the taxpayer,
greater weight is given to objective facts than to a taxpayer’s

mere statement of intent. See | ndependent Elec. Supply, Inc. v.

Conm ssioner, 781 F.2d 724, 726 (9th Cr. 1986), affg. Lahr v.

Conmi ssioner, T.C. Menp. 1984-472; Dreicer v. Conm ssioner, 78

T.C. 642, 645 (1982), affd. w thout opinion 702 F.2d 1205 (D.C

Cir. 1983); Churchman v. Conm ssioner, 68 T.C. 696, 701 (1977);

sec. 1.183-2(a), Incone Tax Regs. Petitioner bears the burden of
proving he had the requisite profit objective. See Rule 142(a);

ol anty v. Conmi ssioner, supra at 426.

Section 1.183-2(b), Inconme Tax Regs., sets forth a
nonexcl usive list of factors to be considered in determning
whet her the taxpayer has the requisite profit objective. The
factors are: (1) The manner in which the taxpayer carries on the
activity; (2) the expertise of the taxpayer or his advisers; (3)
the time and effort expended by the taxpayer in carrying on the
activity; (4) the expectation that assets used in the activity
may appreciate in value; (5) the success of the taxpayer in
carrying on other simlar or dissimlar activities; (6) the
taxpayer’s history of incone or loss with respect to the
activity; (7) the anmpbunt of occasional profits, if any, which are
earned; (8) the financial status of the taxpayer; and (9)

el ements of personal pleasure or recreation. No single factor is
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determ native, and not all factors are applicable in every case.

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

2(b), Incone Tax Regs.

I n maki ng our evaluation of the foregoing factors, we nmay
consi der evidence fromyears subsequent to the years in issue “to
the extent it nay create inferences regarding the existence of a

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

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

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

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

Petitioner contends that he had a good faith objective to
realize a profit fromhis mning activities during the years at
i ssue and, therefore, his deductions with respect to his mning
activities should not be imted by section 183. Respondent
argues that an analysis of the rel evant objective factors reveals
that petitioner |acked a bona fide objective to nake a profit.

B. Applying the Factors

1. The Manner in Wiich Petitioner Conducted the
Activity

I n deci di ng whet her a taxpayer has conducted an activity in
a businessli ke manner, we consider whether conplete and accurate
books and records were maintai ned, whether the activity was
conducted in a manner substantially simlar to other activities

of the same nature that were profitable, and whether changes in
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oper ati ng net hods, adoption of new techni ques, or abandonnent of
unprofitabl e nethods were made in a manner consistent with an

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

T.C. 659, 666-667 (1979); sec. 1.183-2(b)(1), Incone Tax Regs.

a. Petitioner’s Record Keeping

Wil e a taxpayer need not maintain a sophisticated cost
accounting system the taxpayer should keep records that enable
the taxpayer to make inforned business decisions. See Burger V.

Comm ssi oner, 809 F.2d 355, 359 (7th Gr. 1987), affg. T.C. Meno.

1985-523. For a taxpayer’s books and records to indicate a
profit notive, the books and records should enable a taxpayer to
cut expenses, increase profits, and eval uate the overal

performance of the operation. See Abbene v. Comm ssioner, T.C

Meno. 1998- 330.

The record in this case confirns that petitioner kept
extensive records of his mning activities, including financial
and tax records such as spreadsheets, bank statenents, cancel ed
checks, and invoices and operational records such as production
records, test reports, consultant reports, correspondence, and
rel ated docunents. Petitioner produced these records both to the
revenue agents who audited his tax returns for the years at issue
and to an accountant, Steven Kl ovani sh, whom petitioner hired to
assist himin the audit. Although petitioner and respondent

di sagree as to the organi zational state of the records, M.
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Kl ovani sh testified that petitioner’s records for the years at
i ssue were in an “organi zed condition” and, with the exception of
1 year, corresponded with petitioner’s tax returns.?

Al though we are satisfied that petitioner kept books and
records of his mning activities during the years at issue, we
are not convinced that petitioner’s record keeping represented
anything other than an effort to maintain substantiation of the
expenses clained on his returns or that his record keepi ng was
busi nesslike. As we have stat ed:

The purpose of maintaining books and records is

nore than to nmenorialize for tax purposes the existence

of the subject transactions; it is to facilitate a

means of periodically determning profitability and

anal yzi ng expenses such that proper cost saving

measures mght be inplenmented in a tinely and efficient

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

1985-523 (citing Glanty v. Conm ssioner, 72 T.C. at
430) . ]

See also Steele v. Comm ssioner, T.C. Menpb. 1983-63 (checks

served as adequate substantiation for clainmed expenses but were
not busi nessli ke records).

In this case, petitioner has nade no show ng that he kept
t he ki nds of books and records that woul d have enabled himto

eval uate the financial condition of his mning activities. It

2IMr. Kl ovani sh could not tie sone of the nunbers on
petitioner’s tax return for 1 year to petitioner’s records but
suggested that this mght be due to the fact that he did not have
information frompetitioner’s prior accountant to ascertai n what
adjustnents the prior accountant had nmade in preparing the tax
return.
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appears fromthe record that petitioner did not maintain a
general | edger or appropriate accounting journals, nor did he
have financial statenents, profit and | oss projections, budgets,
br eak- even anal yses, nmarketing surveys, or other books and
records of the type that would have permtted himto periodically
monitor the financial condition of his mning operation.

Mor eover, petitioner has made no show ng that he used the books
and records that he did maintain for the purpose of “cutting
expenses, increasing profits, and evaluating the overall

performance of the operation.” Golanty v. Comm Ssioner, supra at

430; see also Sullivan v. Comm ssioner, T.C Meno. 1998-367

(generally no profit notive where | ack of evidence that taxpayer
used records to inprove |losing venture), affd. w thout published
opinion 202 F. 3d 264 (5th Gr. 1999).

Petitioner did produce evidence that he submtted a m ning
pl an of operations that was approved by the BLM on January 12,
1993. This plan of operations, however, was not a financial plan
to monitor the profitability of petitioner’s m ning operation.
Rat her, the plan of operations was an operational plan required
by law if a claimnt w shes to disturb nore than 2 acres of |and
per year on his clainms. Thus, the plan of operations is not

evi dence that petitioner kept businesslike financial records.
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Petitioner has failed to denonstrate that he naintained
accurate and businessli ke books and records with respect to his
mning activities during the years at issue.

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

Nei t her petitioner nor respondent offered any evidence as to
the manner in which profitable m ning businesses are conduct ed.

See Wesinger v. Conmissioner, T.C. Menp. 1999-372; Filios v.

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

2000); sec. 1.183-2(c), Exanple (4), Incone Tax Regs. Thus, we
are not in a position to evaluate whether petitioner’s mning
activity was conducted in a manner substantially simlar to that
of other profitable mning activities.

c. Changes Made To Foster Profitability

There are nunerous exanples in the record denonstrating that
petitioner nmade changes in operating nethods, adopted new
t echni ques, and/or abandoned unprofitable nmethods in the course

of conducting his mning activities. See Engdahl v.

Conm ssi oner, supra at 666-667; sec. 1.183-2(b)(1), Incone Tax

Regs.

Petitioner continually increased the capacity of his mll
site and mne (also known as the Roman m ne) and periodically
devel oped or inproved the nethods he used in his mning activity.
For exanple, petitioner originally enployed a | eaching process of

cyanidation for the recovery of precious netals. Petitioner was
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not conpletely satisfied with the | eaching process and changed
met hods to enploy the gravity separation nethod. |In order to
enpl oy this new nethod, petitioner acquired a jaw crusher, a cone
crusher, a ball mlIl circuit, a screwclassifier, and a wer jig
and table to concentrate material. Petitioner also swtched from
using cyanide as a lixiviant in the concentration process to
using bromne, after attending a Landall M ning Synposiumin
Reno, Nevada. 1In early 1993, petitioner purchased a $50, 000

i nduction furnace to inprove recoveries through induction
snelting. Petitioner originally had a propane furnace, which was
not powerful enough to nelt platinum Lastly, L.R Tinnel

devel oped a proprietary fire assaying nethod for assaying
refractory ores to augnent the standard fire assayi ng net hod used
in the industry.

Petitioner pursued several mning prospects but quickly
abandoned t hose that he concluded had no potential to be
profitable. For exanple, in M. Cruson’s January 15, 1993,
geol ogi cal report on the Tinnell Prospect, M. Cruson recomended
that “No further work is justified on the clainms covered by the
Tinnell Prospect.” Pursuant to M. Cruson’s recommendati on,
petitioner decided to cease work on the Tinnell Prospect. In
1983 and 1984, petitioner pursued a gold mning venture in
Lochiel, Arizona, but quickly abandoned that effort after

realizing the operation would not be profitable. Petitioner then
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nmoved his equi pnent to Col orado and began anot her m ning
operation, which he also quickly term nated when he di scovered he
had been m sl ed.

In 1996, following the |oss of the Quartette M ne project,
petitioner began to investigate the sale of decorative rock as an
i ncone source and opened a rock yard in Las Vegas. Petitioner
t ook out an advertisenent in the tel ephone directory yell ow pages
Wi th respect to his decorative rock business. Petitioner’s
revenue fromthe sale of decorative rock in the 3 years prior to
trial was significant, growing steadily fromyear to year; i.e.
$32,364 in 1997, $126,170 in 1998, and $373,566 in 1999.

Petitioner continually searched for operating nmethods and
busi ness ventures to reduce his | osses, generate revenue, and
inprove profitability. Utimtely, petitioner was successful in
generating substantial revenue fromthe sale of decorative rock
Thus, we are convinced that the changes petitioner inplenented
before, during, and after the years at issue have the potenti al
to affect the long-range profitability of petitioner’s mning

activity materially and favorably. See Golanty v. Conm ssioner,

72 T.C. at 428 (changes must be sufficient to change materially
the prospect of profitability).
d. Summary
Petitioner’s changes in operating nethods, adoption of new

t echni ques, and abandonnent of unprofitable nethods to inprove
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profitability are counterbal anced by petitioner’s failure to
denonstrate that he mai ntai ned accurate and busi nessli ke books
and records and to introduce evidence regarding the operation of

successful mning ventures. See Engdahl v. Conm ssioner, 72 T.C.

at 666-667; sec. 1.183-2(b)(1), Incone Tax Regs. W, therefore,
must conclude that this factor is neutral.

2. The Expertise of Petitioner or H s Advisers

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

Petitioner denonstrated that he had a thorough understanding
of the scientific and econom c aspects of mning and that he
regularly consulted with industry experts. 1In 1978, petitioner
began readi ng prospecting books and becane interested in m ning.
Petitioner attended shows and sem nars about m ning and purchased
numer ous books on geology and mning. Petitioner also |earned
how to read geol ogical mning maps. Petitioner |earned about
m ning both fromself-teaching nethods and experience over the
years. Petitioner also did consulting work in or about 1988 with
Kent Kjelberg at the Rattl esnake M ne and provided his expertise

and equi pnrent to hel p devel op the m ne.
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Petitioner hired advisers, including geologists and
accountants, and sought advice from Governnent officials

regularly. See Jorgenson v. Conm ssioner, T.C Meno. 2000- 38.

For exanple, petitioner used M. Cruson on at |east two occasions
to advise himon the Tinnell Prospect and the Quartette Mne. In
1999, petitioner hired a geologist to prepare a report detailing
t he occurrence of uncomon variety materials on petitioner’s
clainms in the Newberry Muntains in southern Nevada.

Petitioner also enployed one of his sons at the mne. The

evi dence denonstrates that L.R Tinnell has a thorough
under st andi ng of both the technical and busi ness aspects of
mning. L.R Tinnell graduated fromthe University of Nevada,
Las Vegas, and al so took a graduate-|evel course in econonc
geology. L.R Tinnell was responsible for dealing with
Gover nment agencies, such as the U.S. Fish and Wldlife Service,
t he Nevada Departnent of Environnental Protection, and the M ne
Safety and Health Adm nistration, on behalf of petitioner. L.R
Tinnell was also in charge of underground m ning and tests,
negoti ations with Governnent agencies, and coordi nating assays.

This factor favors petitioner.

3. Petitioner's Tine and Effort Devoted to the
Activity

The fact that a taxpayer devotes personal tinme and effort to
carry on an activity may indicate an intention to derive a

profit, particularly where there are no substantial personal or
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recreational elenents associated with the activity. See Daley v.

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

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

| ncome Tax Regs.

Respondent does not dispute that petitioner devoted a
substantial anmount of time and effort to his mning activities.
In or about 1988, petitioner began to disengage fromhis
pharmaceutical and nmedical activities and to spend nore tine in
his mning activity. Petitioner estinmated he spent about 90
percent of his time on mning and only 10 percent of his tine
working in his nedical practice during the years at issue.
Petitioner’s estimate is corroborated by the small anount of
revenue petitioner derived fromhis nedical practice in the 10
years prior to trial. Further, the record denonstrates that
petitioner spent an enornous anount of his tinme, personal
finances, and energy over the past 20 years on his mning
activities.

This factor favors petitioner’s position.

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

The term “profit” enconpasses revenue from operations and
appreciation in the value of assets, such as land. Sec. 1.183-

2(b)(4), Inconme Tax Regs.
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Thus, the taxpayer may intend to derive a profit from
the operation of the activity, and may al so intend
that, even if no profit fromcurrent operations is
derived, an overall profit will result when
appreciation in the value of land used in the activity
is realized since income fromthe activity together
with the appreciation of land will exceed expenses of
operation. * * * []d.]

Petitioner presented insufficient evidence to enable us to
evaluate this factor adequately. Consequently, we do not
consider this factor in our analysis.

5. Petitioner’'s Success in her Entrepreneurial
Activities

That a taxpayer has engaged in simlar activities in the
past and converted them fromunprofitable to profitable
enterprises may indicate that the taxpayer is engaged in the
present activity for a profit, even though the activity is
presently unprofitable. See sec. 1.183-2(b)(5), Incone Tax Regs.

The record denonstrates that petitioner had at | east two
successful entrepreneurial ventures before comencing his m ning
activities. First, in or about 1973, petitioner and his father
purchased Delta Roofing MIIs, a roofing manufacturing business
in Slidell, Louisiana, for approximately $1 mllion. Wthin 5
years, petitioner and his father tripled the conpany’s gross
sales and sold it to Republic Gypsum Corp. for approximtely $3
mllion.

Second, during the late 1970's, petitioner invented the

cream I n Septenber 1980, petitioner and his partner fornmed Zila



- 32 -

Phar maceuticals, Inc., which | ater becane a wholly owned
subsidiary of Zila. At the time of trial, Zila had over 200
enpl oyees and a market capitalization of approxi mtely $200
mllion. The cream which is now called Zylactin, is still on
the market as an over-the-counter treatnment for herpes, and
petitioner has received substantial royalties fromhis invention.

The record denonstrates that petitioner has realized profits
from ot her successful business ventures. This factor favors
petitioner’s position.

6. Petitioner's H story of Incone or Loss
Fromthe Activity

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

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

1.183-2(b)(6), Income Tax Regs. The magnitude of the activity’'s
| osses in conparison with its revenues is an indication that the
t axpayer did not have a profit notive. See Dodge V.

Comm ssioner, T.C Meno. 1998-89 (citing Burger v. Conm SSioner,

809 F.2d at 360), affd. w thout published opinion 188 F.3d 507
(6th Cr. 1999). *“[A] series of startup |osses or |osses
sust ai ned because of unforeseen circunstances beyond the control
of the taxpayer may not indicate a |lack of profit notive.” Kahla

v. Comm ssioner, T.C Meno. 2000-127 (citing Engdahl v.

Comm ssioner, 72 T.C. at 669; sec. 1.183-2(b)(6), Incone Tax

Regs.).
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In this case, petitioner’s |losses in conparison with his

revenues are substantial. From 1980 through 1991, petitioner did
not report any inconme fromhis mning activities, and from 1989
t hrough 1991, petitioner reported $723,656 in net |osses. From
1992 t hrough 1999, petitioner reported a total of $537,800 in
revenue and $3, 347,724 in | osses.
This factor favors respondent’s position.

7. The Anmount of COccasional Profits CGenerated
by the Activity

The anobunt of profits earned in relation to the anmount of
| osses incurred, the anmount of the investnent, and the val ue of
the assets in use may indicate a profit objective. See sec.
1.183-2(b)(7), Income Tax Regs. Profit nmeans economc profit,

i ndependent of tax savings. See Drobny v. Conmm ssioner, 86 T.C

1326, 1341 (1986); Seaman v. Conmm ssioner, 84 T.C. 564, 588

(1985) .

Petitioner conceded on brief that he did not realize any
econom c profit until 1999 and only began generating “neani ngful
revenue” in 1997.% Petitioner contends, however, that section

1.183-2(b)(7), Income Tax Regs., best describes his mning

2During the years at issue in this case, petitioner
reported over $1.6 mllion in costs and expenses related to his

mning activities and only $2,800 of revenue. In the subsequent
5 years, however, petitioner reported $535,000 in revenue and
approximately $2.2 mllion in costs and expenses. |n 1999,

petitioner’s revenue of $373,566 surpassed his operating costs
and expenses of $322, 328, exclusive of depreciation.
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activity: “[A]ln opportunity to earn a substantial ultimate
profit in a highly speculative venture is ordinarily sufficient
to indicate that the activity is engaged in for profit even

t hough | osses or only occasional small profits are actually
generated.” Respondent’s argunent on brief with respect to this
factor consisted solely of the follow ng sentence: *“The
petitioner has never reflected a profit fromhis mning activity,
and his | osses have been substantial.”

A mning venture is specul ative and nay take years to
realize a profit. A mning venture neverthel ess may present an
opportunity to earn substantial profits, particularly if the
m ning clains involved have “high m neral potential” as at |east
sone of petitioner’s clains apparently did. Petitioner presented
the testinony of an expert geol ogi st who confirnmed that
petitioner’s efforts with respect to the Quartette M ne were
worth pursuing and that sone of petitioner’s clains nerited
devel opment. \Wile specul ative, petitioner’s mning activity
offered the potential to generate significant incone, and that
possibility may be sufficient to indicate that petitioner engaged
inthe activity for profit even though only | osses were produced.
See sec. 1.183-2(b)(7), Incone Tax Regs.

Petitioner believed he could and would earn a profit from
his many activities. The objective facts al so support

petitioner’s contention that a profit was attainable. 1In 6 of
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the 8 years prior to trial, petitioner earned revenue on sal es of
decorative rock in increasing anounts. Petitioner testified that
he continued to generate revenue from sal es of decorative rock in
2000 and that his gross revenue during the first 2 nonths of 2000
was approxi mately $55, 000, an increase of 200 percent conpared to
revenue earned in the first 2 nonths of 1999. Referencing the
“Resource Managenent Plan” map prepared by and for the BLMthat
acknow edged the “high m neral potential” on and around
petitioner’s mning clains, petitioner testified that
there is “absolutely” gold and silver on his clains and that he
intends to “go back to the gold when the price turns”.

The possibility of a speculative profit becones |ess
specul ati ve when a taxpayer shows he actually realized a profit

in years subsequent to those at issue. See Hillnman v.

Conmi ssioner, T.C. Menp. 1999-255; Hoyle v. Conmmi ssioner, T.C

Menp. 1994-592; Smith v. Commi ssioner, T.C Meno. 1993-140

(actual profits or |losses in subsequent years have probative,

al t hough not determ native, significance). Here, petitioner’s
efforts to generate revenue fromthe production and sal e of
decorative rock are succeeding, as revenue has increased steadily
each year, and in 1999 petitioner’s mning activities generated a
profit before depreciation. This factor favors petitioner’s

posi tion.
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8. Petitioner’s Fi nanci al Status

That the taxpayer does not have substantial incone or
capital from sources other than the activity in question may
indicate that the activity is engaged in for profit. See sec.
1.183-2(b)(8), Income Tax Regs. Substantial incone from sources
other than the activity (especially if the |osses fromthe
activity generate substantial tax benefits) may indicate a |ack
of profit notive, particularly where there are el enents of
personal pleasure or recreation involved. See id.

Respondent argues that little financial pressure or
i ncentive existed to pursue work that was consistently profitable
because petitioner could fund his mning activities with the
royalties he received fromZla and with the proceeds fromthe
sale of Zila stock.?® Petitioner contends that the tax benefits
he realized were relatively small in conparison to the out-of-
pocket expenditures he made and that his financial commtnent to
his mning activity confirnms his intention to make a profit from
the activity.

Petitioner’s income fromZila royalties and stock was
substantial during the years at issue; however, petitioner
i nvested a substantial portion of that noney each year in his

mning activities. Petitioner financed his mning activity with

2Wth respect to his nedical practice, however, petitioner
did not earn nore than $36,723 in any year from 1989 t hrough
1998, and he sustained |osses in 3 of those years.
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Zila royalties and fromthe sale of Zila stock. Petitioner sold
his Zila stock as he needed noney and borrowed noney that was
secured by his Zila stock.

By the tine of trial, petitioner had sold nost of his Zila
stock and had used the proceeds fromthe sale of the stock and
all of his Zila royalties for many years to fund his mning
activity. Petitioner’s financial commtnment to his m ning
activity apparently |l ed respondent to concede in his reply brief
that it “is probably true” petitioner’s mning expenditures were
not notivated by tax savings.

This factor favors petitioner’s position.

9. El enents of Personal Pleasure or Recreation

The exi stence of personal pleasure or recreation relating to
the activity may indicate the absence of a profit objective. See
sec. 1.183-2(b)(9), Incone Tax Regs.

Petitioner argues that mning is not the sort of activity a
person engages in for personal pleasure and that the frustrations
in dealing wwth Federal, State, and |ocal government regul atory
agenci es and the harsh working conditions offset any el enents of
personal pleasure derived frommning. Respondent contends that
personal enjoynment can coexist with demandi ng | abor and that
petitioner |oves being at the mne and is tired of working with

si ck peopl e.
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The record confirns that mning is an extrenely | aborious
activity that requires substantial tinme, energy, and financial
support. Mning also entails nunerous health risks, including
heat prostration in the summer nonths, silicosis, and cyanide
poi soning. Despite these risks and hardshi ps, there is evidence
suggesting that petitioner derives sonme personal pleasure from
his mning activities. During the audit and at trial, petitioner
acknow edged that he enjoyed bei ng outdoors, and that he was
“tired of dealing with sick people”.

On bal ance, we are convinced that the small el enent of
personal pleasure that petitioner derived from being outdoors and
fromhis reduced involvenent in his nedical practice did not
out wei gh the hardshi ps and danger involved in the mning activity
or the substantial depletion of petitioner’s royalty inconme and
Zila stock. Moreover, sone conponent of personal pleasure does
not negate a bona fide profit notive. “[A] business will not be
turned into a hobby nerely because the owner finds it
pl easurabl e; suffering has never been made a prerequisite to
deductibility. ‘Success in business is |argely obtained by

pl easurable interest therein.’” Jackson v. Conm ssioner, 59 T.C.

312, 317 (1972) (quoting Wlson v. Eisner, 282 F. 38, 42 (2d Cr

1922)); see also sec. 1.183-2(b)(9), Incone Tax Regs.

This factor favors petitioner’s position.



C. Concl usion

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

hope and intent of realizing a profit. See WIf v. Conmm ssioner,

4 F.3d at 713; Vorsheck v. Commi ssioner, 933 F.2d at 758; Machado

V. Conm ssioner, T.C. Menob. 1995-526; Warden v. Conm ssi oner,

T.C. Meno. 1995-176. We hold that petitioner’s mning activity
during the years in issue was an activity engaged in for profit
wi thin the neaning of section 183.

I1. Section 6662(a) Penalty

In his notices of deficiency, respondent determ ned that
petitioner was |iable for an accuracy-related penalty due to
negli gence or disregard of rules or regulations for each of the
years in issue. Section 6662 authorizes respondent to inpose an
accuracy-rel ated penalty equal to 20 percent on the portion of an
under paynent attributable to, anong other things, negligence or
disregard of rules or regulations. See sec. 6662(a), (b)(1), and
(c). “Negligence” includes any failure to nake a reasonabl e
attenpt to conply with the provisions of the internal revenue
| aws, to exercise ordinary and reasonable care in the preparation
of a tax return, to keep adequate books and records, or to

substantiate itens properly. Sec. 6662(c); Alen v.
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Comm ssi oner, 925 F.2d 348, 353 (9th Gr. 1991), affg. 92 T.C 1

(1989); Bunney v. Comm ssioner, 114 T.C 259, 266 (2000); sec.

1.6662-3(b) (1), Income Tax Regs. The term “disregard” includes
any carel ess, reckless, or intentional disregard. Sec. 6662(c);
sec. 1.6662-3(b)(2), Incone Tax Regs.

The penalty inposed by section 6662(a) and (b)(1) wll not
apply if a taxpayer shows there was reasonabl e cause for any
portion of an underpaynent and the taxpayer acted in good faith
wWth respect to that portion. See sec. 6664(c)(1l); sec. 1.6664-
4(a), Income Tax Regs. The determ nation of whether a taxpayer
acted in good faith is nade on a case-by-case basis, taking into
account all the pertinent facts and circunstances. See Conpaq

Conputer Corp. v. Conm ssioner, 113 T.C 214, 226 (1999); sec.

1.6664-4(b) (1), Incone Tax Regs.
Petitioner bears the burden of proving that respondent’s
determ nation is erroneous. See Rule 142(a); Allen v.

Conmi ssioner, 925 F.2d at 353; Axelrod v. Conm ssioner, 56 T.C

248, 258 (1971).

A. Stipul ated and Comput ati onal | ssues

Respondent proposed several adjustnments with respect to
petitioner’s returns for the years in issue. Sone of the
adj ustnents were settled before trial, as reflected in the
stipulations of settled issues, or are conputational. See supra

note 2. Petitioner introduced evidence at trial, and argued on
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brief, in support of his position that the accuracy-rel ated
penal ty should not be inposed with respect to the m ning
deductions or the exercise of Zila stock options. Petitioner,
however, did not present any evidence concerning the accuracy-
related penalty as it relates to the remaining settled or
conput ational issues. Consequently, we hold that petitioner has
failed to prove that the accuracy-rel ated penalty shoul d not
apply with respect to the remaining settled and conput ati onal
i ssues. See Rule 149(b). W sustain respondent’s determ nation
as to the settled and conputational issues, excluding only the
adjustnment with respect to petitioner’s exercise of his Zila
st ock options discussed separately bel ow.

B. Exercise of Zila Stock Options

In 1993, petitioner was required to report ordinary incone
of $548, 271 from his exercise of stock options to purchase
380, 000 shares of Zila, after taking into account an exercise
price of $285,000 and Zila's per-share bl ockage di scount of
$282,979. On petitioner’s 1993 Federal inconme tax return,
however, he reduced the anount of ordinary incone derived from
his exercise of his Zila stock options (and shown on a Form 1099
issued to hinm by an additional $282,979, claimng that he was
entitled to an additional discount because the sale of the shares
was restricted. Petitioner disclosed this additional discount on

a schedule that fully described the total options exercised, the
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exerci se anmount, the fair market val ue, the exercise price, the
per-share bl ockage di scount applied by Zila, the anmount of
ordinary incone reported on Form 1099, and the additional

di scount for restrictions on stock taken by petitioner
(marketability discount). The schedul e contained the follow ng
statenment concerning the marketability discount:

TH S DI SCOUNT TAKEN BECAUSE TAXPAYER FEELS THAT STOCK

WOULD BE SEVERELY EFFECTED | F HE PUT ALL THESE SHARES

ON MARKET I'N ONE BLOCK. | N ADDI TI ON TAXPAYER CANNOT

SELL SHARES FOR THESE YEARS PER SEC REGULATI ONS.

THEREFORE, PRESENT VALUE | S LESS.

In the second Stipulation of Settled Issues filed with the Court,
petitioner and respondent agreed that petitioner is entitled to
only one discount of $282,979 and that, in 1993, petitioner
understated ordinary incone fromthe exercise of Zila stock
options by $282, 979.

The applicable regul ati ons regarding the accuracy-rel ated
penalty as to negligence, which becane effective for returns due
after Decenber 31, 1991, and applied to returns filed for 1993,
cont ai ned an adequate di scl osure exception. See sec. 1.6662-
2(d), Incone Tax Regs. These regul ations provided that no
penal ty under section 6662(a) and (b)(1) will be inposed where a
t axpayer has made an adequate di sclosure of a nonfrivol ous
position in accordance with the provisions of section 1.6662-

4() (D), (3), (4), and (5), Incone Tax Regs. See secs. 1l.6662-1,

1.6662-3(c)(1) and (2), Income Tax Regs. Under the regulations,
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di scl osure was adequate with respect to an itemor a position on
areturnonly if it was made on Form 8275 or Form 8275-R attached
to the return or to a qualified anmended return for the taxable

year. See Kelly v. Comm ssioner, T.C Menp. 1996-529; sec.

1.6662-4(f)(1), Incone Tax Regs.?*

The di scl osure petitioner nade on his 1993 return did not
satisfy the regulations’ definition of an adequate disclosure
and, thus, is insufficient to avoid the accuracy-related penalty
under section 6662(a) and (b)(1). The regulations explicitly
state that an adequate disclosure statenent for purposes of the
accuracy-rel ated penalty as to negligence nust be made on Form

8275 or Form 8275-R  See Kelly v. Conm ssi oner, supra; Ssec.

1.6662-4(f)(1), Incone Tax Regs. Petitioner did not attach a

Form 8275 or Form 8275-R to his 1993 return and, therefore,

24For returns due before Dec. 31, 1991, taxpayers were
entitled to rely on Notice 90-20, 1990-1 C. B. 328, which states
that “disclosure nust be full and substantive and be clearly
identified as being made to avoid inposition of the accuracy-
related penalty.” See also Kelly v. Conmm ssioner, T.C Meno.
1996-529. Notice 90-20, supra, also provided that “The
di scl osure nmust be made on the return or on a properly conpl eted
Form 8275, Disclosure Statenent Under Section 6661, attached to
the return.” Sec. 1.6662-4(f)(1), Incone Tax Regs., in effect
for 1993, sets forth stricter requirenents than those set forth
in Notice 90-20, supra, in order to avoid the inposition of the
accuracy-rel ated penalty under sec. 6662(a) and (b)(1).

In addition, the provisions of sec. 1.6662-4(f)(2), |ncone
Tax Regs., which permt disclosure in accordance with an annual
revenue procedure for purposes of the substantial understatenent
penal ty, do not apply for purposes of the accuracy-rel ated
penal ty inposed for negligence. See sec. 1.6662-3(c)(2), Inconme
Tax Regs.
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failed to neet the strict requirenments of sections 1.6662-3(c) (1)
and (2) and 1.6662-4(f)(1), Incone Tax Regs.

Even though petitioner did not nake an adequate discl osure
sufficient to avoid the penalty under the applicable regulations,
petitioner may still be relieved of liability for the accuracy-
related penalty if he shows there was reasonabl e cause for the
understatenent and he acted in good faith with respect to the
understatenent. See sec. 6664(c); sec. 1.6664-4(a), |ncone Tax
Regs. We deci de whether petitioner acted with reasonabl e cause
and in good faith after reviewing all the facts and circunstances
and taking into account a variety of factors. See sec. 1.6664-
4(b), Inconme Tax Regs. The nost inportant factor is the extent
of petitioner’s effort to assess his proper tax liability. See
sec. 1.6664-4(b)(1), Incone Tax Regs.

Petitioner contends that he clainmed the additional
mar ketabi ity di scount after consultation with his accountant and
that, at all tinmes, he “reasonably relied upon the expertise and
advice of a certified public accountant in the preparation and

filing of” his tax return.?® The only evidence petitioner

2Petitioner also argued that any understat enent

attributable to an undervaluation of the Zila stock should be

reduced if (i) the tax treatnment is supported by substanti al

authority, or (ii) there was adequate disclosure of rel evant

facts on his return. See sec. 6662(d)(2)(B). By its terns, and

as indicated by the regul ations, the exception in sec.

6662(d) (2)(B) applies only to an accuracy-related penalty inposed

on an under paynent attributable to any substantial understatenent
(continued. . .)



- 45 -

presented to indicate that he “reasonably relied upon the
expertise and advice” of his accountant, however, was his own
self-serving testinmony, which we are not required to accept. See

Tokarski v. Conm ssioner, 87 T.C. 74, 76 (1986). Petitioner’s

1993 return does not indicate that the marketability di scount was
taken on the advice of his accountant or that petitioner
consulted his accountant. Further, there is no evidence that
petitioner retained an expert to value the stock before claimng
the marketability discount. To the contrary, the schedul es
indicate that the additional discount was taken because
petitioner felt that the stock was restricted and that an
addi ti onal discount was warranted. 2®

We find that petitioner has failed to prove that there was
reasonabl e cause for the understatenent and that he acted in good
faith in applying an additional discount to reduce the val ue of
the Zila stock acquired by exercising his stock options. W
hold, therefore, that petitioner is liable for an accuracy-
related penalty with respect to the additional incone generated

by the exercise of his Zila stock options.

25(...continued)
of incone tax. See sec. 6662(b)(2), (d)(2)(B); sec. 1.6662-4(a),
| ncome Tax Regs.

2petitioner’s reporting position regarding the additiona
di scount was inconsistent with the Form 1099 furnished by Zila,
whi ch al |l oned a bl ockage di scount of only $282, 979.



[11. Concl usion

We have considered the remaining argunments of both parties
for results contrary to those expressed herein and, to the extent
not di scussed above, find those argunents to be irrel evant, noot,
or without nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




