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28 T.C. 1100 (1957)

Expenditures made by a corporation for activities that are essentially a personal
hobby of the sole shareholder, and not a legitimate business venture conducted for
profit,  are  not  deductible  as  ordinary  and necessary  business  expenses  by  the
corporation.

Summary

The case involved a corporation, American Properties, Inc., wholly owned by Stanley
Sayres. The IRS determined deficiencies in the corporation’s income tax, disallowing
deductions  for  expenses  related  to  the  design,  construction,  and  racing  of
speedboats. The Tax Court sided with the IRS, ruling that the speedboat activities
were a personal hobby of Sayres, not a business. As such, the expenses were not
deductible by the corporation, and the amounts spent were taxable to Sayres as a
constructive dividend. The court further upheld additions to tax for underreported
salary income due to negligence, even though prepared by an accounting firm.

Facts

Stanley  Sayres,  the  sole  shareholder  of  American  Properties,  Inc.,  had  a  long-
standing passion for speed and boat racing. The corporation initially owned and
rented a building. Sayres began designing, constructing, and racing speedboats. The
corporation paid for the design, construction, maintenance, and operation of these
boats. The corporation’s board minutes indicated a possible business interest in boat
racing, but the court found no actual business pursuit for profit. The corporation
listed “Real Estate” and “Lessor of Building” as its principal business activities on its
tax  returns.  Greater  Seattle,  Inc.,  a  non-profit  organization,  provided  financial
support for the boat racing activities,  but the court  viewed this  as support for
Sayres’ hobby, not the corporation’s business. Sayres was held out as the owner of
the  boats,  even  though,  at  times,  title  was  nominally  in  the  corporation.  The
corporation sought deductions for the expenses and depreciation of the boats, which
the IRS disallowed, treating the expenditures as personal expenses of Sayres. The
individual petitioners were also assessed deficiencies for omissions of salary income
from other corporations.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in income tax and
additions  to  tax  for  the  corporation  (American  Properties,  Inc.)  and  individual
petitioners (Stanley S. Sayres and Madeleine A. Sayres) for various tax years. The
corporation and individual petitioners sought relief in the United States Tax Court.
The Tax Court consolidated the cases and ruled in favor of the Commissioner of
Internal Revenue, upholding the disallowance of business expense deductions for
the corporation and the additions to tax. Decisions were entered under Rule 50.
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Issue(s)

1. Whether expenditures made by American Properties, Inc. for speedboat design,
construction,  operation,  and racing constituted deductible  business  expenses or
personal hobby expenses of Stanley Sayres.

2. Whether amounts expended by the corporation for the speedboats are properly
taxable to Stanley and Madeleine Sayres.

3.  Whether  additions  to  tax  for  negligence should  be applied to  the individual
petitioners for underreported salary income.

Holding

1. No, because the speedboat activities were not conducted as a trade or business
but were a personal hobby of the shareholder.

2.  Yes,  because  such  expenditures  were  solely  for  the  personal  benefit  of  the
individual petitioner who was the sole stockholder. The expenditures were treated
as constructive dividends.

3. Yes, because the underreporting of salary income was due to negligence, even
though the taxpayers relied on a professional accounting firm.

Court’s Reasoning

The court determined that the central issue was whether the corporation’s activities
surrounding the speedboats constituted a trade or business carried on for profit. The
court cited Higgins v. Commissioner for the standard that activities must constitute
the carrying on of a trade or business. The Court analyzed the facts to determine the
requisite intent or motive of making a profit. The court noted the activities were, in
fact, a hobby and there was no true commercial pursuit or steps taken to operate in
a commercial manner. The court considered various factors, including the lack of
any actual sales of boats or designs, no active steps to commercialize the designs,
the personal nature of the petitioner’s involvement, and the public perception of the
activity as Sayres’ hobby.

The court found the absence of a genuine profit motive crucial. It emphasized that
the corporation did not take actions typical of a business, such as seeking sales
opportunities or developing production capabilities. The court noted, “the activities
of the petitioner and the corporation with respect to the boats were not conducted
with the intention of making a profit and that such activities did not constitute the
conduct of a trade or business by either the petitioner or the corporation.”

The court also reasoned that expenditures made by a corporation on behalf of its
stockholder  may constitute  taxable  dividends to  the  stockholder.  Based on this
rationale, the court found that the expenditures for the boats constituted a diversion
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of corporate funds for Sayres’ personal benefit.

Regarding the salary omissions and negligence penalties, the court held that the
taxpayers were responsible for the accuracy of their returns, even when relying on a
professional accounting firm. The court cited Evans v. Commissioner, holding that
the duty to file accurate returns could not be avoided by placing responsibility on an
agent. The court ruled that the taxpayers’ failure to ensure the proper reporting of
income constituted negligence, thus warranting the addition to tax.

Practical Implications

This  case  provides  a  framework for  differentiating between legitimate  business
expenses and personal hobbies for tax purposes. It underscores the importance of
demonstrating  a  genuine  profit  motive  and  conducting  activities  in  a  manner
consistent with a business venture to qualify for business expense deductions. This
case is a reminder that activities primarily motivated by personal pleasure, even if
they generate some revenue, are unlikely to be considered a trade or business. The
court’s reliance on a multi-factored analysis focusing on intent and conduct provides
guidance on how to analyze similar fact patterns in other tax cases. The case also
serves as a cautionary tale for taxpayers who rely on agents, reminding them of
their ultimate responsibility for the accuracy of their tax returns. It emphasizes the
need  for  taxpayers  to  exercise  due  diligence,  even  when  using  professional
assistance, particularly when different fiscal years are involved. Later cases would
cite this as a precedent for determining what constitutes a business or a hobby.

This case informs legal practitioners by:

Clarifying that simply having a corporate form does not automatically make all
of the corporation’s expenses business expenses.
Establishing that the IRS and courts will look beyond the corporate structure
to the substance of the activity and the intent of the taxpayer.
Reinforcing the principle that taxpayers are responsible for the accuracy of
their tax filings, even when they rely on professional assistance, and may face
penalties if their negligence leads to tax deficiencies.


