Toth v. Comm’r, 128 T. C. 1 (U. S. Tax Ct. 2007)

In Toth v. Comm’r, the U. S. Tax Court ruled that expenses from Julie Toth’s horse
boarding and training activities were deductible under IRC Section 212, not
capitalizable as startup costs under Section 195. The decision clarified that ongoing
Section 212 activities are not subject to Section 195’s capitalization requirements,
even if they might later transform into a trade or business. This ruling impacts how
expenses for non-business income-producing activities are treated for tax purposes.

Parties

Julie A. Toth, the petitioner, was represented by Russell R. Kilkenny. The
respondent, Commissioner of Internal Revenue, was represented by Shirley M.
Francis. The case was heard by Judge Harry A. Haines of the United States Tax
Court.

Facts

Julie Toth, previously employed by Pfizer, Inc. , suffered a head injury in March 1997
which led to her disability and subsequent job loss in May 2000. In 1998, she
purchased 17 acres of land in Newberg, Oregon, and began operating a horse
boarding and training facility for profit. The facility’s income grew over time, and by
early 2004, Toth established Ghost Oak Farm, L. L. C., to operate the property. She
claimed deductions for expenses related to these activities under IRC Section 212
for the tax years 1998 and 2001.

Procedural History

Toth filed her Federal income tax returns for 1998 and 2001 on April 5, 2004. The
Commissioner issued notices of deficiency on April 19 and 26, 2004, respectively,
disallowing the deductions and claiming they were nondeductible startup
expenditures under IRC Section 195(a). Toth filed petitions with the U. S. Tax Court
on July 21 and 15, 2004, for the respective years. The cases were consolidated for
trial, briefing, and decision on December 5, 2005.

Issue(s)

Whether the expenses incurred by Julie Toth in connection with her horse boarding
and training activities for the tax years 1998 and 2001 are deductible under IRC
Section 212 or must be capitalized as startup expenditures under IRC Section
195(a)?

Rule(s) of Law

IRC Section 212 allows deductions for ordinary and necessary expenses paid or
incurred during the taxable year for the production or collection of income, or for
the management, conservation, or maintenance of property held for the production
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of income. IRC Section 195(a) requires the capitalization of startup expenditures,
defined as amounts paid or incurred before the start of an active trade or business
in anticipation of such activity becoming an active trade or business.

Holding

The U. S. Tax Court held that the expenses incurred by Julie Toth in her horse
boarding and training activities for the years 1998 and 2001 were deductible under
IRC Section 212 and were not required to be capitalized as startup expenditures
under IRC Section 195(a).

Reasoning

The court reasoned that IRC Sections 212 and 162 (governing business expenses)
are in pari materia, meaning they should be interpreted similarly with respect to the
distinction between ordinary and capital expenditures. The court found that the
expenses in question were ordinary and necessary for the ongoing Section 212
activity and thus deductible. The court also noted that the legislative history of
Section 195, particularly its 1984 amendment, aimed to bring Sections 212 and 162
into parity concerning the capitalization of pre-opening expenses but did not intend
to preclude the deduction of ongoing Section 212 expenses. The court rejected the
Commissioner’s argument that the anticipation of the activity becoming a trade or
business required capitalization under Section 195(a), emphasizing that once the
Section 212 activity had begun, its expenses were not subject to Section 195’s
requirements. The court’s interpretation aligned with the principle that the Internal
Revenue Code should be read as a cohesive whole, with sections supporting rather
than defeating one another.

Disposition

The court entered decisions under Rule 155 of the Tax Court Rules of Practice and
Procedure, allowing the deductions claimed by Julie Toth under IRC Section 212 for
the tax years in question.

Significance/Impact

Toth v. Comm’r is significant for clarifying the treatment of expenses under IRC
Sections 212 and 195. The decision establishes that ongoing expenses for activities
engaged in for profit under Section 212 are deductible and not subject to
capitalization as startup costs under Section 195, even if the activity might
eventually become a trade or business. This ruling has practical implications for
taxpayers involved in income-producing activities outside of a trade or business,
providing clarity on the deductibility of their expenses. The case also reflects the
court’s commitment to interpreting the Internal Revenue Code in a manner that
maintains consistency across related sections, thereby reducing ambiguity and
litigation over the proper tax treatment of expenses.
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