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CARLUZZO, Special Trial Judge: This case was heard pursuant

to the provisions of section 7463 of the Internal Revenue Code in
effect at the tine the petition was filed. Unless otherw se

i ndi cat ed, subsequent section references are to the Internal
Revenue Code in effect for the years in issue. The decision to
be entered is not reviewable by any other court, and this opinion

shoul d not be cited as authority.
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Respondent determ ned deficiencies in petitioners’ Federal
i ncome taxes of $3,976, $3,790, and $5,420 for 1996, 1997, and
1998, respectively. The issue for decision for each year is
whet her petitioners are entitled to deductions for expenses
incurred in connection with the sale and distribution of Amay
Corp. (Amway) products. The resolution of this issue for each
year depends upon whet her petitioners’ Amnay distributorship was
a trade or business within the nmeaning of section 162.

Backgr ound

Sone of the facts have been stipulated and are so found.
Petitioners are husband and wife. They filed a tinely joint
Federal inconme tax return for each year in issue. At the tine
the petition was filed, petitioners resided in Fredericksburg,

Vi rginia.

At all relevant tinmes Joe Guadagno was an officer in
the U S. Marine Corps. Through June 1996, and then again
from Decenber 1996 t hrough February 1997, Susan Guadagno was
enpl oyed full tinme as a systens anal yst by Systens Mintenance &
Technol ogy, Inc.

Toward the end of 1995, while living in North Carolina,
petitioners were contacted by a distributor of Ammay products;
soon thereafter they becane users and distributors of Amway
products. Petitioners noved to Virginia in 1998. They conti nued

to use and distribute Amnay products throughout the years in
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i ssue. In Septenber 1999, petitioners ceased their Amnay
activity and becane involved in Quixtar, Inc., an Amay
affiliate.

Amnay is widely known as a marketer and supplier of various
personal and househol d products. Amnay relies on distributors to
purchase such products for personal consunption and for resale
primarily to “downline”?! distributors and custoners.? In
general, a distributor’s gross incone is based on profit from
retail sales, plus a “performance bonus” that is controlled by
Amnay and is influenced by the type and quantity of products the
di stributor purchases from Amnay.

Profit fromretail sales is determ ned by the difference
bet ween t he whol esal e price, which is set by Ammay, and the
retail price, which is set by the distributor. On average,
Amnay’ s suggested retail price for its products is approxi mately
25-30 percent above whol esale, but distributors are entitled to
sell a product at whatever price they choose, even if a sale at

that price produces a | oss.

! The term “downline” sinply refers to one’s relative
position in a particular distribution chain of Amway products.
One becones an “upline” distributor after successfully recruiting
one or nmore downline distributors.

2 A custoner purchases Amnay products for personal
consunption, but a distributor purchases Amnay products intending
to resell themto custoners or other distributors.
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Amnay has about 360, 000 i ndependent distributors. During
the years in issue, an Ammvay distributor’s average nonthly gross
income from Ammay-rel ated activities was | ess than $90. Amnay
does not assign its distributors exclusive territories. As best
we can determne fromthe record, there is no contractual
rel ati onship between an upline distributor and his or her
downline distributors. A downline distributor is not obligated
to remain in the distribution network of an upline distributor
and is not obligated to achi eve any m ni nrum sal es | evel s.

A distributor’s performance bonus is determ ned by his or
her “point value” and “business volunme”. Point value is a nunber
that corresponds to a particular tier in the Amay “performance
bonus schedul e”. Business volune is a dollar anmount generally
equal to 87 percent of the suggested retail price of a particular
product. Amnay assigns a given point val ue and busi ness vol une
to each product it sells but nay change these figures at any tinme
for any reason it chooses.® Consequently, it is difficult to
predi ct a performance bonus on the basis of the present point
val ue and busi ness vol une of Ammay products. The performance
bonus is calculated by multiplying a distributor’s nonthly

busi ness volune by a percentage that is listed in the performance

3 According to petitioners’ exhibits, the ratio of business
vol une to point value ranges from2.00 to 2. 62.
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bonus schedul e and corresponds to the distributor’s nonthly point
val ue.* This percentage ranges from3 to 25 percent and
increases in steps as a function of point val ue.

Petitioners’ Amway activities may be sunmarized as foll ows.
Petitioners were recruited by an upline distributor of Amnay
products in 1995. They had no prior experience with Amway and no
prior experience running a business. Before becom ng Amay
distributors, petitioners received advice from ot her Amay
distributors but did not solicit business advice fromthose
outside the Amway community; nor did petitioners seek independent
busi ness advice during the course of their affiliation with
Amray .

During the years in issue, petitioners spent little tinme or
effort attenpting to sell Ammay products; instead they intended
to develop a network of distributors. Consequently, their
potential for profit depended al nost entirely on Amway’ s
per formance bonus program and the sales efforts of their downline
di stributors. Recruiting productive downline distributors,

therefore, was the key to petitioners’ profit potential. 1In this

4 For exanple, assune that, in a given nonth, a distributor
accunul ates a point value of 1,000 and a busi ness vol une of
$2,500. According to Ammay’ s performance bonus schedule, at a
poi nt value of 1,000, the performance bonus equals 12 percent of
busi ness volume. Thus, in this exanple, the gross performance
bonus is $300 (i.e., $2,500 x 0.12). To determ ne the
di stributor’s net performance bonus, this anmpount nust be reduced
by the dollar amobunt of bonuses owed to downline distributors.
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regard, petitioners conpiled an extensive list of famly menbers,
friends, and acquai ntances that they used to identify and recruit
potential downline Ammay distributors. Typically, petitioners
made contact with these individuals either by tel ephone or by
traveling to wherever these individuals lived to neet with them
Not hing in the record suggests that petitioners nade any effort
to develop a profile of a successful downline distributor on
whi ch basis they would recruit; instead, petitioners recruited
famly, friends, and acquai ntances.

Petitioners’ attenpts to recruit downline distributors also
consi sted of describing the Amnay busi ness plan to friends and
acquai ntances at gatherings in petitioners’ hone or at
restaurants where food and beverages were routinely consuned.
Petitioners recruited 26 downline distributors in 1996, 37 in
1997, and 12 in 1998. The record does not disclose how many, if
any, of these downline distributors were in a famlial or
preexi sting social relationship with petitioners.

The rel ationshi p between petitioners and their downline
distributors was, at best, informal. There were no contracts or
m ni mum sal es agreenents. Downline distributors were free to
| eave petitioners’ distribution network at will, and, if they
desired, could even join another Ammay distributorship under a
different upline distributor. Petitioners were not assigned a

sales territory, and, like their downline distributors, they
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presumably had to conpete with sonme of the roughly 360, 000 Amnay
distributors for sales and recruits. Petitioners’ |ack of
control over their downline distributors hanpered their ability
to predict sales and, in turn, performance bonuses. Their
difficulty in predicting performance bonuses was conpounded by
Amnay’ s practice of varying the point value it assigned to a
gi ven product. Petitioners’ lack of control over these key
conponents of their distributorship caused any predictions of
performance bonuses that they m ght have nade to be, at best,
uncertain.

I ncluded with petitioners’ tinely filed return for each
year is a Schedule C, Profit or Loss From Busi ness. Each
return was prepared by a certified public account who al so was
an Amway distributor. Petitioners’ Schedules C for 1996 and
1997 list their principal business as “Amay”. For 1998,
petitioners’ Schedule Clists their principal business as
“Di st Consuner Product”. Petitioners reported net | osses of
$26, 264, $24,047, and $19, 810 on their Schedules C for 1996,

1997, and 1998, respectively.?®

> Frompetitioners’ trial presentation, it appears to us
that, technically, petitioners conducted their Amnay
di stributorship as a partnership, the income and expenses of
whi ch are not properly reportable on a Schedule C, Profit or Loss
From a Sol e Proprietorship, under any circunstance. See secs.
701 through 777. Neverthel ess, because the parties ignored this
technicality, we do |ikew se.
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In the notice of deficiency, respondent disallowed the
| osses clainmed on the Schedules C. Oher adjustnents made in the
notice of deficiency either give effect to these disallowances or
are not in dispute.
Di scussi on

According to petitioners, their Ammay activity, at
all relevant tinmes, was a trade or business. Therefore,
petitioners argue that the expenses they incurred in carrying
on this activity should be all owed as deductions. See sec.
162(a) (generally allow ng deductions for the ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on any trade or business). Respondent argues that
petitioners were not carrying on a trade or business because they
| acked the requisite profit objective, and petitioners are not,
therefore, entitled to the deductions they claim except to the

extent allowed by section 183.° For the follow ng reasons, we

5 1n relevant part, sec. 183 provides:

SEC. 183(a). GCeneral Rule.-In the case of an
activity engaged in by an individual or an S
corporation, if such activity is not engaged in for
profit, no deduction attributable to such activity
shal |l be all owed under this chapter except as
provided in this section.

(b) Deductions Allowable.-In the case of an
activity not engaged in for profit to which subsection
(a) applies, there shall be all owed--
(continued. . .)



agree with respondent.

The term “trade or business” is not precisely defined in
section 162 or the regul ations pronul gated thereunder; however,
it is well established that in order for an activity to be
considered a taxpayer’s trade or business for purposes rel evant
here, the activity nust be conducted “with continuity and
regularity” and “the taxpayer’s primary purpose for engaging in

the activity nmust be for income or profit.” Conm ssioner V.

G oetzinger, 480 U. S. 23, 35 (1987).

The test for whether a taxpayer conducted an activity for
profit is whether he or she entered into, or continued, the
activity wwth an actual or honest objective of making a profit.

See Keanini v. Comm ssioner, 94 T.C. 41, 46 (1990); Dreicer V.

Comm ssioner, 78 T.C. 642, 644-645 (1982), affd. w thout

publ i shed opinion 702 F.2d 1205 (D.C. Cir. 1983); sec. 1.183-

2(a), Incone Tax Regs. The taxpayer’s profit objective for each

5C...continued)

(1) the deductions which woul d be all owabl e
under this chapter for the taxable year w thout regard
to whether or not such activity is engaged in for
profit, and

(2) a deduction equal to the anmount of the
deductions which woul d be all owabl e under this chapter
for the taxable year only if such activity were engaged
in for profit, but only to the extent that the gross
i ncone derived fromsuch activity for the taxable year
exceeds the deductions all owable by reason of paragraph

(1).
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year in which the activity is conducted nust be bona fide, taking

into account all of the facts and circunstances. See Keanini V.

Conmi ssi oner, supra; Dreicer v. Conmi ssioner, supra at 645;

&olanty v. Conmi ssioner, 72 T.C 411, 426 (1979), affd. w thout

publ i shed opinion 647 F.2d 170 (9th Cr. 1981); Bessenyey V.

Comm ssi oner, 45 T.C. 261, 274 (1965), affd. 379 F.2d 252 (2d

Cr. 1967); sec. 1.183-2(a) and (b), Income Tax Regs. More
weight is given to objective facts than to the taxpayer’s

statenent of intent. See Engdahl v. Conm ssioner, 72 T.C. 659,

666 (1979); sec. 1.183-2(a), |Incone Tax Regs.

The foll ow ng nonexcl usive factors are considered in
determ ning whether an activity is engaged in for profit:
(1) The manner in which the taxpayer carried on the activity;
(2) the expertise of the taxpayer or his or her 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 |osses 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 emrents of personal pleasure or recreation. See sec. 1.183-
2(b), Incone Tax Regs. No one factor is determ native, and our

conclusion wth respect to petitioners’ profit objective does not
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result nerely fromconparing the nunber of factors that suggest a
profit notive against the nunber of factors that suggest the
opposite. See sec. 1.183-2(b), Incone Tax Regs.

After careful consideration, we are satisfied that
petitioners did not engage in the sale and distribution of Amay
products with the profit objective necessary for that activity to
be considered a trade or business within the neaning of section
162 during any of the years in issue.’” Qur conclusion in this
regard is particularly influenced by the follow ng.

Bef ore becom ng Amway di stributors, petitioners had neither
experience wth Ammay nor experience in running a business.
Nevert hel ess, they did not seek independent business advice at
the outset, and they did not seek i ndependent business advice
af terwards even though | osses were sustained year after year.

I nstead, they relied upon other Amnay distributors whose advice
is nore accurately characterized as personal notivational advice
t han strategic business advice. Under the circunstances,
petitioners’ failure to seek independent business advice strongly
suggests that they were distributing and usi ng Ammay products for

pur poses other than profit. See Ogden v. Comm ssioner, T.C

Memo. 1999-397, affd. 244 F.3d 970 (5th Gr. 2001).

" Al though neither party specifically addressed the point,
our analysis presunes that respondent bears the burden of proof.
See sec. 7491(a).
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Petitioners’ Amway activity has resulted in substanti al
| osses. Losses that are incurred in the initial stages of an
activity do not necessarily suggest the absence of an honest
profit objective. However, |osses that continue w thout
expl anation beyond that period typically required for an activity
to becone profitable may indicate the lack of a profit objective.

See Golanty v. Conm ssioner, supra at 427; Conner-Ni ssley v.

Conmi ssioner, T.C. Menp. 2000-178; Ogden v. Conmi Ssioner, supra.

Despite year after year of |osses, petitioners did not change
tactics to increase the likelihood of earning a profit.

For the nost part, the | osses that petitioners incurred year
after year are attributable to autonobile and travel expenses
(i ncluding the expenses incurred in attending various sem nars).
Petitioners did not concentrate on selling Amway products to
custoners, thereby elimnating sales as a potential source of
profit. A substantial portion of the incone earned from bonuses
they received each year was paid out to their downline
di stributors. Oher conponents of income were conpletely offset
by matchi ng expenses for the sane itens. Against the slimmrgin
for profit, petitioners haphazardly incurred significant
expenditures for autonobile and other travel expenses in order to
recruit downline distributors primarily fromthe ranks of famly,

friends, and acquai ntances, sone of whom|ived considerable
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di stances frompetitioners. Such behavior suggests the absence

of a profit objective. See Bessenyey v. Conmm Ssioner, supra.

Al t hough petitioners maintained detailed records for certain
aspects of their distributorship, the records apparently were
kept nore for substantiation purposes than for use as anal yti cal

busi ness tools. See Theisen v. Conmi ssioner, T.C. Mnob. 1997-

539; Hart v. Commi ssioner, T.C Meno. 1995-55; Poast V.

Conmi ssioner, T.C. Menp. 1994-399.

In closing, we note that even if petitioners had naintained
their nonthly point value goal of 4,000, their expenses would
still have exceeded their inconme from performance bonuses and
retail sales.

W are satisfied that petitioners’ primary purpose for
engaging in the sale and distribution of Amway products was
not for inconme or profit. After consideration of all of the
facts and circunstances, we find that petitioners’ Amway
di stributorship does not fit within “a common-sense concept of

what is a trade or business.” Conmn ssioner v. G oetzinger, 480

U S at 35. Therefore, petitioners are not entitled to the
deductions here in dispute, and respondent’s determnation in
this regard is sustained.

Revi ewed and adopted as the report of the Small Tax

Di vi si on.



To reflect the foregoing,

Deci sion will be

entered for respondent.




