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A Blend of Old Wines in a New Wineskin:
Section 183 and Beyond

JOHN W. LEE*®

Introduction

A Tax problem of long standing has been the practice of using
losses from an operation to offset other income, primarily either
to enjoy a ‘‘hobby,’’ partially- at the expense of the federal fise,
or for the tax shelter provided by the losses, but in either event
not primarily to carry on the venture as a business at a hefore-
tax profit. New section 183, enacted by the Tax Reform Act of
1969 to disallow certain tax deductions attributable to ‘‘an activity
not engaged in for profit,”’ is but the latest government remedy
provided for this problem.

Section 270—which, wherever an individual’s losses from a
trade or business exceeded its gross income by $50,000 for each
of five consecutive vears, disallowed the excess losses for all five
vears—was the largely ineffective statutory predecessor to sec-
tion 183. Its inefficacy was due to (1) the frequent taxpayer ability
to slightly rearrange income and deductions in order to break
the five year string of losses and (2) the fact that specially treated
deductions, often comprising the bulk of losses in the initial
years of a farm venture, were excluded from the $50,000 loss
computation.! The government had scored more, but not spectacu-
lar, success with the judicially fashioned doetrine that a tax-
payer must have an intention to make a profit from the opera-
tion in order to deduet his losses under either seetion 162 or 212.
The rationale for the doctrine was that the definition of ‘‘trade
or business’’ under section 162 is limited to ‘‘that which occupies

*JoEx W. LEie- (B.A., University of North Carolim, 1965; LL.B., University of
Virginia, 1968; LL.ML (Taxation), Georgetown University, 1970) is a member of the
Virginia Bar and is associated with the firm of Hirschler & Fleischier, Richmond, Virginia.
This article is based on at speech given at the 25th Annual Virginin Couference on Federal
Taxation, June 7, 1973.

1 8. Rep. No. 91-532, 91st Cong., Ist Sess, 103 (1969). Sce Sonnabend v. Counn'r, 377
F.2d 42 (Ist Cir. 1967); Welder v. United States, 320 F. Supp. 739 (S.D. Tex. 1971),
aff’d per curtam, 72-2 US.T.C. § 9628 (5th Cir. 1972).
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the time, attention, and labor of men for the purpose of liveli-
hood or profit’’ 2 and the section 212 standard of ‘‘production ox
collection of income’’ is similarly limited to an individual’s ‘‘profit-
seeking activities.”’® An alternative, more recent, approach has
been the contention that where profit lay far in the future the
activities were merely preparatory to engaging in a trade or
business and were akin to amassing capital assets to commence
a business.

A similar tax problem, farmer utilization of special farm tax
accounting rules to currently deducet from nonfarm income the
developmental costs of raising a farm commodity to a produetive
state and then disposing of it at eapital gain rates, initially caught
the administrative and legislative attention that ultimately
resulted in the enactment of section 183 as well as seetion 1251
and other provisions.? A review of the legislative history result-
ing in section 183 is necessary to fully appreciate it and, par-
ticularly, to understand the course taken by the extensive section
183 regulations.

Lecistarive History

The Treasury Department Tax Reforin Studies and Proposals,
released in February 1969, noted that section 270, which of
course applied to all individual businesses, did not curb the farm
tax problem and proposed that if a farmer did not elect to
give up the favorable farm tax accounting rules in (uestion,
only $15,000 of his farm losses could he deducted against non-
farm income, with a carryforward and carryback of the disal-
lowed portions.®* The allowance of the first $15,000 of loss was
designed to exclude from the proposal bona fide farmers who
supplemented their farm inecome with part-time or off-season
employment. Thus, the two themes of these proposals were curb-
ing the tax shelter abuse of farm tax accounting methods by
farmers with substantial nonfarm income, while leaving the bona
fide farmer as he was.

The Nixon tax reform proposals, delivered two months later,

2 Flint v. Stone Tracy Co., 220 U.S. 107, 171 (1911), quoting from 1 Bouvies’s Law
DicTioNARY 273 (2d ed. 1897).

3 United States v. Gilmore, 372 U.S. 39 (1963).

4 U.S. TREASURY DEP'T TAX REFORM STUDIES AND PRoOPOSALS (PART I), 01st CoNd., 18T
Sess. (Comm. Print 1969).-

5 Id. at 156-57.
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turned the proposed disallowance provision into a quasi-recapture
provision—*‘excess’’ farm losses were not disallowed but were
instead “‘placed’” in an excess deduction account (IEDA) which
converted any subsequent capital gain associated with the sale
of the farm or of farm assets into ordinary income to the extent
of the balance of the EDA. In addition, the administration pro-
posed to strengthen section 270 by disallowing losses in excess
of $50,000 if they exceeded $50,000 in any three out of five con-
secutive years.® Only the latter proposal is the direct antecedent
to section 183—the former hecame section 1251,

The House Committee on Ways and Means also recognized that
section 270 had been ineffectual, but noted courts had fashioned
another basis for disallowing hobby losses under sections 162
and 212 which allow deductions of ordinary and necessary ex-
penses incurred in a trade or business or for the production of
income: ‘“‘[T]hat the activity carried on by the taxpayer from
which the loss results is not a business but merely a hobby. Your
committee believes that this basic principle provides a more
effective and reasonahle basis for distinguishing situations where
taxpayers are not carrying on a business to realize a profit,
but rather are merely attempting to utilize the losses from the
operation to offset their other income.””?

The House Committee on Ways and Means therefore proposed,
in August 1969, to replace old section 270 with a new section
270 which would have provided that if deductions from an ae-
tivity exceeded its gross income by more than $25,000 in any
three out of five years, the activity would be rebuttably pre-
sumed to be mnot operated ‘‘with a reasonable expeectation of
profit,’’ resulting in a disallowance of all business deduction losses
attributable to the activity in excess of its gross income. Thus,
the administration’s section 270 test was amalgamated with the
Judicial profit motive test, probably effecting a synergisin which
would have heen stronger than hoth considered separately. As
under old section 270, the losses were to be determined separately
as to each activity carried on by the taxpayer.

In September 1969 the Treasury recommended that the House
provision be amended to clarify that the reasonably anticipated
profit must he an economic profit, not a ‘‘tax savings’’ profit,
and such profit need not be determined on an annual hasis. Other

6Id. at 52-54 (Message from the President of April 21, 1969, presented by Repre-
sentatives of the Treasury Department).

7H.R. Rer. No. 91-413 (Part I), 91st Cong., 1st Sess. 71 (2969) (emphasis added).
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technical amendments, probably covered by the proposed statute
or committee report, were suggested as well.8

The Senate Committee on Finance declared in late November
1969 that it was in basic agreement with the House approach,
but was concerned that a ‘‘reasonable expectation’’ of profit
standard—oprior cases had split as to whether such an expecta-
tion must be present or whether merely a bona fide intent to
make a profit was sufficient >—might cause losses of an activity
actually engaged in for profit to be disallowed. Therefore, it
modified the House provision, placing the focus on:

[w]hether the activity is engaged in for profit rather than whether it
is carried on with a reasonable expectation of profit.

In making the determination of whether an activity is not engaged
in for profit, the committee intends that an objective rather than a
subjective approach is to be employed. Thus, although a reasonable
expectation of profit is not to be required, the faets and circumstances
(without regard to the taxpayer’s subjective intent) would have to
indicate that the taxpayer entered the aetivity, or continued the activity,
with the objective of making a profit.1?

The most significant Senate Committee on I'inance change,
however, was the reversal of the presumption: A taxpayer ig
presumed to be engaged in an activity for profit for a taxable
year, unless established otherwise by the government, if, in two
or more years of the five year period ending with the tax year,
the activity was carried on at a profit. With this, section 183 was
reduced to a codification of the judicial test where the presump-
tion was not applicable and a pro-taxpayer provision where it was
applicable—a far ery from the administration and House pro-
posals. The regulations specify that no inference that the activity
is not engaged in for profit is to arise from failure to meet the
presumption.t!

8 Deductions allowable under the Code without regard to whethex incurred in a trade or
business or for the production of income would be deductible even if inenrred in an activity
not engaged in for profit. Deductions (other than the above) would be allowable to a
proper extent where income is realized from an activity not engaged in for prefit. TAX
RerFory Act oF 1969, TECHNICAL, MEMORANDUM OF TREASURY Position on H.R, 13270,
91sr Cona., 1sT SESS. 85-36 (Comm. Print 1969). The bill provided: “[IJtems attrib-
utable to an activity shall be allowed only to the extent of the gross incomo from such
activity unless such activity is carried on with a reasonuble expectation of xeulizing a
profit.” H.R. 13270, 91st Cong., 1st Sess. § 213(a) (1969).

9 Compare Blackmon v. United States, 68-2 U.S.T.C, [ 9655 (N.D. Tox. 1968); with
Patterson v. United States, 459 ¥.2d 487 (Ct. CL 1972).

10 S, Rep. No. 91-552, 91st Cong., 1st Sess. 103-04 (1969).

11 Reg. § 1.183-1(a). Practitioners had been concerned that agents would creato a noga-
tive inference a la the House approach in such circumstances.
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In addition, the Senate Committee on Finance basically followed
the Treasury’s technical suggestions as to (1) continuning to
permit deductions allowable without regard to whether they were
incurred in a trade or business or for the production of income
(the standards under sections 162, 167 and 212) such as interest,
taxes and capital gain deductions, and (2) allowing deductions of
business or production of income expenses in an activity not
engaged in for profit to the extent of gross income from the activ-
ity, reduced by deductions under (1) above, but made no reference
to the ‘“‘economic’’ profit or nonannual basis of determining profit
concepts.

The Senate Committee on Finance was concerned that new sec-
tion 183 (section 270 was repealed for tax years beginning after
December 31, 1969) might not be administered reasonably and
recommended that the Treasury establish two advisory groups
drawn from the cattle and horse industries to aid the Service in
establishing standards for its application of section 183 in order
to achieve reasonable results and to resolve policy questioms in
such application from time to time, which the Treasury indicated
it was willing to do and, in fact, has done. A Senate Committee on
Finance news release announced:

These advisory groups would be composed of industry experts and
would examine and recommend action to the Service with respect
to cases involving their industries. This action would precede disallow-
ance by the Inlernal Revenue Service of deductions of losses under
this provision. This would assure taxpayers of a high level review of
their cases by responsible representatives of their industry. This intent
will be repeated in the Committee reports and the tax reform bill.}2

Such intent is apparently reflected in a considerably diluted
‘version by the Senate Committee on Finance print statement of
November 21, 1969 that the establishment of the advisory groups
““Should help limit the disallowance by the “Internal Revenue
Service of the deduction of losses under this provision to ecases
where it is generally recognized that this is appropriate.’’ 13

The Service news releases announcing the formation of the
two advisory committees indicate that in the eyes of the Com-
missioner the role of the committees was to be purely advisory
and was to relate to (1) the early development of policies and
(2) proposed administrative guidelines and proposed revenue

12 Committee on Finance, United States Senate Press Release No. 31 (October 17,
1969) (emphasis added).
13 8. Rer. No. 91-552, 91st Cong., 1st Sess. 103-04 (1969).
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rulings.’* The committees contributed to the drafting of the pro-
posed section 183 regulations® but it does not appear that the
Service contemplates review of specific cases before 90 day letters
can be issued assessing a deficiency in taxes due to a disallow-
ance by virtue of section 183 of deductions.

In essence, section 183 codifies the profit motivation case law
approach, with legislative rejection of the reasonable expeeta-
tion of profit and subjective approaches, in sections 183(a) and
(e). Section 183(c) specifically adopts a netting approach (allow-
ance of deductions up to the amount of gross income), followed
by most decisions, with the significant addition of a tier system
by which such gross income deduetion is reduced first by deduc-
tions not within the purview of section 183. The positive pre-
sumption is set forth in section 183(d) and rules for its applica-
tion are contained in section 183(e) (added by the Revenue Act
of 1971).

Comprehensive proposed regulations were issued under section
183 in August 1971 and moderately modified final regulations
were promulgated in July 197217 While the drafters of the net-
ting and positive presumption provisions of these regulations
declined in the first instance to follow the Senate Committee on
Finance report statements and in the second to follow the literal
words of the statute on point,'® the regulations appear to reach
the correct results here and are unlikely to be suceessfully chal-
lenged in litigation. The paragraphs dealing with the definition
of activity and the manner in which the determination whether
an activity is engaged in for profit is to be made (including nine
nonexclusive objective factors), on the other hand, contain (uite
controversial elements and may generate considerable litigation.
The activity paragraphs are largely patterned after developments
under section 270 and appear shaped in some aspects by the

14+ IR, 1075 (Oct. 30, 1970), reprinted in MErTENS, Law or FepErAL INcoME TAx-
ATION, 1969-71 RuLings, Miscellancous Announcements 159,

15 See Thrower, Recent Devclopments in Federal Income Taxation, 21 Tun. Tax INsT.
1, 23 (1972) ; Oshins, Proposed Regulations Provide New Rules for the I[obby Loss Game,
35 J. TaxarioN 214, 215 n9 (1971). The latter author was the attorney-advisor in tho
Office of Tax Legislative Counsel, United States Treasury Department, at the time the
proposed regulations were issued and appears to have been responsible for drnfting them.
BIPTKER & STONE, FEDERAL INCOME, ESTATE AND GIFT TAxATION 236 (4th ed. 1072).

16 Prop. Reg. § 1.183, 36 Fed. Reg. 16112 (Aug. 19, 1971).

17 Reg. § 1.183.

18 See Oshins, Proposed Regulations Provide New Rules for the Hobby Loss Game, 35

J. Taxarion 214, 217 (1971), for an excellent discussion justifying tho positioms taken by
the regulations.
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genesis of seection 183 in the use of farm accounting rules to
enjoy current ordinary deductions at a favorable tax cost of
future capital gain appreciation in the farm product or farm-
land itself. The ‘‘objective factors’’ provisions are derived prinei-
pally from the farm loss section 162 and section 212 profit motive
decisions. Here again the origin of section 183 in attention on
deduction by high bracket taxpayers of farm losses against non-
farm income, together with concern for the lower bracket or
marginal farmers, have strongly influenced the emphasis of this
portion of the regulations, particularly in the examples illus-
trating the nine factors. Significant also are two topies the final
regulations do not expressly consider: (1) the definition of profit
- and (2) the preparatory to engaging in a trade or business and
similar arguments frequently applied in the alternative to the
profit motive test to activities.

Applicability

The statute provides that section 183 is applicable to indi-
viduals and subchapter S corporations.’® The regulations add
estates and trusts to the reach of section 183 under the express
rationale that their taxable income is computed in the same
manner as that of an individual with certain minor exceptions.?®
Both the regulations and the statute are silent as to partnerships
and partners. Since section 270, by its terms, applies only to indi-
viduals and the partnership regulations provide that each partner
must take into income his distributive share of partnership ‘“hobby
losses’ under section 270, it appears clear that section 183 can
affect a partner as well? The Senate Committee on Finance
report states that no inference is to be drawn from the decision
not to include regular corporations in the coverage under sec-
tion 183 as to whether any activity of a corporation constitutes
a business or is engaged in for profit. The articulated justifica-
tion is that individuals primarily enter into an activity to obtain
a loss in order to offset other income and that coverage of
regular eorporations would present a number of difficulties, such
as its effect on shared facilities provided on a cost basis.*® The
provision in the regulations that no inference is to be drawn from

19 LR.C. § 183(a).

20 Reg. § 1.183-1(a).

21 Reg. § 1.702-1(a) (8) (i1) ; BITTKER & EUSTICE, FEDERAL INCOME TAXATION OP Coz-
PORATIONS AND SIIAREHOLDERS 1-26 (3d ed. 1971).
22 8. Rer. No. 91-552, 91st Cong., 1st Sess. 104 (1969).
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the provisions of section 183 and the regulations thereunder that
any activity of a regular corporation is or is not a business or
is engaged in for. profit is probably intended to have no broader
import than the committee report reference, but is capable of the
construction that the nine factors for determining profit motive
could not be used by analogy or as a codification of prior judicial
factors in applying the section 162 profit motive test to a regular
corporation.

Section 183 is to be applied at the corporate level in determin-
ing allowable deductions of a subchapter S corporation according
to the regulations.?® Presumably this means it is the corporate
motive for engaging in the activity and mnot the shareholder’s
motive that is determinative. A similar question arises as to
whether motive for engaging in the activity is to be determined
at the partnership or partner level. Commentators generally agree
that character of income is determined at the partnership level
retaining such character, e.g., capital gain or section 270 hobby
loss, in the hands of the partner.?* Arguably character encom-
passes motive. Indeed, the Service has ruled: ‘‘The purposes for
which the partnership incurs any indebtedness shall be attributed
to the general partners in applying section 265(2).”’ 2 However,
a limited partnership interest is considered by this revenue pro-
cedure to constitute a portfolio investment, which gives rise to
an inference of a purpose by the limited partner to carry tax-
exempt obligations, regardless of the actual purpose of the part-
nership in incurring the indebtedness.?® Nevertheless, following
the character of income rules, profit motive for seetion 183 should
be determined at the partnership level with no distinetion between
limited and general partnerships.

Presumption

An activity is rebuttably presumed under section 183(d) to be
engaged in for profit for a taxable year if its gross income for

23 Reg. § 1.183-1(f).

24 Reg. § 1.702-1(b). See, e.g., Wolfman, Level for Determining Character of Parincr-
ship Income—“Eniity” v. “Conduil” Principle in Partnership Taxation, 19 N.Y.U. InsT,
287, 290-92 (1961). Lee, Operating Expenses and Section 124: Will Snow Fall?, 27 Tax
Lawvyer 381, 405-09 (1974).

25 Rev. Proc 72-18, 1972-1 C.B. 740, 742 § 4.05.

26 Id. at § 4.04. Such distinction appears inconsistent with George A. Butler, 36 T.0.
1097, 1106 (1961) (partuership business imputed to limited partner). But sce Young,
Income Tazx Consequences of Investment Losses of Individuals, 27 TAX L. Rev. 1, 27-28
(1971).
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two or more of the taxable years in the five consecutive year period
ending with such year (seven year period in the case of an
activity consisting in major part of horse breeding, training,
showing or racing) exceeds the ‘‘deductions attributable to such
activity (determined without regard to whether or not such ac-
tivity is engaged in for profit).”’ The near identity of the paren-
thetical language to that of section 183(b) (1) where ‘‘deductions
which would be allowable . . . without regard to whether or not
such activity is engaged in for profit’’ means deductions that do
not require a profit motive to be deductable (tier 1 deductions),
such as interest or taxes, lends itself to the construction that
gross income from the activity need only exceed the tier 1
deduections in two out of five consecutive years for the presump-
tion to apply. Congress probably meant to say gross income ex-
ceeds the deductions attributable to the activity determined as
if the activity were engaged in for profit.?” The Senate Committee
on Finance almost left the impression that gross income had
only to exceed tier 2 and tier 3 deductions (deductions allow-
able only if the activity is engaged in for profit), but ended
on the note that for the purposes of the presumption all dedue-
tions attributable to the activity other than the net operating loss
deduction are to be taken into account.?® Seizing upon the am-
biguity created by the inconsisteney between the statute and the
committee print, the drafters of the regulations followed the latter.
The choice is correct; otherwise the presumption would be of
little worth and undoubtedly would easily be rebutted. The statu-
tory construction offered in support of the drafters’ choice is,
however, quite intriguing.
The analysis is as follows: The language in Section 183(d) speaks of
‘““deductions atiributable’’ to the activity while the language in Sec-
tion 183(b) (1) refers to ‘‘deductions which would be allowable.”’
The term ‘‘deductions attributable’’ found in Section 183(d) is also
found in Section 183(a). The reasoning continues that since Section
183(a) states that ‘““no deduction attributable to such .activity shall be
allowed’’ the term ‘‘deduction attributable’’ includes both deduetions
allowed and disallowed and as such is broader and encompasses more
than ‘‘deductions allowable’ as used in Section 183(b). Accordingly,

the draftsmen decided to adopt the same meaning of ‘‘deductions
attributable’’ for both Sections 183(a) and 183(d).2?

27 Comment, Section 183: Work Horse or Hobby Loss, 20 Carmouic UL. Rev. 716, 731
(1971).

28 §, Rep. No. 91-552, 91st Cong., 1st Sess. 104-05 (1969).

23 Oshins, Proposed Eegulations Provide New Rules for the Hobby Loss Game, 35 J.
TAxXATION 214, 217 (1971).
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The draftsmen did not follow the surface import of the com-
mittee print statement that all deductions attributable to the
activity except the net operating loss deduetion were to be taken
into account in applying the presumption. They added that for
the purposes of the presumption determination, the section 1202
deduetion was not to be taken into account. Apparently the draft-
ers followed the reasoning of an early commentator on section
183 who pointed out that (1) under section 270 the Service had
ruled that the 50 per cent gain deduction under section 1202 did
not constitute a deduction ‘‘attributable to a trade or business’’
carried on by an individual for the five year $50,000 test and
(2) aetivity under section 183 is to be determined by the scope
of the term “‘trade or business’’ under section 270.2°

The regulations provide that the five or seven year presump-
tion period begins with the first profit year and the positive pre-
sumption applies with respeect to the second profit year and all
years subsequent to the second profit year.** Thus, if in the period
from 1970 through 1975 the only profit years were 1971 and
1974, the presumption would apply to 1974 and 1975 only. This
was probably not the original intent of Congress but is supported
by the literal language of section 183(d) in another of the draft-
ing infelicities in which section 183 abounds. For the legislative
history to section 183(e) (enacted by the Revenue Aect of 1971)
reveals that it had come to the attention of the eommittee that
if the period ending with the current tax year did not include a
profit year, the taxpayer was not being allowed to use the pre-
sumption, even though at that time there were not five (or seven)
consecutive years in which to measure the presumption. ‘‘Che
committee believes that this interpretation does not reflect the
intent of Congress in originally adopting this provision.”’ % Of
course, under the regulations years prior to the two profit years
could never receive the benefit of the presumption even if there
were at that time five years in which to measure the presumption.

30 Comment, Section 183: Work Horsc or Hobby Loss, 20 Carnouic UL, Rev. 716, 720
(1971). This excellent article highlights a number of problems created by scetion 183 and
appears to have been frequently relied upon by the draftsmen of the regulations in address-
ing them.

31 Reg. § 1.183-1(c). Literally section 183(¢d) would limit the presumption to the fifth
or seventh year. Consequently, its extension by the regulution to the secoud profit yenr
(which may be earlier than the fifth year) may be viewed as a departure from tho
statute. Carey & Gallagher, Requisite Greed: The Scetion 188 Regulativns, 19 Lovora L.
Rev. 41, 61-62 (1973). :

32 S, Rep. No. 92-437, 924 Cong., 1st Sess. 74 (1969).



1974] SECTION 183 AND BE¥YOND 357

The regulation result appears required by section 183(d) since it
provides for a presumption only as to a taxable year which ends
a -five or seven year period in which two years were profitable.
Rather than amending section 183(d) to conform with what
Congress originally intended (all years in the five or seven
year period receive the benefit of the presumption), section 183(e)
was enacted. It provides that a taxpayer may elect that the sec-
tion 183(d) presumption not be made before the end of the fourth
(or sixth) year following the year in which the taxpayer first
engages in the activity. If such election is made and two years
in the five (or seven) year period beginning with the first year
. ih which the taxpayer engaged in the activity are profitable,
the presumption provided by section 183(d) applies to all five
or seven years. In reality, this constitutes a new section 183(e)
presumption. Under section 183(e) the presumption in the above
hypothetical would apply to 1970 through 1974. If the taxpayer
is able to apply the presumption under section 183(d) to 1975
as well, he will have been able to use‘the same two profit years to
create presumptions extending to six years.

The regulations provide that the section 183(d) presumption
arises only if the activity is substantially the same activity during
each of the relevant taxable years, including the tax year in ques-
tion.®® This requirement undoubtedly extends to section 183(e)
as well. According to an example in the regulations an activity
can continue to qualify as the same activity although conducted
on a much reduced basis and_in a different manner.3* This test
is probably more liberal than the substantially the same trade or
business prerequisite of section 382(a) as explicated by the accom-
panying regulations.

The regulations also state that in applying the presumption
under section 183(d) omly tax years beginning after December
31, 1969, are to be taken into account. Thus, they conclude that
section 183(d) does not apply prior to the second profitable year
beginning after December 31, 1969. Most commentators would
agree that the position taken in the regulations—pre-1970 profit
years cannot be used for the presumption—is correct.3® For the
Senate Committee on Finance report, in discussing the effective

33 Reg. § 1.183-1(c) (1) (ii).

3t Reg, § 1.183-1(c) (2) Ex. (2) (if).

35 Comment, Section 185: Worl: Horse or Hobby Loss, 20 Cataonic U.XL. Rev. 716,
730-81 (1971); Oshins, Proposed Regulations Provide New Rules for the Hobby Loss

Game, 35 J. TaxATION 214, 218 (1971); Rhodes, Hobby Losses—A New Challenge, 56
AB.A.J, 893, 896 (1970).

\
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date for section 183, stated that while the general effective date
was to be December 31, 1969,% in applying the presumption
section 183 would be applicable to prior taxable years, but the
conference committee declared it was following all the Senate
amendments to the House version of section 183 ‘‘except for
the effective date relating to the presumption.’’® Against this
clear legislative history several commentators have argued pre-
1970 profit can be used for the presumption because the confer-
ence committee ‘“‘deleted’’ the Senate Committee on Finance refer-
ence ‘‘probably because it was considered superfluous,’”’ accord-
ingly, with no express reference in the statute the plain mean-
ing permits reference to pre-1970 profit years3® This reasoning
is in error because the conference committee did not delete the
Senate reference, it rejected it.

The literal language of section 183(d) suggests—and is cor-
roborated by the legislative history of section 183(e)—that the
first year to which the section 183(d) presumption can apply is
the fifth year of the activity, even if the first two years are profit
years. Assume then that the first year which an aectivity was
engaged in was 1967 and the first and second profit years were
1970 and 1971. The draftsman of the section 183 regulations has
written that in drafting the regulations it was decided to avoid
the result that pre-1970 years could not even be used for pur-
poses of aggregating the five or seven year period.®® Therefore,
one must conclude that the regulation statement that only post-
1969 years are to be taken into account in applying the section
183(d) presumption was intended to apply only to the two profit-
able years requirement and not to the five year requirement.
The five year prerequisite itself is surely another drafting error;
Congress could not have intended that if the first two years of
an activity were profitable the presumption would only apply to
the fifth year. In any event all of these problemns are rendered
academie if the section 183(e) election is made.

Indeed, both presumptions are rather superfluous. We are
told by the regulations that if a taxpayer does not meet the
requirements of section 183(d) ‘‘no inference that the activity

36 S. REP. No. 91-552, 91st Cong., lst Sess. 105 (1969).

37 Conr. Rep. No. 91-782, 91st Cong., Ist Sess. 209 (1969).

38 Sharpe, New “Hobby Loss” Rule Is Tougher But “Engaged in for Profit” Dilemma
Remains, 32 J. TaxaTioN 289, 200 (1970); DicxiNson, FarMm Anp Ranca Losses, BNA
TAX MANAGEMENT PorTFoLI0 NoO. 241, A-21 n.151 (1970).

30 Qghing, Proposed Regulations Provide New Rules for the Hobby Loss Game, 35 J.
TaxarioN 214, 218 (1971).
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is mot engaged in for profit shall arise by reason of the provi-
sions of section 183.7? ¥ Presumably this means section 183 should
be applied as if section 183(d) did not exist and does not mean
no inference can be drawn (independently) from the nine regu-
lation factors for determining profit motive. On the other hand,
in most of the reported decisions in which there were some profit
years present the taxpayer won even where section 183(d) would
not have resulted in the favorable presumption. Likely the sig-
nificance of this provision will lie in the Service not pursuing the
controversies, probably few, to which the presumption will apply.
Most cases will turn on the nine factors and tax planning should
be of more avail there than in attempting to juggle income and
deductions to meet the presumption.

Deductions Allowable: The Tier System

The regulations under section 162 treating farm deductions
applicable to pre-1970 tax years provided that if a farm were
operated primarily for recreation or pleasure and its expenses
exceeded its receipts, the entire receipts were to be ignored in
reporting income and the expenses incurred since personal would
not be deductible.?* On the other hand, the regulations under sec-
tion 212 were silent on this point. It has been suggested that by
virtue of section 262 the Service could have disallowed the entire
amount of the deductions while taxing all the gross receipts, but
administratively allowed taxpayers to deduct expenses up to the
income generated in the activity. Apparently the rationale was
either that the taxpayer was engaged in the activity for profit
to the extent income was earned or that the harshness of taxing
gross income without permitting pro tanto deductions was
unfair.? Although in at least one reported decision the Commis-
sioner did disallow all of the deductions of an activity not en-
gaged in for profit while at the same time not taxing any of the
gross receipts from the activity,”® in most of the decisions in
which “‘netting’’ takes place the Service merely disallowed the

40 Reg. § 1.183-1(c) (1) (ii).

41 Reg. § 1.162-12(b).

42 Oshins, Proposed Regulations Provide New Rules for the Hobby Loss Game, 35 J.
TaxaTION 214, 215 (1971). But of. Adirondack League Club, 55 T.C. 798, 819-20 (1971),
aff’d per curiam, 458 ¥.2d 506 (2d Cir. 1972) (concurring opinicn; question left open
whether corporation that is not earrying on a trade or business as to recreational facilities
is permitted to deduct expenses to extent of gross income or denied any deduction at all).

43 Bertha R. Conyngham, 23 T.C.M, 1179 (1964).
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net losses from the activity.* The majority of the netting cases
holding for the government did not comment on this aspect. In
Ernst H. Martin,®® however, the Tax Court held in the context
of a yacht chartering activity which it had determined was not
profit motivated that where there is taxable income the taxpayer
is entitled under section 212 to deduct expenses paid or incurred
for the production of that income. While this rationale has sur-
face appeal, it overlooks the basic principle that the expenses
should first be allocated between the income producing and per-
sonal uses and only then would deduction of the amount attributable
to the inecome producing use be permitted up the amount of gross
income—in some instances the gross income might exceed the so
allocated expenses. In another controversy the Tax Court held
that a trade or business existed to the extent of the actual income
from the activity.*® In T. Gardner Hill, where the Commissioner
had disallowed net losses only, the Tax Court in confrast turned
this factor against the Service.

Our first observation is why, if respondent feels there was no separate
business engagement, he did not disallow all of the claimed business
expenses, Surely they should all be disallowed as personal expenses
under section 262 if petitioner was not engaged in an independent
business. Respondent’s determination practically admits petitioner car-

ried on a separate business yet his first argument on brief is that he
did not.47

Yet where the taxpayer in Five Lakes Outing Club v. Uunited
Staies *® raised a similar argument (to find a profit motive essen-
tial to deduetibility is to hold that the Service cannot allow
deduction of a social club’s expenses in operating its nonprofit
recreational program even to the amount of club revenues), the
Eighth Circuit’s immediate reply was that one should not look
a gift horse in the mouth, but then in a more seriousvein it
adopted the rationale that the income producing aectivities for

tax purposes were to be considered as separate from the social
activities.

44 E.g., Mitchell v. United States, 70-1 U.S.T.C. T 91290 (W.D. Tenn. 1060); V.H.
Monette & Co., 45 T.C. 15, 41, 44 (1965), aff’d per curiam, 374 F.2d 116 (4th Cir. 1067);
Harold I. Snyder, 25 T.C.M. 1326 (1966).

45 50 T.C. 341, 364-65 (1968), acq.

46 Richard L. Westerman, 55 T.C. 478, 481 n.5 (1970).

4722 T.C,M. 1056, 1060 (1963).

48 468 F.2d 443, 446 (8th Cir. 1972). Although there were income produeing nctivitios
apart from the recreational activities, the recreational activities themselves produced
considerable income ($13,380.49) and the Service ruled that the recréational expenses
($24,234.80) could be deducted to extent of such income.
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Tt is not surprising in view of the uncertainties in this area
that when the House proposal did not address netting the Treas-
ury recommended clarifying amendments.

Tt should also be made clear that those deduetions which are allowable
under the Code without regard to whether they are ineurred in a
trade or business or for the production of income, such as interest and
certain state and local taxes, will continue to be deductible even where
incurred in an activity not engaged in for profit. Similarly, it should
be made clear that deductions ineurred in an activity not engaged in
for profit (other than those deseribed in the preceding sentence) shall
be allowable to a proper extent where income is realized from that
activity. The amount allowed should be that proportion of the fotal of
such deductions which the income realized bears to the total deduc-
tions attributable to the activity, including deductions described in the
first sentence of this paragraph. Thus, if the taxpayer with a hobby
farm has interest and taxes of $100,000, operating costs of $120,000,
and depreciation of $80,000, and if the income from the farm is
$30,000, the taxpayer should be entitled te deduct the full $100,000

amount of interest and taxes plus $12,000 of operating costs and $8,000
of depreciation.ts

The Senate Committee on Finance did provide a netting rule,
albeit less liberal than Treasury’s recommendation. Section
183(d) classifies deduetions in two categories: (1) those not
dependent upon profit motive for deduectibility (tier 1 deductions,
in the developing section 183 tax jargom), i.c., ‘‘deductions which
would be allowable . . . without regard to whether or not such
activity is engaged in for profit,”” and (2) those allowable only if
the activity is engaged in for profit (tier 2 and tier 3 deductions).
Rather than following the proportionate approach proposed by
the Treasury, the Code provides that deductions requiring a
profit motive are deductible only to the extent gross income ex-
ceeds tier 1 deductions. Thus, rather than tier 1 deductions *‘eat-
ing up’’ only a proportionate amount of gross income from the
activity, under the Senate Committee on Finance approach (sec-
tion 183(b)), they eat it up dollar for dollar, with only the excess
available as the measuring rod for deduetibility of tier 2 and
3 deductions. Section 162 farm expense regulations in effect per-
mitted the deduction of tier 2 and 3 expenses to the full extent
of gross income not reduced by tier 1 deductions.”

The three tier system comes ahout as the regulations further
divide deductions requiring a profit motive into those not involv-

49 TAX REFORM ACT OF 1969, TECHNICAL MEMORANDUM OF TREASURY Position oN H.R.

13270, 91sT COXNG., 1T SESS. 35-36 (Comm. Print 1969) (emphusis added).
50 Reg. § 1.162-12,



362 TAX LAW REVIEW [Vol. 29:

ing basis adjustinents (tier 2) and those resulting in basis adjust-
ments (tier 3), such as depreciation and amortization, partial
losses with respeet to property and partially worthless debts.®
Tier 3 deductions in turn are allowable only to the extent gross
income exceeds tier 2 deductions. The Senate Committee on
Finance report similarly set a priority on the type of deductions
to be first allowed after tier 1 deductions, but would have allowed
first (tier 2) those deductions resulting in basis adjustinents.®
The draftsmen of the regulations reversed the committee’s order,
reasoning that if basis adjustinent deductions, particularly depre-
ciation, were tier 2 rather than tier 3, then the application of
the recapture rules upon the subsequent disposition of the prop-
erty would result in scetion 183(b)(2) deductions not being
allowed to the extent of gross income in excess of tier 1 deduc-
tions.5® Where tier 3 deductions involve more than one asset,
the deduction is allocated to cach asset proportionately based
upon the total amount which would have been deductible had the
activity been engaged in for profit. The basis of such assets is
then reduced only by the amount of the tier 3 deduections so allo-
cated to them.5

Most of the controversy in this area will undoubtedly arise as
to tier 1 deductions sinee they will be deductible regardless of
whether they are associated with the activity, but their amount
directly affeets the deduetibility of tier 2 and 3 deductions in
an aectivity not engaged in for profit. For instance, one com-
mentator has suggested that contrary to the regulations where
property is used partially for personal purposes and partially for
rental use, but the entire activity is determined not to be engaged
in for profit, the tier 1 deductions should be divided between
personal and business use.® Thus, in the caleulation under sec-
tion 183(b) gross income would be reduced only by the tier 1
deductions attributable to the rental operation. This suggestion
has the surface appeal of symmetry, particularly since the regu-
lations allocate the tier 2 and 3 deduetions to the rental activity

51 Reg. §§ 1.183-1(b) (1) (ii) and (iii).

52 8, Rep, No. 91-552, 91st Cong., 1st Sess. 104 (1969).

53 Oghins, Proposed Regulations Provide New Rules for the Hobby Loss Game, 35 J.
TaxarioN 214 (1971); see Rhodes, Hobby Losses—A New Challenge, 56 AB.A.J. 803,
894 (1970); Comment, Section 183: Work Horse or llobby Loss, 20 CaritoLio U.L. Rev,
716, 726 (1971).

54 Reg. § 1.183-1(b) (2) (ii)-

55 Thrower, Recent Developments in Federal Income Taxation, 21 TuL. Tax INsT. 1,
23-24 (1972).
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and to personal use (with the latter allocated deductions being
independently disallowed under section 262).%® It overlooks, how-
ever, the fact that the obvious function of section 183(b), as
enacted, is to preclude the taxation of gross receipts while sec-
tion 183(b)(2) deductions are disallowed, in order not to allow
the taxpayer to use any amount of such deductions against other
income as the Treasury proportionate proposal would have
allowed. ’

Another commentator has suggested that in situations of dual
use, rental and personal, the taxpayer should treat the operation
as two activities. While his goal was to enable the rental portion
to qualify separately as an activity engaged in for profit, the
same approach would result in allowance of a greater amount of
tier 2 or 3 deductions where both activities are not engaged in
for profit, assuming that all the gross income is allocated to the
rental activity but the tier 1, 2 and 3 deductions are allocated
between the two aectivities.’” Although characterization as two
activities may prove difficult and is inadvisable if the entire
operation can be shown to be a single activity engaged in for
profit with secondary personal use, the taxpayer has nothing to
lose with such a fragmentation approach if as a single activity
the entire operation is not engaged in for profit.

Not surprisingly the first substantive revenue ruling under
section 183 involved tier 1 deductions. In Revenue Ruling 73-219
the Service treated interest paid on an insurance policy loan, the
proceeds of which had been used to purchase a beach house used
in an activity not engaged in for profit, as a tier 1 deduetion
indirectly attributable to the activity. The rationale that the use
of the borrowed money is determinative appears correct, but the
ruling more likely signals the advent of a tracing concept like that
applied in section 265. In its more extreme form this concept
reaches some situations in which the taxpayer could sell tax-
exempt obligations to meet economic needs, but instead incurs
indebtedness to do s0.% But there the reasoning is that such inter-
est is incurred to carry the tax-exempts, whereas interest aftribu-
table to rental property arises from indebtedness that was in-

56 Reg. § 1.183-1(d)(3) Ex. (ii).

57 Gage, Treasury’s Tough New Final Regs on Partly-Rented Vacation Home Deductions:
Analysis, 37 J. TaxatioN 312, 313 (1972) (advocates two activities) ; Carey & Gallagher,
RBequisite Greed: Seclion 188 Regulations, 19 LovoLa L. Rev. 41, 58 (1973) (two activities
result in more allowable tier 2 and 3 deductions).

581973-20 LR.B. 9; Note, 39 J. TAXATION 94 (1973).

59 Fox, The Leslie Case, 26 Tax L. Rev. 159 (1970).
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curred, or the proceeds of the loan were used, in connection with
the rental property or with the production of income therefrom.*
The latter does not appear to encompass interest on indebtedness
incurred to carry property used in an activity not engaged in for
profit.

The most complicated portion of the tier 1 deduction regula-
tions—section 1.183-1(b)(4) (ii)—deals with the section 1202 net
long-term eapital gain deduction. No section 1202 deduction is
allowable with respeet to an activity not engaged in for profit
(section 183 activity), unless (1) without regard to section 183
there is an excess of net long-term eapital gain over short-term
capital loss and (2) that excess is allocable to such section 183
activity. The function of the first prerequisite is quite subtle,
even nice. The regulations provide a construetive profit motive
as to tier 2 and 3 deduections to the extent of gross income in order
to achieve netting. With such a construective profit motive a bad
debt would qualify as a business bad debt giving rise to an
ordinary loss under section 166(a). A nonbusiness bad debt, on
the other hand, is treated as short-term capital loss. Accordingly,
without the constructive profit motive of section 183(b)(2), a bad
debt incurred in an activity not engaged in for profit is allow-
able only as a short-term capital loss. Thus, it could be said
that a business bad debt ordinary loss is a section 183(b)(2)
deduction because it is allowable as such only if the activity is
engaged in for profit. By virtue of the above tier 1 seetion 1202
deduction rules such a loss, rather than being allowed as a tier
3 deduction, must reduce long-term capital gains, which then may
give rise to a tier 1 deduction. In some instances such calcula-
tion of net long-term capital gains without regard to section 183
results in more taxable income. ,

An early commentator offered the following example, which
may have brought the question to the eyes of the draftsmen of the
regulations: A taxpayer carrying on an activity without a profit
motive has a long-term capital gain of $10,000 and a bad debt
of $6,000. If, as under the regulations, the bad debt is treated
as a short-term capital loss, it reduces the net long-term capital
gain in excess of short-term capital loss, to $4,000. After dedue-
tion of the 50 per cent capital gains deduction (here $2,000), the
net gain from the activity would be $2,000. If on the other hand,
the $6,000 bad debt were treated as a tier 3 deduction, there

60 Reg. § 1.183-1(b) (4) (ii)-
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would be no taxable income from the aetivity, computed as fol-
lows: tier 1 deduction, $5,000 section 1202 deduction, and tier 3
deduction, $6,000 bad debt ordinary loss allowable to the extent
of gross income in excess of the tier 1 deduection, 4.c., $5,000.
An argument in support of the regulation technique is that tier
1 deductions are to be allowed first, tier 1 contains no construetive
profit motive, therefore, the bad debt would be nonbusiness and,
as a short-term ordinary loss, must be netted with the long-
term capital gain in order to first determine the amount of tier 1
deductions. A counter argument would he that a tier 3 deduetion
is being lifted up into tier 1 and, more significantly, that a tax-
payer is being taxed on income from the activity without being
able to offset this income with a deduetion he would be entitled
to were the activity deemed to he engaged in for profit up to the
amount of gross income from the activity. The latter point, it is
submitted, is more consonant with the purpose of section 183(b),
but whether the regulation is an invalid interpretation of its literal
words is more problematical.

If all activities, profit motivated and section 183 activities, have
an excess of net long-term capital gain over short-term capital
loss calculated without regard to seetion 183, the section 1202
capital gain deduction is allocated to each activity in propor-
tion to its share of such excess. If any activity has a net capital
loss, the section 1202 deduction is allocated only to net long-
term activities, in the ratio that each activity bears to the total,
not excess, net long-term eapital gains of all activities. The total
section 1202 deduection is reduced by the alloecable deduetion to
section 183 activities and such reduction is then allowable as a
tier 1 deduction attributable to capital gains.®® The purpose of
these computational gymmasties is to force section 1202 dedue-
tions into section 183(h)(1) where the activity generating the
activity is not engaged in for profit, thereby reducing tier 2 and
3 allowable deductions.

Activity

The term activity is not defined in section 183. Prior to promul-
gation of the regulations, commentators raised two main points:
(1) lest the Service tend to seek a narrow definition of the term

61 Comment, Section 183: Work Horse or Hobby Loss, 20 Catnouic U.L. Rev. 716,
724-25 (1971). See Carey & Gallagher, Requisite Grced: Section 185 Regulations, 19
LovoLa L. REv. 41, 48-52 (1973).

62 Reg. § 1.183-1(b) (4) (iii).
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so as to fragment an integrated activity and disallow expense
attributable to an isolated slice of a single trade or business, they
advocated that the term be defined broadly; and (2) it was argued
that since the House Committee on Ways and Means stated that
““as under present law, the loss would be determined separately
with respect to each activity earried on by an individual’’ and
earlier had referred to section 270 as the present law, the con-
tent of the term ‘“‘activity’’ should be governed by the section
270 separate business rule.%®

The regulations under section 270 provided little guidance as
to whether one or two businesses were involved. They did state
that the mere use of different forms of carrying on the same
business did not create separate businesses. Furthermore, where
several business activities emanated from a single commodity,
sueh as a tract of land, it did not necessarily follow that such
activities were one business for the purpose of seetion 270. ¢‘How-
ever, in order to be treated separately, it must be established
that such business activities are actually conducted separately
and are not closely interrelated with each other.””® Two cases
developed the scope of the separate business rule considerably:
Arthur V. Davis® and Joseph 3. Collins.® The principal con-
tention of the Service in the Davis case was that the ‘‘nature’’
test is controlling—activities which are the same or substantially
the same in nature constitute a single trade or business even
where conducted at more than one loeation. Its alternative posi-
tion was that two or more business ventures, though differing
in nature, would still constitute a single trade or business unless
they were separately conducted for a bona fide business purpose.
Application of these two tests may be illustrated by:

[A] man raising potatoes on a farm in Maine and also raising potatoes

on a farm in Idaho would be carrying on only one business regardless

of the fact that the operations on each farm were conducted separately,

and also . .. a man raising cotton on a farm in Alabama and cattle

on a ranch in Texas [would be] carrying on one buginess if there was
a common management of the two farms.57

63 HL.R. Rep. No. 91-413 (Part I), 91st Cong., 1st Sess. 71 (1969) (emphasis added).
See Comment, Section 183: Work Horse or Hobby Loss, 20 Cataoric U.L. Rev. 716, 721
(1971) ; DICKINSON, FARM AND RANCH Lo0SSES, BNA TAx MANAGEMENT PorTroLio No.
241, A-21 (1970); Rhodes, Hobby-Losses—d New Challenge, 56 A.B.A.J. 893, 895
(1970) ; Diamond & Horne, Hobby-Losses; Miscellaneous Individual and Corporate Prob-
lems, 23 "Tax LawYEr 609, 610-12 (1970).

61 Reg. § 1.270-1(a) (4); Rev. Rul. 54-178, 1954-1 C.B. 128.

6529 T.C. 878 (1958).

66 34 T.C. 592 (1960), nonacq.

67 Arthur V. Davis, 29 T.C. 878, 889 (1958).
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The taxpayer maintained that the proper test was whether the
ventures were, in faet, separately and independently conducted
and were not materially interrelated: the ‘“economic interrela-
tion’’ test. Under it, if one farmn owned by a taxpayer were used
for the running and pasturage of hogs and another farm also
owned by him were used for the production of feed for those
hogs, the operation of both farms would he considered a single
business, even though they were physically separated and each
farm had its own resident manager, for there would be sufficient
economic interrelation in the operation of the two farms to
justify the conclusion that as a practical matter there was but
one business unit. Although in the Darvis case the Tax Court
concluded that it did not have to choose among the taxpayer’s
approach and the government’s two tests, since the same result
would obtain under all, it did state that the economic interrela-
tionship test had much to commend it.

Subsequently, in Joseph d1. Collins % the Tax Court was forced
to make the choice. It rejected the nature test and held that the
two businesses in uestion were separately and independently
conducted by the taxpayer with no economic or other interrela-
tion between them. Because in Collins the court found the activities
were conducted separately and independently as well as having
no economic relationship, the (uestion whether common man-
agement alone without any economic relationship would result
in a single business remained unanswered.

The regulations eclectically adopt all of the tests set forth in
Collins and Davis, hoth those approved and disearded by the
Tax Court. For the regulations provide that in ascertaining the
activity or activities of the taxpayer all the faets and ecircum-
stances must be taken into account and generally the most sig-
nificant facts and circumstances are (1) the degree of organiza-
tional and economic interrelationship, (2) the husiness purpose
for earrying on the various undertakings separately or together
and (3) the similarity of the various undertakings.® The similarity
test was clearly overruled in Collins, Had the Tax Court had
to make a choice in Davis, it probably would have rejected as
well the organizational and husiness purpose tests which were
presented as a single alternative test there. Only the economic
interrelation test has the full support of the prior case law,
although the organizational interrelationship test finds some valid-

6834 T.C. 592 (1960), nonacq.
69 Reg. § 1.183-1(d) (1).
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ity in the fact that in Collins the court held that there was no
economic or organizational interrelationship. In short, litigation
may be expected as to these factors derived in part as they are
from defeated litigating postures of the Service under section
270, which the legislative history provides as the pattern for
the term ‘‘activity.”’ Only the degree of organizational and eco-
nomie interrelationship factor should be sustained.

Probably to forestall any temptation on the part of field agents
to fragment a single integrated activity, the regulations pro-
vide that generally the Commissioner will accept the characteriza~
tion by the taxpayer of several undertakings either as a single
activity or as separate activities. However, this characterization
will not be accepted if artificial and will not be reasonably sup-
ported under the facts and circumstances of the case.™ This
approach is apparently derived from the business purpose factor
set out in the definition of activity. Again the taxpayer’s charac-
terization should be struck down only if it fails the organizational
and economic interpretation test.

The section 183 activity provisions on this point can be said to
be substantially broader than their section 270 predecessor only
in that they adopt tests rejected under those cases. Indeed, the
government argued for a broad single business rule under section
270 to maximize the losses for the five year $50,000 rule.” Con-
trary to the evident belief of the draftsmen of the regulations,
it is submitted that they are narrower here than the section
270 rules, at least as to the question of whether farming and
the holding of the land on which such farming is conducted con-
stitutes a single activity.” The significance of this question lies
in the fact that the term ‘‘profit’’ encompasses, according to
other provisions of the regulations, appreciation in the value of
assets used in the activity, such as land. Thus, a taxpayer may
satisfly the profit motivation standard because he intends to
derive a profit from operating the activity, but also intends that
even if no profit is derived from current operations, an over-
all profit will result when appreciation in the value of the
land used in the activity is realized. This factor of unrealized
appreciation has been an increasingly significant factor in the

70 Ibid.
71 Diamond & Horne, Hobby Losses: Miscellaneous Individual and Corporate Problems,
23 Tax Lawver 609, 610-11 (1970).

72 Oshins, Proposed Regulations Provide New Rules for the Hobby Loss Game, 36 J.
TAXATION 214, 216 (1971).
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farm loss cases under section 162." The activity defining pro-
visions of the regulations maintain, however, that the farming
and the holding of land used for such farming, which was ac-
quired or held primarily with the intent to profit from its appreci-
ation, will ordinarily be considered a single activity ‘‘only if
the farming activity reduces the net cost of carrying the land
for its appreciation in value.’’ ™

It may be noted that the proposed regulations couched this rule
in terms of the taxpayer’s intent—whether he expected or intended
that the farming activity would reduce the net cost of carrying
the land.” This earlier approach seems more consonant with the
thrust of the profit motive factor—that the taxpayer may intend
to make a profit from farming activities, but may also intend that
in any event an overall profit will result considering land appre-
ciation—with which it was clearly designed to mesh. Further-
more, for over four decades, such intent has won judicial approval.
As early as 1931, the taxpayer in Edwin S. George argued, to
the court’s satisfaction, ‘“that he planted the orchards for the
purpose of increasing the value of his property and because he
thought that the proceeds of the sale of the fruit would help
him to earry his land until the proper time for the sale of the
land arrived.”’ "

It might be inferred from this formulation of activity as applied
to a farming venture and from the section 162 case law, that
where the taxpayer shows he has not purchased or acquired the
farm land primarily as an investment he can continue to rely
upon any unrealized appreciation of the land as establishing profit
motivation where his primary intention was to derive a profit
from the farin operations.” On the other hand, the regulations
illustrate the general statement that where the taxpayer’s primary
intent is to profit from appreciation in farm land, the holding
and farming of the land will ordinarily be considered a single
activity only if the farming activity reduces the mnet cost of
carrying the Jand with the much broader, absolute example:

[T]he farming and holding of the land will be considered a single
activity only if the income derived from farming exceeds the deductions

73 See Comment, The Effect of Unrealized Appreciation in Determining Profit Lotive in
Farming Enterprises, 16 KaN. L. REv. 529 (1968); sce Reg. § 1.183-2(b) (4).

7+ Reg. § 1.183-1(d) (1)-

75 Prop. Reg. § 1.183-1(d) (1), 36 Fed. Reg. 16112 (August 19, 1971).

7622 B.T.A. 189, 195 (1931).

77 See Crouch, How Treasury’s Final Regulations on the New Hobby Loss RBules Operate,
38 J. Taxation 184, 187 (1973).
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attributable to the farming activity which are not directly attributable
to the holding of the land (that is, deductions other than those di-
rectly attributable to the holding of the land such as interest on a
mortgage secured by the land, annual property taxes attributable to the
land and improvements, and depreciation of improvements to the land.?®

Thus, it is clear that the thrust of this portion of the regulations
is to deny use of land appreciation in testing profit motivation in
all unprofitable farming activities, thereby undercutting the factor
of unrealized farm land appreciation provided eclsewhere. This
technique, designed to obviate the prior taxpayer success with
land appreciation, may be expected to provoke litigation in two
areas: (1) whether the ““automatic’’ separate activity rule is
limited to situations where the taxpayer’s primary intention with
respect to the land is to hold it for appreciation and (2) whether
that rule is generally consistent with the (proper) meaning of
the term “‘activity.”” The answers to these issues will turn on
the resolution of several conflicting factors, e.g., the prior sepa-
rate business development under seetion 270, the context in which
section 183 was cnacted, the vast hody of section 162 case law
implicitly treating holding and farming of land as a single activity
and the handful of recent deeisions questioning whether farming
expenses were necessary expenses in the maintenance of property
for future sale or production of income.

Under the “‘common management’’ test for determining whether
undertakings constituted a single business argued for by the
Service in Davis™ as an alternative test, and which is rein-
carnated in the eriterion in scetion 1.183-1(d)(1) of the regula-
tions of the degree of organizational interrelationship of the
various undertakings, a farming venture and the holding of land
used for it would be a single activity as long as they are under
the same management. More significantly, the Tax Court illus-
trated in Davis a single business under the ‘“practical economic
interrelation’’ test, also reincarnated in the regulation’s definition
of activity in the factor of cconomic interrelationship, with the
example of two farms, one used for running and pasturage of
hogs and a second commonly owned farm, under a different resi-
dent manager, used for production of feed for the same hogs.
A similar production link exists between raising livestock or
crops and holding the land on which they are raised. Thus, from
the point of view of the farming undertaking, the holding of

78 Reg. § 1.183-1(d) (1) (emphasis added).
79 Arthur v. Davis, 20 T.C. 878 (1938).
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the land used in that activity bears a close economic and man-
agement interrelationship to the farming venture. Accordingly,
under section 1.183(1)(d) (1) of the regulations holding and farm-
ing the same tract of land would appear to constitute a single
activity.

Just as the incorporation by the legislative history of the section
270 single-separate bhusines development into section 183 cuts
toward treatment of the holding and farming land as a single
activity, consideration of the context in which section 1S3 was
enacted reveals that in many instances such treatinent would pro-
duce results inconsistent with the general purpose of the farm
provisions of the Tax Reform Act of 1969. The original impetus
for farm tax reform arose from a perceived distortion of income
from taxpayers enjoying ordinary income deductions ineurred
in the development of a farm produet, such as a breeding herd,
and then disposing of the mature produet at more favorable capital
gain rates. It was felt that the *‘existing ‘hobby loss’ provision
of the Internal Revenue Code [i.e., section 270 was] ineffectual
in dealing with this problem.”’® In the final version of the Tax
Reform Aect legislation the spotlighted distortion abuses were
handled principally by seetion 1251 and the direct legislative his-
tory of section 183 does not refer to such abuse. Nevertheless, the
enjoyment of current ordinary income deductions from farm op-
erations when it is expected that the ultimate profit will be capital
gains from appreciation of the farmland falls into the pattern
the farm tax reform provisions in general were designed to curb.
Thus, the Treasury’s attempt to preclude this result through using
the word ‘‘activity’’ is not surprising. It could be argued, how-
ever, that since Congress essentially covered this problem through
the carefully structured provisions of section 1251, the Treasury
should not be permitted to fashion its own broader, overlapping
tool, with a different remedy, in the section 183 regulations. In
short, it is not likely this factor will he given overt weight in the
resolution of the issues here but it may nevertheless influence
the result.

Certainly, the large number of farm loss decisions turning at

80 T.S. TREASURY DEP'T TAX REFORM STUDIES AND ProrosaLs (Part 1), 91st Coxc.
Ist Sess. 153 (Conmn. Print 1969). This legislative history supports the result of this
portion of the regulations, which is to deny use of the unrealized apprecintion in land
which is used in a farming activity, but one commentator has raised the counter arguments
that (1) since land is a necessary eapital asset in farming, it is artificinl to separate the
land and farming and (2) such appreciation is not limited to hobby farms., Carey &
Gallagher, Requisite Greed: Section 183 Regulations, 19 Lovona L. Rev. 41, 57 (1073).
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least in part on unrealized appreciation in land used in farming
implicitly have considered the farming and land holding as a
single business or venture. As a recent such decision held ¢‘The
farm inereased in value (no doubt at least in part as a result of
his efforts) . . . considerably more than the aggregate net losses
claimed, so that in fact there was a net ultimate profit from the
venture.’” 81

Invariably these cases have approached the issue of profit mo-
tivation in the context of whether the farm operations consti-
tuted a trade or business within the meaning of section 162.
Focus on appreciation in farmland might suggest, however, that
the analysis should be whether the expenses are ordinary and
necessary in the maintenance or holding of the farm property
for the production of income and, hence, be deductible under
section 212, When the issue has been framed in that manner, the
taxpayer has had to show that the farming undertaking helped
finaneially carry or otherwise aided in the maintenance of the
land, or that the farm aetivity itself was independently car-
ried on with an expectation of profit. The leading, and virtually
only, analysis on point is contained in Richard R, Riss, Sr.,%
involving the issuce whether various farming expenses were ordi-
nary and necessary in the management, conservation or mainte-
nance of the taxpayer’s greatly appreciated property which, the
court had found, he held primarily for investment. It coneluded
that they were not: ’

To our knowledge, no connection existed between the raising of these
animals and the maintenance of the . . . property for future sale,
or for use as development property. Nor do we find grounds for con-
cluding that the raising of these animals constituted a separate and
independent income-producing endeavor, related to the . . . property only
by reason of location. Aeccordingly, we hold that Richard’s breeding
activities amounted to little more than a hobby or pastime, .. .83

The same reasoning, albeit inarticulated, apparently underlies
the jury charge in Cavender v. United States® that the taxpayer
must have a bona fide expectation of making a profit at farming
before the farm expenses would he deduetible: An intention to

81 Woodrow L. Wroblewski, 32 T.C.M. No. 37 at 172 (1973); Sce, c.g., DuPont v,
United States, 234 F. Supp. 681, 688 (D. Del. 1964); Isracl O. Blake, 38 B.T.A, 1457,

1460 (1938); George Thacker, 28 T.C.M, 1433 (1969); Uerbert C. Sanderson, 23 T.C.M.
1723 (1964).

s256 T.C. 388 (1971).

83 Id. at 422,

84 71-2 U.B.T.C. 7 9723 (S.D. W. Va. 1971).
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merely hold the farm as a real estate investment would not be
sufficient. The court went on to state that a long-range goal of
profitable disposition for commercial purposes would not render
farm expenses nondeduetible, if during the interim the taxpayer
decided, and had a bona fide intent, to operate the farm at a
profit.

These two decisions, essentially the only authorities to consider
the problem, suggest that where farm property is held primarily
as an investment, any farm activities undertaken by the taxpayer
in connection with the property either must be ordinary and
necessary in such holding to be deductible under section 212 or
must constitute ‘““a separate and independent income-producing
endeavor’’ with expenses deduetible under section 162. Under this
approach, operating a farm and ownership of land held primarily
as an investment are separate activities if the operational ex-
penses are not ordinary and necessary section 212 expenditures
in the holding of the land. However, these cases do not directly
answer whether the unrealized appreciation in the land can be
considered in determining whether the farming activity is engaged
in for profit, the implication is that it cannot. In any event, other
authorities suggest that in some circumstances farming expenses
are helpful in maintaining the property for future sale, although
they are not helping financially to carry it. In DuPont v. United
States,® the court accepted the taxpayer’s argument that he
carried on a cattle breeding operation on land held for apprecia-
tion in order to keep it from hecoming overgrown with woods and
underbrush and to prevent erosion. Therefore, the emphasis on the
farming operations helping financially to carry the land should not
result in an absolute bar of the deduetibility under sections 162 and
183 of the expenses of farm operations in excess of gross receipts,
as one reading of the regulations would clearly do.

The activity definition in the regulations, the appreciation factor
in the profit motive portion of the regulations, Riss®* and Caven-
der®” and the large body of farm loss decisions beginning with
Isracl O. Blake® finding profit motivation satisfied by apprecia-
tion in assets including, or sometimes only consisting of, farm-
land eould all be reconciled by encompassing unrealized farmland
appreciation within the term ‘‘profit’” for determination of

85234 F. Supp. 681, 689 (D. Del. 1964).

86 Richard R. Riss, Sr,, 56 T.C. 388 (1971).

87 Cavender v. United States, 71-2 U.S.T.C. 7 9723 (S.D. W. Va. 1971).
58 38 B.T.A. 1457, 1460 (1938).
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whether a farming operation constitutes a trade or business only
when the taxpayer holds the land primarily for use in a farm-
ing operation, and not primarily for its appreciation. This would,
of course, reintroduce the question of subjective intent. It is sub-
mitted, however, that Riss and the Blake progeny conflict in
most instances. Where an asset is held primarily for appreciation
rather than for use in an asserted trade or business, unrealized
appreciation should only be a factor in determining whether the
property is held for the production of income and not in ascertain-
ing whether the activity for which it is used is profit motivated.
‘While such appreciation is relevant to expeectation of realizing
a profit upon the disposition of the property, in which case it is
held for the production of incomne, it is not relevant to an expec-
tation of profit from day to day operations. Of course, apprecia-
tion in inventory-type assets, such as livestock, would be relevant
to an expectation of profit in the business of raising such live-
stock for sale. Appreeiation in noninventory assets becomes no
more relevant to an expectation of profit from everyday opera-
tions when the property is held primarily for use in that activity.
Furthermore, 2 man planning to make a profit from an activity
usually does not plan to do so by liquidating it. Perhaps most
significant is that the Riss approach forces the operations dedue-
tions to qualify as ordinary and necessary expenses of holding
the asset for production of income where an overall profit is
expected only from the sale of the asset.

Under this conclusion Blake was correctly decided as to the
appreeiation in the livestock but not as to the appreciation the
land used in raising the livestock. Rather than facing the difficult
task of overruling the old and well established rule that apprecia-
tion in noninventory assets may indicate an expectation of profit
from the aectivity in which the assets were used, the drafters of
the regulations endorsed it and then sought to undermine it
through special activity rules, which arguably conflict with the
general definition provided for the term ‘‘activity.”” Furthermore,
by separating opcerational expenses from the production of in-
come activity in all instances in which they exceed income from
operations, the regulations would in some instances disallow
operational deductions which are in fact ordinary and necessary
section 212 expenses. Thus, both this portion of the activity pro-
visions and the factor of expectation of appreciation in value of
assets used in an activity should he reevaluated, administratively
or judicially,
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In addition to offering guidelines as to the ascertainment of
activity, seetion 1.183-1(d) (2) of the regulations provides rules for
allocation of expenses. Where property is used in several activities
and at least one is not engaged in for profit, the deductions relating
to such property must be allocated between the various activities
on a reasonable and consistently applied basis.

A similar question of allocation has frequently arisen under sec-
tions 162 and 212, as well as other sections permitting deductions
for business use. The rule there is that a deduction for main-
tenance and depreciation, for example, is permitted where acqui-
sition of property is associated primarily with business motivated
purposes and any personal use is distinetly secondary and inei-
dental. On the other hand, if the acquisition and maintenance was
motivated primarily by personal considerations, no deductions
are allowed. This primary purpose criterion is applicable, however,
only where the secondary purposes are incidental and relatively
insignificant. ““Where substantial business and personal motives
exist, however, allocations become necessary.’’®® The Service’s
usual posture, as set forth, for instance, in Revenue Ruling
62-180,°° has been to make such allocation on a time-use formula
utilizing in the time factor the ratio of business use time to total
time regardless of whether such time was utilized for personal
purposes. Thus, if during a 24 hour period, business use was two
hours and personal use was two hours, the business use time
would be one twelfth. Some early decision adopted this approach,
while others sub silentio rejected it.%*

The Tax Court in International Artists, Lid.**> made the alloca-
tion on the basis of business use to personal use, disregarding
the time when the facility was not used at all. Moreover, in George
W. Gino,® a recent decision following International Artists, the
same court expressly refused to follow this aspect of Revenue
Ruling 68-180, reasoning:

8 International Artists, Litd., 55 T.C. 94, 105 (1970), acq.

90 1962-2 C.B. 52, 56 Ex. 5.

91 Compare Hoggard v. Tnited States, 67-2 U.S.T.C. § 9741 (E.D. Va. 1967) and
Martha E. Henderson, 27 T.C.}M. 109 (1968), with Inlernational Artists, Ltd., 53 T.C. 94,
107 (1970) ; Demor, Inc., 27 T.C.M. 1496 (1968); cf. Harlan H. Hilliker, 31 T.OXM, 836
(1972).

9255 T.C. 94, 107 (1970).

9360 T.C. No. 37 (1973), on appeal. Section 1274-2(e)(4) (i) of the regulations, in
interpreting the ‘primarily for the furtherance of the taxpayer’s trade or busincs” re-
quirement of section 274(a) (1) (B) incorporates, in a monner similar to section 183(c) the
ordinary and necessary tests of sections 162 and 212; and the actual uss test is dezeribed as
establishing deductibility under those provisions.
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The obvious difficulty with an allocation of business use as a per-

centage of total hours of availabjlity for use rather than total hours

of use, is the erroneous and distorting assumption that a dual-use
facility is not, when unused, just as much available for business as it
is for nonbusiness use. The correet rule is to pro-rate in proportion to

actual use, in the manner specified in regulations section 1.274-2(e) (4),

without the thumb on the scales provided by the allocation to personal

use of all hours of non-use.%

The regulations under section 183 implicitly adopt this more rea-
sonable approach of ratio of actual personal use to business use,
‘While they do not provide an illustration of property used both
in an activity engaged in for profit and in an activity not engaged
in for profit, there is an example in which expenses, for appliea-
tion of the rule that deductions are allowed under section 183(b)
(2) to the extent of income, are allocated to rental use and per-
sonal use of property used in a single activity. In Fixample 2
of section 1.183-1(d)(3) of the regulations, the beach house ox-
ample, the property was used for three months out of the year,
two months for rental usc and one month for personal use. The
expenses were allocated two thirds to rental use and one third
to personal use. Thus, the Serviee has in this context rejected at
least the broad implications of Revenue Ruling 62-180.

This beach house illustration, the sole example accompanying
the activity paragraph of the regulations, does not provide any
guidance for the application of the principles set forth for deter-
mining whether a single activity or several activities are present.
It recites that a taxpayer owned a beach house in a resort com-
munity, which could be rented for only three months out of the
year. Customarily, the taxpayer leased the beach house for two
months of the three month recreational season to vacationers and
reserved the house for his own use during the remaining month
of the recreational season. The rental income was less than the
expenses attributable to the house. The example concluded that
¢‘ynder these facts and circumstances, A is engaged in a single ac-
tivity, holding the beach house primarily for personal purposes,
which is ‘an activity not engaged in for profit.” > A commentator
has pointed out that this conclusion is presumed without any indi-
cation as to its rationale and maintains that there is nothing in the
Code or the committee prints which support this conclusion.” The
example appears to be derived from John R. Carkhuff .

94 George W. Gino, 60 T.C. No. 37 (1973), on appeal.

95 Gage, Treasury’s Tough New Iinal Regs on Partly-Rented Vacation Home Deduc-
tions: Analysis, 37 J. TaxaTioN 312, 313 (1972).

9028 T.C.M. 375 (1969), aff’d, 425 F.2d 1400 (6th Cir. 1970); scc Kanter v. United
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In the Carkhuff case, involving a beach house, the peak rental
period was for four and one half months each year and the
taxpayer reserved the house for two of those months: an action,
in the words of the review court, not entirely consistent with profit
making. The taxpayer did not argue strongly in the Tax Court
that he was holding the heach property for rental as a trade or
business so that the expenses would be deductible under sections
162 and 167. Rather, he maintained that he held the property
for production of income within the meaning of section 212.

The taxpayer offered no evidence of any intention of making
a profit from the rental of the beach property and did not present
evidence as to his intent in listing the property for rent when
it was not being occupied. The trial court drew the inference that
the listing for rental was in hope of recouping some of the costs
of maintaining a personal residence which he did not intend to
occupy for the entire year. The taxpayer’s answer was that since
he acquired the house partially for personal use and partially for
business use, he did not have to have a reasonable expectation
of making a profit from the business use of the house. The Tax
Court concluded, however, that there had to be a hona fide con-
version of the property to an income producing use for section
212 to be applicable and, concerning that issue, the possibility of
profit would be a factor, but only a factor, to be weighed with
other objective factors. The court did not decide whether property
may be converted to inecome production for part of the taxable
year and then reconverted to personal use for the remainder of
that taxable year, in a recurring pattern. I'or it found there was
no sufficient conversion of the property to any use which could
be said to have been primarily for the production of income.

From the Tax Court’s decision in Carkhuff, one commentator
has concluded that the rental portion and owner occupied portion
of a beach house, for example, could he separate activities.®” The
Sixth Cireuit, however, in affirming the Tax Court sidestepped the
recurring partial conversion issue by reasoning that taxpayers
can make a dual use of property and an allocation of the expenses
and depreciation is permissible to that part of the use which

States, 73-1 U.S.T.C. 7 9311 (E.D. Va. 1973) (substantial personal use), af*d per curiam,
74-1 U.S.T.C. [ 9182 (4th Cir. 1974). In William K. Coors, 60 T.C. No, 44 (1973), the
court conirasted the substantial personal use in Carkhuff with the holing out of the
property in question for rental about 95 per cent of the tax year,

87 Gage, Treasury’s Tough New Final Regs on Partly-Rented Vacation Home Deduc-
tions: Analysis, 37 J. TAXATION 312 (1972).
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relates to earning income or making a profit. It found the tax-
payer did not have any expectation that ownership of the beach
property would be an income producing operation. In essence,
the eircuit court’s analysis appears to support the basiec approach
of the regulation example, <.e., the ownership and rental of the
beach property would be a single activity. If the rental portion
were engaged in for profit, then an allocation of expenses to the
personal use and the rental use would be called for and those
attributable to the rental use would be deductible.”® The con-
troversy would then arise as to whether the single activity was
engaged in for profit.

It is unfortunate that the example does not give more factors
as to why the single activity was not engaged in for profit. It
omits completely any reference to possible appreciation in the
property and, in terms of the nine factors provided elsewhere
in the regulations as guidelines as to whether an activity is en-
gaged in for profit, the example touches only upon personal use
and the fact that losses are incurred. While the Carkhuf opinions
do disclose that personal use during the peak rental period is a
factor inconsistent with a profit making motive, there were many
other negative factors in the case.®® Nevertheless, with the skeletal
example provided, it may be expected that revenue agents will
tend to take a blanket approach in treating all second residences
used partially for personal use as activities not engaged in for
profit.

Ironically, based on the facts provided in the regulation ex-
ample, and some conservative estimates as to the fair market
value of the property and annual rate of appreciation, a strong
argument can be made that the taxpayer actually could expect
a profit from the ownership of the property if unrealized apprecia-

98 But see William K. Coors, 60 T.C. No. 44 (1973) (no apparent allocation of doprecia-
tion to personal use; perhaps taxpayer used only deducted portion attributable to remtal
use).

99 For example, the cottage was neither specifically mentioned nor advertised individually
by the Sea Island Company which owned the loeal hotel and maintained a list of all the
cottages on the island available for rent. Such rental activities, which were not & major
concern of the company, were not sufficient to sustain the taxpayer’s burden of proof. The
taxpayer did not install air conditioning in the cottage although it was beginning to face
more severe competition from air conditioned homes. The taxpuyer in Joseph W, Johuson,
Jr., 59 T.C. No. 78 (1973), did add air conditioning to his Sea Island cottago and offered
it for rent during the entire peak rental period, but was found not to have held tlio
property primarily for production of income on the following objective facts: (1) no
prepurchase investigation as to rentability, (2) no allocation of expenses botween per-
sonal and rental use, (3) no books and records and (4) over-expensive improvements.
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tion were included. The total expenses attributable to the prop-
erty in the example, including depreciation, were $3,900. Allo-
cating all of these expenses according to the ratio of the rental
use to the personal use results in $2,600 heing attributable to the
rental use. Rental income of $2,000 was received in the example.
However, due to the faet that the income derived from the rental
exceeded the deductions attributable to the rental aetivity which
were not directly attributable to the holding of the building, i.e.,
deductions other than interest, annual property taxes and depreci-
ation, the renting and the holding of the building would be con-
sidered a single activity based on the analogy of farming and
holding of land used in the principles supplied in seetion 1.183-1
(d)(1) of the regulations.

The beach house illustration does not state the fair market
value of the beach house, nor does it supply the annual rate of
appreciation in local land values. However, based on the facts
that the depreciation which would have been allowed had “‘the
activity been engaged in for profit’’ was $1,200 and that the
guideline useful life for residences is 45 years,)® the taxpayer’s
costs for the house would range from $39,394 to $54,545 depend-
ing upon whether the depreciation was taken under the 150 per
cent declining balance or the straight-line methods, respectively—
real property that does not qualify as residential rental property,
as defined in section 167(k)(3)(C), cannot be depreciated at a
rate in excess of 150 per cent declining halance if new, or straight-
line if used.*® Whether new or used, the current rules of thumb
~as to annual rate of appreciation on new real estate is 10 per
cent a year and on used improved real estate is between 3 and 5
per cent, the annual unrealized appreciation of the beach property
would be far in excess of the $600 gap between the rental income
and the expenses attributable to the rental use of the property.

It is indeed unfortunate that the heach house example has
such bare bones since it obviously has a chilling effect upon in-
vestors desiring to make dual use of similar property. For in-
stance prospectuses for public offerings of dual use condominium
units have expressly referred to this example in disclosing the

100 Rev. Proe. 62-21, 1962-2 C.B. 418.

101 LR.C. § 167(j) (1). Under straight-line depreciation $34,545 X2.2 per cent = $1,199.
Useful life is 45 years; 1/45 = 2.2 per cent. Under 150 per cent declining balance de-
preciation $39,394 X 3.3 per cent = $1,199. Assuming that the beach house would ba
rented only on a transient basis, double declining balunce deprecintion would not be
available. T.R.C. § 167(j) (2)-
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potential section 183 risks an investor faces.'®? Moreover, it will
undoubtedly encourage agents to attack such dual use of property.
Accordingly, the beach house example should be clarified to indi-
cate the reasons that the single activity was not engaged in for
profit, with particular attention given to the factor of unrealized
appreciation.

Profit

The term ‘‘profit’’ is not defined in the Code. The Treasury
recommended that the House ‘‘provision be amended to make
it clear that the reasonably anticipated profit [the House standard
rejected by the Senate] must be an economie profit, not a ‘tax
savings’ profit, and that such ‘profit’ need not be determined on
an annual basis.”’ 1% Although Congress did not heed this sug-
gestion, the proposed regulations provided that (1) the faet that
a taxpayer could not reasonably expect to produce an ‘‘economic
profit’’ from an activity may indicate the taxpayer is not engaged
in it for profit and (2) the term profit encompasses appreciation in
the value of assets used-in the aectivity.!* The first element was
deleted in the final regulations, no doubt due to the reasonable
expectation of profit aspect. The Senate Committee on Finance
report applied the term profit to the trigger in the section 183(d)
presumption provision—income from the aectivity in excess of
deductions attributable to the activity which would be allowed if
it were engaged in for profit—but such definition, or better,
description, should not be determinative as to the general defini-
tion of profit under section 183(c¢) defining an activity not engaged
in for profit: (1) The Treasury did not follow such a definition
as to section 183(c) since it stated in the regulations that profit
includes unrealized appreciation which does not come within gross
income until realized and (2) some cases under sections 162, 212(1)
and 212(2) adopt a broader definition not necessarily coincident
with taxable income, i.¢., gross income less deductions.!®

102 Prospectus, Montaneros Shareholders Recreation Programs, Inc. 43 (Oct. 13, 1072),

103 Tax REFORM ACT OF 1969, TECHNICAL MEMORANDUM OF TREASURY POSITION ON
H.R. 13270, 91sT CoNG., 1sT SESS. 35 (Comm. Print 1969).

104 Prop. Reg. §§ 1.183-2(b) (9) and 1.183-2(b) (10), 36 Fed. Reg. 16112 (August 19,
1971). The later factor is identieal with Reg. § 1.183-2(b) (4).

105 8, Rep. No. 91-552, 91sT Cona., 1sT SEss. 104-05 (1969). Section 183(d) does not
base its presumption on the term “profit”; rather the presumption ig triggered when “the
gross income . . . exceeds the deductions attributable to such activity,” The Senate Com-
mittee on Finance was deseribing an activity with such excess of gross income over deduc-
tions as being engaged in for profit, which indeed it is. There is, however, no indication
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A model for exploring the perimeters of the concept of profit
is a limited partnership interest in a syndicate operating non-
owner occupied residential real estate. Typically, such a partner-
ship generates large tax losses (often a limited partner’s pro rata
share exceeds, over a six to seven year period, his initial invest-
ment) through accelerated depreciation and mortgage interest
deductions during the first six and one half years of operation and
thereafter (the turn-around or cross-over) generates taxable in-
come so that the limited partner ultimately recoups his tax losses
and enjoys an overall profit.’*® Furthermore, tax-free distributions
of cash flow are commonly made during this period to the limited
partner, again often in an amount equal to his investment and, in
addition, the partnership assets may be expected to appreciate
considerably during this period.!*” IMinally, if at the end of the
seven year loss period the limited partner disposes of his partner-
ship interest, he will recognize a taxable gain, in addition to any
cash consideration received, equal to his prior tax losses and cash
distributions, less his capital contribution to or investment in the
partnership.l® Such gain may be taxed in part as ordinary income

that profit (mot the dispositive term in section 183(d)) as used in section 183(c) is
limited to gross income in excess of deductious, attributable to the activity. In short, the
committee report appears to have used profit as a deseription of gross income in exces3 of
deductions, rather than gross income as a definition of profit. Sce Note, dnalysis of New
Code Section 188 and Some Ramifications for the Resort Home, 9 WiLvAMETTE L.J, 117,
122 (1973) (profit not restricted to excess of income over expenses).

106 Guido, The Impact of the Tax Rcform Act of 1969 on the Supply of Adequate
Housing, 25 VanD. L. Rev. 289, 303 n.55 (1972); McKee, The Real Estate Tax Shelter:
A Computerized Ezposé, 57 Va. L, Rev. 521, 529 (1971) (turnarcund in tenth year);
Rabinowitz, Realty Syndication: An Income Tax Primer For Investor and Promoter, 29
J. TaxaTioN 92-96 (1968); Pircher, Tax Sheltered Investments: What, Who, When and
Which?, 28 Bus. Lawver 897, 902 (1973).

107 In computation of cash flow income, mortgage amortization but not depreciation is
deducted. Rabinowitz, Realty Syndication: An Income Tax Primer For Investor and Pro-
moter, 29 J. TaxATION 92, 95 (1968). Another way of expressing the concept, which does
not differ in resuits, is “net profits after taxes plus non-eash charges, such as depreciation,
depletion, and amortization.” HERwiTZ, BUSINESS PLANNING 6 (1966). \While there are
many alternative definitions of real estate investment return (sece Roulae, Truth in Real
Estate Eeporting, 3 REAL ESTATE REV. 90, 91 (1973)), and methods for distributing cash
flow (see Schwartz, How to Find Tax Shelter as a Limitcd Partier, 1 REAL ESTATE REeV.
54, 57-58 (1971)), when used in text and footnotes the above definition of ensh flow is
meant. Cash flow as a return on investment frequently exceeds 10 per cent of investment
on an annual basis. U.S. TREASURY DEP'T TAX REFORM STUDIES AND PROFOSALS (PAnT 1),
91st Cong., 1sT Sess. 455 (Comm. Print 1969); Pircher, Tax Sheltered Investments:
What, Who, When, and Which?, 28 Bus. LAwyEer 897, 902 (1973).

108 The amount realized upon the sale of a partnership interest includes the partner’s
share of partnership liabilities. Reg. § 1.752-1(d) ; Crane v. Comm’r, 331 U.S. 1 (1047);
Frank A. Logan, 51 T.C. 482 (1968). This is computed on the basis of kis share of profits or
losses. Reg. § 1.752-1(e). Such share is included in his basis of his partnership interest. Reg,
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by virtue of section 751 to the extent of potential recapture at the
partnership level with respect to partnership property.

This model is particularly appropriate in view of the increas-
ing, in the words of one commentator, booming, market in the
sale of such limited partnership interests as tax shelters.!®® In-
deed, the SEC has recently informally required that prospectuses
for public offerings of units or participations in such syndicates
explain the possible impact of section 183 on investors lacking a
profit motive who invest in any tax shelter (limited partnership)
which is expected to generate annual net losses for tax purposes
for a period of years. Such requirement is the apparent source for
the following statement in a recent prospectus for a public offering
of units in a limited partnership investing in government assisted

§§ 1.752-1(a)(2) and 1.722-1. It serves as a ceiling on the deductibility of a partner’s
distributive share of partnership losses. LR.C. § 704(d). This busis iz reduced (but not
below zero) by the partner’s share of partnership losses and cash distributions, IR.O.
§§ 705(a) (2) and 733. To the extent sucly losses and eush flow distributions aro in excoss
of the partner’s equity investment, they reduce his share of the partnership liabilitles in-
cluded in his basis. Thus, the difference between the partuer’s share of the linbilities still
in his basis and his share of the liabilities in the amount realized constitutes taxable in-
come. In short, prior deductions and eash distributions in excess of au partner’s cash in-
vestment increase his taxable gain on disposition. Rabinowitz, Realty Syndication: dn
Income Tax Primer For Inwestor and Promoter, 29 J. Taxarion 92, 96 (1968); Pivcher,
Taz Sheltered Investments: What, Who, When and Which?, 28 Bus. LAWYER 897, 902-03
(1973). Assuming there is no recapture depreciation (LR.C. §§ 1245 and 1250) at tho
partnership level and no other unrealized receivable or substantinlly apprecinted inventory,
as defined in section 751, abandonment or gift of the puartnership interest produces the
same tax consequences since withdrawal from the partnership reduces the partner’s share
of partnership liabilities to zero, which is treated as a constructive cash distribution to
him. Reg. § 1.752-1(b) (1) ; Rev. Rul. 74-4, 1974—4 I.R.B. 10. Such distributions to tho
extent in excess of the partner’s basis are treated as gain from the sale or exchange of his
partnership interest. See Bonovitz, What is the Tax Cost of Getting Out of a Losing
Partnership Venture?, 25 J. TaxartioNn 106 (1966). I.R.C. § 731(a). If, however, scction
751 property is present, the constructive cash distribution is apparently treated undor the
section 751 regulations as (1) a pro rata distribution of section 751 and non-761 proporty
to the withdrawing partner with (2) a simultaneous sale by him of the section 751 prop-
erty to the partnership in return for constructive cash. See Aronsohn, ddmission of o Ncw
Partner For Cash, Property or Services, 23 Tax LawYer 325, 337 (1070). Such coustrue-
tive sale could result in a larger gain than what would result from a reduction in bnsis
alone.

In a syndieated real estate tax shelter a limited partner’s share of deductions is usually
in excess of his equity investment since such leverage is one of the basic eompouents of tho
shelter. See MeDaniel, Tax Eeform and the Revenue Act of 1971 : Lesions, Lagniappes and
Lessons, 14 B.C. IND. & Con. L. Rev. 813, 823 (1973). In late 1973, the Service was con.
sidering requiring for advance ruling purposes n representation that the aggregate tax
deduction for the first two operating years of a limited partnership would not exceed the
equity investment. Remarks of the Honorable Donald C. Alezander Before the Cleveland
Taz Institute, 27 TAx LAWYER 173, 176 (1974).

109 Perry, Limited Partnerships and Tax Shelters: The Crane Rule Goes Publio, 27 TAX
L. Rev. 525 (1972).
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housing projects, which it declared were expected ‘‘to provide a
return on investment primarily in the form of tax losses’’:

Counsel for the Partnership are aware of no situation in which the
foregoing provisions [seetion 183] have been applied to activities similar
to those of the Partnership. There can be no assurance, however, that
the foregoing provisions may not be so applied in the future to disallow
deductions attributable to operations of the Partnership.!19

It appears well settled that an expenditure motivated by a
desire to effect a tax reduction, i.e., 2 tax shelter motive, does not
arise in connection with the taxpayer’s profit seeking activities
which is the standard under section 212.** While some of the cases
in this line equate profit with taxable income, usually in dicta,
others reject any definition of income as used in seetion 212 limited
to an excess of receipts over expenses and hold instead that the
word should be taken to mean an inflow of money or gross
receipts.’®

The cases indicating that cash flow can satisfy the profit require-
ment manifest the profit is not limited to the excess of gross re-
ceipts over deductions. Cash flow may be defined as net profits
after taxes less debt amortization plus noncash charges, such as
depreciation.”™ To the extent that cash flow arises from adding
back depreciation, it may be viewed as income from the activity
which is sheltered by the depreciation, indeed, the Treasury in an-
other context has so viewed it.!** The Tax Court in Norman C.

110 Prospectus, U.S. Shelter Limited Partnership 30 (Deeember 18, 1972). More recently
and after this article was substantially completed, the SEC apparently began to require
in such explanation a caveat that although the Service *has never indiented that Seetion
183 is applicable to Limited Partners, it is conceivable that it may take such a position,
notwithstanding any ‘profit objective’ which the Partnership may be deemed to have?
Prospectus, DLJ Properties/73 at 46 (October 18, 1973). The reference here, of course,
is to the level at which motive is ascertained. In addition, the Commissioner recently stated
that losses from syndicated tax sheltered investments may not be deducted if the only
profit will result from tax savings. On audit, nationnl staff economists are to assist in de.
termining “whether participants cam, absent unexpected problems, reasonably expect to
earn a profit appropriate to the investment and the degree.of risk involved” I.R. No.
1336, 749 CCH Stanp. Frp. Tax Rep. 6257 (emphasis added).

111 Brown v. United States, 396 F.2d 459, 466 (Ct. Cl. 1968) ; Knetsch v. United States,
348 F.2d 932, 937-38 (Ct. Cl. 1965) ; cert. denicd, 383 U.S. 957 (1967); Samuel Yanow,
44 T.C. 444, 452-53 (1965), aff’d per curiam, 338 F.2d 996, 998 (3d Cir. 1966).

112 Compare, €.9., Weir v. Comm’r, 109 F.20 996, 998 (3d Cir.), cert. denied, 310 U.S.
637 "(1940) and Justin A. MeNamara, 32 T.CIM. 11 (1973), with Hartford v, United
States, 265 F. Supp. 86 (W.D. Wis. 1967) ; cf. Goldsborough v. Burnet, 40 F.24 432, 433
(4th Cir. 1931).

113 HERWITZ, BUSINESS PLANNING 6 (1966).

114 TAX RerFOoRM BILL OF 1973, ADMINISTRATION’S PROPOSALS For TAX CHANGE WITH
TREASURY EXPLANATION, 938D CoXG., 1sT SESS. 15 (Comm. Print 1973); See Young, The
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Demler 5 a prophetic decision in other respeets, stated that it ex-
pressed ‘‘no opinion as to the extent to which depreciation (and
particularly the method used for tax purposes) should be taken
into account in determining ‘expectation of profit’ >—depreciation
being the primary factor causing cash flow to be greater than tax-
able income.!*® Moreover, in Worrell v. United States,'? the district
court pointed out: ‘‘[V]iewed on a cash-flow basis, the cash loss
was not nearly so great as the tax loss.”’” The court went on to point
out that in one year the taxpayer realized an actual cash profit
from the farm operations on a cash flow or economic basis. In John
R. Carkhuff,''® on the other hand, the Tax Court stated that if the
taxpayer’s beach residence were fully rented for the period and at
the rental for which offered, in fact, in some years it was not
rented at all, the property would not have returned an amount
equal to depreciation, taxes and costs of operations, ‘‘although
it would have returned an amount in excess of direct operating
expenses.’’ 1 'While this language could be construed as equating
profit with taxable profit and not cash flow, in fact the decision
clearly turned on other factors. Moreover, the Sixth Circuit in
affirming the Tax Court did not address the question.

It is submitted that profit should not be limited to taxable
income (gross income in excess of deductible expenditures) for
purposes of section 183(e), but should encompass income or cash
flow. Certainly cash flow comes within one definition of profit
under section 165(c)(2): ‘“the advantage or gain resulting from
the investment of eapital, or the acquisition of money beyond the
amount expended; a pecuniary gain.’’?® The section 165 and

Role of Motive in Evaluating Tax Sheltered Investments, 22 TAx LaAwver 275, 289-00
(1969).

115 25 T,C.M. 620, 626 n,10 (1966). One commentator has suggested that tho expcota-
tion of profit should be ascertained by calculating profits and losses in accordance with
general accounting rules, rather than special rules which accelerate deductions, such ag
accelerated depreciation, since this is the approach ordinarily used by businessmen to de-
termine their profits or losses. Allington, Farming as a Taz Shelter, 14 S.D.L. Rev. 181,
193-94 (1969).

116 U.S. TreasURY DEP'T Tax REFora STUDIES AND PRrOPosALS (Parr 3), 91st Cona,,
1sr Sess. 455 (Comm. Print 1969).

117 254 F. Supp. 992, 995 n4 (S.D. Tex. 1966).

118 28 T.C.M. 375, (1969), af’d, 425 F.2d 1400 (6th Cir. 1970).

119 28 T.C.M. at 379. It may be significant that Judge Scott, the trier of fact in
Carkhuff, recently ruled in Justin A. McNamara, 32 T.C.M, 11, 18(1973), that “a motive
to effect a tax reduction is not a ‘profit” motive since it i3 not intended to produce taxable
income.”

120 Goldsborough v. Burnet, 46 F.2d 432, 433 (4th Cir. 1931), quoting from Brooks
Bros. v. Cassebeen, 157 App. Div. 683, 142 N.Y.S. 781, 782 (1913). A commentator on



1974] SECTION 183 AND BEYOND 385

section 212 cases defining profit as taxable income could have
reached the same result by merely holding that reduction in taxes
does not constitute profit for those provisions—the approach taken
by the majority of decisions in the area. Cash flow qualifies as
profit in the economic sense of the termn, which should be the
standard under section 183, and in the everyday meaning investors
would ascribe to the term.

As previously discussed, profit motive should be determined at
the partnership level, with such motive being transmitted to the
partner. Thus, where a partnership is engaged in an activity for
profit—as is the ease in our model since it expects after the
initial loss period to make a taxable profit once the cross-over
point is reached and after a certain point earn net income from
operations over all prior losses—the limited partner has incurred
the loss in an activity engaged in profit. Nevertheless, the Service
will probably be tempted to examine the partner’s motive where
he contemplates disposing of his partnership interest prior to
the cross-over point.!?! In such ecircumstances motive should be
determined at the partner level as to expectation of profit from
operations. Although, such a disposition will trigger a realized
gain equal to prior losses, that would not constitute a before tax
profit, only a wash, or if such gain is taxed in part as capital
gains on after-tax profit, which is not sufficient.’®®* But, at the same
time, the partner usually may expect a further gain from appreci-
ation in the partnership assets, which he may indeed have already
realized but not recognized through his partnership’s refinaneing
its liabilities and distributing to the limited partners the proceeds
from the new mortgage in excess of the outstanding principal

profit motive under sections 162, 212, et cetera, has coneluded that a taxpayer’s claim to
be holding property for the production of income would seem to be improved by eash
flow. Young, The Role of Motive in Evaluating Tax Shellered Investments, 22 Tax
Lawyer 275, 290 (1969) ; see Note, Death and Taxes: An Analysis of 1014, 748, 256, and
the Limited Partnership, 59 Va. L. Rev. 122, 1490 144 (1973).

121 See Young, The Role of Motive in Evaluating Tax Sheltcred Investments, 22 Tax
Lawver 275, 289 n.38 (1969). Where the taxpayer bases his profit motive on the un-
realized appreciation in the residual value of the rental property and thus claims mixed
motives, profit and tax reduction, “[e]vidence introduced by the Commissioner of an actual
or planned premature disposition of the property in such a way that the taxpayer would
not realize the residual value would cast doubt upon the taxpayer’s aszertion of mixed
motives.”

122 Hjorth, Farm Losses and Eclated Provisions, 25 TAx L. Rev. 581, 607-09 (1970)
(a wealthy taxpayer anticipating that his only prefits will be eapital gain attributable to
recovery of the ordinary deductions (through basis adjustments) is net engaged in the
activity for a before-tax profit, only an after-tax profit),
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amount of the old mortgage.’?® Such appreciation in the regula-
tions is recognized as profit:

The term ‘‘profit’’ encompasses appreciation in the value of assets, such
as land, used in the activity. Thus, the taxpayer may intend to derive
a profit from the operation of the activity, and may also intend that,
even if no profit from current operations is derived, an overall profit
will result when appreciation in the income from the activity together
with the appreciation of land will exceed expenses of operation.124

The distriet court in Kanter v. United States '*° recently rejected,
however, the taxpayer’s contention that production of income
under section 212 meant not only the production of rental income
from a dual use beach cottage, but also the production of prospec-
tive income from its capital appreciation (about $31,000 in ap-
preciation versus approximately $22,000 in net losses during the
tax years). .

The Kanter court reasoned that since capital appreciation and
taxable income therefrom only become a fact when a sale of the
asset occurs, it could not subsecribe to such broad reading of
section 212, Furthermore, it believed that the consequence of the
taxpayer’s contention would be ‘‘any mainterance and repair
expense of any home, even of a permanent residence, whether
rented or not or even available for rental, would be a deduectible
expense on the claim of the owner that he was holding the cottage
or home for the ultimate production of income upon its sale
at a hoped-for capital gain.”’ % It is submitted that the court
was in error on both grounds.

The section 212 regulations provide that the provision applies
to the property held for investment even though it is not currently
income productive, echoing legislative history which contemplated
income which might be realized in the future.'?” Similarly, the

123 Cowan, Receipt of an Interest in Partnership Profits in Consideration for Services:
The Diamond Case, 27 Tax L. Rev. 161, 200 n,118 (1972).

124 Reg. § 1.183-2(b) (4).

125 73-1 U.R.T.C. § 9311 (E.D. Va. 1973), af’d per curiam, 74-1 U.S.T.C. § 9182 (4th
Cir. 1974). By the time of trial, three years later, the property had appreciated an addi-
tional $45,000.

1206 Kanter v. United States, 73-1 U.S.T.C. { 9311 (E.D, Va, 1973) (emphasig by court),
aff’d per curiam, 74-1 U.S.T.C. [ 9182 (4th Cir. 1974).

127 Reg. § 1.212~(b). Congress stated that the term “‘income” for the purposcs of the
predecessor to section 212 “‘eomprehends not merely income of the taxable year but also
income which the taxpayer has realized in a prior taxable year or may realize in subse-
quent tazable years, and is not confined to reeurring income but applies as well to gain
from the dispesition of property.” S. Rep. No. 1631, 77th Cong.,, 2d Sess. 87 (1942)
(emphasis added). Sec also Rev. Rul. 74-28, 1974-3 I.R.B. 7.
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regulations under section 183 recognize that profit encompasses
appreciation in the value of assets used in the activity. Thus,
they continue, the taxpayer may intend that even without & profit
from current operations an overall profit will result when appre-
ciation in the assets is realized. Furthermore, the Tax Court i
several section 162 hobby loss decisions has provided a direct
answer to the implicit limitation of inecome to realized income
provided in Kanter: While profits and losses must be com-
puted on an annual basis for recognition of gains or losses, this is
not true in determining whether the taxpayer has a profit motive.
For it is not necessary that the activity be profitable in the tax
year, only that the taxpayer have a bona fide expectation of an
overall net profit from income which he expects to realize in a
subsequent year.!*

As to the second leg of the Kanter rationale, it acknowledged
the principle that for section 212, if the taxpayer is holding the
property for production of income from appreciation, such appre-
ciation must have taken place while it was dedicated to profit
purposes, rather than while it was used for personal purposes.
Thus, the court’s argument that reliance on unrealized capital
appreciation would permit deduetibility under section 212 of main-
tenance and repair expense of a permanent residence was a
straw man. To the extent that the court meant the appreeciation
could not be considered because the cottage was being primarily
used for personal purposes, it was indulging in a bootstrap argu-
ment. For proper application of this rule would mean that if the
taxpayer were engaged in two activities with respect to the
beach property—one personal and the other engaged in for profit—
only the appreeciation in the property during the latter activity
can be considered in determining whether the taxpayer has con-
ducted the latter activity primarily for profit. The Tax Court in
Carkhuff ' was hothered by the possibility of a recurring con-
version of beach property from personal use to business use,
then back to personal use and so forth. Because the requisite see-
tion 212 appreciation profit has heen categorized as post-conver-
sion appreciation, it might prove difficult to establish the amount
of post-conversion appreciation, during all periods of business
dedication or only during the most reeent conversion to business

123 See Margit Sigray Bessenyey, 45 T.C. 261 (1965), af’d, 379 F.2d 252 (24 Cir. 1967) ;
Herbert C. Sanderson, 23 T.C.M. 1723 (1964); accord, Lillinn Solomen, 26 TLC.M. $19
(1967).

129 Johu R. Carkhuff, 28 T.C.M. 375 (1969), aff’d, 425 F.2d 1400 (Gth Cir. 1970).
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use.’® On the other hand, if only a single activity were involved,
part business and part personal use, the proper approach would
appear to be allocation of unrealized appreciation to business
and personal uses to determine whether the former portion is
in excess of losses attributable to business use. ‘

The court in Kanter, due to its erroneous treatment of appre-
ciation, never faced the diffieult question of whether an activity
is engaged in primarily for profit where unrealized appreciation
attributable to a period dedicated to rental purposes is substan-
tially in excess of losses attributable to such period, and the
taxpayer’s business acumen as to such property is undisputed,
but substantial personal elements are present: personal use during
the entire peak rental period, selection of the particular lot on
the basis of personal factors and rental of cottages in the area for
ten summers prior to construction of the property. Carkhuff con-
tains the seeds of the proper approach to this question. There,
in many years no rents were received at all and the gross receipts
when received were substantially less than the total expenses
including depreciation. As to appreciation, the ecourt acknowledged
the property had increased in value but found no evidence that
the taxpayer ever intended to dispose of the property after future
increase in value, Thus, the court concluded that the property
could not at any time be said to have been held as an investment.
Judge Secott, the trier of fact in Carkhuff,'* recently expanded in
Leonard F. Barcus '* the thought she had presented in the earlier
decision. The taxpayers in Barcus purchased and sold antiques
which they also used as the furnishings in their home (95 per cent).
Their testimony that many of the antiques had or would increase
in value and that some day they might sell them at a large profit
indicated to the court more of an interest in keeping valuable
purchases than an interest in making a profit from a trade or

130 Frapk A. Newcombe, 5¢ T.C. 1298, 1302 (1970) (production of income limited to
post-conversion appreciation).

131 John R. Carkhuff, 28 T.C.M. 375 (1969), af’d, 425 F.2d 1400 (6th Cir. 1970). Allo-
cation of unrealized appreciation to business and personal use finds sapport in Sharp v.
United States, 199 F. Supp. 743 (D. Del. 1961), aff’d per curiam, 303 F.2d 783 (3d Cir.
1962) (alloeation of basis of aireraft and proceeds of sale to business and personal use).

132 32 T.C.M. 660, 664 (1973), aff’d per ecuriam, 74-1 U.S.T.C. 1 9288 (2d Cir. 1974).
Sec Note, Analysis of New Code Section 183 and Some Ramifications for the Resort Home,
9 WiLLaMETTE L.J. 117, 134 (1973) (appreciation factor may be outweighed by personal
aspect). Significantly, the Fourth Circuit in its per curiam affirmanee of Ianfer rensoned
that the distriet court had found that “the home was not purchased and maintained for
purposes of finaneial gain, whether by way of capital appreciation or current income.”
74-1 U.S.T.C. 1 9182 (4th Cir, 1974).
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business of purchasing and selling antiques. Thus, unrealized
appreciation alone is not sufficient, the taxpayer must show that
his primary purpose is ultimately to realize such appreciation in
order for the appreciated property to be held for the produetion
of income or to be held as inventory in a trade or business of
selling such items. Under such analysis Kanter might have
reached the correct result, but there are no findings in the reported
decision on the point.

Even more difficult is the question whether allocation and partial
deductions are called for where the taxpayer does intend to ulti-
mately realize the income from the appreciated property, but
this motive is outweighed by personal motives for holding the
property. Of course, this would only be a problem in areas in
which the investment is of a type particularly subject to personal
use—antiques, paintings or dual use beach houses.!®® The answer
to whether such allocation is permitted is difficult to find. On the
one hand, section 212 is commonly thought to adopt an all or
nothing primary purpose test; but, on the other, most of the
various areas of deductions under section 162 follow an alloca-
tion approach where the secondary purpose is more than merely
incidental.’** Although econeeptually sound, an alloeation rule where

133 §ee, c.g., Wrightsman v. United States, 428 F.2d 1316 (Ct. CL 1970) (paintings);
Kanter v. United States, 73-1 U.S.T.C. ¥ 9311 (E.D. Va. 1973) (beach house) ; Leonard
F. Bareus, 32 T.C.M. 660 (1973) (antiques).

134 A judicial conflict has arisen under section 162 as to whether in a mixed motive
situation profit motivation must be the dominant or primary intent or need it be only a
purpose. Sece Oshins, Proposed Regulations Provide New Rules for the Hobby Less Game,
35 J. Taxatiox 214, 215 (1971); DickixsoN, FarM AXp Rancd Losses, BNA Tax
ManaGEMENT PorTFOLIO No. 241, A-26 (1970). The majority of the heobby loss decisions
favor the dominant or primary purpose test. Moreover, the Supreme Court recently re-
solved, in United States v. Generes, 405 U.S. 93, 105 (1972), a similar conflict under
section 166(d) as to the test for whether a bad debt was business motivated in favor of a
dominant motivation standard over a significant motivation standard. The Court nlzo con-
cluded that the dominant metivation standard was consistent with that applied to losses
jncurred in a trade or business under section 163(c) (1) and that consistency is desimble
in such related aveas. It may be noted that some earlier hobby loss decisions had relied
upon section 163(c¢) in opting for n primary purpose test, Alice D. Worcester, 21 T.CAM.
1138, 1143 n.3 (1962), and that Generes has alreandy been read to dictate the use of a
primary purpose standard under section 162 in arens other than hobby lesses, Leonard F.
Cremona, 58 T.C. 219, 223 (1972) (concurring opinion). Finally section 1.212-1(c¢) of the
regulations (mirrored in regulation section 1.183-2(b)) follow a negative primary purpose
test: “expenses of earrying on trnsactions . . . which are carried on primarily as n sport,
hobby, or recreation are not allowable as nontrade or nonbusiness expenses.” However,
Myron Edwin Cherry, 26 T.CM. 537 (1967), indicates that the primary purpese test under
section 212 is not applicable to section 162, Nevertheless, it is most Jikely that the primary
purpose test will be applied to section 183, The harder question is whether a partial
deduction will be allowed under section 183 where the tauxpayer’s busivess purpose is not
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profit motive is not the primary motive may offer the same in-
surmountable administrative problems that the travel and en-
tertainment expenditures did prior to the enactment of section 274,

In conelusion, the limited partner in our model expects a profit
from appreciation and cash flow in addition to tax shelter. Accord-
ingly, he may be engaged in this activity for profit by virtue of
the first two elements, but cannot consider the last element.!3®

Definition of Activity Not Engaged in for Profit

Section 1.183-2(a) of the regulations, as well as the statute,
ties the phrase, ‘‘activity not engaged in for profit’’ into sections
162 and 212(1) or (2):

[A]n activity other than one with respeet to which deductions are allow-
able for the taxable year under section 162 or under paragraph (1)

primary but is more than merely incidental. One commentator states the apparent rule as
being that if the taxpayer’s use of the vacation home is not incidental to the rental ac-
tivity, maintenance of the home will be treated as primarily personal, with expenses de-
ductible only under the tier system. He further notes that H.R. 1040 would treat ownership
of such a vacation home as an activity not engaged in for profit. Emory, The Corman and
Mills-Mansfield Bills: A Look at Some Major Tax Reform Issues, 20 TAx L. Rev. 1, G8
(1973).

In general under section 162 an ail or nothing appronch is followed only whore the
secondary use or motive is merely incidental. Where the secondary use or motive is more
than ineidental then allocation is called for. International Artists, Ltd., 55 T.C. 984, 107
(1970). Thus, where business use of an airplane was 27 per cent, that percentage of de-
preciation was allowed. Sharp v. United States, 199 F. Supp. 743 (D. Del. 1961}, af’d,
303 F.2d 783 (3d Cir. 1962). In the area of travel expenses, however, if a trip is primarily
personal, section 1.162-2(b) (1) of the regulations provides that the traveling oxpenses to
and from the destination are not deductible, even though the taxpayer engages in business
activity while at such destination. In effect an all or nothing approach, rather than alloca-
tion, was followed here. See Klein, The Deductibility of Transportation Exzpenses of a
Combination Business and Pleasure Trip—A4 Conceptual Analysis, 18 Sranrorp L. Ruv.
1099 (1966).

135 Commentators have suggested on the basis of George L. Schultz, 50 T.C. 688 (1968),
aff’d per curiam, 420 F.2d 490 (3d Cir. 1970), which held that the intention of n taxpayer
purchasing raw whiskey to hold for the normal four year aging was to acquire four year
old bourbon so that he had to capitalize insurance and storage costs as acquisition costs,
that (1) the costs of acquiring the residual interest in the appreciation might have to be
capitalized as acquisition costs of such interest (Allington, Farming as a Taz Sholter 14
S.D.L. Rev. 181, 203 (1969)) and (2) the investor has not acquired new rental property,
only the residual interest, and therefore would not be entitled to interest or depreciation
deductions since he is not the present owner of the property sccuring the loan which is
being depreciated. Young, The Role of Motive in Evaluating Taz Sheltered Investments,
22 TAx LAWYER 275, 290 (1969). But sec Daniel D. Kinley, 51 T.C. 1000, 1004 (1969)
aff’d, 70-2 U.B.T.C. 1 9462 (2d Cir. 1970) (Tax Court rejected Commissioner’s argument
that taxpayer grew scotch pine trees which he converted into marketable Christmas trocs
through annual shearings; rather he planted Christmas trees which through proper caro
during their growth matured into marketable trees).
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or (2) of section 212. Deductions are allowable under section 162 for
expenses of carrying on activities which constitute a trade or business
of the taxpayer and under section 212 for expenses incurred in con-
nection with activities engaged in for the production or collection of
income or for the management, conservation, or maintenance of prop-
erty held for the production of income. Except as provided in section
183 and § 1.183-1, no deductions are allowable for expenses.incurred
in connection with activities which are not engaged in for profit. Thus,
for example, deductions are not allowable under section 162 or 212 for
activities which are carried on primarily as a sport, hobby, or for
recreation.

The basis of this close relationship of section 183 to sections 162
and 212 was the decision of the Tax Reform act Congress to
adopt the judicially fashioned principle under the latter sections
that losses or expenses are not deductible if the loss generating
activity is not a business, but merely a hobby. From the articu-
lation of this decision in the statute through cross reference to
sections 162 and 212, commentators on section 183 prior to the
issuance of the regulations, uniformly concluded that the pro-
vision was, in essence, a codification of prior hobby loss cases.}®

The section 162 and 212 case law contains, however, several
areas in which splits of authority exist. Congress resolved two of
these conflicts: (1) an objective rather than a subjective approach
is to be employed in determining profit motive and (2) a reason-
able expectation of profit is not required.’®” Accordingly, cases

136 Diamond & Horne, Hobby Losses; Aiscellancous Individual and Corporate Prablems,
23 Tax LawvyEeg 609, 610 (1970); Comment, Section 18S: Work Horse or Hobby Loss,
20 Catroric U.L. Rev. 716, 732 (1971) ; Rhodes, Hobby Losses—A New Challenge, 56
A.B.A.J. 893, 894 (1970); O’Byrne, New Law Greatly Limits Tax Sheller Formerly Pro-
vided by Farming Operations, 32 J. TAXATION 298, 299 (1970); Oshins, Proposed Regula-
tions Provide New Rules for the Hobby Loss Game, 35 TaxaTioN 214, 215 (1971).

137 See S. REP. No. 91-552, 91st Cong., 1st Sess. 104 (1969). One commentator has
suggested that the objective approach adopted by the Senate Committee on Finance
militates against total repudiation of the reasonable expectation of profit test, ths ap-
parent reasoning being that limitation to objective manifestations of profit motive wounld
result in the expectation also being reasonable. See DiCKINSON, FArut AND Rancn Losses,
BNA Tax MANAGEMENT PorTFOLIO No. 241, A-26 (1970). To the contrary, the commit-
tee’s news release prior to the publication of thé committee print stating that “testimony
presented at the hearings indicated considerable difficulty could be expected from the sub-
Jjective nature of the test (reasonable expectation of profit) applied by the House Bill,
Committee on Finance, United States Senate Press Release $#31 (October 17, 1969), cuts
toward indentifying rejection of the subjective appreach with repudiation of tho reason.
able expectation of profit, so that subjective evidence mny be considered ns to aspeets
other than ihe reasonableness of the expectation of profit.” The language of the committee
print is, of course, of much broader import. Sec Walter E. Edge, Jr,, 32 T.C.M, 1201
(1973).
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which followed the contrary positions on these questions are not
applicable to section 183.

The regulations provide that the determination whether an ac-
tivity is engaged in for profit shall be made on the basis of
“‘objective standards,’’ taking into account all the facts and cir-
cumstances of each case. Nine factors, purportedly objective, are
provided. Yet, section 1.183-2(a) of the regulations further states
that greater weight is to be given to objective facts than to the
taxpayer’s mere statement of his intent. In view of Congress’s
rejection of the subjective approach, it is somewhat surprising
that the regulations accord any weight at all to the taxpayer’s sub-
jective intent as manifested through his statements. The drafters
of the regulations meant that the taxpayer’s actions speak louder
than his words and that his mere unsupported statement should
normally be accorded little or no evidentiary weight. Nevertheless,
they believed that ‘‘[w]here the taxpayer’s words can justify
his actions and he is able to convinee the trier of the faets of the
veracity of his statements, the case should be determined in his
favor.’’ 138

Perhaps one should not look a gift horse in the mouth, but
this writer has the strong suspicion that the Treasury’s apparent
liberality flowed from a refusal to accept the following corollary
of the Senate Finance Committee’s adoption of an objective
standard: Where the objective factors, such as business like ap-
pearance and efficiency in operations are in the taxpayer’s favor,
he should be found to be engaged in the activity for profit regard-
less of the presence of such subjective factors as his love of the
activity or desire to disseminate his philosophy. In this context,
another commentator had reasoned prior to the issuance of any
regulations under section 183 that while the outcome of the vast
number of prior cases would not have been changed by the appli-
cation of the objective standards of section 183, the result of
cases like Schley v. Commissioner ¥—the pattern for the first

138 Oshins, Proposed Regulations Provide New Rules for the Hobby Loss Gamc, 35 J.
TAxATION 214, 215 (1971). This statement regulation has now been incorporated into the
gections 162 and 212 case Jaw. Joseph W. Johnson, Jr., 59 T.C. No. 78 (1973) (“No single
factor is controlling but greater weight is to be given to objective facts than to the fax-
payer’s mere expression of intent.”).

139 Scliley v. Comntr, 375 ¥.2d 747, 750 (2d Cir. 1967); Rhodes, Hobby Losscs—dA
New Challenge, 56 A.B.A.J. 893, 895 (1970). Another commnentator obviously views tho
mandated objective approach in the same light as Rhodes: “In other words, the taxpayer
does not have to demonstrate that he had a subjective expeetation of making a profit but
merely that the way in which he carries on the activity should make a profit when con-
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example in the regulations accompanying the objective factors—
would. The Tax Court opinion in Schley summarized the sub-
jective factors indicating a lack of profit motive, but also stated
that the same picture was painted by the objective evidence: (1) a
28 year history of losses, (2) static gross profits with increasing
expenses, (3) retention of an inefficient manager, (4) failure to
consult with managers as to the extent of losses, and (5) a farm
suffering from numerous deficiencies, inefficiency and obvious in-
difference to profit making in the overall operation and manage-
ment. The circuit court favored the subjective factors of the tax-
payer’s background, her love of the farm and her substantial
independent income, although also emphasizing the more objective
factor of the magnitude of the losses incurred for more than 25
yvears. Despite (or perhaps because of) the belief of the above
commentator that the love of the farm and the independent wealth
would reflect more on the subjective side, consideration of which
it will be recalled was prohibited by the Senate Finance Committes
report, the first example, derived from Schley, mixes the objective
and subjective facts relying both on total absence of profit and
use of a farm manager, but not modern methods and on the sub-
jective factors of large unrelated income, birth and rearing on a
farm, and expression of a strong preference for living on a
farm.

In Lamoni v. Commissioner,’® in contrast to Schley, the ob-
jective criteria of business-like manner of operations, continuity
and efficiency were all in the taxpayer’s favor, but the Tax Court
and the appellate decision disregarded them in view of the tax-
payer’s subjective interest in the wide dissemination of his
philosophical ideas and his independent financial status. The seec-
ond example based upon Lamont omits those objeetive factors
which were in the taxpayer’s favor and, instead, focuses almost
exclusively on the subjective factors of wealth and great interest in
philosophy and dissemination of ideas.

Finally, the third example, patterned after Imbesi v. Commis-
stoner,**! most clearly reveals the bias of the drafters of the
regulations regarding subjective factors. The Tax Court appeared
to rely equally on the subjective elements of a desire to maintain
a fading breed of dogs and independent wealth and the objective

sidered objectively.” Comment, dnalysis of New Code Secction 185 and Some Ramifications
for the Resort Home, 9 WiLLAMETTE L. J. 117, 122 (1973).

140 339 F.2d 377 (24 Cir. 1965).

141 361 F.2d 640 (3@ Cir. 1966), rev'd on other grounds, 23 T.C.ML 1678 (1964).
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factors of extremely haphazard books and records in the tax-
payer’s activities of raising dogs and horses and the lack of any
attempt to cut costs by culling the horses or dogs. The Third
Circuit, while affirming the Tax Court as to the dogs, remanded
it as to the horses, ostensibly on the ground that some horses were
in fact culled. In reality its disagreement was with the objective
approach:

The Tax Court, in seeking to determine motive, appears to have
directed its inquiry to objective indieations such as record-keeping, the
general profit-potential of the activity and the actual results achieved
by the taxpayer, and to have excluded his direct testimony regarding
his motive. Objective factors are, of course, valuable evidence of a
taxpayer’s motive, although these are often burdened with the same
infirmity as a taxpayer’s testimony, since the meticulous observance

of details which have been labeled as important objective signposts
is of doubtful value once their observance becomes self-conseious.142

In the statement of facts in the third example the unbusiness-
like records and failure to cull of the actual case underlying the
example are completely omitted while the large income and belief
that the breed of dogs was declining are early on emphasized. This
clear bias towards the subjective is, however, somewhat softened
by (1) the addition in the example of the objective factors of a
failure to advertise the dogs and showing of the horses only at
prestige tracks and (2) the reliance in the conclusion to the exam-
ple essentially on objective factors (although the independent
income was noted). °

‘We may conclude that the Treasury was unwilling to accept the
implications of application of a purely objective approach to cases
such as Schley, Imbesi and Lamont and, consequently, cracked the
door slightly in the introduection to the nine factors for the
taxpayer’s use of the subjective intention as a shield while fling-
ing it open for the government’s use of subjective factors as a
sword in the first three examples (surely mot by happenstance,
beginning with the Schley illustration). Due to the basic disagree-
ment in this context of many courts, like the Third Circuit in
Imbesi with the objective approach under section 162, it is not
possible to determine at this time whether the subjective bias of
the regulations, or at least of the first three examples in section
1.183-2(e) of the regulations, will be struck down as being incon-
sistent with the statute, which it clearly is.

The proposed regulations less subtly attempted to undo the other

142 361 F.2d at 645.
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legislative choice that there is no requirement that the expecta-
tion of profit be reasonable. While the proposed regulations, as
do the final regulations, state that a reasonable expectation is not
required, the former went on to provide in the ‘‘relevant factors’
for ascertaining whether an activity is engaged in for profit that
““The fact that a taxpayer is engaged in an activity which could
not reasonably be expected to produce an economic profit may
indicate that the taxpayer is not engaged in such activity for
profit. The reasonableness of an expectation of profit is not con-
clusive but is merely some evidence of the intent of the tax-
payer.” 143

The drafters’ apparent justification was that since a reasonable
expectation of profit was not required, it was only to be one of
the many factors to be considered, there was no conflict with the
legislative history.** In fact, this general approach does appear
in some of the cases which followed the bona fide profit intent,
as contrasted with the reasonable expectation of profit approach,
but in at least some instances appears to refleet a sub rosa
adoption of the reasonable expectation of profit requirement.}¢
In any event, this more obvious undermining of the legislative
mandate under section 183 was totally abandoned in the final
regulations. Although we may expect to see the Service attempt
to resuscitate it as one of the factors not listed in the nine factors
of the regulations, the fact that it appeared in the proposed regu-
lations and was deleted from the final version will carry strong
weight against its use by the Service.!¢ Whether the subjective
bias of the regulations will similarly be deleted on judicial review
remains fo be seen.

Revevant Facrors Provipep BY REcuraTions

The final regulations provide nine factors clearly distilled from
the prior case law for ascertaining whether an activity is en-

243 Prop. Reg. § 1.183-2(b) (9), 36 Fed. Reg. 16112 (Aug. 19, 1971).

144 Oshins, Proposed Regulations Provide New Rules for Hobby Loss Game, 35 J. TAXA-
TION 214, 216 (1971).

145 Compare Henry L. Sutherland, 27 T.CM. 103, (1968) (expectation nced not bo
reasonable, but prospect of profit has bearing on intents; taxpayer had hoped to make a
profit, but mere hope does not reach even unreasonable expectation), twith Bregks v.
Comm’r, 274 ¥.2d 96, 99 (9th Cir. 1959) (hope for profit qualifies a8 good faith purpese
of making profit) ; Hicks v. United States, 72-1 U.S.T.C. § 9383 (8.D. Miss, 1972) ; Gra:s
v. United States, 71-2 U.S.T.C. { 9715 (N.D. Fla. 1971) ; Norman C. Demler, 25 T.C.M.
620 (1966) ; Henry L. Sutherland, 25 T.C.M. 822, 824 n.1 (19G0).

146 Cf. Hauptman v. Director, 309 F.2d 62, 65 (2d Cir. 1962), ccrt. denied, 372 U.S. 909
(1963). See Continental Ins, Co. v. United States, 447 F.2d 661 (Ct. CL 1973).
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gaged in for profit. The proposed regulations contained eleven
factors, of which one was omitted as discussed above and two
others were consolidated in the final version.

The proposed regulations provided that (1) no one factor was
determinative, (2) the regulation factors were not the only factors
to be taken into account and (3) that any one factor (whether
or not set forth in the regulations) need not necessarily be given
more weight than any other factors used in making the determi-
nation*” The drafter of the section 183 regulations has sug-
gested that even if all the enumerated factors are against the
taxpayer, he still may prevail if he can show his intention was to
earn a profit. Quaere, whether this can be done without reliance
upon a subjective approach. Apparently this position was pre-
sented to mollify some members of the Commissioner’s Advisory
Group on Cattle and Horses, who had expressed concern lest the
factors be used as a weapon by the Service rather than serve merely
as indicia of the taxpayer’s intention. The intention of the drafters
of the proposed regulations was that ‘‘the list be merely used as
an aid in the ultimate determination of the intention of the tax-
payer.’” 148

The final regulations deleted the ground rule that any one factor
must not necessarily be given any more weight than any other
factor and in section 1.183-2(b) of the regulations substituted in
its stead the statement that a determination was not to be made
on the basis of whether the number of factors, including those not
listed, indicating a lack of profit objective exceeded the number
indicating profit motivation, or vice versa. The case law clearly
supports this approach—a controversy is not to be decided on a
nose count of factors.!”® Similarly, in the overwhelming majority
of decisions no one factor was determinative, and like black letter
statements are frequently articulated in other ‘‘all facts and ecir-
cumstances’’ areas.’® The implication of the deleted statement
that all factors are to be weighted equally, however, is clearly

147 Prop. Reg. § 1.183-2(b), 36 Fed. Reg. 16112 (Aug. 19, 1971).

148 Qghins, Proposed Regulations Provide New Rules for Hobby Loss Game, 35 J. TAX-
ATION 214, 215 n.9 (1971). This writer fails to sce how agents could avoid using at leust
some of the nine faectors (or the taxpayer’s alleged failure to meet them) as a sword,
and, in faet, in his experience they have been so used.

149 See, e.g., Bessenyey v. Comm’r, 379 F.2d 252, 256 (2d Cir.), cert. denied, 389 U.8, 931
(1967).

150 See, e.g., Albert Ravano, 26 T.C.M. 793 (1967) (constructive dividend). Sc¢e gen-
erally Lee, Shareholder Withdrawal—Loan or Dividend: Repayments, Estoppel, and Othor
Anomalies, 12 WM. & MArY L. Rev. 512, 516 (1971).
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not in accord with the existing case law. Indeed, one case has
stated that the taxpayer’s intent is best illustrated by his overt
efforts to accomplish the goals of the activity; and to a lesser
extent by the results actually attained.’ Similarly, factors such
as absence of personal use are viewed as not bearing directly on
the taxpayer’s profit motive, but instead, as an indication that the
activity is not primarily engaged in for pleasure or recreation,!®
hence, are implicitly of less weight than the efforts to accom-
plish a profit. Applying these principles to the nine factors, it
would appear that the first, second, third and fifth factors should
be accorded more weight than the fourth, sixth, seventh, eighth and
ninth factors.

The following discussion of these factors follows their order
in the regulations. Since the impetus for tax reform in this area
arose from farm losses, the overwhelming majority of hobby loss
cases involved such losses and the legal principles were most
developed there, it should not be surprising that these factors
are clearly distilled fromn the sea of farm loss authorities. Accord-
ingly, the discussion is primarily derived from farm loss cases
and commentators, but evaluation of the factors in the other areas
to which section 183 applies is made wherever possible.

Manner in Which Taxpayer Carries on the Activity

The faet that the taxpayer carries on the activity in a business-
Iike manner and maintains complete and accurate books and records may
indicate that the activity is engaged in for profit. Similarly, where an
activity is carried on in a manner substantially similar to other ae-
tivities of the same nature which are profitable, a profit motive may
be indicated. A change of operating methods, adoption of new tech-
niques or abandonment of unprofitable methods in a manner consistent
with an intent to improve profitability may also indicate a profit
motive.153

In actuality this factor encompasses four criteria: (1) business-
like manner of operations, (2) complete books and records, (3)
similarity to profitable activities of the same nature and (4)
changes in operating methods. It should he initially noted that
the order of the factors set forth in the regulations does not

151 Harold I. Snyder, 25 T.C.M. 1326 (1966).
152 Rex B. Foster, Jr., 32 T.C.M. No. 14 (1973). Similarly, the financial status of the
taxpayer and his standard of living appear of less weight than such faetors as lack of in-

vestigation, segregation of expenses, absence of records, et cetera. Joseph W. Jehnson, Jr.,
59 T.C. No. 78 (1973).

153 Reg. § 1.183-2(b) (i).
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indicate their relative weight, for the proposed regulations con-
tained a completely different order. F'or example, this factor was
the eighth in the proposed regulations.

Business-Like Manner. In some cases, the criterion of business-
like manner appears more a generic term overlapping several
other criteria set forth in this factor, such as accurate books and
records and adoption of new techniques, with perhaps a touch
of the third regulation factor by covering supervision of employ-
ees.’® Indeed, this item was not separately delineated by the
corresponding factor in the proposed regulations and a com-
mentator has deseribed the application of this eriterion in prior
decisions as based on the overall operations of the activity rather
than on individual factors.1%®

Nevertheless, the term has various everyday meanings which
the case law has emphasized, such as economy and constant at-
tempts fo cut costs and to improve income, as by switching from
commercial cattle to a purebred breeding herd or seeking in every
way to improve and upgrade the animals in a breeding herd.®

Another connotation of business-like operations is thoroughness
and a methodical approach. This aspeet of business-like is also
manifested in the case law.’®® Conversely, inattention to details or
a lack of knowledge as to the extent of expenditures and receipts
in the activity milifate against profit motivation,®®

154 Whitney v. Comm’r, 73 F.2d 589, 591 (3d Cir. 1934); Isracl O. Blake, 38 B.T.A.
1457 (1938) ; W. Jane Luce, 29 T.C.M, 894 (1970) ; Henry Potter Russel, 1938 B.T.A.M.,
T 38094.

155 DICKINSON, FARM AND RANCH Losses, BNA Tax MANAGEMENT Portrorio No. 241,
A-34-35 (1970).

156 John S. Ellsworth, 21 T.C.M. 145 (1962) (economy); accord, Herbert (. Sanderson,
23 T.C.M. 1723 (1964) (improve and upgrade livestock); Rowe B, Metealf, 22 T.0.M.
1402 (1963) (switch breeds). A leading treatise acknowledges that a factor evidencing
operation of a farm activity for a profit where the principal goal of tho farm is growing
a long-term erop which will not produce an immediate profit is the “fact that in the de-
velopment period the taxpayer temporarily attempts to supplement inecome with short-
time crops.” 5 MEeRTENS, FEPERAL INCOME TAXATION § 28.73 n.20; seo Patterson v. United
States, 459 F.2d 487, 403 (Ct. CL 1972); Margaret E. Amory, 22 B.T.A. 1398, 1309
(1931) ; Walter P. Temple, 10 B.T.A. 1238, 1241 (1928). The converse of attempting to
reduce net losses by supplementing income is attempting to reduce gross expenditures. Soc,
e.g., DuPont v. United States, 28 ¥. Supp. 122, 125 (D. Del. 1939); John 8. Ellaworth,
21 T.C.M. 145 (1962).

157 Samuel Riker, Jr., 6 B.T.A. 890, 893 (1927). Sc¢¢ also Thomas F. Sheridan, 4 B.T.A.
1299, 1301 (1926).

158 BEwing v. Comm’r, 213 F.2d 438 (2d Cir. 1954) ; Margit Sigrey Bessenyoy, 46 T.C.
261, 275 (1965), aff’d, 379 F.2d 252 (24 Cir.), cert. denied, 389 U.8. 931 (1067) ; Edward
J. Drew, 31 T.C.M. 799 (1972); Julian Paneck, 24 T.C.M. 658 (1063), aff’d per curiam,
66-2 U.S.T.C. T 9722 (7th Cir. 1966). But see Cornelius Vanderbilt, Jr., 16 T.C.M. 1081
(1957).
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In addition, utilization of scientific techniques indicates a
business-like operation, as does the element of self-education and
efforts to market the results of the activity or advertising.’® In
the same vein, a failure to advertise and, more recently, a failure
to establish a business name for a farm activity, may indicate
that an activity is not engaged in for profit.2e°

Books and Records. Professor Dickinson believes the theory
supporting the conclusion that the maintenance of business-like
records constitutes an important indication of profit intent is ““a
taxpayer would not go to the trouble of keeping good recoxds—
especially in a farming context—unless he were genuinely inter-
ested in using the records to help achieve a profitable opera-
tion.”’ 2t Cases that find significance in employment of a separate
bookkeeper or auditing of records by certified public accountants
support this theory.®® Moreover, judicial emphasis on adequate
financial records as to the operation of a farming activity, which
are maintained separately from the taxpayer’s hooks on his other
activities or which segregate the farm expenses from admittedly
personal expenses, appears bottomed on this assumption.t® A
further rationale is that such records are necessary to control
expenditures with an eye to reducing losses and eventually achiev-
ing a profit.1®

Adequate records need not necessarily be formal books and
records, for in Thomas W. Jackson,*® the taxpayer did not main-

159 Rose P. Crane, 9 B.T.A. 437, 440-41 (1927) (scientific techniques) ; Rex B. Foster,
32 T.C.M. No. 13 (1973) (advertising) ; Johan A. Louw, 30 T.C.. 1421 (1971) (attempts
to market) ; Lillian Solomon, 26 T.C.M. 919 (1967) (self-eduecation); accord, Herbert C.
Sanderson, 23 T.C.M. 1723 (1964) (self-education).

160 Edward J. Drew, 31 T.C.M. 799 (1972) (no business name) ; accord, W, Jane Luce,
29 T.C.M. 894 (1970); Robert E. Currie, 28 T.C.M. 12 (1969) ; sce Harold I. Snyder, 25
T.C.M. 1326 (1966) (failure to advertise). Conversely, use of a trade name indicates a
profit motive. Rex B. Foster, Jr., 32 T.CM. No. 14 (1973).

161 DICKINSON, FARM AND RANCEH LoSSES, BNA Tax MANAGEMENT PonTroL1o No, 241,
A-31 (1970). The Tax Court (then the Board of Tax Appeals) reasoned similarly in
Harold T. Avery, 47 B.T.A. 538, 541-42 (1942) : “If pleasure was the only incentive and
recompense sought by the petitioner in developing his mechanical ideas, there was no ne-
cessity to go to the trouble and expeunse of procuring patents”

162 Patterson v. United States, 459 F.2d 487, 493-94 (Ct. Cl. 1972); Worrell v. United
States, 254 F. Supp. 992, 993 (S.D. Tex. 1966) ; Israel O. Blake, 38 B.T.A. 1457, 1458
(1938) ; Rose P. Crane, 9 B.T.A. 437, 439 (1927); Everell E. Fisher, 27 T.C.3{, 1048
(1968) ; Leland E. Rosemond, 10 T.C.M. 625 (1951).

162 See, e.g., Teitelbaum v. Comm’r, 204 F.2d4 541 (7th Cir. 1961), cerd. denied, 3¢S U.S.
987 (1962); John Randolph Hopkins, 15 T.C. 160 (1950); C.J. Anderson, 14 T.C.M. 148
(1955) ; Dan R. Hanna, Jr., 20 T.C.M. 566 (1951).

164 Glen H. Morton, 30 T.C.M. 671 (1971).

165 59 T.C. 312 (1972). Similarly, in Norma Mathews Lauer, 20 T.CAL 1038 (1961),
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tain a formal set of records in his yacht chartering business, in-
stead, he required his captains to account for expenditures and
periodically turned over these records, together with cancelled
checks and stubs, to his accountant for preparation of the yacht’s
financial records. The Tax Court observed that ‘‘[t]hough per-
haps not the most efficient method of business accounting, it was
adequate and does not indicate any lack of profit motive.’? 100

On a few occasions courts have leveled the counter argument
that maintenance of books and records does not in and of itself
demonstrate the object of an enterprise. The rationale is that
objective factors in general, and record keeping in particular,
“‘are often burdened with the same infirmity as a taxpayer’s testi-
mony, since the meticulous observance of details which have been
labeled as important objective signposts is of doubtful value once
their observance become self-conscious.’’ 17 However, such cases
generally have placed more weight on subjective than objective
factors in determining whether the activities were profit moti-
vated ®*—an avenue now closed in application of section 183 since
profit intent is to be established by objective facts and circum-
stances without regard to the taxpayer’s subjective intent. Con-
sequently, their continued value as precedents in construing these
regulations must be severely discounted. Of continuing signifi-
cance, however, is the assignment of minimal weight to adequate
records where other counterbalancing factors point to a lack of
concern for the economical operation of the activity.1%?

Nonfinancial records can also be relevant. Indeed, keeping of

the taxpayer’s records in condueting her horse breeding activities consisted of invoices,
cancelled checks, copies of bills of sale of horses sold; her accountant had advised her
that a regular set of books was not necessary. On the other hand, & growing number of
recent decisions treat records limited to collections of caucelled checks and assorted billy
as a negative factor. W. Jane Luce, 29 T.C.M. 894 (1970); Robert E. Currie, 28 T.C.M,
12 (1969). A commentator has suggested, however, that since (1) this first factor also
states that earrying on an aetivity in a manner similar to other profitable activities of tho
same nature may be indicative of a profit motive and (2) it is common knowledge that
many farmers maintain few records other than cancelled checks and doposit slips, “the
taxpayer’s lack of farm records for a particular activity is not indicative of a lack of
profit intent in view of the record keeping practices of for-profit fariners.” RIDENOUR,
Farnm aNDp RANCH Losses, BNA Tax MANAGEMENT PorTFOLIO No. 241-2d, A-26 (1973).

166 Thomas W, Jackson, 59 T.C, 312, 316 (1972), @cq., 1973-21 LR.B. G.

167 Imbesi v. Comm’r, 361 F.2d 640, 645 (3d Cir. 1966) ; Harry C. Figher, 20 B.T.A.
1041, 1050 (1934).

168 Schley v. Comnt’r, 375 F.2d 747 (2d Cir. 1967) ; Lamont v. Comm’r, 339 F.2d 377
(24 Cir. 1964) ; Louise Cheney, 22 B.T.A. 672 (1931); Everell E. Fisher, 27 T.C.M. 1048
(1968) ; Bertha R. Conyngham, 23 T.C.M. 1179 (1964).

169 Celeste B. Smith, 30 T.C.M. 516, 518 (1971).
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detailed agricultural records may be even more indicative of a
profit motive than maintenance of adequate financial records.
Thus, the district court in Wright v. United States ™ highlighted
the fact that the taxpayer regularly kept and maintained breed-
ing records of his livestock, but made no reference to accounting
books and records. Moreover, in DuPont v. United States,'™ where
the government conceded that a subchapter S corporation’s reec-
ords were adequate from an agricultural standpoint, the distriet
court rebuffed the government’s assertion that the corporation’s
failure to keep financial records accurately reflecting its profits
and losses manifested an indifference to whether the operation
was profitable.

Ascertaining the relative weight to be aseribed to this factor is
difficult. At one end of the spectrum are the plethora of authori-
ties holding that the activities were engaged in for profit where
adequate business records were kept? and not engaged in for
profit where no records were maintained; ™ at the other, a more
moderate number of cases in which a profit motive was proven
in the absence of records or no profit motive was shown despite
adequate records.*™ While in a handful of opinions records were
a determinative factor ¥ and in many the juxtaposition of busi-
ness-like operations and careful records of expenses forms a leit-
motiv,'*® the majority merely catalogues the presence of accurate
books with a host of other factors.™ Indeed, a few early reported

170 249 F. Supp. 508, 512 (D. Nev. 1965); ¢f. Marshall Field, 26 B.T.A. 116 (1032),
ajf’d, 67 F.24 876 (2d Cir. 1933) (both agricultural and financial records); James S.
Bishop, 31 T.C.M. 829 (1972). But sec W. Jane Luce, 20 T.C.M. 8§94 (1970).

171 234 F. Supp. 681 (D. Del. 1964).

172 Rood v. United States, 184 F. Supp. 791, 793 (D. Minn. 1960) ; Israel O. Blake, 38
B.T.A. 1457 (1938); Lucien H. Tyng, 36 B.T.A. 21 (1937), rcv’d on other grounds, 106
F.2d 55 (24 Cir. 1939), rev’d on other grounds, 308 U.S. 527 (1940) ; Lillian Solomen, 26
T.C.M. 919 (1967).

173 E.g., Teitelbaum v. Comm’r, 294 F.2d 541 (7th Cir. 1961), cert. denied, 368 U.S. 087
(1962) ; Imbesi v. Comm’r, 361 F.2d 640 (3d Cir. 19G6).

174 Theodvre Sabelis, 37 T.C. 1058 (1962); Laura M. Curtis, 28 B./T.A. 631 (1033);
James Clark, 24 B.T.A. 1235 (1931); Norma Mathews Lauer, 20 T.C.M. 1038 (1961);
Vincent Treanor, 10 T.C.M. 336 (1951).

175 Samuel Riker, Jr., 6 B.T.A. 830 (1927). In Joseph W. Johnson, Jr., 59 T.C. No. 78
(1973), the court observed that the taxpayer did not keep books and records of mainte-
nance expenses or rental income “such as would be normally expected of one engaged in
transaction for profit”

176 See, e.g., Israel O. Blake, 38 B.T.A. 1457 (1938); James S. Bishop, 31 T.C.MM. 829
(1972) ; Lillian Solomon, 26 T.C.M. 919 (1967).

177 Helis v. Usry, 71-1 U.S.T.C. T 9365 (E.D. La. 1971), rcv'd on other grounds, 464
F.2d 330 (5th Cir. 1972) ; Beunet v. United States, 65-2 U.S.T.C. 9701 (E.D. Va. 1063);
Margaret E. Amory, 22 B.T.A. 1308 (1931); Rose P. Crane, 9 B.T.A. 437 (1027);
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cases mentioned records in the facts only.™ On the other hand,
most of the decisions holding against the taxpayer in the face
of adequate records employed a subjective rather than an objec-
tive approach. Conversely, the authorities sustaining a taxpayer
without adequate farm books and records have rested on other
objective manifestations of profit motivation, such as attention
to expenses or abandonment of unprofitable operations.”®

Similarity to Profitable Activities of Same Nature. This factor’s
approval of a comparison of manner of operation to substantially
similar profitable activities is too limited. For instance, the sec-
tion 183 regulations themselves, in an example illustrating the
objective factors, compare the operation of questioned activities
with the operation of farms in the area, similar in size and pro-
duction, many of which the example noted were unprofitable.!8
More significantly, the cases have drawn the comparison between
overall operations or specific techniques of the questioned activity
and similar activities in general without comment as to whether
the latter were profitable.’® On one oceasion, the Tax Court simply
found that from the standpoint of economy and efficiency the tax-
payer’s method of operation compared favorably to other similar
establishments.’® Other decisions have noted that specific tech-
niques or equipment were those utilized in the industry.8

More frequently, however, courts have compared specific aspects

Leonard M. Sasso, 20 T.C.M. 1068 (1961); George Thacker, 28 T.C.M. 1433 (1969);
Charles B. Pennington, 26 T.C.M. 520 (1967); W. Clark Wise, 16 T.C.M. 361 (1957),
aff’d per curiam, 260 F.2d 354 (6th Cir., 1958).

178 Whitney v. Comm’r, 73 F.2d 589 (3d Cir. 1934); Lucien T. Tyng, 36 B.T.A. 21
(1937), rev’d on other grounds, 106 1.2d 55 (2d Cir. 1939), rev’d on olher grounds, 308
U.S. 527 (1940) ; Marshall Field, 26 B.T.A. 116 (1932), aff’d, 67 F.2d 876 (2d Cir. 1033) ;
Thomas F. Sheridan, 4 B.T.A. 1209 (1927).

179 DuPont v. United States, 234 F. Supp. 681 (D. Del. 1964) ; Thonms W. Juckson, 59
T.C. 312 (1972), acq., 1973-21 L.R.B. 5; Theodore Sabelis, 37 T.C. 1058 (1962); Laura M.
Curtis, 28 B.T.A, 631 (1933); James Clark, 2¢ B.T.A. 1235 (1931); Norma Mathows
Lauer, 20 T.C.M. 1038 (1961).

180 Reg. § 1.183-2(c) Ex. 5

181 Signifieantly the Tax Court refused in W. Clark Wise, 16 T.C.M. 361 (1957), aff’d
per curiam, 260 F.2d 354 (6th Cir. 1958), to take judicial notice of the fact that farms
below a certain size could not be profitably operated. Moreover, the Senate Committeo on
Finance believed that a marginal farmer could be engaged in his farming activity for
profit, albeit without a reasonable expeetation thereof. S. Rep. No. 91-552, 01st Cong., 1st
Sess. 105 (1969).

182 John S. Ellsworth, 21 T.C.M. 145 (1962); accord, Rose P. Crane, 9 B.T.A. 437,
440-41 (1927).

183 Helis v, Usry, 71-1 U.ST.C. T 9365 (E.D. La. 1971), rev’d on other grounds, 434
F.2d 330 (5th Cir. 1972); Samuel Riker, Jr., 6 B.T.A. 890 (1927); Charles D. Eggert,
16 T.C.M. 1010 (1957); ¢f. Norman C. Demler, 25 T.C.M, 620 (1966).
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of the questioned activity to business operations in general rather
than singling out similar operations.!® Indeed, the observation, for
example, that a farm has all the physical characteristics and
appearance of an ordinary farm carried on for a business forms
a refrain in the reported farm loss decisions.'® Moreover, some
cases have drawn an even more attenuated comparison emphasiz-
ing that similar activities are a common business enterprise in
the taxpayer’s locale, e.g., Thomas W. Jackson™® began its
analysis with the fact that the chartering of boats, particularly
in the taxpayer’s geographic area of operation, was a common
business enterprise.

Again, cases such as Schley v. Commissioner,® adopting the
tack now prohibited under section 183 of a subjective rather than
an objective approach, have dismissed evidence that the taxpay-
er’s activities qualified as those usually performed by one in the
taxpayer’s alleged business with the observation, for instance,
that ““mere operation of a farm is not enough.’’ 188

In addition to comparison to other similar activities or business
appearance in general, authorities have considered the method of
operation by other owners, both subsequent and prior, of the same
property.® Indeed, the fourth example illustrating these factors
in the regulations states that the taxpayer operates the farm
activity in the same manner as the prior owners (his parents).
Not surprisingly, operation by other owners of the property as
a hobby or country estate militates against a profit motive on
the part of the taxpayer, unless he takes care to eliminate show-
place practices or facilities of prior owners.19

In conclusion, the paucity of explicit comparisons of questioned
activities with similar operations in the extant cases as well as
the absence of such a factor in the commentators’ lists of factors

184 Margaret E. Amory, 22 B.T.A. 1398 (1931). See generally Sharpe, What the Taz-
payer Should Do to Have the Courts Recognize His Farm as a Business, 28 J. TAXATION
48, 51 (1968).

185 Samuel Riker, Jr., 6 B.T.A. 890, 893 (1927); Mary Ellis Turper, 23 T.C.2L. 1180
(1964).

18659 T.C. 312 (1972), acq., 1973-21 LR.B. 5; accord, James Otis, 7 B.T.A. 882, §84
(1927) ; Charles B. Pennington, 26 T.C.M. 520 (1967).

187 375 F.2d 747 (24 Cir. 1967).

188375 F.2d 747 (2d Cir. 1967); accord, Alfred M. Cox, 24 T.O.L 23 (1805), af’d
per curiam, 354 ¥.2d 659 (3d Cir. 1966).

189 Teitelbaum v. Comm’r, 294 F.2d 541 (7th Cir. 1961), cert. denied, 386 U.S. 987
(1962) (prior); Rowe B, Metcalf, 28 T.C.M. 1402 (1963) (subsequent).

190 Compare John Randolph Hopkins, 15 T.C. 160 (1950), with Helis v. Usry, 71-1
US.T.C. § 9365 (E.D. La. 1971), rev’d on other grounds, 464 F.2d 330 (5th Cir. 1972).
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used in determining profit motive portend that this factor may
be of minor signifiecance. Nevertheless, the natural inclination of
taxpayers to develop their proof to meet the criteria set forth
in the regulations will probably shift the focus from business-like
appearance in general to direet comparisons with specific similar
activities.

Change in Operating Methods. This factor occurs but once in
the examples accompanying the regulation factors and then only
in a negative sense: the first example states that modern methods
were not used in operating the farm. Confrary to this lack of
emphasis, however, changes in operating methods may well be
the most frequently relied upon factor of significance in the vast
sea of case law. Indeed, the factor of abandonment of unprofitable
operating methods, and in particular unprofitable activities, his.
torieally has carried more weight than maintenance of bhooks and:
records and comparability of operations to other similar activi-
ties, as well as the many other factors set forth in the regulations.
This item has frequently heen linked inextricably with reliance
upon upon expert adviee® On one occasion, however, stich an
abandonment was given negative import by characterization as
“‘vacillation in the objectives’” of the enterprise manifesting a
lack of preliminary exploration as to the profit potential of the
activity.1??

Although the regulations speak only of changes in methods or
technicrues, the cases almost invariably have dealt with changes
in product lines or divisions.’®® A variety of patterns recur in these
cases. In some of the farm loss decisions, the taxpayer began
operations with a hroad range of crops and livestock and gradu-
ally eliminated the unprofitable lines.?®* Similarly, taxpayers have
constantly shifted from one farm activity to another in the search
for the elusive profitable product.’®® Such approach has been

191 Se¢ RIDENOUR, FARM AND RancH Losses, BNA TAx MANAGEMENT Portrouio No,
241-2d, A-25 (1973).

192 Celeste B, Smith, 30 T.C.M. 516, 518 (1971). From this, tho court concluded tho
taxpayer’s activities were merely preparatory to engaging in a trade or buginess, For nt
" discussion of this concept, sce notes 496 through 533 infra and the accompunying text,

103 E.g., Rood v. United States, 184 F. Supp. 791, 94 (D. Minn. 1960) ; Dean Babbitt,
23 T.C. 850 (1955); Norton L. Smith, 9 T.C. 1150 {1947); Rex B. Foster, 32 T.C.M.
No. 13 at 47 (1973).

19¢ Norton L. Smith, 9 T.C. 1150 (1947); Marshall Field, 26 B.T.A. 116 (1932), af’d,
67 F.2d 876 (24 Cir. 1933); Rose P, Crane, 9 B.T.A, 437 (1927).

195 Patterson v. United States, 459 F.2d 487 (Ct. Cl. 1972) ; Dean Babbitt, 23 T.C. 850,
857 (1955) ; Rowe B. Metealf, 22 T.C.M., 1402 (1963). The Tax Court in Eugene J. Davls,
25 T.C.M. 616, 620 (1966), concluded: “Throughout the history of the farm, we find
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frequently described as experimentation.'®® In other decisions, the
changes were more modest: abandoning a minor activity while
continuing the major activity,”®” undertaking new activities with-
out terminating existing ones,»® replacing the single farm ac-
tivity being engaged with a new activity,’®® and replacing em-
ployees.2” This factor has not been limited to farm loss cases—
in Rood v. United States® the court was favorably impressed
by the fact that the taxpayer, a sculptor, changed media several
times in order to realize a profit by meeting specialized markets.

The most frequent, and apparently most convineing, change in
operations is abandonment of the activity in its entirety, either
in the tax year or, as is more frequent, in a subsequent year.?*
Abandonment based on experience gained from operations that
the activity cannot be made profitable, on realization the profit
forecasts by advisors were over optimistie, or in accord with
professional adviece has impressed the courts.?® As the Tax Court
stated in Benjamin E. Adams?® its conclusion that the taxpayer
had intended to make a profit from his painting was strengthened
by the fact that when, after a few years, the taxpayer found that
he could not make money from his art activities, he gave up
the full-time pursuit of them and found other employment. Where
such abandonment has oceurred, the Commissioner has scant sue-
cess in arguing that the venture should have been abandoned

petitioners trying to operate it so as to make a profit, changing from one type of opera-
tion to another in order to attain that end.””

196 Whitney v. Conmv’r, 73 F.2d4 589, 591 (3d Cir. 1934); DuPont v. United States, 28
F. Supp. 122 (D. Del. 1939); George B. Lester, 19 B.T.A. 549 (1930); Mary Ellis
Turner, 23 T.M.M. 1186 (1964).

197 Theodore Sabelis, 37 T.C. 1058 (1962) ; Rose P. Crane, 9 B.T.A. 437 (1927).

198 August Mexckens, 7 B.T.A, 32 (1927).

199 George B. Lester, 19 B.T.A. 549 (1930) ; Rex B. Foster, 32 T.C.M. No. 13 (1673);
D. Joseph St. Germain, 18 T.C.M, 1061 (1959) ; Dan R, Hanna, Jr,, 10 T.C.M, 366 (1951);
Vincent Treanor, 10 T.C.M. 336 (1951).

200 Dean Babbitt, 23 T.C. 830, 867 (1955) ; Norton L. Smith, 9 T.C. 1150, 1151 (1947);
Lillie S. Wegeforth, 42 B.T.A. 633 (1940).

201184 F. Supp. 791, 794 (D. Minn. 1960).

202 Tax year: Benjamin E. Adams, 25 T.C.M. 1239 (1966); Aliee D. Woreester, 21
T.C.M. 1138 (1962); Harvey S. Farrow, 16 T.C.M. 836 (1957). Subsequent year: Wright
v. United States, 249 F. Supp. 508 (D. Nev. 1863) ; DuPont v. United States, 28 F. Supp.
122 (D. Del. 1939); Laura M. Curtis, 28 B.T.A. 631 (1933); Irving C. Ackerman, 24
B.T.A. 512 (1931), af’d, 71 F.2d 586 (9th Cir. 1934); W. Brown Morton, 16 T.C.M. 420
(1957).

203 Alice D. Worcester, 21 T.C.M. 1138 (1962) (overly optimistie foreeasts); Harvey 8.
Farrow, 16 T.C.M. 836 (1957) (experience); cf. Lazonby v. Tomlinson, 272 F. Supp. 558
(N.D. Fla. 1967) (abandonment of planning of one aetivity before undertaking second).

204 25 T.C.M. 123 (1966) ; DICKINSOX, FARM AND RANCH Losses, BNA TAxX MANAGE-
MENT PorTFOLIO No. 241) A-31 (1970).
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earlier: ‘‘It is not for the Collector to second-guess the taxpayer
by concluding that the operating losses in earlier years dictated
an abandonment of the enterprise in 1957, 1958 or 1959 [rather
than in 1960].7? 2°* On the other hand, the triers of fact often have
ruled against taxpayers who fail to abandon a continually un-
profitable line and especially have been critical of a failure to
cull unprofitable animals.?® Conversely, culling unprofitable or
unproductive livestock, a variant of abandoning unprofitable
activities, evidences a profit motive.??

Furthermore, while abandonment of the entire activity in sub-
sequent years has usually been a determinative factor in a taxpay-
er’s favor, mere changes in operation in later years or in the tax
year after prolonged use of less efficient methods have fared less
well—“While in 1963 petitioner changed his cattle raising activi-
ties, this change does not alter his intent for prior years.’’ 2%
Such authorities appear, however, by and large to be tainted by
a subjective approach.?”® Nevertheless, should abandonment oceur
only after audit and the Service has begun to question the tax-
payer’s losses, it may not serve as a factor in the taxpayer’s
favor and could even constitute a negative factor.?’® Furthermore,
a recent trend has been to treat an abandonment of a purported
business activity ecoupled with a continuation of the same activity
as a hobby as practically tantamount to an admission that the
activity was never engaged in for profit, but rather was primarily
for personal satisfaetion.??

Courts have expressly noted that onee it becomes apparent to
the taxpayer that the venture cannot be made profitable, the ac-

205 Wright v. United States, 249 F. Supp. 508, 513 (D. Nev. 1965).

206 Failure to abandon: Broderick v. Derby, 236 F.2d 35 (10th Cir. 1956); Jack R.
Mavis, 14 T.C.M. 332 (1935). But sce Mary Ellis Turner, 23 T.C.M. 1186 (1964). Failure
to cull: Anthony Imbesi, 23 T.C.M. 1678 (1964), rev’d on other grounds, 361 F.2d 040
(3d Cir. 1966); accord, Edward J. Drew, 31 T.C.M. 799 (1972); Celesto B. Smith, 30
T.C.M. 516 (1971).

207 Widener v. Comm’r, 33 F.2d 833 (3d Cir. 1929); Lucien IL, Tyng, 36 B.TA. 21
(1937), rev’d on other grounds, 106 F.2d 55 (24 Cir. 1939), rev’d on other grounds, 308
U.8. 527 (1940); James S. Bishop, 31 T.C.M. 829 (1972); Charles B. Peunington, £6
T.C.M. 520 (1967).

208 Alfred M. Cox, 24 T.C.M. 23, 25 (1963), aff’d per curiam, 354 F.2d 6560 (3d Oir.
1966).

200 Sce, e.g., Schley v. Comm’r, 375 F.2d 747 (24 Cir. 1967); George T. McLean, 19
T.C.M. 673 (1960), aff’d per curiam, 285 F.2d 756 (4th Cir. 1961).

210 See Billy V. Wann, 27 T.C.M. 1301 (1968) ; c¢f. Leonard F. Barcus, 32 T.0.M. 600
(1973), aff’d per curiam, 74-1 U.S.T.C. § 9288 (2 Cir. 1974); Everett R. Taylor, 28
T.C.M. 941 (1969).

211 Robhert E. Currie, 28 T.C.M. 12 (1969).
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tivity may be continued during a reasonable period of liquidation
(during which deductions are allowable), which may last as long
as a year.2?2 Moreover, in such liquidation, the taxpayer is appar-
ently not required to dispose of all property if the only price
obtainable is in his opinion too low.?® However, the mere allega-
tion by the taxpayer that he does not intend to remain in the
business if he were able to dispose of livestock is entitled to
little weight where he makes no actual efforts to sell his stock.?!¢

Expertise of Taxpayer or His Advisors

Preparation for the activity by extensive study of its accepted busi-
ness, economie, and scientific practices, or consultation with those who
are expert therein, may indicate that the taxpayer has a profit motive
where the taxpayer carries on the activity in accordance with such
practices. Where a taxpayer has such preparation or procures such ex-
pert advice, but does not earry on the activity in accordance with such
practices, a lack of intent to derive profit may be indicated unless it
appears that the taxpayer is attempting to develop new or superior
techniques which may result in profits from the activity.2!5

The case law development manifests a variety of approved
means by which a taxpayer may prepare for an activity to gain
expertise as to its accepted business, economic and scientific
practices.

In nonfarming activity areas, earlier experience has been an
infrequent factor in the taxpayer’s favor,?'® although oceasionally
the questioned activity has been the taxpayer’s sole oceupation,
particularly in the field of writing?? and inventing.?'®* Farming
has been proportionally less common as the taxpayer’s sole occu-
pation, but quite frequently expertise in a farming activity has
been acquired by childhood experience on a farm.?'® On the other

212 Lazonby v. Tomlinson, 272 F. Supp. 558 (N.D. Fla. 1967); Vincent Treanor, 10
T.C.M. 336 (1951).

213 Eugene J. Davis, 25 T.C.M. 616 (1966). Scc generally Oshins, Proposed Regulations
Provide New Rules for the Hobby Loss Game, 35 J. TaxATION 214, 216 (1971) (minimiza-
tion of losses); Rev. Rul. 74-28, 1974-3 LR.B. 7.

214 Edward J. Drew, 31 T.C.M. 799, 806 (1972).

215 Reg. § 1.183-2(b) (2).

216 See, e.g.,, Norman C. Demler, 25 T.CM. 620 (19G6); Thelma C. Whitman, 19
T.C.M. 456 (1960).

217 Stern v. United States, 71-1 U.S.T.C. § 9375 (C.D. Cal. 1971); Corneliug Vanderbilt,
Jr., 16 T.C.M. 1081 (1957); ¢f. Benjamin E. Adams, 25 T.C.M, 1239 (1966); Ecbastian
de Grazia, 21 T.C.M. 1572 (1962). But cf. Porter v. Comm’r, 437 F.2d 39 (2d Cir. 1970).

218 Johan A. Louw, 30 T.C.M. 1421 (1971); Nicholas A. Dodich, 30 T.C.AL, 248 (1971).
Contra, White v. Comm’r, 227 F.2d 779 (6th Cir. 1953), cert. denied, 351 U.8, 939 (1956).

219 Lucien H. Tyng, 36 B.T.A. 21 (1937), rev'd on other grounds, 106 F.2d 53 (24 Cir.
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hand, such early interest and experience has sometimes proven
to be a slippery factor, with the Service utilizing it as ammuni-
tion for an attack that such personal interest was the motivation
for the activity rather than profit?2 In fact, in Mary Ellis
Turner 2! the Service even asserted (albeit to no avail) that the
taxpayer’s scientific interest in the breeding characteristics of
her livestock, derived from experience in applied genetics and use-
ful in the taxpayer’s scientific breeding program, dominated her ex-
penditures to the complete subservience of any profit motivation.
Sueh posture has, however, usually been rebuffed: ‘“While it is
true that petitioner has been interested in and engaged in farm-
ing and breeding livestock practically all of his life, this faet is
not fatal to a finding of a profit-making motive. In fact, it has
been observed that ‘[s]uceess in business is largely obtained by
pleasurable interest therein.” ’? %2 Moreover, the Commissioner
has scored his greatest success with this tack in the subjective
intent decisions.

Robert E. Currie  presents perhaps an intermediate position.
A lifelong interest in the activity, there raising horses and dogs,
does not preclude profit motivation—the court noted that to the
contrary, familiarity could bhe the motivating factor for embark-
ing on a business venture—but a history of hobby enjoyment
raises a presumption that the taxpayer is not engaging in the
activity for profit, which he must overcome with a greater amount
of proof than he would need had he not previously enjoyed the
activity as a hobby. Clearly then, it is not the prior experience,
but the prior engaging in the hobby that is a negative factor.

Where the taxpayer has had no prior experience in the activity,
common nieans of acquiring expertise are self-education through
study of books and periodicals in the arca, attendance at seminars
or trade meetings or shows, membership in trade organizations
and association and consultation with those expert in the activ-

1939), rev’d on other grounds, 308 U.S. 527 (1940); Irving C. Ackenman, 2¢ B.T.A. 512
(1931), aff’d, 71 ¥.2d 586 (9th Cir. 1934); Humilton F. Kean, 10 B.T.A. 97 (1928);
George Thacker, 28 T.C.M. 1433 (1969) ; Eugene J. Davis, 25 T.C.M, 616 (1966).

220 See, e.g., Imbesi v. Conmn’r, 361 F.2d4 640 (3d Cir. 1966) ; Edward J. Drew, 31 T.C.M.
799 (1972). The following cases are representative of those which reject sueh n conten-
tion: Jumes S. Bishop, 31 T.CM. 829 (1972); Morris A. Stoltzfus, 290 T.C.M. 1610
(1970) ; William L. Brueck, Sr., 23 T.C.M. 1228 (1964); ¢f. Woadrow L. Wroblewski,
32 T.C.M. No. 37 (1973).

221 23 T.C.M. 1186 (1964).
222 Morris A. Stoltzfus, 29 T.C.M. 1610, 1634 (1970) (footuote omitted).
223 28 T.C.M. 12, 18 (1969). Judge Irwin decided both Stoltzfus and Currie.
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ity.??* The fine arts cases offer more examples of full-time study.?
The agriecultural activity cases, on the other hand, have proven an
especially fertile field for consultation with experts—owing no
doubt in part to the ready availability of federal, state and local
farm agents—which if followed may be even more persuasive than
subseription to technical publications.?*® Indeed, subsecription to
trade publications has been deseribed in one instance as a ‘‘bare
essential’’ in the search for knowledge.®*

Consultation with government soil conservation experts and
following their recommendations forms a recurring factual pat-
tern in farm loss authorities constituting strong evidence of a
profit motive.22® Cases holding for the taxpayer are also legion.
In these taxpayers consulted local farm agents or university agri-
cultural extension services in efforts to conduct their farm activ-
ities along sound business-like lines.??* Such consultation, prior to
beginning an activity, as to the possibility of operating at a profit
is a favorable factor.®® Seeking advice is not limited to official
sources, for courts frequently have noted taxpayer consultation
with those engaged in similar activities including, for instance, in
the agricultural activities category neighboring farmers.®! Still
only proeuring advice from aequaintances would usually be at
best a neutral factor. Accordingly, such advice seldom appears
in the reported cases. However, in Edward J. Drew,** evidence
was adduced that the taxpayer, although not knowledgeable about
horse training, only consulted his friends and eolleagues in medieal

224 See, e.g., Patterson v. United States, 459 F.2d 487 (Ct. CL 1972); Rex B. Fester,
Jr., 32 T.CM. No. 14 (1973); Alden B. Starr, 28 T.C.M. 167 (1969); Lilian Solomen,
26 T.C.M. 919 (1967). See generally Sharpe, Wiat the Tazpaycy Should Do to Have the
Courts Recognize His Farm as a Business, 28 J. TAxaTioN 48, 51 (1968).

225 B.g., Benjamin E. Adams, 25 T.C.M. 1239 (1966); Secbastian de Grazia, 21 T.C.M.
1572 (1962).

226 RIDENOUR, FARM AND RancE Losses, BNA Tax ManNageMExT PonrtroLio No.
241-2d, A-25 (1973).

227 Rex B. Foster, Jr., 32 T.C.M. No. 14 at 52 (1973).

228 Mary Ellis Turner, 23 T.C.M. 1186 (1964); George M. Zeagler, 17 T.C.M. 454
(1958) ; Theron D. Stay, 17 T.C.M. 861 (1958).

220 Patterson v. United States, 450 F.2d 487 (Ct. CL 1972); Hamilton F. Kean, 10
B.T.A. 97 (1928) ; Harvey S. Farrow, 16 T.C.M. 836 (1957); Hedi Katz, 13 T.C.). 188
(1954).

230 Marshall Field, 26 B.T.A. 116 (1932), aff*d, 67 F.2d 876 (24 Cir. 1933); Margaret
E. Amory, 22 B.T.A, 1398 (1931); Rex B. Foster, Jr., 32 T.C.ML. No. 14 at 52 (1973).
See generally Note, Breeding Farms and Racing Stables—IHobby or Business? 534 Ky. L.J.
92, 94 (1965).

231 Dean Babbitt, 23 T.C. 850 (1955); Jean A. Lowenthal, 27 T.C.M. 387 (1968);

Lilian Seolomon, 26 T.C.M. 919 (1967); Alice D. Worcester, 21 T.C.M. 1138 (1962).
23231 T.C.M. 799, 806 (1972).
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practice and did not even follow the advice given—not surprisingly
the court held that the taxpayer carried out the activity without
a profit motive.

To date, the authorities have almost invariably analyzed experi-
ence and expertise in terms of study of the scientific practices
or techniques used in the activity,?®® rather than of its accepted
business or economic practices—the regulations list all three in
the conjunctive. Glenn H. Morton?** appears to be an unusual
exception. The taxpayer brought exceptionally useful advanced
education, experience, specialized study and self-education to the
activity of horsebreeding. Yet the court discounted this factor,
reasoning that while the taxpayer was informed as to the tech-
nicalities of breeding horses, he admitted to having no knowl-
edge concerning the capital outlay needed to support such an
operation and, further, had not seriously investigated the market
for such horses in his locale. A conclusion that the taxpayer
was not engaged in the activity for profit would have been amply
supported by other objective criteria,?® but the court appears
instead to have turned the taxpayer’s extensive preparation
against him, categorizing it as general investigation of the pos-
sibilities of breeding horses for profit, not going beyond the
exploratory and investigative stage of any plan to establish a
business—not an existing trade or business. Application of such
preparatory to engaging in a trade or business concept (a fre-
quent government argument used alternatively with lack of profit
motive) to agricultural activities is discussed below; however,
Morton serves as clear warning of the danger that the Service
may attempt to use taxpayer preparation against him. Of course,
considering this factor alone, Morton clearly represents a minor-
ity view both in emphasis on lack of study of ecomomic aspects
and on lack of investigation of the local market.

Failure to follow expert advice is quite rare in the reported
cases, Drew being one of the few examples. The regulation’s ex-
233 See, e.g., Lilian Solomon, 26 T.CM. 919 (1967); Charles B. Pennington, 26 T.0.M.
520 (1967); Hedi Katz, 13 T.C.M. 188 (1954).

23¢ 30 T.C.M. 671 (1971). Taxpayers with equivalent or less preparation provailed in
Rex B. Foster, Jr., 32 T.C.M. No. 14 (1973) ; Alden B. Starr, 28 T.C.M. 167 (1969); and
Lilian Solomon, 26 T.C.M. 919 (1967).

235 For example, he did not maintain adequate books or records, devoto much timo to the
activity, advertise, had no facilities and previously had engnged in the activity ns a hobby.
Joseph W. Johuson, Jr., 59 T.C. No. 78 (1973), also relied heavily on the fact that tho
taxpayer “[h]ad no knowledge and apparently made no investigation prior to purchasing

the property to determine whether the property had ever been rented by the former
owner, or if so, for how much.”
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ception to lack of profit motive where such failure is the result
of attempts to develop new or superior profitable techniques is
perhaps even more rarely reflected in the case law. More com-
mon has been the recent ‘trend to rely heavily on lack of experi-
ence and, particularly, on failure to take positive steps to remedy
such a lack.®® Historically, taxpayers with this factor in their
favor have had the smallest chance, particularly in the agricul-
tural activity area, of losing. Yet its absence has been scarcely
noted by the courts; however, the recent trend of emphasis on
the absence of this factor will undoubtedly grow.

On the other hand, the Service’s frequent attempts to turn the
taxpayer’s expertise against him as evidence of a subjective mo-
tive other than profits will either cease or enjoy even less success
in view of the objective approach mandated by Congress. Never-
theless, taxpayer expertise can, in certain ohjective eircumstances,
cut against establishment of a profit motive. Norman C. Demler 237
offers a succinet but cogent analysis of the pitfalls of reliance
on expertise in the prophetic observation that the elements of
experience and expertise ‘‘can be a sword as well as a shield in
that, in some situations, they will clearly indicate that the tax-
payer’s asserted expectation of profit is hardly worthy of belief.”
Such a situation subsequently arose in Carkhuff v. Commis-
sioner,?®® where the Sixth Circuit dubbed the taxpayers’ argu-
ment—that their prior consultation with their tax advisor as well
as preparation of a depreciation schedule and a method of ac-
counting manifested rental of their summer home in a business-
like manner—a double edged sword in that it also revealed that
they were not ignorant of the reasonable prospects of profit and
loss. Consequently, the resulting losses did not reflect simply an
unwise investment, but rather a lack of profit motivation.?*® It
may be significant that Carkhuff was an appellate decision and,
under the clearly erroneous principle, an appellate court will upset
a trial court’s decision only if there .was no evidence to support

236 Compare Patterson v. United States, 459 F.2d 487 (Ct. Cl 1972), with Edward J.
Drew, 31 T.C.M. 799 (1972) and Harold J. Suyder, 25 T.C.M. 1326 (1960).

237 25-T.C.M. 620 (1966).

238 425 F.23 1400, 1404 (6th Cir. 1970).

239 Donald A. MecCormick, 28 T.C.M. 1337, 1342 (1969), illustrates the same principle
on a more general level. The Tax Court reasoued that beenuse the taxpayer was an ex-
perienced and successful businessmnan, the unprofitability of his activity could not be
Jjustified or explained on the basis of a lack of business experience or on naivete. Sce W.
Jane Luce, 29 T.C.M, 894 (1970).
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that decision.?4® Trial courts, if the reported decisions are any
guide, may be expected to less frequently draw such negative in-
ferences from the taxpayer’s expertise.

Time and Effort Expended by Taxpayer in
Carrying on the Activity

The fact that the taxpayer devotes much of his personal time and
effort to carrying on an aetivity, particularly if the activity does not
have substantial personal or recreational aspects, may indicate an inten-
tion to derive a profit. A taxpayer’s withdrawal from another occupa«
tion to devote most of his energies to the activity may also be evidence
that the activity is engaged in for profit, The fact that the taxpayer
devotes a limited amount of time to an activity does not necessarily
indicate a lack of profit motive where the taxpayer employs competent
and qualified persons to carry on such activity.24!

The proposed regulations focused solely on the devotion of much
personal time and effort by the taxpayer in carrying on the
activity and his withdrawal from another occupation to devote
most of his energies to the activity.?** Both factors are wide-
spread in the case law. Of course, the proposed regulations left
the impression that application of only limited time by the tax-
payer himself was a negative factor. The final regulations softened
this inference considerably by providing that devotion of a limited
amount of time to an activity by the taxpayer is not necessarily
an indication of a lack of a profit motive where he employs com-
petent and qualified persons to carry on the activity. The examples
accompanying the regulations add little. In the second example,
the taxpayer engaged in extensive lecturing activity, advocating
and disseminating his ideas, but was nevertheless found not to
have engaged in the activity for profit. Conversely, the fourth
example, where the taxpayer could be found in the cautious lan-
guage of the drafters to have engaged in the activity of farming
for profit, noted that he did much of the required labor around
the farm himself, such as fixing fences and planting erops. Simi-
larly, the sixth example illustrating an investor engaged in his
experimental activities for profit, provides that he conducted his
research on a regular, systematic basis.

Contrary to the tenor of the regulations the cases have fre-

240 Se¢ Duberstein v. Comm’r., 363 U.S. 278 (1960). Where evidence would support
either of two permissible conclusions, the Tax Court’s choico iz not clearly erroncous.
United States v. Yellow Cab Co., 338 U.S. 338, 342 (1949).

241 Reg, § 1.183-2(b) (3).

242 Prop. Reg. § 1.183-2(b) (6), 36 Fed. Reg. 16112 (Aug. 19, 1971).
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quently held for the taxpayer, particularly in the agricultural
area, where he devoted substantially less than much of his per-
sonal time and effort to carrying on the activity. Thus, taxpayers
have frequently prevailed where they spent only evenings and
weekends in the activity, with only oceasional or no hired help.**
On the other hand, in nonfarm cases, devotion of considerable,
or even full time to the activity has frequently been of no avail.2
In faet, in nonagricultural activities, this criterion generally ap-
pears to be no more than a make weight factor, in that cases
holding against the taxpayer usually do not mention the amount
of time devoted, while those holding for the taxpayer usually
mention it only in passing.?®® A unifying thread may lie in the
suggestion that devotion of personal effort evidences profit motive
only where the activity could not be considered recreational in
any sense.?®® As discussed below, the farm loss cases appear to
assume that hard physical labor is not recreational.

As might be expected, older cases adopting a subjective ap-
proach and downplaying objective criteria have discounted the
devotion of effort by the taxpayer.2?

The regulation’s rather weak statement that devotion of a
limited amount of time by the taxpayer does not necessarily indi-
cate a lack of profit motive where he employs competent, quali-
fied persons to carry on such activity is too mild in view of the
prior case law. For very common factual patterns in early cases
finding a profit motive involved (1) little or no personal effort
by the taxpayer, but use of experienced personnel as managers,?
or (2) devotion of personal time through close supervision of
such managers together with some part-time physical labor and
use of experienced employees.?® These results fully comport with

243 See, e.g., Theodore Sabelis, 37 T.C. 1058 (1962); Rex B. Foster, Jr., 32 T.CM.
No. 14 (1973) ; Herbert C. Sanderson, 23 T.C. M, 1723 (1964).

214 E.g., Porter v. Comm’r, 437 F.2d 39 (2d Cir. 1970) ; White v. Comm’r, 227 F.2d 779
(6th Cir. 1955), cert. denied, 351 U.S. 939 (1956).

245 Compare, e.g., Lamont v. Comm’r, 339 ¥.2d 377 (2d Cir. 1964), with, e.g.,, Thelma
C. Whitman, 19 T.C.M. 456 (1960) ard Charles D. Eggert, 16 T.C.2{, 1010 (1957).

246 RIDENOUR, FARM AND RANCH Lossgs, BNA Tax MANAGEMENT PorTronio No.
241-2d, A-26 (1973).

247 Harry C. Fischer, 29 B.T.A. 1041 (1934), aff’d per curiam, 74 F.2d 1014 (24 Cir.
1935); accord, Alfred M. Cox, 24 T.C.M. 23 (1965), aff’d per curiam, 354 ¥.2d 639 (3d
Cir. 1966).

218 E.g., Patterson v. United States, 459 F.2d 487 (Ct. Cl. 1972); Whitney v. Comm!s,
73 F.2d 589 (3d Cir. 1934) ; Wright v. United States, 249 F. Supp. 508 (D. Nev. 1863);
Dean Babbitt, 23 T.C. 850 (1955); Walter P. Temple, 10 B.T.A. 1238 (1928); James
Otis, 7 B.T.A. 882 (1927).

249 E.g., Irving C. Ackerman, 2¢ B.T.A. 512 (1931), aff’d, 71 F.2d 586 (Sth Cir, 1934);
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the general principle that one ean carry on a trade or business
through an agent.®® The rationale is that an agent’s acts are
imputed to his principal.?5! Nevertheless, the Service has, on occa-
sion, asserted that minimal time devoted by the taxpayers indi-
cated a lack of profit motive, despite the fact that experienced
trainers were used.?”? The Tax Court disagreed, pointing to the
great reliance on independent trainers because of the taxpayer’s
own inexperience and inability. Similarly, the Ninth Circuit, in
Mercer v. Commissioner®® answered the government’s reliance
on the fact that the taxpayer held a full-time job and spent only
four months engaged in the farming activity during the {wo years
in question as follows: ‘‘It is reasonable to conclude that work
as a laborer was necessary to raise the funds required to support
his cattle operation. In any event, it is not a necessary prerequisite
that one devote himself completely to an enterprise to qualify it
as a trade or business.’’ Indeed, some cases have found the tax-
payer’s extensive use of professional employees a decisive factor
and have not relied on the considerable time devoted by the tax-
payer to promotional activities.?®* Conversely, other cases have
based a conclusion of lack of profit motive in part on the fact
that the taxpayer had no expert manager or regular employees.?*
In short, the fact that the taxpayer devotes a limited amount of
time does not, rather than does not necessarily, indicate a lack
of profit motive where he employs competent and (ualified persons
to carry on the activity.

The finding in the fourth examnple accompanying the regula-
tions that the taxpayer did much of the required labor around the
farm himself is abundantly reflected in the case law, The courts
have been greatly impressed by physical labor by the taxpayer.
George B. Lester, 19 B.T.A. 549 (1930); Hamilton F. Kean, 10 B.T.A. 97 (1928); O.J.
Anderson, 14 T.C.M. 148 (1955).

250 Comm’r v. Maple, 440 F.2d 1055, 1057 (9th Cir. 1971). Bu? see Young, The Role of
Motive in Evaluating Tax Sheltered Investments, 22 Tax Lawyer 275, 296 (1069).

251 Lee, “Adetive Conduct” Distinguished from “Conduct” of a Rental Real Estate Busi-
ness, 25 Tax Lawyzg 317, 321 (1972).

252 Charles B. Pennington, 26 T.C.M. 520 (1964).

253 376 F.2d 708, 710 (9th Cir. 1967) (footnote omitted).

254 Lillie S. Wegeforth, 42 B.T.A. 633 (1940); Samuel Riker, Jr., 6 B.T.A, 890 (1927);
Rowe B. Metealf, 22 T.C.M. 1402 (1963). One commentator believes that use of profes-
sional employees is more significant than the taxpayer’s own efforts. Sharpe, WWhat the
Tazpayer Should Do to Have the Courts Recognize His Farm as a Business, 28 J. TAXA-
TION 48, 51 (1968).

255 Edward J. Drew, 31 T.C.M, 799 (1972); Harold I. Snyder, 26 T.C.M. 1326 (1966) ;
Sterling Beckwith, 23 T.C.M. 1537 (1954).
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Tn Leland E. Rosemond?® the Tax Court stated that the tax-
payer’s physical labor by no means appeared to be recreation.
The same thought is reflected in Norma 3Mathews Lauer *' where
the court stated ‘‘[a] mere dilettante, or hobbyist, would not in
our opinion, have applied himself so unstintingly, as did the peti-
tioner to her horsebreeding activities.’” Indeed, analysis that it
would be hard to believe that the taxpayer, with his relatively
modest income, would make large expenditures and engage in
the physical labor required in the particular activity without
having the intention to make a profit, occurs with some regular-
ity.2® It would appear that the courts have focused too much on
whether the activity had aspeets of a hobby, i.e., recreation, and
not enough on whether there was a bona fide expectation of
profit?® For it is quite conceivable that an activity with no
aspects of recreation or hobby could be carried on without a
profit motive.>®® While there might be some question under the
presection 183 case law whether the expenses of such an activity
were deductible,?® there can be no question under new section
183 as to the limitation on deductibility of the expenses in such
citcumstances.

The amount of time devoted to the enterprise, either by the
taxpayer personally or through employees, is unquestionably a
significant factor. Yet because of the possibility of personal inter-
ests which might be the source of extensive attention by the
taxpayer, courts sometimes evaluate it differently.?®® As a com-
mentator had earlier pointed out:

A taxpayer’s devoting a considerable amount of time and energy to
the daily management of his venture, e.g., breeding race horses, may, in
fact, be more indicative of a hobby than the boarding of his horses on
a distant farm in the care of independent professional trainers. In the
latter case, the chances for success would be more or less the same

256 10 T,C.M. 625 (1951).

257 20 T.C.M. 1038 (1961).

258 Rex B. Foster, Jr., 32 T.CM. No. 13 (1973); James S. Bishop, 31 T.C.M. 8§29
(1972) ; Alden B. Starr, 28 T.C.M. 167 (1969); Lilian Solomon, 26 T.C.M. 919 (1967).

259 See Sharpe, What the Taxpayer Should Do {0 Have the Courts Recognize His Farm
Business, 28 J. TAXATION 48, 51 (1968).

260 See, e.g., Henry L. Sutherland, 27 T.C.M. 103 (1968).

261 See, e.g., Brydia v. Comm’r, 450 ¥.2d 954, 955 (3d Cir. 1971) (concurring opinion) ;
Cecil v. Comm’r, 100 F.2d 896, 899, 901 (4th Cir. 1939).

262 Compare W. Jane Luce, 29 T.C.M. 894 (1970), with Joan F.W, Farris, 31 T.C2L
821 (1972).
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irrespective of whether the taxpayer entertained & primary motive of
finaneial gain or was wholly indifferent to profit.2e3

In other respects as well, taxpayer effort can be a government
sword: One tribunal found it inconceivable that a suceessful busi-
nessman could devote so much time to an activity and have so
little to show for it if he were engaged in it for profit.2®

Expectatim;. That Assets Used in Activity May
Appreciate in Value

The term ‘‘profit’”’ encompasses appreciation in the value of assets,
such as land, used in the aetivity. Thus, the taxpayer may intend to
derive a profit from the operation of the activity, and may also intend
that, even if no profit from current operations is derived, an overall
profit will result when appreciation in the value of land used in the
activity is realized since income from the activity together with the
appreciation of land will exceed expenses of operation. See, however,
paragraph (d) of § 1.183-1 for definition of an activity in this con-
nection.26%

Israel O. Blake %% appears to have been the first decision to dis-
cuss in any detail unrealized appreciation as a factor in profit
motivation. There the Board of Tax Appeals accepted the tax-
payer’s contention that despite his long period of uninterrupted
farm losses the venture was not unprofitable, for ‘‘he has a very
valuable collection of horses to show for his investment as well
as some real estate which has constantly increased in value during
the period of his holding.’’ Blake was foreshadowed by Marshall
Field 2 where the court found that the taxpayer’s herd could
be sold at a profit over all losses and by Edwin S. George*®
where the taxpayer planted orchards to increase the value of his
property and because he thought that the proceeds from the
sale of fruit would help carry the land until it was sold. Herbert
C. Sanderson *® sets forth the theory of unrealized appreciation.

263 Sharpe, What the Taxpayer Should Do to Have the Courts Recognize His Farm as o
Business, 28 J. TAXATION 48, 51 (1968).

264 Donald A. MecCormick, 28 T.C.M. 1337 (1969); accord, Marshall Field, 26 B.T.A.
116, 125 (1932), aff’d, 67 F.24 876 (2d Cir. 1933) (dissenting opinion).

265 Reg. § 1.183-2(b) (4).

266 38 B.T.A. 1457 (1938). See Comment, The Effect of Unrealized Appreciation in De-
termining Profit Motive in Farming Enterprises, 16 Kax. L. Rev. 529, 533 (1968).

267 26 B.T.A, 116, 124 (1932), aff’d, 67 F.2d 876 (2d Cir. 1933),

268 Edwin S. George, 22 B.T.A. 189 (1931).

26923 T.C.M. 1723 (1964) (footnote omitted); accord, Lilian Selomon, 26 T.C.M, 919
(1967).
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Furthermore, all is not as black (or in the red) with respect to this
venture as it may appear to be. The uncontradicted evidence indieates
that the value of the real estate acquired by petitioners for this venture
in 1957 has about tripled, and that the potential value of the horses
petitioner has on hand at the time of this trial was considerable. It
may well be that while petitioners have realized annual eash losses, they
may have unrealized appreciations in value which would at least equal
those realized losses. While profits and losses must be computed on an
annual basis for tax purposes, this is not necessarily true in determin-
ing whether there was a bona fide profit motive and a reasonable
expectation thereof in a business venture such as this.

Such increase in value, accordingly, indicates the profit potential
present and bears on the taxpayer’s professed intention to make
a profit.z®

Furthermore, the factor of unrealized appreciation has been
considered significant even where it was not equal to the realized
losses. For example, in Joan F.N. Farris?® the value of the
herd in question at the time of trial was $200,000; however, the
aggregate net losses in the years 1959 through 1970 were $412,326.
The court was nevertheless impressed with the faetor of unre-
alized appreciation in this herd or inventory.

‘While in the agricultural context appreciation in land alone
may be sufficient, taxpayers usually rely upon appreciation in
both land and inventory, e.g., breeding herds or crops such as
timber.2”? And under section 162 courts have proven increasingly
willing to comsider such unrealized appreciation in determining
profitability.2® Outside this area, unrealized appreciation has
seldom been available to taxpayers.? Some small success has,
however, been scored by artists under the theory that sucecessful
exhibits require large inventories of good paintings, and a lack
of sales attributable to creation of such an inventory—which
implicitly contains unrealized appreciation—is no indication of
lack of bona fide profit expectation.?”® Such contention is prohably
limited to situations in which the art is salable and the artist has
an established reputation.?™ As is the case with some of the other

270 5 MERTENS, FEDERAL INCOME TAXATION § 28.74 ndll,

271 31 T.C.M. 821, 824 (1972).

272 DyPont v. United States, 234 F. Supp. 681 (D. Del. 1964); George Thacker, 28
T.C.M. 1433 (1969).

273 Sec Comment, The Effect of Unrealized Appreciation in Determining Profit Motive
in Farming Enterprises. 16 Kax. L. Rev. 529, 538-39 (1968); RipExous, Famr AND
RancE Losses, BNA Tax MANAGEMENT PorTFoLIO NO. 241-2d, A-19, A-28 (1973).

274 See, e.g., Chaloner v. Helvering, 69 F.2d 471, 572 (D.C. Cir. 1934).

275 Sebastian de Grazia, 21 T.CG.M. 1572 (1962).

276 Lonis H, Porter, 28 T.C.M. 1489, 1492 n3 (1969), af’d per curiam, 437 F.2d 39
(2d Gir. 1971).
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factors, there has been a recent movement to apply this factor
as a sword. The principal example is Edward J. Drew *'" where
the court noted unfavorably that the taxpayer’s horses did not
increase significantly in value as a result of the training received.

In summary, under prior law unrealized appreciation was be-
coming a significant factor in farm loss cases and seemed
destined in the current era of inflationary land values to become
even more s0.2® Accordingly, prior to promulgation of the regu-
lations one commentator on section 183 believed that this trend
would continue under that provision so ‘‘that a taxpayer might
obtain a deduction for losses incurred with respeet to a farming
operation that would necessarily produce losses until ultimate sale
of the land at a gain.””?" The drafters of the regulation were
undoubtedly aware of this trend and commentary as well as the
potential it afforded for enjoying current ordinary losses with
future income being taxed as a capital gain. Consequently, while
the regulations explicitly acknowledge in the profit motivation
factors the effect of unrealized appreciation in farm land on
determining whether a farm aectivity is engaged in for profit,
they seek in the definition of the term ‘‘activity’’ to, in effect,
preclude reliance upon such appreciation in determining whether
a loss farm activity is engaged in for profit. As discussed above,
the regulations instead should have limited use of unrealized ap-
preciation in noninventory assets to determining whether such
assets were held for the production of income.

Success of Taxpayer in Carrying on Other Similar or
Dissimilar Activities

The fact that the taxpayer has engaged in similar activities in the
past and converted them from unprofitable to profitable enterprises may
indicate that he is engaged in the present activity for profit, even
though the activity is presently unprofitable.28°

While the heading of this factor in the regulations refers to
success in both similar and dissimilar aectivities, the discussion
following it speaks only to conversion of similar activities from

277 31 T.C.M. 799 (1972).

228 Comment, The Ejfect of Unrealized Appreciation in Determining Profit Motive in ¢
Farming Enterprise, 16 KaN. L. Rev. 529, 540 (1968); RIDENOUR, FARM AND RANOK
Losses, BNA TAx MANAGEMENT PORTFOLIO No. 241-2d, A-19, A-20 (1973).

279 DICKINSON, FARM AND RANCH Losses, BNA Tax ManageMENT PorrroLio No, 241,
A-23 (1970). ’

280 Reg. § 1.183-2(b) (5).
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unprofitable to profitable status. The actual cases, on the other
hand, have considered experience in both types of activities, but
the aspect of conversion to profitable status has played no dis-
cernible role. Farm loss decisions resting in part on the tax-
payer’s previous operation of other similar activities, without
indicating whether such activities were profitable, are illustra-
tive.?®* Even where the decisions expressly relied upon the fact
that prior farming activities were profitable, they have not con-
sidered whether they were initially unprofitable.?®® Similarly, sev-
eral fine arts decisions have pointed out that the taxpayer’s
prior financial success in his creative endeavors gave him grounds
for belief that he could again be successful in the field, but have
not discussed whether such prior success was preceded by a period
of losses.28?

Courts have gone beyond the mere fact that the taxpayer en-
joyed success in other activities, similar or dissimilar. They have
considered whether similar risks and profit potential were in-
volved and have compared the manner in which the activities were
conducted. For instance, the distriet court in Helis v. Usry,
stated that where the prinecipal business of the taxpayer involves
high risk and a large investment, with a commensurate promise
of great profit, it is normal to expect him to engage in other
businesses with similar risks and prospects of profit.

In comparing the manner in which the taxpayer conducted a
profitable and a losing activity, courts have considered the type
and character of the records maintained in the two undertakings.?®
‘Where the records in the (uestioned activity are haphazard in
comparison with the records maintained in clearly profit moti-
vated and successful activities, the conclusion is almost inescap-
able that the purpose in carryving on the former is other than

281 Walter P. Temple, 10 B.T.A. 1238 (1928) ; Hamilton F. Kean, 10 B.T.A. 67 (1828);
John S. Ellsworth, 21 T.C.M. 145 (1962).

282 Jean A. Lowentha), 27 T.C.M. 387 (1968); Eugenc J. Davis, 25 T.C.M. 616 (1966) ;
William I.. Brueck, Sr., 23 T.C.M. 1228 (1964).

283 Rood v. United States, 184 F. Supp. 791 (D. Miun, 1960) ; Thelma C. Whitman, 19
P.0.M. 456 (1960) ; Cornelius Vanderbilt, Jr.,, 16 T.C.M. 1081 (1957).

28: 71-1 U.S.T.C. { 9365 (E.D. La. 1971), rev'd on other grounds, 464 F.2d 330 (5th
Cir. 1972) ; accord, Farish v. Comm’r, 103 F.2d 03, 65 (5th Cir. 1939) (“But we think
the Board was psychologically wrong in concluding that the Farishes, as men of sound
business judgement, would not have engaged in the ventures with any expectation of
profit. Both are actively engaged in the oil business. It is common for a man in the oil
business, of sound judgement, to expend thousands of dolars in exploring the Jand and
drilling for oil in ‘wild cat’ territory.”) -

285 Gross v. United States, 71-2 U.S.T.C. § 9715 (N.D. Fla. 1971); Arthur H. Eppler,
58 T.C. 691 (1972).
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the purpose with respect to the latter.®® Juries have also been
permitted to compare the size and character of profitable activities
and questioned activities as well as the time spent on both,?7
but the significance and scope of such comparisons is unclear.

In addition to the negative application of this factor to the
specific fact of haphazard records in a loss activity in contrast
to adequate records in successful aetivities, courts have recently
begun to draw similar negative comparisons as to operations in
general. In Donald A. McCormick 2* the court emphasized that the
taxpayer was an experienced and successful businessman so that
his boat chartering aectivities could not be justified or explained
on the basis of lack of business experience or naivete—the activity
was not pursued in the systematic and energetic method that the
court would expect of such a person.

Taxpayer’s History of Income or Losses With Respect
to the Activity

A series of losses during the initial or start-up stage of an activity
may not necessarily be an indication that the activity is not engaged
in for profit. Ilowever, where losses continue to be sustained beyond
the period which customarily is necessary to bring the operation to
profitable status such continued losses, if not explainable, as due to
customary business risks or reverses, may be indicative that the activity
is not being engaged in for profit. If losses are sustained because of
unforeseen or fortuitous cirecumstances whieh are beyond the control
of the taxpayer, such as drought, disease, fire, theft, weather damages,
other involuntary conversions, or depressed market conditions, such
losses would not be an indication that the aectivity is not engaged in
for profit. A series of years in which net income was realized would
of course be strong evidence that the activity is engaged in for profit.2#

In essence, the general rule that continued losses may indicate
that an activity is not engaged in for profits forms the keystone
of this factor, but in the same breath the provision recognizes two
exceptions: (1) losses incurred in the initial or start-up stage
of an activity and (2) losses sustained by unforeseen or fortuitous
circumstances.

Continued Losses. The ease law carly established that a continu-
ing lack of profits constituted an important factor bearing on

256 Anthony Imbesi, 23 T.C.M. 1678 (1964), rev’d on other grounds, 3061 F.2d4 640 (3d
Cir. 1966).

287 Hicks v. United States, 72-1 U.S.T.C. T 9383 (8.D. Miss. 1072); Gross v. United
States, 71-2 U.S.T.C. § 9715 (N.D. Fla. 1971).

288 28 T.C.M. 1337 (1969) ; accord, W. Jane Luee, 29 T.C.M. 894 (1970).

280 Reg. § 1.183-2(b) (6).
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the taxpayer’s true intention.?®® The rationale is that an ordinary
businessman will abandon an undertaking if he encounters losses
after the period customary to bring it to a profitable state.®
Frequently linked with the continued loss factor are losses which
were disproportionate to receipts.?® Indeed, the corresponding
factor in the proposed regulations contained the following state-
ment: “Moreover, a high ratio of expenditures to receipts may
also be indicative of a lack of profit intent. A deelining loss ratio
may, however, suggest that profitability is imminent.”” 23 While
ample authority is available for both statements,® the dispro-
portionate loss factor has heen largely counterbalanced—at least
in the agricultural context, which is hoth the mother lode from
which these factors were mined and the principal activity to which
they appear directed—or even nullified by the start-up stage
concept.z®®

Moreover, a complete absence of gross receipts is more im-
portant than continued losses.®® One commentator surveying the
section 162 authorities concluded that the great majority of courts
have abandoned primary reliance on the expenditures-to-reecipts
ratio or the duration of the loss and now look to the ultimate
profitability of the enterprise, ‘““on the assumption that several
loss years must necessarily accompany the building of a profitable
operation.”” 7 Indeed, in summarizing the House proposals in
the Tax Reform Act of 1969, the staff of the Joint Committee
pointed out that an objection to the House hobby loss provision,
which contained a presumption that an activity was not carried
on with a reasonable expectation of profit—the standard of

290 Morton v. Comm’r, 174 F.2d 302, 304 (24 Cir.), corl. denicd, 338 U.S. 828 (1949).
Cecil v. Conumissioner, 100 F.2d 896 (4th Cir. 1939), woulll have made this an independent
test.

291 Proebstle v. United States, 1965-2 U.S.T.C. € 9497 (8.D. Tex. 1985). Sce gencrally
Sharpe, What The Taxpayer Should Do to Ilave the Courls Keeognize Iis Farm as a
Business, 28 J. TaxaTiox 48 (1968) ; Note, Analysis of Netw Code Scetion 185 aud Some
Ramifications For the Resort Home, 9 WILLAMETTE L.J. 117, 121 013 (1973).

202 Schley v. Com’r, 375 F.2d 747 (24 Cir. 1967); Arthur B, Eppler, 43 T.C. ¢91
(1972).

293 Prop. Reg. § 1.183-2(b) (1), 36 Fed. Reg. 16112 (Aug. 19, 1971).

201 Disproportionate loss: Alfred M. Cox, 24 T.CMM. 23, (1965), aff’dl per curiam, 354
F.2d 659 (34 Cir. 1966). Declining loss ratio: IHenry Potter Russell, 1033 B.T.AMML
1 38,094, Sce generally DICKINSOX, FArM ANDp Raxcu Losses, BNA TaX MANAGEMENT
PorTFOLIO NoO. 241, A-28 (1970).

285 See, e.g., Cenac v. United States, 67-2 U.ST.C. 1 9576 (E.D. La. 149G6) ; James S.
Bishop, 32 T.CAL 829 (1972); Walter E. Edge, Jr., 32 T.C.M. 1201 (1973).

296 Qliver B. Xilroy, 32 T.C.M. No. 7 at 30 (1973).

297 DICKINSOX, FarM AXD Raxcit LossEs, BNA TAX MANAGEMENT PouzroLio No. 241,
A-28 (1970).



422 TAX LAW REVIEW [Vol. 29:

deductibility—if its losses were greater than $25,000 in three out
of five years, was that the bill failed ‘‘to recognize that farming
generally is a risky operation and that substantial losses are
frequently ineurred in early years.’’ 2%

Historically, the courts were early to realize that although the
- relation of receipts to expenditures might give rise to a negative
inference in determining the taxpayer’s intent, such inference
could be overcome by other factors, such as personal attention
and business-like operations.?® Moreover, some early cases ques-
tioned whether continued losses (in one instance where average
losses were twice the amount of gross receipts) gave rise to an
inference that an activity was not undertaken for profit.®®® In any
event, the courts began to adopt, almost as a counterweight to
the above rubric of continued, disproportionate losses, the catch
phrase that the mere fact that the taxpayer sustains losses from
year to year does not prove that an activity was not operated as
a business venture.®” The careful balancing of these rules per-
haps reached its apex in the oft-cited Tax Court decision in Margit
Stgray Bessenyey:

[A] record of continued losses over a series of years or the umlikeli-
hood of achieving a profitable operation may be an important factor
bearing on the taxpayer’s true intention. . . . On the other hand, the
presence of losses in the formative years of a business, particularly one
involving the breeding of horses, is not inconsistent with an intention
to achieve a later profitable level of operation, bearing in mind, how-
ever, that the goal must be to realize a profit on the entire operation,
which presupposes not only future net earnings but also sufficient net
earnings to recoup the losses which have meanwhile been sustained in
the intervening years.302

As the dominant trend in the farm loss cases manifests, the

initial or start-up stage exception has, however, virtually swal-
lowed the continued loss rule.

Start-Up Losses. From the earliest hobby loss opinions to the
present, courts have been quite receptive to taxpayer contentions

298 STAFFS OF THE JOINT COMMITTEE ON INTERNAL REVENUE TAXATION AND THE CoM-
MITTEE ON FINANCE, SUMMARY oF H. R. 13270, THE TAx REFORM AcoT oF 1969 (As
Passep BY THE HoOUSE oF REPRESENTATIVES), 91sT Cong,, 1sT Sess. 43 (Comm, Print
1969).

299 Thomas F. Sheridan, 4 B.T.A. 1299, 1301 (1926).

300 Rose P. Crane, 9 B.T.A. 437, 441 (1927); ¢f. Israel O, Blake, 38 B.T.A, 1457, 1460
(1938).

301 Hamilton F, Kean, 10 B.T.A. 97, 102 (1928).

30245 T.C. 261, 274 (1965), (footuote omitted), 379 F.2d 252 (2d Cir.), cert. denicd,
389 U.S, 931 (1967).
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that losses incurred in the initial stages of a farm operation were
not inconsistent with a profit motive. The cases rapidly progressed
from the simple justification that heavy initial expenses caused
the lack of profits to the more sophisticated rationale that the
taxpayer ‘“had to build up his business and the reputation of his
farm for producing desirable horses before a failure to realize
profits ecould be taken as a reasonably clear indication of failure,”’
in the face of which latter failure a bona fide profit motive would
disappear if the venture were continued thereafter.’® Equally per-
suasive was the claim that the taxpayer had not been engaged in
his breeding activities long enough to build up a herd of sufficient
stock from which to realize sales profits.** Indeed, many authori-
ties categorically state that it takes from five to ten years or
even longer to develop a profitable livestock herd.’® In 4dlden B.
Starr,*® the government even acknowledged on brief to the Tax
Court that the taxpayers could not have expected to realize a
profit until they had horses of breeding age. The Commissioner
further acknowledged there that additional losses may be incurred
even after that event because it takes time to establish a reputa-
tion for breeding and raising quality horses. The Starr court
concluded that there was no doubt that during the tax years, the
fifth and sixth years of operations, the venture was still in its
““formative stage, during which losses incurred are not incon-
sistent with a declared intention to make a profit.”’

One commentator, based upon information supplied by a state
extension service county farm agent, has suceinetly set forth the
farm economies that dictate losses in the initial stage of a live-
stock breeding operation.

It usually takes a minimum of five years to begin the development of
any cattle breed, and probably longer to become profitable. A farmer
who wants to develop a herd will buy heifers at weaning age (above
seven months). He must then wait two years to breed them and it will
be nine months later before calves are born. Thus, for two years and
nine months there will be no income, but expenses will be continu-
ous. When the first calves are born, approximately fifty percent will

303 Lucien H. Tyng, 36 B.T.A. 21, 35 (1937), rev’d on other grounds, 106 F.2d 55 (24
Cir. 1939), rev’d on other grounds, 308 U.S, §27 (1940); accord, Yrving C. Ackerman, 24
B.T.A. 512, 516 (1931), aff*d, 71 F¥.2d 586 (9th Cir. 1934).

304 Henry Potter Russell, 1938 B.T.A.M. 1 38,094 at 163 (1938).

305 Farish v. Comm’r, 103 F.2d 63, 64 (5th Cir. 1939) ; DuPont v. United States, 234
F. Supp. 681, 686 (D. Del. 1964) ; Joan F.W. Farris, 31 T.C.>. 821 (1972); Morris A.
Stoltzfus, 20 T.C.M. 1610 (1970); Lilian Solomon, 26 T.C2L. 919 (1967); John S.
Ellsworth, 21 T.C.M. 145 (1962).

306 28 T.C.M. 167, 173 (1969).
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be heifers. Because the farmer is developing a breeding herd, he will
keep as many of these heifers as possible; in most instances, retaining
eighty percent of the heifers is not unusual. The farmer may also
keep the better bull calves in some cases. Thus, less than sixty percent
of the calf erop will be sold, which will usually result in a net loss
for the year. Following this procedure for another generation means
it will be another three years before a whole crop of calves from the
owner’s herd can be sold. This is the earliest a breeder may begin to
profit. However, it will probably take longer to develop a fine breeding
herd, which requires more experimentation. since the traits the breeder
wants in his herd may not appear for several generations. This is
probably why it was stated in DuPont that it takes twenty-five years
to develop Santa Gertrudis cattle.3%7

Substantially similar facts have been found by the ecourts, and
used to support the conclusion that a developmental period during
which expenses would inevitably exceed income was necessary in
the venture3® The two out of seven years test for determining
whether the seetion 183(d) profit motive presminption applies to a
horse breeding operation, added by a Senate floor amendmnent, may
well have been prompted by the large number of horse breeding
authorities indicating that a profit was not possible in the first
five years of a horse breeding activity.

A taxpayer may extend the normal start-up period by gradual
entry into the activity, as by breeding a herd up to minimum
profitable nmmnber rather than initially purchasing that nmnber.?®
More significant are those authorities indicating that a taxpayer
by abandoning unprofitable techniques or specific activities may
have available a series of start-up periods in which losses are
not significant.?’® Similarly, the factor of unforeseen cirecumstances
may extend the start-up stage: Dulont v. United States 3! noted
that the dispersal of a breeding herd occasioned by disease pro-
longed the initial stage of the venture,

Development of a livestock herd is not the only acceptable ex-
planation for an initial period of losses. For example, where
consistent net losses are attributable to the repair and buildup
of a badly rundown business facility, a nonprofit motive does not
necessarily follow from such losses.?? Thus, farm loss authorities

307 Comment, The Effect of Unrealized Appreciation in Determining Profit Motive in
Farming Enterprises, 16 Kax. L. Rev. 529, 538-39 (1968) (footnote omitted).

308 See, ¢.g., Lilian Solomen, 26 T.C.M. 919 (1967); John 8. Ellsworth, 21 T.C.M. 145
(1962).

300 Joan F.W. Farris, 31 T.C.D. 821, 825 (1972).

310 Rex B. Foster, 32 T.C.M. No. 13 (1973) ; Rowe B. Metealf, 22 T.C.M. 1402 (1963).

311234 F. Supp. 681 (D. Del. 1964).

312 Hicks v. United States, 72-1 U.S.T.C. § 9383 (S.D. Miss, 1972); Cavender v. United
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have strongly emphasized soil reclamation activities in determin-
ing profit motive?® On the other hand, in activities other than
farming, taxpayers have found it more difficult to show acceptable
explanations for initial losses. Indeed, the Tax Court in one farm
loss decision distinguished one of the leading nonfarm authorities
that had emphasized a long history of disproportionate losses, on
the basis that no explanation was given there for the initial period
of losses, whereas, in the case before it, the losses were incurred
during ‘‘a necessary developmental period of several years dur-
ing which expenses would inevitably exceed income.’’**¢ Conse-
quently, it may be significant that in sArthur H. Eppler3® where
the Tax Court recently held that a long record of heavy expendi-
tures without any real effort to curtail them or any offsetting
revenues indicated the aetivity was not conducted for profit,
it noted that cats being raised (as many as 450) were not for sale,
did not produce any marketable product and ‘‘they could not be
established as a breed.”

Sebastian de Grazia®® stands as one of the few examples of
successful use of the initial stage concept outside the farm loss
area. The Tax Court recognized that profits may not be immedi-
ately fortheoming in the fine arts. ““Examples are legion of the
increase in value of a painter’s works after he receives publie
acclaim. Many artists have to struggle in their early years. This
does not mean that serious artists do not intend to profit from
their activifies. It only means that their lot is a difficult one.?? 317
More frequently, however, the nonagricultural cases have turned
on a continued history of loss disproportionate to gross receipts.®®
If the Service attempts to extend section 183 to owmership of
nonowner occupied rental residential real estate, the start-up
period concept may yet flower outside the farm loss area since a
profit from operations is not possible prior to the turnaround.

States, 71-2 U.S.T.C. § 9723 (S.D. W. Va, 1970); W. Clark Wise, 16 T.C.}. 361 (19357),
aff’d per curiam, 260 ¥.2d 354 (Gth Cir. 1958).

313 Mary Ellis Turner, 23 T.C.M. 1186 (1964); George M. Zeagler, 17 T.C.M. 434
(1958) ; ¢f. Lazonby v. Tomlinson, 272 F. Supp. 558 (N.D. Fla. 1967) ; Norton L. Smith,
9 T.C. 1150 (1947).

314 Compare Jolm S. Ellsworth, 21 T.C.M. 145 (1962), with White v. Commissioner, 227
F.2d 779 (6th Cir. 1953), cert. denicd, 351 U.S. 939 (1956).

315 58 T.C. 691, 698 (1972).

316 21 T.C.M. 1572 (1962).

317 Id. at 1577.

318 See, e.g., Porter v. Comn’r, 437 F.24 39 (2d Cir. 1970); Lamont v. Comw’r, 339
F.2d 377 (2d Cir. 1964); White v. Comm’r, 227 F.2d 779 (Gth Cir. 1955), cort. denied,

351 U.S. 939 (1936).
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At least one decision has sought to make the start-up stage
subject to the disproportionate loss principle. In Robert Y.H.
Thomas ®® the Tax Court acknowledged that the early years of
a breeding enterprise may well show losses and it takes five fo
seven years before such an operation can be expeected to make a
profit, but it found no convincing evidence that the farm was
headed for profitable operations in that period. The court thought
it significant that losses were wholly disproportionate to receipts
and the small receipts were not attributable to breeding operations.
On the other hand, most other Tax Court decisions have recognized
that during the formative stages revenues from sale of livestock
are insubstantial, since sales of foundation stock prior to estab-
lishment of the herd would jeopardize or even sacrifice the goal
of the entire undertaking.?®® Hence, losses are frequently dispro-
portionate. Perhaps, therefore, it should not be surprising that
a distriet court found the taxpayer in Thomas had engaged in his
breeding operations for profit in the tax year immediately prior
to the years before the Tax Court.3®

The Treasury, too, has sought to play down the importance of
the start-up stage. Apparently the drafters of the regulations
subtly intended to place more weight on the casualty exception
than on the initial stage exception in the general continued loss
principle. For they provided that losses sustained because of un-
foreseen or fortuitous circumstances would not be an indication
that the activity is not engaged in for profit, whereas, a series of
losses during the initial or start-up stage may not necessarily be
an indication the activity is not engaged in for profit. The reported
cases, to the contrary, emphasize the start-up stage exeeption over
that of unforeseen circumstances. As one commentator hag stated:

[T])he most convincing evidence for the taxpayer in a case involving
a long loss period is customary to the industry in the process of building
a profitable enterprise. For instance, the taxpayer may be able to show
that building a breeding herd through the natural inerease method
ordinarily requires seven to ten loss years, depending on the initial
herd size. However, the duration of the loss experience will often prove
decisive in indicating lack of profit intent if the losses continue to be

310 21 T.C.M. 382 (1962), vacated and remanded, 324 F.2d 798 (5th Cir. 1963).

320 John E. Ellsworth, 21 T.C.M. 145 (1962) ; see Lucien H. Tyng, 36 B.T.A. 21 (1937),
rev'd on other grounds, 106 F.2d 55 (2d Cir. 1939, rev’'d on other grounds, 308 U.S. 537
(1940) ; Rowe B. Metealf, 22 T.C.M. 1402 (1963).

321 Robert Y.H. Thomas v. United States, 62-1 U.S.T.C. 1 9274 (S.D. Fla, 1062). In.
deed, the Fifth Circuit remanded the Tax Court decision because it had scemingly given
no weight to this fact.
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sustained after the period that would ordinarily be necessary to bring
the operation to a profitable status.322

Unforeseen or Fortuitous Circumstances. This exception to the
significance of continued losses, unlike the start-up stage excep-
tion, appears almost exclusively in the farm or kennel loss cases,
where it has been termed one of the most helpful factors in
establishing profit intent despite substantial losses.’”® The recent
Tax Court decision in Thomas W. Jackson***—resting in part
on the conclusion that the vicissitudes of sea and weather condi-
tions prevented profitability in the activity of chartering a yacht—
constitutes a significant example outside that area.

In addition to the illustrations of fortuitous circumstances in
the nature of involuntary conversions provided for in the regula-
tions, the cases also supply such examples as sterility in breed-
ing livestock and injuries to livestock, particularly horses.®*® The
regulations speak of circumstances beyond the taxpayer’s control.
This may well be a reflection of the argument presented by the
Joint Committee against the House proposal that the provision
“will result in farmers who experience losses (e.g., because of
crop failures) being harassed by revenue agents seeking to apply
this provision.’’3?® While disease, weather, et cetera, fit this in-
voluntary category and the authorities also demonstrate like situ-
ations such as forced dispersal of a herd at a loss because of
incapacity of a key employee,®*” many decisions also have aceepted
various adverse circumstances as causing the continued losses,
rather than a lack of profit motive, which are attributable to

322 DICKINSON, FARM AND RANCE LosseS, BNA TAx MANAGEMENT PoxrroL1o No, 241,
A-29 (1970) (footnote omitted).

323 Jd. at A-30.

324 59 T.C. 312, 317 (1972), acq., 1973-21 LR.B. 5.

325 Patterson v. United States, 459 F.2d 487 (Ct. Cl. 1972); Worrell v. United States,
254 F. Supp. 992 (8.D. Tex. 1966) ; Wright v. United States, 249 F. Supp. 508 (D. Nev.
1965) ; Hamilton F. Kean, 10 B.T.A. 97 (1928). A list of such factors is contained in
RmENOUR, FaBM AND RancHE LossEs, BNA Tax MANAGEMENT PoxTroLio No, 241-23
A-24 (1973).

326 STAFFS OF THE JOINT COMMITTEE ON INTERNAL REVENUE TAXATION AND THE CoM-
MITTEE ON FINANCE, Suamary or H.R. 13270, THE Tax Rerozxm Act oF 1069 (AS
PAssep BY THE HOUSE OF REPRESENTATIVES), 91sT CoNo., 18T Sess. 43 (Comm. Print
1969). Section 270’s treatment of “specially treated deductions” wns based on a policy
decision “to remove from the potential application of the ‘hobby less' provision thezs
deductible items which might eccur by reason of events beyoud the taxpayer's contrel or
which might occur in an unusually risky business.” Commeant, Scction 185, Work Horse or
Hobby Loss, 20 Car=EoLic U.L. Rev. 716, 720 (1971).

327 Theron D. Siay, 17 T.C.M. 861 (1958).

&
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taxpayer’s actions, thus, are arguably within his control.’?® In
short, to date the courts by and large have not distinguished
between fortuitous circumstances on the basis of whether they
were within the taxpayer’s control as the regulations do. But to
the extent that cases begin to aeccept such a distinction, Robert
E. Currie®® may prove prophetic in treating injury to livestock,
universally a favorable factor in other cases, as showing, in
effect, a lack of profit motive origin for losses, i.c., a negative
factor. Currie included in factors indicating a lack of profit motive:
“‘what seems to us to be petitioner’s failure to exercise sufficient
care to protect the first foal which was dead at birth, as well as
the second foal which was killed by petitioner’s rottweilers and
the second mare which was killed by an automobile.”” **° Under
this approach, some fortuitous circumstances accepted in the past
by courts as explaining continued losses might, on second look,
have been due to lack of taxpayer advance planning or attention,
which other factors in the regulations and recent cases apply
as negative factors.

In summary, the Treasury’s formulation of this factor fairly
restates the current case law. Unfortunately, revenue agents in
applying it will undoubtedly focus on the continued losses with
scant regard for the start-up stage and the unforseen eircum-
stances exceptions. The courts may be expected to rely heavily on
these exceptions, particularly in the farm loss area. Although
the formative period concept has appeared determinative in
many recent decisions, the proper perspective is that results are
secondary to objective steps taken to achieve profit in ascertaining
motivation for an activity.®! It is only because the government
has overemphasized results, 7.c., losses, that the accepted explana-
tions not inconsistent with profit motivation have played such a
predominant role in the cases.

Amount of Occasional Profits, If Any, Which
Are Earned

The amount of profits in relation to the amount of losses incurred, and
in relation to the amount of the taxpayer’s investment and the value
of the assets used in the activity, may provide useful eriteria in determin-

328 Woodrow L. Wroblewski, 32 T.C.M. No. 37 (1973); Jean A. Lowenthal, 27 T.0.M.
387 (1968); Harvey S. Farrow, 16 T.C.M. 836 (1957).

320 28 T.C.M. 12 (1969).

330 Id, at 21.

331 Harold XI. Snyder, 25 T.C.M. 1326 (1966).
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ing the taxpayer’s intent. An occasional small profit from an aectivity
generating large losses, or from an activity in which the taxpayer has
made a large investment, would not generally be determinative that
the activity is engaged in for profit. However, substantial profit, though
only occasional, would generally be indicative that an activity is engaged
in for profit, where the investment or losses are comparatively small.
Moreover, an 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 though losses or only oceasional small
profits are actually generated.%32

The negative application of this factor is covered by the sixth
factor of history of income or losses. The first question is the
weight to he aceorded actual profits. The Treasury has drawn a
distinction between small and substantial, oceasional profits in
answering it—only substantial, occasional profits are generally
indieative that the activity is engaged in for profit. This distine-
tion is not supported by the majority of cases. For most authori-
ties in which a net profit was earned prior, or occasionally sub-
sequent, to the tax yvear have merely favorably noted that there
was such a profit without indicating its size,*® or at most have
stated the taxpayer was previously quite successful in the ac-
tivity or earned at least enough to support his family.3¢ More-
over, in many decisions in which existence of a prior profit
impressed the court, that profit was clearly small, particularly
in relationship to the amount of losses incurred and the invest-
ments.?®® Indeed, in Norman C. Demler the Tax Court recognized,
but appears to have deprecated, the fact that the loss was small:
It is noteworthy that in fiscal 1965 the Corporation realized a
profit—albeit small—from a fourth-place finish.”’%% There are,
however, a few exceptions to this trend. FFor example, a recent
decision . concluded that where a small profit is realized only
after audit has commenced and arises from a sharp reduection in
claimed deduections, it is entitled to little weight.®? This con-
clusion may portend the likelihood of the Commissioner over-

332 Reg. § 1.183-2(b) (7).

333 Brooks v. Comnr’r, 274 F.24 96 (9th Cir. 1959) ; Rood v. United States, 184 F. Supp.
791 (D. Minn. 1960) ; James Clark, 2¢ B.T.A. 1235 (1931).

334 Thelma C. Whitman, 19 T.C.M. 456 (1960) (quite suceessful) ; Cornelius Vanderbilt,
Jr., 16 T.C.M. 1081 (1957) (support family).

335 Dean Babbitt, 23 T.C. 850 (1955); Marshall Field, 26 B.T.A. 116 (1932, aff’d, 67
F.2d 876 (2d Cir. 1933).

336 25 T.C.M. 620, 626 (19G6).

337 Leonard F. Barcus, 32 T.C.M. No. 138 (1973), aff’d per curiam, 74-1 U.8.T.C. { 9288
(2d Cir. 1974) ; see R.C. Coffey, 1 T.C. 579, 589-90 (1943), aj’d, 141 F.2d 204 (5th Cir.
1944) ; Lamont v. Comm’r, 339 F.2d 377, 379 (2d Cir. 1964).
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coming the seetion 183(d) or (e) presumption where the two
profit years are achieved after audit and by juggling deductions
oT income.

In addition to actual profit, this factor of the regulations con-
siders the possibility of future profit—again with emphasis on
a substantial profit. The regulation states that the possibility of
earning a substantial profit in a highly speculative venture
ordinarily suffices to show a profit motive, although losses or only
occasional small profits are actually generated. The liberal pro-
viso is actually dictated by legislative history mandating that the
focus be on whether the activity was engaged in for profit, rather
than whether the expectation of a profit was reasonable. For the
Senate Committee on Finance illustrated this focus with the ex-
amples of a bona fide inventor and the investor in a wildeat
oilwell, to whom section 183 was to apply, although it might be
argued that neither had a reasonable expectation of profit.?s
The committee also deseribed these two situations as activities
in which ‘‘there was a small chance of a large profit.”’

The regulations touch on the subject of a large, speculative
profit in three places: (1) in this factor, (2) in the introduection
to the definition of an activity not engaged in for profit (‘‘it
may be sufficient that there is a small chance of making a large
profit,”’ illustrated by an investor in a wildeat oilwell) and (3)
in two of the examples accompanying the nine factors, involving
an independent oil and gas operator and driller and a research
chemist.?3°

Activities in which there is a small chance of a spectacular
profit are not limited to oil investments and inventing. Indeed,
livestock breeding has been explicitly compared to wildeat oil
drilling.?* Furthermore, racing horses or automobiles are out-
standing examples of such an activity.’*! Apparently, however,
when the chance for a profit moves from speculative to a pure
gamble, the profit motive test is not met.?4? In addition, some non-

338 8. REP. No. 91-552, 9lst Cong., st Sess. 103-04 (1969).

339 Reg. § 1.183-2(a) and 1.183-2(c) Exs. 5 and 6.

340 Helis v. Usry, 7T1-1 U.S.T.C. 1 9365 (E.D. La. 1971), rev’d on other grounds, 464
F.2d 330 (5th Cir. 1972).

341 Comm’r v. Widener, 33 ¥.2d 833 (34 Cir. 1929) ; Norman ¢, Demler, 25 T.C.M, G20

1966).

( 342 i‘ee Mitehell v. United States, 70-1 U.8.T.C. { 9129 (W.D. Tenn. 1969) (appears to
rely on reasonable expectation of profit requirement) ; James T. Shiosaki, 30 T.C.M. 110
(1971), aff’d, 475 F.2d 770 (9th Cir. 1973). It is possible that Shiosaki could have roached

the same result (disallowance of losses from gambling at craps) under the theory that
seetion 165(d) was intended to restrict the deduectibility of wagering transaction losses and
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agricultural loss authorities indicate that the chance for a spee-
tacular profit must have some foundation in fact, but this comes
close to a reasonable expectation of profit requirement.’4

Karlier authorities which had adopted the good faith intention
test, just as does section 183, rather than the reasonableness of the
taxpayer’s belief that a profit will be realized, of course, were
nevertheless favorably impressed by a reasonable expectation of
profit.* Consequently, this factor should also cover a reasonable
chance of a more moderate profit. Yet revenue agents in applica-
tion of this factor may be expected to tend to disregard chances
for a moderate profit and actunal small profits—econtrary to case
law. Furthermore, they may tend to apply it as a negative factor
where no profit is present, despite the fact that the sixth factor
covers this aspect and carefully sets out the exceptions to con-
tinued losses as a negative factor. IFor these reasons the seventh
factor, as presently worded, would have been better omitted, leav-
ing the small chance of a large profit aspeet to the introduction
and the accompanying examples. Hopefully courts will quickly
place this factor in its proper bed of prior case law in order to
retard these tendencies.

Financial Status of the Taxpayer

The fact that the taxpayer does not have substantial income or capital
from sources other than the activity may indicate that an activity is
engaged in for profit. Substantial income from sources other than the
activity (particularly if the losses from the activity generate substantial
tax benefits) may indicate that the activity is not engaged in for profit
especially if there are personal or recreational elements involved.340

Modest Income. The thrust of the first prong of this factor is
that a lack of substantial income or capital from sources other
than the activity favors the taxpayer’s case. Indeed, the fourth
example accompanying these regulations, which involves a mar-

attendant expenses to the amount of wagering income. See Giyux, Losses—THEFT,
‘WAGERING, WAR, AND COXNFISCATION, BNA Tax MANAGEMEXT PorrroLo No. 278, A-21
(1973).

343 Charles A. Nemish, 29 T.C.M. 1249 (1970), aff’d per curiam, 452 F.24 611 (Sth Cir.
1972). The taxpayer’s glowing terms of the profit potentinl of his novels—“if and when
I finally sell this first novel, then I know that sconer or later I am going to make a killing
—it will be tremendous, these days a movel will go for hardly less than one hundred
thousand dollars”—did not indicate to the Tax Court a bonn fide profit motive.

34¢ Worrell v. United States, 254 F. Supp. 992 (S.D. Tex. 1963); Joan F.W. Farris,
31 T.C.M. 821 (1972).

315 Reg. § 1.183-2(b) (8).
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ginal farm operated by a taxpayer employed full-time as a
skilled machine operator in a nearby factory at an annual wage
of $8,500 per year, concludes that he may be engaged in the activity
for profit. This example appears to be the fleshing out of one of
the Senate Committee on Finanece’s illustrations of an activity
engaged in for profit, although arguably not carried on with a
reasonable expectation of profit: ‘“a poor person engaged in
what appears to be an inefficient farming operation.’” 3¢ The
cases, too, have been favorably disposed towards taxpayers of
modest means, reasoning that the taxpayer could not afford to
indulge in an extravagant or full-timme hobby.?” Use of savings or
earnings of other family members is also indicative of a profit
motive.®® While these cases frequently contrast the taxpayer’s
situation with that of ‘‘a high bracket taxpayer seeking to have
the Federal fise subsidize his hobby’’ or a wealthy man indulg-
ing his hobby,** the decisions actually involving such high bracket
taxpayers by and large do not find independent wealth a very
significant factor.

Substantial Income. In the second prong of this factor, the
Service attempts to apply the reverse of the modest income factor,
The regulation asserts that substantial outside income, partieu-
larly if coupled with substantial deduectible losses from the activ-
ity, may indicate that the activity is not engaged in for profit.
Although the modest outside income as a positive factor does
not appear to have been a part of the Service’s preseetion 183
repertoire, it strongly pursued the substantial income principle
under section 162, but to little avail. As one commentator has
concluded:

Frequently, the Commissioner has argued that if the taxpayer has inde-
pendent wealth or a substantial income unrelated to farming, this should
be considered as some evidence that the farm is not operated for profit.
Apparently the premise is that a wealthy man ean more readily afford
a ‘‘hobby farm.’” Most courts have not been receptive to this argument
and have been willing to allow farm losses to persons with substantial
nonfarm resources or income where profit intent is adequately estab-
lished by other factors.35°

346 8. Rep. No. 91-552, 91st Cong., 1st Sess. 103 (1969).

347 Harold M. Clark, 28 T.C.M. 1260 (1969); George Thacker, 28 T.C.M. 1433 (1969) ;
Benjamin E. Adams, 25 T.C.M. 1239 (1966) ; Hedi Katz, 13 T.C.M, 1838 (1954},

348 Woodrow L. Wroblewski, 32 T.C.M. No. 37 (1973).

340 Harold M. Clark, 28 T.C.M. 1260, 1262 (1969); accord, Whitman v, United Stutes,
248 F. Supp. 845 (W.D. La. 1965).

350 DICKINSON, FARM AND RANCH LosSES, BNA TAxX MANAGEMENT PorTFOLIO No, 241,
A~34 (1970) (footnote omitted).
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In one of the best reasoned decisions in the area, the judge believed
that substantial taxable income from sources other than the ac-
tivity was relevant only as offering a possible alternative motiva-
tion for continuing to establish a profitable activity, but as such
would not accord it much weight*®! He could see no reason to
accord business status to a marginal dirt farmer while reaching
a contrary result merely because the taxpayer could afford, i.e.,
pay from outside inecome or capital, the losses incurred while the
farm was being developed.

A few of the early authorities relied upon the taxpayer’s inde-
pendent wealth, apparently influenced in part by the faet that
he therefore was not dependent upon the aetivity for his liveli-
hood, but courts soon accepted taxpayer contentions that al-
though not dependent on the activity’s success for a livelihood,
the taxpayer could not afford to suffer losses indefinitely.3* This
is as it should be, since the Supreme Court source of the livelihood
definition of a trade or business used this term and the term
“profit’’ disjunectively.®®® The other basis, as indicated, is that
such a taxpayer could more readily afford a hobby. Significantly,
cases finding that the activity was profit motivated have held that
although the taxpayers were wealthy enough to afford aectivity
with discouraging losses, they were not utterly indifferent to
whether there was gain or loss.3® A recent decision,-Joan IF.JV.
Farris*® joined these two themes reasoning that ¢‘ Although the
knowledge that she would not have to look to the operation for a
livelihood may have been an inducement to petitioner for enter-
ing the industry, we cannot say on the facts of this case that her
intentions were less business-like for that reason. We are dis-
inclined therefore to draw the inference from the presence of
losses in every year that petitioner was indifferent to making a
profit.”’

Fven more significant has been the growing judicial recognition
that independent income or capital is a prerequisite for entry
into a venture requiring a start-up stage in which losses may be

351 Wright v. United States, 249 F. Supp. 508, 514 (D. Nev. 1965).

352 Compare Doggett v. Burnet, 65 F.2d 191 (D.C. Cir. 1933), Thacher v. Lowe, 288
F. 994 (S.D.N.X. 1922) and Georges Simenon, 44 T.C. 820, 847 (1965), twith Margaret
E. Amory, 22 B.T.A. 1308 (1931).

353 Flint v. Stone Tracy Co., 220 U.S. 107, 171 (1911); accord, Chaloner v. Helvering,
69 F.2d 571 (D.C. Cir. 1934).

35+ Widener v. Comm’r, 33 F.2d 833 (3d Cir. 1929); John S. Ellsworth, 21 T.C.M, 145
(1962).

355 31 T.C.M. 821, 825 (1972).
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expected or into a risky activity with heavy initial capital de-
mands.®®® For instance, the Tax Court rejected the Commission-
er’s reliance on the factor of independent income in John S.
Ellsworth ®7 on the grounds that substantial nonfarm income or
sources of capital were a necessary basis for embarking on a
cattle breeding operation because of anticipated losses in the
earlier years. The court countered a similar contention in Norman
C. Demler®%® with the conclusion that the taxpayer’s proceeds
from a sale of land (approximately $465,000) provided him “‘with
the necessary capital funds to make his entry into the auto
racing business meaningful.”’

In addition to an overemphasis on independent wealth, the regu-
lation’s formulation of this factor is deficient in not (1) dis-
tinguishing between substantial income and substantial capital,
(2) considering the effect of borrowed capital and (3) providing
guidelines as to the meaning of substantial income, The distine-
tion between using substantial income and using capital to carry
on a venture currently generating losses is best drawn by the
opinion in Rowe B. Metcalf.*® There the court counterbalanced the
taxpayer’s ability to absorb farm losses by offsetting them against
his sizable taxable income to produce a tax savings, with the fact
that in later years he was foreed to invade his capital to a con-
siderable extent to.absorb the losses. The Mletcalf court thought
it more logical that a successful businessman would invade capital
in hopes of recouping his losses over the long haul than that he
would indulge in that manner a costly hobby with no intention
of making it pay.?®® Other decisions too have relied upon the tax-
payer’s sale of income-producing assets or the utilization of other
means of dipping into ecapital to obtain operating funds for the
activity.3e!

The authorities are also favorably impressed by the taxpayer’s
borrowing of funds to carry on an activity.®® Indeed, the Service

356 Sharpe, What The Taxpayer Should Do to Have The Courts Recognize His Farm
as a Business, 28 J. TaxarioN 48, 50 (1968).

357 21 T.C.M. 145 (1962).

358 25 T.C.M. 620, 627 (1966).

350 22 T.C.M. 1402 (1963). .

360 See Rex B. Toster, 32 T.C.M. No. 13 at 47 (1973) (in the short rum it appeared
doubtful that taxpayer would recoup amounts already invested but a successful conversion
of horse herd would enable them “to adequately manage the then bleak situation in their
investment with the chance for overall profit in the long run”).

361 Mary Ellis Turner, 23 T.C.M. 1186 (1964); Benjamin E. Adams, 25 T.C.M. 1239
(1966).

362 Thomas W. Jackson, 59 T.C. No. 31 (1972), acq., 1973-21 LR.B, § (if primary in-
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has on oceasion argued that a failure to borrow in order to carry
on activity on an expanded scale is inconsistent with a profit
motive. Borrowing may also be significant as a concomitant
of the extent of the taxpayer’s investment in the activity in rela-
tion to the taxpayer’s total resources: If he spends the great ma-
jority of his income from sources other than the activity, this is
strong evidence the activity is engaged in for profit.*®

The regulation speaks of substantial income from sources other
than the activity and one may infer from the fourth example
accompanying these factors that income of $8,500 per year is not
substantial ®*® Beyond this the regulations do not go. Although the
decisions really do not define substantial income,**® they do indi-
cate that a taxpayer with dividend income of over $35,000 is by
no means a wealthy man who can afford to sit back and allow
lIosses in the activity to continue.?®? Indeed, income in this range
has been termed by one farm loss case ‘‘relatively modest.”” 3%
The court pointed out that the taxpayer’s annual income ranged
from a low of approximately $18,000 to a high of almost $45,000,
with considerable variation from year to year. In such eir-
cumstances, the court found it ‘‘difficult to imagine’’ that a per-
son would make large expenditures and engage in the physieal
labor required to breed and show horses without an intention
to make a profit.3® In still another recent decision the court was
impressed by the taxpayer’s relatively modest income of $25,000.37

The importance the drafters of the section 183 regulations at-

terest is in tax benefits, no benefit from loans for working capital. This is to be distin-
guished from mnon-recourse mortgages which create leverage without economic loss—when
operating funds are expended there is an economie loss) ; Harvey S. Farrow, 16 T.CAM.
836 (1957); Leland E. Rosemond 10 T.C.M. 625 (1951).

363 Charles B. Pennington, 26 T.C.M. 520 (1967). Conversely, if the taxpayer dees make
substantial investments in depreciable improvements, the government is wont to argue that
the activity is unprofitable (including depreciation deductions) beeause it is over eapital-
ized. Patterson v. United States, 459 F.2d 487 (Ct. Cl. 1972).

36¢ See Woodrow L. Wroblewski, 32 T.C.M. No. 37 (1973). See gencrally RipENOUER,
Fary Anp RancH Lossgs, BNA Tax MANAGEMENT PorTroLlo No. 241-24, A-27 (1973).

365 Comparison of the Treasury proposals, Nixon proposals and seetion 1251 reveals
that the line for substantial nonfarm income is difficult to draw: $15,000, $5,000 and
$25,000 were the respective cutoff marks under the above proposals and fina) statute.

366 Comparc Wright v. United States, 249 F. Supp. 508 (D. Nev. 1903), teith Georgo
Thacker, 28 T.C.M. 1433 (1969).

367 Jean A. Lowenthal, 27 T.C.M. 387, 393 (1968).

368 James S. Bishop, 31 T.C.M. 829, 831 (1972).

369 Identical analysis is contained in Rex B. Foster, 32 T.C.M. No. 14 (1973); Alden B.
Starr, 28 T.C.M. 167 (1969); Lilian Solomoen, 26 T.C.M. 919 (1967); and Herbert C.
Sanderson, 23 T.C.M. 1723 (1964).

370 Thomas W. Jackson, §9 T.C. No. 31 (1972), acg., 1973-21 LR.B. 5.
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tached to significant income fromn sources other than the ques-
tioned activity is obvious. The first three examples accompanying
the nine factors, which were derived from actual cases, all care-
fully state that the taxpayers have substantial, sizable or large
income from such sources. Yet a careful reading of the three
cases—FEllen R. Schley®* Corliss Lamont?? and Anthony
Imbesi 3®—reveals that in none did the trier of fact rely upon
this factor. While the review courts in Schley and Lamont did
consider the taxpayer’s financial status in affirming the Tax Court,
both appellate opinions run counter to the weight of authority and
clearly preferred the now prohibited subjective approach over
reliance on objective factors.

In summary, the Service may be expected to emphasize heavily
the factor of substantial nonaectivity income wherever present:
““[I]t is the taxpayer of independent means or who is otherwise
profitably engaged who is likely to be challenged.”’ ™ Undoubtedly
the legislative history of the farm tax reforms of the Tax Reform
Act of 1969, which focused on the abuse of farm tax accounting
rules by taxpayers with substantial nonfarm income plays no
small part in such emphasis. Nevertheless, if the prior case law—
the only source for factors which can validly be no more than an
administrative codification of the cxisting sea of authorities,
weighted by the legislative rejection of the reasonable expecta-
tion of profit and subjective approach—is properly presented in
litigation, the courts will continue to accord a cold reception to this
argument.

Elements of Personal Pleasure or Recreation

The presence of personal motives in [the] carrying on of an activity
may indicate that the activity is not engaged in for profit, especially
where there are recreational or personal elements involved. On the
other hand, a profit motivation may be indicated where an activity lacks
any appeal other than profit. It is not, however, necessary that an

37124 T.C.M. 588 (1965), af’d, 375 F.2a 747 (24 Cir. 1967) (adjusted gross income
from other sources of $94,000).

372 23 T.C.M. 3 (1904), aff’d, 339 F.2d 377 (2d Cir. 1964) (income from other sources
ranged from $94,000 to $289,000).

373 23 T.C.M. 1678 (1964), rev’d on other issue, 361 F.2d 640 (34 Cir. 1966) (other
source income from $57,000 to $97,000).

374 Oshins, Proposed Regulations Provide New Rules For Hobby Loss Game, 35 J. TAXA-
TION 214, 216 (1971). It would appear, however, that this factor carries less weight.
Joseph W. Johnson, Jr., 59 T.C. No. 78 (1973) (“Other factors to be congidered, though
not of themselves controlling, are the financial status of the petitioners and the standard
of living to which they are accustomed.”).
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activity be engaged in with the exclusive intention of deriving a profit
or with the intention of maximizing profits. For example, the avail-
ability of other investments which would yield a higher return, or
which would be more likely to be profitable, is not evidence that an
activity is not engaged in for profit. An activity will not be treated as
not engaged in for profit merely because the taxpayer has purposes or
motivations other than solely to make a profit. Also, the fact that the
taxpayer derives personal pleasure from engaging in the aectivity is
not sufficient to cause the activity to be classified as not engaged in
for profit if the activity is in fact engaged in for profit as evidenced by
other factors whether or not listed in this paragraph.’?®

This factor first sets forth the two general principles that (1)
personal motives, particularly where recreational or personal ele-
ments are involved, may indicate a lack of profit intent and (2)
a limited converse, a lack of any appeal other than profit, may
indicate that the activity is engaged in for profit. In addition, it
in effect provides that a taxpayer may have mixed motives and
derive personal pleasure from it and still be engaged in the
activity for profit so long as other factors evidence such profit
motivation.

Personal Motives. The authorities do hold that the objective
factors of significant recreational facilities or substantial recrea-
tional use, for example, of a farm are strong evidence that an
activity is not engaged in for profit.*™® For instance, where a farm
contained a private residence, barbecue shelter, swimming pool,
boathouse, tennis court and deer shelter for deer purchased for
the enjoyment of children of the taxpayer’s dominant shareholder,
the court easily concluded that the farm was operated as a hobby
and not as a trade or business.*”” Nevertheless, entertainment use
or even maintenance of a personal residence on a farm is not
fatal, particularly where the personal expenses and farm expenses
are carefully segregated.3™ As a leading commentator has stated:

In many cases in which the taxpayer has maintained his home on the
premises, the Commissioner has argued that the farm was primarily
personal rather than business in character. The Commissioner has gen-
erally had little success with this contention, except where substantial
recreational facilities accompanied the home, or the farming activities

375 Reg. § 1.183-2(b) (9).

376 See gencrally RIDENOUR, FARM AXD RancH LosSEs, BNA TAX MANAGEMENT Pont-
rorLio No. 241-2d4, A-27 (1973); Sharpe, What The Tarpayer Should Do to Have The
Courts Eecognize His Farm as a Business, 28 J, TaxaTioN 48, 51 (1963).

377 V.H. Monette & Co., 45 T.C. 15 (1963), af’d per curiam, 374 F.2d 116 (4th Cir.
1967).

378 See, e.g., John S. Ellsworth, 21 T.C.M. 145 (1962).
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were clearly incidental to occupaney of the house. However, in cases
in which the taxpayer has not segregated the farm expenses from the
home expenses or has regarded his agricultural activities as merely an
adjunct to his residence, losses have ordinarily been disallowed. Also,
where the farm is viewed primarily as a restful place of retirement for
the taxpayer, the Commissicner has been successful.37?

If the courts follow this lead and consider the taxpayer’s sub-
jective intent and personal satisfaction, then we may expeet to
see the Service advocate with force for aceeptance of the approach
taken in Robert E. Currie.®® There the Tax Court found that the
taxpayer had a lifelong interest in both dogs and horses and
derived considerable pleasure from both. It reasoned that this
factor alone did not preclude business status:

But we believe that the history of petitioner’s enjoyment from these
animals raises a presumption under the ecircumstance of this case that
he was not in the trade or business of raising them. That is, a greater
amount of proof is required than would be necessary if he had not
previously enjoyed these animals as pets, . . .

.....

‘While not inconsistent with a profit motive, the presence of personal
satisfaction requires counterbalancing evidence that this satisfaction
was not the primary motive for embarking on this venture,

District court opinions frequently raise a similar rebuttable infer-
ence of lack of profit motive if both elements of personal pleasure
and continued losses are involved.38!

Just as prior pleasure may be an unfavorable factor, conver-
sion of an activity from admitted hobby status to business status
has often proven difficult, particularly if there are no changes of
method of operation, but is not impossible.®® In areas other than

370 DICKINSOX, FARM AND RaNCH Losses, BNA TaX MANAGEMENT PorTFoL10 No. 241,
A-35 (1970) (footnotes omitted). Thus, the fact that the taxpayer in Examplo 1 of section
1.183-2(c) of the regulations (the Selhley case) lived on an area of the furm set aside
exclusively for living purposes should not be a negative factor. Sce, c.g., C.J. Anderson,
14 T.C.M. 148 (1955). The drafters, however, would appear to have (mistakenly) bolioved
otherwise, since the third examplie emphasizes the presence of the taxpayer’s residence on
the property where his dog and horse raising activities were conducted, Yet the setual
Imbesi decisions only briefly mentioned that during the tax years the taxpayer purchased
a country residence, to which he moved his dog kennels and apparently lis horse breeding
activities as well. The residence itself and recreational activities were not deseribed in
these decisions in contrast to the regulation exumple based upon them.

380 28 T.C.M. 12, 19, 21 (1969).

381 See, ¢.g., Hicks v. United States, 72-1 U.ST.C. 1 9383 (S.D. Miss. 1072); Gross
v. United States, 71-2 U.S.T.C. § 9715 (N.D. Fla. 1971).

382 Compare Robert E. Currie, 28 T.C.M. 12 (1969) and George T. MeLean, 10 T.C.M.
673 (1960), eff’d per curiam, 285 F.24 756 (4th Cir. 1961), with Lillio 8. Wegeforth, 42
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farm losses, however, special rules have developed as to con-
version of property held for personal use to property held for
production of income. Courts early established that where prop-
erty was previously dedicated to personal use, there must be some
unmistakable subsequent conduct manifesting its appropriation to
income producing purposes.’® For losses under section 165(c)
abandonment of personal use of property, such as a residence or
a yacht, followed by a listing of the property with a real estate
agent is not a sufficient appropriation.®® The underlying policy
was that the taxpayer could too easily put unrented property
back in personal use.’® The actual rental requirement of a trans-
action entered into for profit of seetion 165(¢) was not imported
into section 212 or section 162 and, instead, a number of factors
are considered in aseertaining whether the requisite conversion has
oceurred.’8®

‘Where the taxpayer has not originally held the property for
personal purpose, however, he has a much easier task in estab-
lishing that the property is used in his trade or business or is
held for the production of income.*®” Furthermore, the Tax Court
in Marjorie 3.P. May ** indicated that conversion from a prop-
erty use in a mere hobby to property held for production of income
is more difficult to show than conversion from residential prop-
erty. It may since have disavowed that stance.®®

The implications of the 1 ay case as well as the Tax Court’s
apparent doubts in Carkhujff as to the possibility of a recurring
pattern of conversion to business use and reconversion to personal
use indicate that where property is used for business and personal
uses the taxpayer should not attempt to argue that.two activities
are involved. Rather he should follow the Carkhaff example in
the regulations to the effect that a single activity is involved,

B.T.A. 633 (1940), Everell E. Fisher, 27 T.C.M. 1048 (1968), and Norman C. Demler, 25
T.CMM. 620 (1966).

383 See generally Swanson, Loss en the Sale of Residential Property, 33 Taxes 589
(1955).

384 Gevirtz v. Commr’r, 123 F.24 707 (2d Cir. 1941).

385 Rumsey v. Commw’r, 82 F.2d 158 (2d Cir.), cert. denicd, 299 U.S. 552 (19306);
Morgan v. Comm’r, 76 F.2d 390 (5th Cir.), eert. denied, 296 U.S. 601 (1935).

388 William C. Hormmann, 17 T.C. 903 (1951); Mary Laughlin Robirson, 2 T.C. 305,
307 (1943). These factors are set forth in Fraunk A. Newcombe, 54 T.C. 1298, 1300-01
(1970).

387 Estelle G. Marx, 5 T.C. 173 (1945) (section 162) ; Herman Schaevitz, 30 T.C.2. 823
(1971) (section 212).

388 35 T.C. 865, 874-75 (1961), af”d, 299 F.2d 725 (4th Cir. 1962).

389 Compare Frank A. Neweombe, 54 T.C. 1298, 1301 (1970), with Walter E. Beckjord,
32 T.C.M. No. 123 (1973).
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but argue that it is engaged in for-profit. Carefully segregating
and not deducting the personal portion of the expenses of the
activity will strengthen his case.®

It may be noted that the Tax Court has traditionally found trade
or business status more readily in the context of rental real estate
where the property was acquired by inheritance, as contrasted with
converfed from prior personal use. The rationale is that the
acquisition by inheritance is neutral and therefore does not re-
quire an affirmative change of intention as it does when the
property is initially acquired for personal purposes.®! This may
also be the case in farm losses, but not where the inheritance is
from a spouse.® Probably the unarticulated but practical cause
is a eovert recognition of hushand and wife as a single economie
unit.’*® This development and exeeption appear reflected in the
first and fourth examples accompanying this portion of the regu-
lations.

Lack of Appeal Other Than Profit. The difficulty inherent in so
elusive a test as motive has resulted in the search for objective
guideposts.®®* This scarch should be intensified by the congressional
mandate that section 183 employ the ohjective approach. In the
context of the factor of clements of personal pleasure or recrea-
tion, a significant and certainly the most frequently relied upon ob-
jeetive indicium has been whether the facilities used in the activity
were equipped for or used as a place of entertainment or recrea-
tion. A recurring theme in the ohjective search for profit motive
in this area has been the conclusion that a farm, for example,
was never used as a place of entertainment and was in no sense
a show place?® Not infrequently, the courts in reaching this
conclusion have focused on the following objective criteria: (1)

390 In Joseph W. Johnson, Jr., 59 T.C. No. 78 (1973), wherc the netivity waus determined
not to be engaged in for profit, the court noted that the taxpayer did not segregate o
allocate expenses between personal and rental use.

301 Estelle G. Marx, 5 T.C. 173, 174 (1945).

392 Compare Alice D. Woreester, 21 T.C.M. 1138 (1962), with Bertha R. Conyngham,
23 T.C.M. 1179 (1964).

393 Cf. Rudolph v. United States, 370 U.S. 269, 278, 285 (1962) (Douglag J., dissonting
to dismissal of certiorari as improvidently granted).

394 ITmbesi v. Comm’r, 361 F.2d 640 (34 Cir. 19G6).

395 Not used for recreation: Dean Babbitt, 23 T.C. 850 (1953); Norton L. Smith, 9 T.C.
1150 (1947); Marshall Field, 26 B.T.A. 116 (1932), aff’d, 67 .24 876 (2d Cix. 1933);
Thomas F. Sheridan, 4 B.T.A. 1299 (1926). Not a showplace: Herbert C. Sanderson, 23
T.C.M. 1723 (1964); Rowe B. Mectealf, 22 T.C.M. 1402 (1963); George M. Zeagler, 17
T.M.M. 454 (1958); Theron D. Stay, 17 T.C.M. 861 (1958). Sce penerally Sharpe, What
The Taxpayer Should Do to Have The Courts Recognize His Farm as ¢ Business, 28 J,
TAxXATION 48, 51 (1968).
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utilitarian appearance; (2) lack of luxury items, such as golf
courses, race tracks, greenhouses, tennis courts, or flower gar-
dens; and (3) business-like operations in contrast to social or
recreational use?? Indeed, the last eriterion has been expressed
as an absolute rule: ‘“YWhere the operation is condueted on a
business-like basis and there is no evidence of its use for social,
pleasure or show purposes, losses therefrom are deductible as
business expenses.’’3" Of course, a showing of a lack of any
recreational or aesthetie feature alone is not enough, the taxpayer
must also prove the element of business-like operations.®® As the
Currie court stated, it is not necessary to decide that the taxpay-
er’s activities constitute a reereation or a hohby, rather, the hurden
of proof is on the taxpayer to show that his activities were con-
ducted as a trade or business.*®® However, such factors, by indicat-
ing a lack of hobby motive, may bear indirectly on profit motiva-
tion.4%0

The regulation’s statement that a profit motivation may be indi-
cated by a lack of any appeal other than profit in the activity is
strongly reflected in two lines of cases: (1) authorities relying on
hard work demanded by the activity coupled with the taxpayer’s
background,®®! and (2) decisions turning on the seale of opera-
tions.®2 In a number of farm loss controversies, where the tax-
payer had modest income or was jJust beginning his main career
after a long period of strained circumstances, typically a doetor,
the Tax Court has reasoned that it is hard to helieve that a
taxpayer with such a background and at a stage of life with in-
creasing responsibilities and expenditures would embark on a
hobby entailing large costs and much physical labor.4® A dissent,

396 Utilitarian appearauce: Lilian Solomon, 26 T.C.)M. 919 (1967); Theren D. Stay, 17
T.C.M. 861 (1958). Lack of luxury items: Hamilton F. Kean, 10 B.T.A. 97 (1928); Rese
P. Crane, 9 B.T.A. 437 (1927). Business-like operations: Lucien H. Tyng, 36 B.T.A. 21
(1937), rev’d on other grounds, 106 F.2d 55 (24 Cir. 1939), rev’d on other grounds, 308
U.8. 527 (1940).

397 Helis v. Tsry, 71-1 U.S.T.C. § 9365 (E.D. La. 1971) (feotnote omitted), rec'd on
other grounds, 464 F.2d 330 (5th Cir. 1972).

398 Frank M. Austin, 28 T.C.M. 27, 31 (1969) ; sce Louise Cheney, 22 B.T.A, 672 (1931).

399 Robert E. Currie, 28 T.C.M. 12, 18 (1969).

400 Rex B. Foster, Jr., 32 T.CAL. No, 14 (1973).

401 Lilian Solomon, 26 T.C.M. 919 (1967); Herbert C. Sunderson, 23 T.CL 1723
(1964) ; Leland E. Rosemond, 10 T.C.MML 625 (1951).

402 Samuel Riker, Jr., 6 B.T.A. 890 (1927); Rex B. Fester, 32 T.C.M. No. 13 (1973);
Joan F.W. Farris, 31 T.C.M. 821 (1972); Robert E. Currie, 28 T.C.)M. 12 (1969). See
generally DickKinsoxX, FarRM axp Raxci Losses, BNA Tax AMawageMEXT PoxrTroLio
No. 241, A-33 (1970).

403 Rex B. Foster, 32 T.C.M. No. 13 (1973) ; James 8. Bishop, 31 T.C.)M. 829 (1972).
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however, to this generally followed approach may be seen in
Robert E. Currie** where the court focused on the fact that a
breeding operation does not produce immediate income and is
speculative and, indeed, becomes profitable if at all only when
the young professional would be cashing in on his training, The
court rather cogently reasoned that a prudent man in financial
need—the taxpayer argued that he engaged in these activities since
he believed that his income from his medical profession was in-
sufficient—would not make expenditures on speculative ventures
that could at best yield only a long-term profit unless he derived
personal satisfaction from such expenditures. This rationale ig-
nores however, the common profit motivated goal of offsetting
current ordinary income with farm losses with the expectation of
a long-range capital gain—a goal only moderately circumscribed
by section 1251 of the Tax Reform Aect of 1969.

Currie also illustrates the effect of the scale of operations on
the question whether the activity lacks any appeal other than
profit. In the presence of the taxpayer never owning more than
two or three ponies and a like number of dogs, the court held
that while a small scale operation is not necessarily indicative that
an activity is not engaged in for profit, it is a factor to consider.
The court exposed its underlying premise by contrasting the
taxpayer’s operation of a ten aere orchard with approximately
800 apple trees. ‘“The very magnitude of this operation seems to
suggest a business operation for . . . there is nothing aesthetic
or pleasant about thousands of decaying apples on a 10-acre
farm.’’ 4% Rex B. Ioster, Jr.% suggests that this factor only
indicates the activity is not engaged in primarily for pleasure
or recreation, hence, it does not bear directly on the taxpayer’s
business motives.

In contrast to the effect of large seale operations on the de-
termination of profit motivation, there is considerable disagree-
ment among the ecourts as to the effect of a smaller scale of op-
erations. For instance, the Ninth Cireuit in Mercer v. Commis-
sioner 17 expressed some reservation as to the weight to be given
the size of the operation, but concluded that in any event this test
is necessarily relative to and limited by the particular taxpayer’s

404 28 T.C.M. 12, 19 (1969); accord, Joan F.W. Farris, 31 T.C.M. 821, 825 (1972).
See Norton L. Smith, 9 T.C. 1150 (1947).

405 Robert E. Currie, 28 T.C.M. 12, 21 (1969).

406 32 T.C.M. No. 14 (1973).

407 376 F.2d 708 (9th Cir. 1967).
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resources. Where, however, the expenses of the activity are of a
recurring type and the scale of activity is such that sales pro-
ceeds could not exceed such expenditures, yet the taxpayer is
not in this position and does not intend to increase the size of
operations, this constitutes evidence that he lacks the reyuisite
intent to realize a profit even eventually.«®®

Mized BMotives. The conclusions of the regulations that an ae-
tivity need not be exclusively engaged in for profit and that a
mixture of profit and personal motives will not alone cause an
activity to be treated as not engaged in for profit find abundant
precedents in the case law.!® As the Tax Court recently stated
in Thomas W. Jackson: *® ‘[ A] business will not be turned into
a hobby merely because the owner finds it pleasurable; suffering
has never been made a prerequisite to deduectibility. ‘Success in
business is largely obtained by pleasurable interest therein.? ’’

The statement in the regulations that the availability of other
investments with a greater rate of return or better prospeects of
profitability for profit is not evidence the activity is not engaged
In for profit is probably directed more to the mixed motives of
profit and tax reduction. IFor one preseetion 183 commentator
analyzed this situation as follows:

The effect of tax avoidance as a motive becomes more complex if it
is assumed that the operation would be, strictly speaking, economically
profitable, but not reasonably so without adding on the tax benefits.
Suppose the taxpayer could expect to make a small economie profit
on his total investment, but not as much as he could make by investing
his money elsewhere. Assume that this expected profit represents only
a two or three percent return on his investment while a higher rate of
return would be more reasonable when viewed strietly from an invest-
ment standpoint. The two or three percent return would be unaceeptable,
but the total return on the investment might approach a more reasonable
level if tax savings resulting from the deduection of tax losses from
other ineome are included in the caleulation. Although allowing dedue-
tion of the tax losses in this situation will also encourage transactions
which might not take place if the tax savings were not available, the
reasoning of Goldstein would not prevent the deduetion. The most that
can be said is that the taxpayer has mixed motives for the investment,
one of which is saving some taxes. But the tax avoidance motive eannot,
by itself, preclude a finding that a business purpose exists so long
as some economic profit, however small, can be expected. A fortiori,

408 Billy V. Wann, 27 T.C.M. 1301, 1306 (1968).

409 DuPont v. United States, 234 F. Supp. 681, 685 (D. Del. 1964) ; Mary Ellis Turner,
23 T.C.M. 1186 (1964); William L. Brueck, Sr., 23 T.C.AL. 1228 (1964); John S. Ells-
worth, 21 T.C.3. 145 (1962).

41059 T.C. No. 31 (1972) (footnote omitted).
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the taxpayer who can expeet to realize a reasonable return on his
investment without tax savings ecould be engaged in a trade or business
even though the tax benefits gained by deduecting farm losses will give
him an even greater total return.i!!

The regulations implicitly reach the same conclusion.

OrrER RELEVANT FACTORS

The regulations state ‘‘it is not intended that only the factors
deseribed in this paragraph [section 1.183-2(b)] are to be taken
into account.’”’ The most significant factor not so deseribed is that
of advertising. Aeccordingly, it is considered first. In addition,
there are a handful of other unlisted factors discussed in the
succeeding section. The most important of these last is the pres-
ence of a specific plan for improving profitability.

Advertising

The third example accompanying the nine regulation factors
stated that the taxpayer—who it concluded could be determined
not to be engaged in the activity of raising and selling dogs for
profit—did not advertise his dogs for sale and displayed them
only infrequently. The sixth example, on the other hand, in
reaching the opposite conclusion as to experimental activities,
noted that the taxpayer made extensive efforts to market his
developments.

In some early decisions, advertising was mentioned only in the
facts, sometimes with the opinion merely stating that the activity
was business-like in every way.*? Soon, more recognition was
given to this factor, but since some forms of advertising may
exhibit personal elements, the Service has on occasion attempted
to utilize such advertising as a factor in its favor.#® As in other
areas, judicial support for the latter tack is, for the most part,
to be found only in dicta.*'* Ironically, where prize winning prod-
ucts were raised, the courts typically have found that exhibiting the

411 Allington, Farming as a Tax Shelter, 14 S.D.L. Rev. 181, 196-97 (1969).

412 Tsrael O. Blake, 38 B.T.A. 1457 (1938) ; Lillie S. Wegeforth, 42 B.T.A. 633 (1940);
Lucien H. Tyng, 36 B.T.A. 21 (1937), rev'd on other grounds, 106 F.2d 55 (2d Cir. 1039),
rev’d on other grounds, 308 U.S. 527 (1940); Leland E, Rosemond, 10 T.C.M. 625 (1951).

413 Rowe B. Metcalf, 22 T.C.M. 1402 (1963); Norma Mathews Lauer, 20 T.C.M. 1038
(1961).

414 Dean Babbitt, 23 T.C. 850 (1955); see Farish v. Comm’r, 103 F.2d 63 (6th Cir,
1939),
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products at shows was an effective means of promotion.*® Indeed,
in Charles B. Pennington,*® where the Commissioner placed great
weight on the taxpayer’s having entered some of his horses in
shows and having spent relatively large sums for costumes used
in them, the Tax Court concluded the taxpayer was not showing
the horses as a hobby; instead, they constituted advertising hoth
of the horse shows and of the taxpayer’s trade name. On the other
hand, if such advertising is continued without concrete results
or in conjunction with objective manifestations of a lack of profit
motive, it is not entitled to any positive weight in the taxpayer’s
favor. Furthermore, in these eircumstances such advertising may
actually be counted as a fact in the government’s favor as indi-
cating a personal motive for engaging in the activity."?

Recent cases illustrate business-like methods with advertising
in journals and enhancing the reputation of one’s products through
shows.®® Conversely, although the overwhelming majority of
decisions make no reference to advertising, a few cases have
characterized an absence of advertising as a failure to follow the
ordinary steps a business organization takes toward making a
profit.#® In the farm loss eontext, the absence of a stable or farm
name has recently been considered as evidence of unbusiness-like
operations.’” In summary, advertising has become increasingly
important as an objective indicium of business-like operations.

Miscellaneous Factors

Plans. A number of district court farm loss decisions, in test-
ing for profit motive, have considered whether the taxpayer had
any specific plan or design for increasing the profitability of the
activity and what action was taken pursuant to such plan.*?* The

415 See, e.g., Lillie S. Wegeforth, 42 B.T.A, 633 (1940).

416 26 T.C.M. 520 (1967).

417 Donald A. MeCormick, 28 T.C. M. 1337 (1969).

418 See, e.g., Rex B. Foster, Jr., 32 T.C.M. No. 14 (1973); James S. Bishop, 31 T.C.M.
829 (1972).

419 American Properties, Ine,, 28 T.C. 1100 (1957), af’d per curiam, 262 F.2d 150
(9th Cir. 1958) ; Robert E. Currie, 28 T.C.M. 12 (1969); Huarold I. Snyder, 25 T.C.M.
1326 (1966)-

420 W. Jane Luce, 29 T.C.M. 894 (1970) ; Robert E. Currie, 28 T.C.M. 12 (19G9).

421 Cavender v. United States, 71-2 U.S.T.C. ¥ 9723 (S.D. W.Va, 1971); Graves v.
Urnited States, 67-1 U.S.T.C. [ 9192 (D. Col. 1967); Ceuac v. United States, 67-2
U.8.T.C. T 9576 (E.D. La. 1966) ; Bennet v. United States, 65-2 U.S.T.C. § 9701 (E.D.
Va. 1965); O’Neill v. Patterson, 65-1 U.B.T.C. § 9436 (N.D. Ala. 196%). Sce also
Curtis C. Smith, 26 T.C.M. 1219 (1967); James E. Ashe, 26 T.C.M. 791 (1967).
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significance of this factor lies in part in its use to offset the
factor of continued losses, since it indicates an intention to
derive an ultimate net profit over all prior losses. Frequently this
factor is inextricably bound with the formative or initial stage
concept.*?? Indeed, in Bertha R. Conyngham,'® where no such plan
existed, the Tax Court reasoned that despite the fact it takes a
number of years to develop a breeding herd, the taxpayer did not
formulate any long-range plans for such development. Harold I.
Snyder 42 carried this line of reasoning to its logical conclusion:
Absence of well defined plans indicates an activity is more in the
nature of preparing to enter a business than the conduct of a
business. Furthermore, a lack of plans may result in the activity
being engaged in so sporadically that it is not sufficiently con-
tinuous and regular to qualify as a business or, at best, indicates
very unbusiness-like operations.*?® In conclusion, this factor for
the most part complements other factors or doctrines.
Third-Party Financial Stake. A number of the farm loss deci-
sions have favorably noted that the manager participated in a
profit sharing arrangement.®?® The apparent rationale is that
such an arrangement indicates third party expectation that the
activity will be profitable which serves to corroborate the tax-
payer’s intention to make a profit.®?” A closely related factor is
the promotion of the taxpayer’s products by a third party at his
own expense in return for a sales commission, such as an art
dealer who advertises the taxpayer’s works of art.4?® Although
such a promoter earns his commission regardless of whether the
taxpayer makes a profit, it is in the former’s financial interest
to obtain as high a sales price as possible, which increases the
taxpayer’s prospects of a net profit. Similarly in a highly specula-
tive venture or in the formative period during which there can

422 See Wright v. United States, 249 F. Supp. 508, 513 (D. Nev. 1965); Joan F.W.
Farris, 31 T.C.M. 821 (1972).

423 23 T.C.M. 1179 (1964).

424 25 T.C.M. 1326 (1966).

425 Donald A. MecCormick, 28 T.C.M. 1337, 1342 (1969).

426 Marshall Field, 26 B.T.A. 116, 118 (1932), aff’d, 67 F.2d 876 (2d Cir. 1933);
Rowe B. Metcalf, 22 T.C.M. 1402 (1963); George M. Zeagler, 17 T.0.M. 454 (1058).
But sce Morton v. Comm’r, 174 F.2d 302, 303 (24 Cir.), cert. denied, 338 U.S. 828
(1949) (tenant farmer, still not profit motivated). -

427 Cf. John S, Ellsworth, 21 T.C.M. 145 (1962). For an analogous instance in which
benefit to the employer is cousidered in determining if an expenditure by an employeo
is “necessary” in the latter’s business, see¢ Lee, Command Performance: The Tax Trcat-
ment of Employer Mandated Expenses, 7 RicamonNp L. Rev. 1, 90-91 (1972).

428 Rood v. United States, 184 ¥. Supp. 791 (D. Minn. 1960).
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be no profits to be shared, sharing in gross receipts by a third
party may constitute an objective indication that the activity is
engaged in for profit.

Time at Which Profit Motive Is Determined. A few early farm
loss authorities held that the determination of whether an ac-
tivity was engaged in for profit was to be made as of the com-
mencement of the aetivity.4?® An early inroad into this doctrine
can be found in the decisions finding that the taxpayer con-
verted a hobby into a profit motivated activity.*3® JMore recent
cases have concluded that the purposes for which an aectivity is
conducted can change from year to year.®! To the extent that a
conflict still existed among these authorities the Senate Committee
on Finance appears to have resolved it as to section 183 with
the following statement: ‘“[A]ithough a reasonable expectation
of profit is not to be required, the facts and cirecumstances (with-
out regard to the taxpayer’s subjective intent) would have to
indicate that the taxpayer entered the activity, or continued the
actwity, with the objective of making a profit.’’ 2

Alternatives to Section 183

Cornron-Law APPROACHES

As indicated in the introduction and particularly in the dis-
cussion of the term ‘‘profit,”’ the government undoubtedly will
attempt to apply section 183 to two distinet areas: (1) activities
engaged in primarily for personal reasons rather than for a
profit and (2) activities engaged in for tax shelter. Section 183
and the profit motive test clearly apply to and are suited for
the former. The latter is a more complex problem. If the tax-
payer’s goal is no more than deferral of taxes—enjoyment of cur-
rent ordinary losses with expectation of realization of future income
in no greater amount, possibly taxed as eapital gain—section 183

420 Tatt v. Comw’r, 166 F.2d 697 (5th Cir. 1948); Farish v. Comm’r, 103 F.2d 1011
(5th Cir. 1939).

430 See Robert E. Currie, 28 T.C.M. 12 (1969); Everell E. Fisher, 27 T.C.M, 1048
(1968) ; Norman C. Demler, 25 T.CM. 620 (1966); George T. McClean, 19 T.C.M.
673 (1960), afi’d per curiam, 285 F.2d 756 (4th Cir. 1961) ; Lillic 8. Wegeforth, 42 B.T.A.
633 (1940).

431 See, e.g., Abrams v. United States, 449 F.2d 662 (2d Cir. 1971). Sce generally
Sharpe, New “Hobby Loss” Rule Is Tougher But “Engaged in for Profit” Dilemma
Remains, 32 J, TaxaTION 289, 291 (1970).

432 5. Rep. No. 91-552, 91st Cong., 1st Sess. 104 (1969) (emphasis added).
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applies here as well. Mere reduction in taxes, the most that would
oceur in such a transaction, does not constitute a profit for section
183.4% If, however, the goal of the tax shelter consists of ultimate
realization of taxable income and true economic gain in excess
of the early losses in addition to tax deferral, section 183 and
its judicially fashioned profit motive predecessor are inapplicable.

Matching the deductions with their corresponding income offers
a simple solution. But because no statutory provision or comnmon-
law doctrine currently precludes the deduction of ordinary and
necessary section 162 or 212 expenses simply because the activity
is yielding no current income,®* or requires deferral of such
deductions until related income is realized,”®® the Service has
attempted to rely on a number of other doectrines derived with
varying degrees of judicial aceeptance from the term ‘‘trade or
business’ in hopes of achieving roughly the same results. These
doctrines are the trade or business glosses of (1) continuity, (2)
holding ome’s self out to others as engaged in the selling of
goods or services and (3) activity which must be an existing,
operating business rather than preparatory to engaging in a
trade or business. Where courts have applied these doctrines the
expenditures are capitalized and deductible, if at all, through
depreciation or amortization over a period of years.*®

The continuity approach is usually considered an independent
criterion, less frequently an element of the profit motive preregq-
uisite to deductibility under section 162.#" In any event it plays
a significant role only in the hobby loss area. The holding one’s
self out doctrine, while displaying this same duality, possesses
precedents in both the hobby loss and tax shelter areas. The
analysis of tax shelter abuse as a mismatching of expenses and

433 See the text accompanying note 111 supra.

3¢ See, e.g., Mercer v. Commr’r, 376 F.24 708 (9th Cir. 1967); Frank A. Newcombe,
5¢ T.C. 1208, 1301 (1970) (property held only for sale and mnot for reut, i.c, curront
income, held for production of income).

435 B.H. Sheldon & Co. v. Comm’r, 214 F.2d 655, 658-59 (6th Cir. 1954); accord, A.
Finkenberg’s Sons, Ine., 17 T.C. 973, 982-83 (1951).

436 In order for the cost of an intangible capital asset to be amortizable, its useful
life must be capable of estimuation with reasonable accuracy. Reg. § 1.176{u)-3. No de-
duction is allowable for goodwill. Often preopening expenses are udded to the cost or
basis of assets without a determinuble life. See Richmond Telovision Corp. v. United
States, 354 F.2d 410 (4th Cir. 1965).

437 Independent criterion: Stanton v. Comm’r, 399 F.2d 326 (5th Cir. 1968); XKerns
Wright, 31 T.C. 1264 (1959}, aff’d per curiam, 274 F.2d 883 (6th Cir. 1960) ; Hamilton D,
Hill, 30 T.C.M. 534 (1971). Element of profit motive: Percy S. Winfield, 25 T.C.M.
305 (1966), aff’d, 67-1 U.S.T.C. T 9268 (7th Cir.), cert. denied, 389 U.S. 851 (1967);
Martin C. McGowan, 23 T.C.M. 1439 (1964), af”d, 347 F.2d 728 (7th Cir. 1965).
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deductions underlies the preparatory to engaging in a trade or
business concept, which has been applied to hobby losses and
tax deferral (z.e., tax shelter), but primarily the latter.

Because the term ‘‘trade or business’’ is not designed to deal
with the problem of mismatching of income and deductions, the
Service has obtained only irregular, unpredictable and sometimes
unfortunate results under these three doectrines. Furthermore, the
courts’ common application in the same case of one or another
of these principles together with the profit motive requirement
without overt consideration whether tax shelter or hobby loss
motives or a mixture of both were involved has generated con-
siderable confusion and blurring of the meaning of trade or
business.**® Aberrational decisions under section 162 have resulted
from the usuvally unarticulated desire to avoid mismatching of
deductions and related income. Section 183 may suffer the same
fate unless the courts isolate and analyze the clements the gov-
ernment attacks or the Service is satisfied with the other statu-
tory remedies at hand or presently actively contemplated by
Congress which deal with tax deferral. The current spate of
activity under the presection 183 profit motive test as to dual
use beach houses and condominium units, which display both per-
sonal or hobby loss and tax shelter aspeets,*® suggests however
that the Service is eurrently attempting to ereate precedents there
for later use under section 183 against tax shelters without any
personal elements. Indeed, failure of this development to eritically
analyze the questions involved has already resulted in questionable
conclusions.*?

Continuity

Kerns Wright * is the leading decision requiring continuous or
repeated activity coupled with an expectation of making a profit to
qualify an activity as a trade or business under seetion 162. A
taxpayer can satisfy this requirement hy demonstrating devo-
tion of a substantial portion of his time to the activities at

438 John F. Koons, 35 T.C. 1092 (1961); Ilarcld I. Snyder, 25 T.C.M. 1320 (1966);
Bdaward R. Godfrey, 22 T.CM. 1 (1963), aff’d on other grounds, 333 F.2d 82 (6th
Cir. 1964), cert. denied, 379 U.S. 966 (1963) (affirmed on profit motive ground only).

439 E.g., Kanter v. United States, 73-1 U.S./T.C. § 9311 (E.D. Va. 1973), af’d per
curiam, 741 U.S.T.C. § 9182 (4th Cir. 1974) ; William K. Coors, 60 T.C. No. 44 (1973) 3
Joseph W. Johnson, Jr., 59 T.C. No. 78 (1973).

430 Sce text accompanying notes 125 through 130 supra.

s1131 T.C. 1264 (1939), aff’d per curiam, 274+ F.21 883 (Gth Cir. 1960); Georges
Simenon, 44 T.C. 820 (1963).
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issue or that there has been extensive or repeated activity over
substantial periods of time.?

The continuity approach offers the advantage that the objec-
tive fact of sporadic conduet is easier to establish than a lack of
profit motive, which may necessitate examination of often con-
flicting objective as well as subjective factors. Moreover, the two
approaches often overlap since sporadie activities commonly do
not result in a profit.#*3 They are not, however, coextensive since
many activities are regularly and extensively performed without
a profit motive.

One limitation on the continuity doetrine has been its less than
universal judicial acceptance. For instance, Mercer v. Commis-
sioner ¢ reversed a Tax Court decision resting in part on this
concept (as well as upon the reasonable expectation of profit and
the preparatory to engaging in business doctrines), holding that
it is not necessary to-devote oneself extensively to an enterprise
to qualify it as a trade or business: ‘‘The taxpayer expended his
effort and capital to the limit of his available time and resources.
There can be no conclusion other than that the taxpayer’s ven-
ture, though small in results, was a trade or business.’’ 48

Clearly Mercer and Kerns Wright confliet. The proper resolu-
tion may lie in Celeste B. Smith*¢ which balanced the holding
of Mercer, without directly citing it, that small scale and a limited
amount of time do not preclude trade or business status, with
a reading of Kerns Wright that the amount of time is a factor
to be considered rather than determinative, as Wright actually
held. It is submitted that Smith strikes the proper balance, for
most of the Wright progeny and parallel decisions, as well as
Wright itself, ecould have been decided on traditional profit mo-
tivation grounds, or on the ordinary and necessary recuire-
ments of section 162.47 Furthermore, many farm loss authorities

442 Stanton v. Comm’r, 399 F.2d 326, 329 (5th Cir. 1968).

443 Cf. Percy S. Winfield, 25 T.C.M. 305 (1966), aff’d, 67-1 U.S.T.C. [ 9268 (7th Cir.),
cert. denied, 389 U.S, 851 (1967).

441 376 F.2d 708 (9th Cir. 1967).

445 Mercer v. Comm’r, 376 F.2d4 708, 711 (9th Cir. 1967).

44630 T.C.M. 516 (1971). Judge Scott, the trier of fact in Smith, soveral years
earlier distinguished the taxpayer’s reliance on Mercer for the proposition that sealo
of operation was irrelevant to profit motive on the theory that Mercer was speaking
to the preparatory to a trade or business issue (discussed in text accompanying notes
463 through 533 infra). Mildred Van Cleve, 27 T.C.M. 1213 (1968). It is submitted,
however, that Mercer was speaking to both questions.

147 Profit Motive: See, e.g., Industrial Resenrch Produets, Inc., 40 T.C. 578, 590

(1963) ; Charles H. Schafer, 23 T.C.M. 927 (1964). But sec Stanton v. Comm’r, 399
F. 2d 326, 329 (5th Cir. 1968).
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demonstrate that devotion of a limited amount of time does not
preclude trade or business status.

In any event, even if continuity and regularity are properly
prerequisites to trade or business status, they are not the sine
qua non of profit motivation, although they are factors in some
cases. Accordingly, the second limitation on the continuity doec-
trine is that noncontinuous but profit motivated activities which
do not constitute carrying on a trade or business under section
162 may nevertheless be conducted for the production of income
under section 212.4% Undoubtedly, this factor underlies a recent
decision in which an unsuceessful writer with a bona fide profit
motive, as in Kerns Wright, was denied a deduction under see-
tion 162 because she was not engaged in the husiness of being an
author, but was permitted a deduction under section 212 because
the writing and printing of her two books were related to a
profit seeking purpose.*’® Probably for these reasons the extensive
activity tack has not been widely utilized in the farm loss area,*?
although it has enjoyed some success in the fields of research and
development (““R & D?’) expenditures under section 174 and
rental real estate losses.*! An unarticulated factor in the R & D
cases may be that section 174 incorporates only the trade or
business standard of section 162 and not the production of income
standard of section 212. In addition, the capital gain precedents
as to sales of real estate and patents had no little effect here.t5?

Kerns Wright was clearly concerned with abuse of the ordinary and necessary re-
guirement—we are not convinced that the trip would have been made for the sole
objective of making a profit on the sale of the book. We think petitioners were also
motivated by a desire to see their son, his new wife, and her family, and n desire
to travel and see the many interesting places where they stopped, and that the trip
actually served the joint purpose of satisfying these desires and gathering material
for the book.” 31 T.C. 1267. However, cases such as Charles A. Nemish, 29 T.CM.
1249, 1251 (1970), aff’d per curiam, 452 F.24 611 (9th Cir. 1971), indicate that the
requirement that a business expense be necessary is sufficiently broad to curb nest, if not
all, potential abuses here.

8 Cf. Ditmars v. Comw’r, 302 F.2d 481, 486 (2nd Cir. 1962). But compare Young,
The Role of Motive in Evaluating Taxz Sheltercd Investments, 22 Tax Lawyen 275, 297
(1969).

449 Marian B.S. Crymes, 31 T.CM. 4 (1972).

450 Hamilton D. Hill, 30 T.C.M. 534 (1971), and Celeste B. Smith, 30 T.Q.M. 516
(1971), are the principal exceptions.

451 Stanton v. Comm’r, 399 ¥.2d 326 (5th Cir. 1968); Industrial Rescarch Prods.,
Ine, 40 T.C. 578 (1963); Georges Simenon, 44 T.C. 820 (1965); James E. Austin,
35 T.C. 221 (1960), af’d, 298 F.2d 583 (2d Cir. 1962); Kerns Wright, 31 T.C. 1264
(1959), aff’d per curiem, 274 F.2d 883 (Gth Cir. 1960); Charles H. Schafier, 23 T.C.M.
927 (1964).

452 Compare Fahs v. Crawford, 161 F.2d 315 (5th Cir. 1947); with Loy D. Merecer,
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Holding One’s Self Out to Others as Selling
Goods or Services

A concurring opinion by Justice Frankfurter in Deputy v.
DuPont “%® forms the genesis of the doectrine that carrying on a
trade or business ‘‘involves holding one’s self out to others ag
engaged in the selling of goods or services.”” Just as is the
case with the element of continuity, this approach is also simpler
to apply than the profit motive test, being limited to a single
objective factor, but is narrower since, for example, a taxpayer
can advertise without a profit motive. More importantly, it too
appears limited to section 162. For in Deputy v. DuPont Justice
Frankfurter preceded the above quotation with the observation
that expenditures incurred in active concern over one’s financial
interest, ¢.c., investments, did not suffice for deduction under the
predecessor to section 162—the expenditures were of the type
later made deductible by section 212. Accordingly, the holding
one’s self out doctrine would appear peculiar to the trade or
business prerequisite of section 162 and other provisions and not
extend to the production of income standard of section 212, More-
over, a subsequent oft-cited decision, Trent v. Commissioner,
clearly so limits the concept.

Throughout the Internal Revenue Code there runs a distinetion between
those expenses and losses incident to the endeavor to earn a livelihood
by ‘‘holding one’s self out to others as engaged in the selling of goods
or services,”’ Deputy v. DuPont . . . , those incident to other activities
that are pecuniarily motivated, Iliggins v. C.L.R., 1941, 312 U.8, 212
. .., and those incident to activities that are not.454

Section 212 was enacted to permit deductibility of the second
category of nonbusiness but pecuniarily motivated expenditures
which Higgins had held did not come within the trade or business
requirement of seetion 162, the first category.s® However, section
212 is not available to corporations, and section 174 limits the
deduction to R & D expenditures paid in connection with the
taxpayer’s trade or business without a section 212 analogue.
Therefore, in these two areas, the holding one’s self out doctrine
has the potentiality of being determinative. Section 183 as well

25 T.C.M. 467 (1966), rev’d, 376 F.2d 708 (9th Cir. 1967). Compare Harold T. Avery,
(1940), 47 B.T.A. 538 (1942), with Charles H. Schaffer, 23 T.C.M. 927 (1964).

453 308 U.S. 488, 499 (Frankfurter, J., coneurring).

454 201 F.2d 669, 670-71 (2d Cir. 1961).

455 Sce MeDonald v. Comm’r, 323 U.S. 57, 61-62 (1944).
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does not extend to regular corporations and its interrelation-
ship with section 174 is very unclear.

With the significant exception of research and development
cases, the doctrine has not enjoyed wide use in the hobby loss
cases. Thus, while many of the district court farm loss cases
illustrate the term ‘“trade or business’’ by declaring that generally
the person engaged in such activities holds himself out as selling
either goods or serviees,**® such broad statements have not proved
adequate in resolving the variety of factual situations presented
to the courts.*® Consequently, courts have turned to a number
of other objective criteria. In the Tax Court the doectrine has
played only a minor role in farm loss and, surprisingly, rental
property decisions, where failure to advertise or rent to the gen-
eral public would usually be inconsistent with a profit motive.!*
In these latter areas failure to hold one’s self out has frequently
been used merely as a factor in ascertaining whether profit mo-
tivation was present and not as independent criterion.®® Failure
to hold one’s self out has been the primary deecisive factor in
section 174 cases, but even there decisions concluding that the
taxpayer did not hold himself out to others as an inventor or
did not attempt to manufacture any invention or sell others patent
rights *° by and large appear to meld the holding one’s self out
requirement into some other requirement: (1) profit motive,
(2) regularity and continuity or (3) preliminary to engaging in
a trade or business.*® Moreover, most, but not all, of the R & D

456 Hicks v. United States, 72-1 U.S.T.C. 1 9383 (S.D. Miss. 1972); Cavender v.
United States, 71-2 U.S.T.C, § 9723 (8.D.W.Va, 1970); Gross v. United States, 71-2
U.S.T.C. 1 9715 (N.D. Fla. 1971).

457 Martin C. McGowan, 23 T.C.M. 1349 (1964), aff’d, 347 F.2d 728 (7th Cir, 1963).

358 Compare James E. Austin, 35 T.C. 221 (1960), afd, 208 F.2d 3583 (2d Cir. 1962),
with C. Fink Fischer, 50 T.C. 164 (1968) and Hofmuun Bres. Realty Corp, £2 T.C.AL
1678 (1963).

459 See, e.g., Joseph V. Curran, 29 T.C.M. 696 (1970).

460 Edwin S. Snow, 58 T.C. 585 (1972), af’d, 73-2 U.S.T.C. T 9559 (Gth Cir. 1973),
cert. granted, 42 US.LW. 3382 (U.S. Jan. 7, 1974) (failure to hold one’s self out);
William Tiffin Downs, 49 T.C. 533 (1968) (failure to manufucture or sell); Charles H.
Schaffer, 28 T.C.M. 927 (1964) (failure to hold one's self out).

361 Profit Motive: Charles H. Schaffer, 23 T.C.M. 927 (1964). Regularity and Con-
tinuity: Stanton v. Comm’r, 399 F.2d 326 (5th Cir. 1968). But sce Myron Edwin
Cherry, 26 T.CM. 557 (1067) (profit meotive and engaged in as business eeparate
requirements: latter cvidenced by (1) devotion of substantial time, (2) repeated or
extensive activity, (3) holding one’s self out as engaged in activity and (4) busioess-
like conduet of all aspects of aetivity related to profit). Preliminary to Engaging in
a Trade or Business: Edwin 8. Snow, 58 T.C. 585 (1972), aff’d, 73-2 U.S.T.C. 9359
(6th Cir. 1978), cert. granted, 42 U.S.L.W. 3382 (U.S. Jun. 7, 1974); William Tiffin
Downs, 49 T.C. 533 (1968).
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cases under section 174 could have been decided on continuity
and regularity or profit motive criteria alone.*?

PreraraTorRY TO0 ENGAGING IN A TrRADE OrR BUSINESS:
NONAGRICULTURAL

Ironically, the primary significance of the holding one’s self
out doctrine lies not in the doectrine itself, but rather in its utiliza-
tion as a conceptual underpinning for the preparatory to en-
gaging in a trade or business approach, which appears to be more
frequently applied to tax shelter (deferral) situations than to
hobby losses. Cleophus L. Kennedy best illustrates this point:

Ordinarily, earrying on a trade or business ‘‘involves holding one’s
self out to others as engaged in the selling of goods or services.”’ Deputy
v. DuPont 308 U.S. 488, 499 (1940).

[E]ven though a taxpayer has made a firm decision to enter into
business and over a considerable period of time spent money in
preparation for entering that business, he still has not ‘‘engaged in
carrying on any trade or business’’ within the intendment of sec-
tion 162(a) until such time as the business has begun to function
as a going concern and performed those activities for whieh it was
organized. [Footnote omitted.]

Richmond Television Corp. ». United States, 345 F. 2d 901, 907 (C.A.
4, 1965), vaeated and remanded on other grounds 382 U.S. 68 (1965)
(see also the cases eited therein).

Riverside did not begin to function as a going coneern until the date
it first opened its doors to the public—September 12, 1969. Albeit
Mr. Kennedy was legally capable of filling prescriptions at an earlier
date because of having acquired the requisite licenses, the ability to
transact business does not satisfy the ‘‘carrying on’’ requirement of
the statute. Therefore, we hold that none of the pharmacy-related ex-
penditures made prior to opening on September 12, 1969, is deduectible
by petitioners under section 162(a).

Mr. Kennedy’s preopening expenditures were ineurred in ereating a
business which would ultimately produce inecome taxable to Riverside
after incorporation.463

402 Sce, c.g., Stanton v. Comm’r, 399 ¥.2d 326 (5th Cir. 1968); Oliver B. Kilroy, 32
T.CM. No. 7 at 20 (1973) (“It is clear that Kelroy’s isolated research effort could
not by itself constitute a trade or business. Martin Mayrath, 41 T.C. 582, 580 (1964),
aff’d, 357 F.2d 209 (C.A. 5, 1966), John F. Koons, 35 T.C. 1092, 1100 (1961)”).
But see Edwin S. Snow, 38 T.C. 585 (1972), aff’d, 73-2 US.T.C. § 9559 (6th Cir.
1973).

40332 T.C.M. 52, 55 (1973); see Sunow v. Commy, 73-2 U.S/T.C. § 9560 (Gth Cir.
1973), cert. granted, 42 U.S.L.W. 3382 (U.S. Jan. 7, 1974). Tho conclusion in Kennedy
that ability to transnct business does not sutisfy the earrying on requirement should bo
contrasted with Cecil Randotph Ilundiey, Jr., 48 T.C. 339, 348 (19G7).
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Early Development

Many of the preopening expense decisions do not elearly articu-
late any rationale to support the conclusion that preopening.
preparatory or start-up costs are not incurred in carrying on a
trade or business. The issue arose in reported decisions as early
as 1929 when the majority of the then Board of Tax Appeals held
in Harrisburg Hospital, Inc., that ¢ ‘operation of a trade or
business regularly carried on by the taxpayer’’’ for the pur-
pose of the net operating loss provisions of the Revenue Aect of
1925 was not satisfied where the taxpayer was not actually engaged
in earrying on a trade or business, but was ‘““merely making
preparations to carry on its business and was in the process of
erecting a hospital for that purpose.’”’ % No further explanation
was offered, but the facts diselose that during the period in uestion
the hospital was in the process of construction and arrangements
were being perfected for its operation, no income was received
until the construetion was completed and operation of the hos-
pital was begun in a subsequent year.

The Board subsequently followed Harrishurg Hospital in
379 Madison Avenue, Inct®® There, in 1922 the taxpayer leased
land, commenced construction of an office huilding, secured tenants
and incurred rental agent commissions. The taxpayer maintained
its business was carried on from the moment it acquired the lease-
hold and commenced construction since it was authorized to do
so by its charter, hence, such activities constituted part of its
business. The Board of Tax Appeals disagreed, reasoning that a
preliminary period of preparation—of getting ready to carry on
a business—did not constitute operating a trade or business. In
the eyes of the Board all of the taxpayer’s activities were prospec-
tive. The Second Circuit reversed the lower court.

Certainly the corporation was ‘‘carrying on business’’ within the ordi-

nary meaning of that phrase, and within its meaning in seetion 1000

of the Revenue Act of 1921 imposing a special exeise tax with respeet to

“carrying on or doing business.’”” 42 Stat. 294. See Reg. 64, arts. 11,

12; Associated Furniture Corp’n v. United States (Ct. Cl.) 4 F.

2d) 78. Cf. Flint v. Stone Tracy Co., 220 1. S. 105. 171, 31 8. Ct.

342, 55 L. Ed. 389, Ann. Cas. 1912B, 1312. We see no reason why

46¢15 B.T.A. 1014, 1018 (1920). It has been argued that such expenses should be
treated as orgamizational expenditures amortizable under section 248. Carruthers, Haw
to Treat the Ezxpenses of Organization, Reorganization and Liquidation, 24 N.Y.U.
Ixst. 1053, 1062 (1966). See gencrally Comment, The Deductibility of Prc-Incorpora.
tion Expenses, 20 Catnouic U.L. Rev. 463, 473-76 (1970).

46523 B.T.A. 29 (1931), rcv'd, 60 F.2d 68 (2d Cir. 1932),
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in section 204 a similar meaning should not be ascribed to the phrase
“‘business regularly carried on,’’ provided the corporate activities have
continuity and are of normal character. So much is implied by the
word “‘regularly’’; it execludes isolated or unusual transactions. See
Auburn & Alton Coal Co. v. United States, 61 Ct. Cl. 438, 444; Bedell
v. Commissioner, 30 F. (2d) 622, 625 (C.C.A.2). In the case at bar,
the corporation was continuously engaged in 1922 in carrying on the
business for whieh it was chartered. It not only acquired a leasehold
and prosecuted the erection of its building, but it employed real estate
brokers, made leases of space to prospective tenants, and collected nearly
$50,000 of rentals paid in advance. In improving its real estate, nego-
tiating leases, and incurring the expenses which it seeks to deduet, it
was prosecuting its normal activities and was regularly carrying on
its business even though that business was not yet at full flower. We
think the claimed net loss deductions should have been allowed.4%¢

After this brief development the preliminary to ecarrying on
a trade or business issue remained relatively dormant for a
decade and a half until George C. Westervelt.As" There the Tax
Court using preparatory language concluded that a trade or busi-
ness did not exist at the stage (actually in advance of the start-up
or preopening period) where the taxpayer incurred expense prior
to and for the purpose of reaching a decision whether to estab-
lish a business. The decade of the fifties saw considerable litiga-
tion concerning such investigatory expenses, and it now appears
well established that they must be capitalized under the theory
that they are not incurred in an existing trade or business.

Overlooking the earlier Harrisburg Hospital and 379 Madison
Avenue development, in the early 1960’s the Tax Court extended
the investigatory cases to the start-up stage in two areas: R & D
expenditures under section 174 and farm losses.*® The latter de-

466 379 Madison Ave., Inc. v. Comm’r, 60 F.2d 68, 69 (2d Cir 1932). The Supreme
Court in Higgins v, Comny’r, 312 U.S. 212 (1941), held that the Flint v, Stone Tracy lino of
cases (the articulated basis for decision in Madison Advenue) was not precedent for what
constituted a trade or business for purposes of section 162. However, tho issuo in
Higgins was whether the activities in question constituted a trade or businesy in cons
trast to investment activities. Arguably, therefore, Higgins does render relinnco upon
Madison Awvenue risky in determining when a trade or business commences, While equat-
ing business with corporate purposes, a premise of Madison Avenue, may bo erroncous
under more recent decisions such as Adirondack League Club, 55 T.C. 796, 817 (1971),
aff’d, 458 F.2d 506 (2d Cir. 1972) (concurring opinion), the same comcurring opinion
read Flint v. Stone Tracy as enunciating a profit motive test., 55 T.C. at 816.

4678 T.C. 1248 (1947). Sec generally Fleischer, The Tax Treatment of Expenses Ine
curred in Investigation for a Business or Capital Investment, 14 Tax L. Rev. 567 (1959).

468 In T.R. Ewart, 25 T.C.M. 96 (1966), apparently the ounly reported deecision in this
area in which the taxpayer chose to rely upon Madison dwenue, the Tax Court brushoed
such reliance aside without analysis under the unconvincing rubrie that the facts bofore
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velopment is considered separately because of its significance and
the impact of different tax accounting rules applicable to farmer
taxpayers. In John F. Koons*® the Tax Court reasoned that
the reference in section 174 to trade or business by virtue of the
committee report citation fo section 162 dictated that the ‘‘con-
cept was not intended to encompass all activities engaged in for
profit, but was used in the realistic and practical sense of a
going trade or business.’’*" The taxpayer had purchased an in-
vention that was in a preliminary laboratory state and had entered
into a development contract with a research laboratory to bring
the invention to maturity as a practical device. The taxpayer
sought to deduct the amounts paid for such development services
under section 174. The Koons court concluded that the develop-
ment activity was preliminary to the coming into existence of a
business. ‘‘Ixpenditures made in investigating a potential new
trade or business, or preparatory to entering into such business,
do not, in our opinion, qualify for the application of section
174(a) (1).>’ ¥ Neither Koons nor its progeny in the R & D
area considered the distinction between investigatory and devel-
opmental or start-up expenses. Moreover, most if not all such
decisions could have been decided under the existing profit motive,
continuity or holding one’s self out authorities under seetion 162.

Richmond Television Corp.

The leading preoperning expenses decision, Richmond Television
Corp. v. United States,*™ was neither a farm loss nor a R & D
case, although influenced to some degree by the latter trend. At
issue was the deductibility of preopening expenses incurred prior
to receipt of a F'CC license and initiation of commercial broad-
casting in training a staff to operate a television broadcasting
station. The Fourth Circuit viewed the question as the dedueti-
bility of preopening expenses incurred between the decision to
establish a business and actual beginning of business operations,
noting that investigatory expenses were indisputably capital ex-
penditures. It acknowledged that prior decisions contained ¢‘little

it were quite different from those in Madison Avenue and found the expenses in ques-
tion to be nondeductible investigatory expenses.

469 35 T.C. 1092 (1961).

470 John F. Koons, 35 T.C. 1092, 1100 (1961).

471 Jd. at 1101

472345 F.2d 901, 905-07 (4th Cir.), vacated and remanded per curiam on other
grounds, 382 U.S. 68 (1965).
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discussion of the question of when, in point of time, a trade or
business actually begins.”’ 47

The government in fact had not argued this issue in its brief
to the Fourth Circuit, rather, it had asserted that (1) the train.
ing of the staff ereated a capital asset in the form of a reservoir
of skills with continuing benefits over a period of years and
(2) charging against the first year’s income of the business
through net operating loss deductions the large outlays required
to enter into it would produce a gross distortion of the taxable
income for that year.!™ The taxpayer responded in its brief
that there was no legal requirement that expenses must produce
income in the year that they are incurred and the expense of
training employees was traditionally an ordinary and necessary
expense. It further attempted to distinguish Petersburg Television
Corp., one of the decisions cited by the Department of Justice
on appeal but not discussed in a preopening context, on the
grounds that (1) the taxpayer there conceded it was not engaged
in business prior to granting of the FCC license and (2) the pre-
business authorities relied upon therein involved investigatory
expenses.i™

‘While the Richmond Television court aceepted the government’s
acquisition of staff theory as an alternative holding, it first pro-
ceeded to survey several investigatory and preopening decisions
concluding that:

The uniform teaching of these several cases is that, even though a
taxpayer has made a firm decision to enter into business and over a
considerable period of time spent money for preparation for entering
that business, he still has not ‘‘engaged in carrying on any trade or
business’’ within the intendment of section 162(a) until such time as
the business has begun to funection as a going concern and performed
those activities for which it is organized.47s”

473 Richmond Television Corp. v. United States, 345 F.2a 901, 905 (4th Cir, 19G5),

474 Brief for Appellant at 12-13, Richmond Television Corp. v. United States, 345 F.2d
901 (4th Cir.), vacated and remanded per curiam on other grounds, 382 U.S. 68 (1965).
The government reiterated this argument before the Supreme Court, and Snow v,
Comm’r, 73-2 U.S.T.C. ] 9559 (6th Cir. 1973), analyzed the preparatory to engaging
in a trade or business concept (which it bottomed on the holding one’s solf out doetrine
in the context of preventing the use of seetion 174 to effeet “unintended tax sheliers”).

475 Brief for Appellee at 9-12, Richmond Television Corp. v. United States, 345
F.2d 901 (4th Cir.), vacated and remanded per curiam on other grounds, 382 U.S, 68
(1965).

476 345 F.2d@ at 907. With one exception these cases were either investigatory cases
or the prebusiness holding was superfluous since the expenditures were clearly capital
under traditional eriteria (the television license decisions), That exception, Cohn v,
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In requesting that the Supreme Court grant a writ of certiorari
in Richmond Television the taxpayer asserted that the decision
presented an important unsettled tax question: ‘“When has a
corporation’s business commenced so that admittedly ordinary and
necessary expenses paid or incurred in starting up are deductible
as expenses and are not capital.”’ "7 The government, in opposi-
tion to the granting of the writ, primarily justified the Fourth
Circuit’s result on the alternative staff training ground, citing
numerous cases and other authorities to support that rationale.
It reiterated that permitting the (NOL) deduection would result
in a gross distortion of income. As to the preopening concept of
the Fourth Circuit, the Solicitor General stated:

Petitioner relies upon § 162 of the Code as authorizing the instant
deductions. In line with the requirement that pre-operating expendi-
tures must be eapitalized, that provision allows a deduction for only
those expenses ‘‘paid or incurred during the taxable year in carrying
on any trade or business.”” The court of appeals correctly held that
petitioner did not carry on any trade or business during the years
1953-1955 and that the costs here in question were thus nondeduectible
capital expenditures.47®

Of course, the requirement for which no authority was cited by
the government had been virtually resurrected by the Fourth Cir-
cuit in Richanond Television, so that the government was indulging
in a bootstrap argument. Despite the government’s rather passive
role in the formulation of the preopening expense doetrine by
the Richmond Television court, it immediately relied upon the
decision in farm loss controversies (to little avail) and more
recently has begun to rely upon it in the area of corporate pre-
opening expenses.™

The Supreme Court did not address the preopening issue in
Richmond Television, consequently, it remains unsettled.*®® For

United States, 57-1 U.S.T.C. § 9457 (W.D. Tenn. 1957) is partially flawed by heary
reliance on the erroneous definition of capital expenditures as nonrecurring expenditures.

417 Petitioner’s Brief for Certiorari at 5, Ricimond Television Corp. v, United States,
382 T.S. 68 (1965).

478 Respondent’s Brief in Opposition to Certiorari at 3, Richmond Television Corp. v.
United States, 382 U.S. 68 (1965) (emphasis added).

479 Compare Worrell v. United States, 254 F. Supp. 992 (S.D. Tex. 1966) and
Whitman v. United States, 248 F. Supp. 845 (W.D. La. 19053), with Cleophus L.
Kennedy, 32 T.C.M, No. 15 (1973).

480 The Supreme Court did not address the preopening expense issue but merely
remanded for consideration of whether the taxpayer was catitled to amortization de-
duetions for expenses not derived from the NOL carry forwards (which had been the
focus of the lower court controversy). Interestingly on that remand the Fourth Cir-
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despite the Fourth Circuit’s opinion there is ample authority in
various provisions in the regulations that a corporation commences
business as soon as its activities have advanced to the extent
necessary to establish the nature of its business operations. ‘‘I'or
example, the acquisition of operating assets which are necessary
to the type of business contemplated may constitute the beginning
of business.’’ %! While it might be argued that beginning a
business, here for purposes of section 248, as well as of section
1.1371-1(a)(2) of the regulations, is not the same as carrying
on a trade or business, the same approach is used in determin.
ing when a corporation commences the active conduet of any trade
or business under sections 955(c) and 1372(e) (5). Thus, the active
conduct, for instance, of a restaurant business can commence in
the taxable year in which construction of the restaurant facility is
undertaken or real property is purchased or leased for such
use.® Indeed, the Service has ruled that developmental planning,
negotiating for financing and readying property for construction
constitutes being engaged in the active conduct of a trade or
business.®® Furthermore, the Administration Proposals for Tax
Change (Tax Reform Bill of 1973) implicitly acknowledge that

cuit’s restatement of its earlier holding omitted the preopening rationale and instead
mentioned only its alternative capitalization holding. Richmond Television Corp. v. United
States, 354 F.2d 410 (4th Cir. 1965).

481 Reg. § 1.248-1(a) (8); accord, Reg. § 1.1371-1(c) (2) (ii). S¢e, Mandell, Deduo-
tibility of Pre-Operating Ezpense: Successful and Unsuccessful Ventures, 26 N.Y.U.
InsT. 1235 (1967); Note, Federal Income Taxr Treatment of Businegss and Employment
Investigatory Expenses, 56 MInN. L. Rev. 1157, 1164 n.28 (1972). The distriect court
in Riehmond Television Corp. v. United States, 66-2 U.S.T.C. 1 9589 (E.D. Va. 1963),
clearly relied upon these regulations in giving the jury instructions as to when a
business commences. Unfortunately, before the Fourth Cireuit the taxpayer merely relied
upon the section 248 regulations for the somewhat attenuated argument that sinco start-up
costs were not mentioned in such regulations ns chargeable to eapital aceount they were
not required to be capitalized. Brief for Appellee at 15, Richmond Television Corp. v.
United States, 345 F.2d 901 (4th Cir.), vacated and remanded per curiam on other
grounds, 382 U.S. 68 (1965). Ironically, while many commentators have suggested that
the section 248 strongly supports the argument that trade or business status can attach
prior to full grown operations, its first explicit presentation to a court after Rickmond
Television was an individual hobby loss case, rather than a preoperating expense cnso.
Justin A. MeNamara, 32 T.C.M. 11, 16 (1973). Instead of pointing out that tho sec.
tion 248 regulations speak only to when a business comme¢nces and not to whether tho
requisite profit motive is present, the Tax Court broadly announced: “Our attention has
not been called to, nor have we found auy case which holds or even implies that the
test set forth in seetion 1.248-1(a)(3) has any applicability to determining whethor an
enterprise in other than corporate form was actually entered into a trade or business for
purposes of section 162(a).”

482 Reg. § 1.1372-4(b) (5) (ii) (b); accord, Reg. § 1.955-5(a) (3).

483 Rev. Rul. 72-220, 1972-1 C.B. 365.
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construction period or preopening expenses in the context of rental
real estate are currently deductible.®

RaTtionares For STarT-UPr Costs

In addition to the state of hopeless confusion as to when a
business begins, the various rationales for capitalization of
start-up costs that ean be gleaned from case law—(1) inerease in
earning power or providing benefits to future years, (2) integral
part of constructed asset and (3) the requirement of holding one’s
self out—all carry with them their own contrary precedents and
attendant eonfusion.

Increase in Earning Power

In M:id-State Products Co.*** the Tax Court concluded that
expenses—which the taxpayer had originally capitalized on its
books as ‘‘Deferred Development and Preoperating Expense’’ and
had then offset against related income earned in future tax
years, but at trial maintained in the alternative should have been
deducted when incurred—were capital items although of a type
ordinarily deductible currently as ordinary and necessary ex-
penses. ‘‘Here the expenditures were designed and intended to
increase the earning capacity of petitioner beyond that of the
shell egg business, for which it was organized and in which it was
engaged, by setting up and establishing a new and additional
business, namely, that of producing and selling dried eggs in
which operations actually began in the next succeeding year.’’ 48

Nevertheless, otherwise deductible expenditures that expand the
capacity of an existing business or a new business related to an
existing business are currently deduectible.” For example, it has

48¢ TaX REFORM BILL OF 1973, ADMINISTRATION’S PROPOSALS For TAX CHANGE WITH
TREASURY ExXPLANATION, 930 CoNG., 1st SEess. 99 (Comm. Print 1973). The commit-
tee print speaks of “otherwise deductible construction period or ‘pre-opening’ cests which
by their nature precede the income to which they relate,” including interest, taxes and
costs deductible under section 162 or 212 such as “management, brokerage apd legal
fees, insurance, advertising, and transfer and recording fees.” While use of “othenvice
deductible” indicates a surface neutrality as to whether preopening expenses are deductible,
the enumerated deductible section 162 or 212 preopening expenses would not be deductible
if Richmond Television were applicable to comstruction period expenses. Sece Hamovit,
Construction Period Expenses, 29 N.Y.U. Inst. 1075, 1079 (1971). Cf. Dean, Tax Con-
siderations and Problems of the Developer-Builder, 26 N, Y. U. INsT, 209, 210 (1963).

48521 T.C. 696 (1954).

486 Mid-State Products Co., 21 T.C. 696, 714 (1954).

487 See, e.g.. York v. Comm’r, 261 F.2d 421 (4th Cir, 1958); Best Universal Lock
Co., 45 T.C. 1 (1965) ; Kenneth Reiner, 24 T.C.M. 1005 (1965).
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been held in a number of cases that advertising expenses, even
though incurred heavily in a certain year with resulting benefits
over future years, are currently deductible in the year in which
expended.*®® Thus, increase in earning power or benefit to future
years is not alone sufficient, otherwise all ordinary and necessary
business expenditures resulting in greater profit would have to
be capitalized, which is not the law. It might be argued that
deductibility should not obtain if the preopening trade or busi-
ness is properly viewed as essentially a separate and distinet
additional asset. An answer may be that as soon as the business
commences, any further start-up expenditures are expanding the
earning capacity of an existing business and do not create or
enhance an additional asset—with a business commencing as
soon as its activities establish the nature of operations. In any
event in this area of intangible contributions (advertising, start-up
costs) to an intangible asset (a ecompany’s position in the market
or its earning capacity) ‘‘the rulings and decisions are in a state
of hopeless confusion.’” 4%

Integral Part of Construction

Some decisions have allocated preopening expenses, such as
cleaning up a construction site, to the basis of the taxpayer’s
newly constructed principal assets on the theory that such ex-
penditures are an integral part of the total cost of such assets.®
A distinction is drawn, however, in this context between payments
for services performed in carrying on the business of the tax-
payer and for the acquisition of something of permanent use
or value in that business.*! In essence preopening or start-up
costs consist of expenditures of the same nature as deductible ex-
penses the taxpayer will incur in carrying on his trade or business
after it comes into full flower, but which are made prior to that

488 See, ¢.g., E.H. Sheldon & Co. v. Comm’r, 214 F.2d 655, 658-59 (6th Cir. 1954).
While the Tax Court recently concluded from the same precedents relied upon in
E.H. Sheldon that advertising, albeit ordinarily deductible, is capital where made for
the cultivation of business the benefits of which will be realized in future ycars, it
was reversed by the Second Cirenit. Briarcliff Candy Corp., 31 T.C.M. 171 (1072), rev’d,
73-1 U.S.T.C. 1 9288 (2d Cir. 1973).

489 Briareliff Candy Corp. v. Comm’r, 73-1 U.8.T.C. 1 9288 (2d Cir. 1973).

490 Herbert Shainberg, 33 T.C. 241 (1959); see Ben Perlmutter, 44 T.0. 382 (1056),
aff’d, 373 F.2d 45 (10th Cir. 1967). Cf. Acer Realty Co., 45 B.T.A. 333, 337 (1041), af"d,
132 F.2d 512 (8th Cir. 1942).

491 Suckow Borax Mines Consol., Ine., 12 T.C.M. 786 (1953). See Acer Realty v, Comm’r,
132 F.2d 512, 514 (8th Cir. 1942).
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time. Accordingly, preopening expenses should be viewed as more
in the nature of expenses incurred in carrying on the business
rather than for acquisition of a capital asset, particularly since
the business has already commenced, and are therefore
deductible.®?

Holding One’s Self Out

The holding one’s self out doetrine was alluded to by the FFonrth
Cireuit in Richmond Television and clearly relied upon in Cleophus
Kennedy as supporting nondeductibility under section 162 of
preopening expenses. There appears to be no direet precedent con-
trary to this doctrine. Rather, a number of hobby loss decisions
hold for the taxpayer without discussion of this doectrine on facts
disclosing no sales or advertising, so that the taxpayer could
hardly have been holding himself out as selling goods or services.
A more fundamental objection is that in Deputy v. DulPont this
hallmark of trade or business was intended to exclude from that
term investment activities, where the taxpayer never can provide
goods or services to others. By contrast the taxpayer in the pre-
opening business will ultimately provide goods or services to
others. In short, the test was designed to distinguish hetween
trade or business and investment activities and not to determine
when a trade or business has commenced. Moreover, even if this
doctrine is applicable to preopening enterprises, it does not extend
to section 212 so that individuals (but not corporations, to which
section 212 is unavailable) would be able to deduct their pre-
opening expenses under that provision.!*® Such potential dis-

492 See Colorade Springs National Bank v. United States, 73-2 U.8.T.C. ¥ 0795 (D. Col.
1973) ; ¢f. Dixie Frosted Foods Ine., 6 T.C.M. 586 (1947) (where servives performed in
carrying on regular business of employer and not extraordinary compensation, they are
not to be capitalized). See Ellentuck, Taxr Aspecls or Organizing and Operating Holels
and Motcls, 29 N.Y.U. Ixst. 887, 900 (1971) (preepening expenses of recurring natura
should be considered seetion 162 expenses). The Colorado Springs Naticnal Bank court
analyzed the deductibility of the “start-up costs” of a Mnster Charge card operation, a
new type of business not just an extension of the lending field, ¢f. York v. Comn’r, 261
F.2d 421 (4th Cir. 1958), on the basis of the traditional ordinury versus capital factors.
The court thought that it was faced with 2 case of first impression although it noted that
several start-up costs eases were pending in the Tax Court.

493 Tt should be noted, however, that the Tax Court in perhaps the leading investigatory
decision, Morton Frunk, 20 T.C. 511, 514 (1953), held that the predecessor to section 212
was not applicable to preparatory expenses beeause that provision was limited to expenses
of “producing or collecting income in which one has an existent interest or right,”” In-
vestigatory expenses were viewed as expenses incurred in an attempt to obtain income by
the ereation of some new interest, which might in the future prove preductive of income.
This existing interest requirement has long and soundly been eriticized by commentatora.
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crimination between similarly situated different classes of tax-
payers has recently strongly influenced the Second Circuit to
reverse a Tax Court decision which held that items such as
advertising which would ordinarily be currently deductible may
be capital in nature when they are made for the cultivation or
development of business, the benefits of which will be realized in
future years.4%

MaTcring INcore axp DEDUCTIONS

The government’s arguments on brief to the Fourth Circuit
and the Supreme Court in Richmond Television clearly expose
that its goal in the preopening expense area is to match start-up
deduections with the related income ultimately produced. This con-
clusion is corroborated by the Limitation on Artificial Accounting
Losses (LAL) currently proposed by the administration. The
LATL is designed to preclude tax shelters that arise from the
deduction of artificial tax losses from an activity against unrelated
income. The LAL’s remedy is to defer deduetion of such ac-
celerated deductions, i.c., deductions clearly related to some future
expected profit, until such related profit or income is generated,
at which time the deferred losses are deducted against such in-
come. The Treasury views the LAL as a framework of a rea-
sonable matching of income and expense.

Among other items artificial tax losses include otherwise deduct-
ible construction period preopening costs (which are illustrated
by a number of expenses stated to be deductible under section
162 or section 212 as well as other provisions) that by their nature
precede the income to which they relate *—obviously the Treas-
ury places little faith in the Richmond Television preopening ex-
pense doctrine despite considerable speculation by commentators

See, e.g., Wilberding, An Individual’'s Business Investigation Eapenscs: An Argument
Supporting Deductibility, 26 Tax LAWYER 219, 230-32 (1973), Note, Investigation Costs:
An Analysis and a Propesal, 41 TENPLE L.Q. 81, 90-95 (1967). Regardiess of tho validity
of investigatory authorities, a strong case can be made that they are not applicable to
start-up costs. See Solomon, Tax Trcatment of Pre-Opening Expenscs, 46 TAXEs 521
(1968) ; Erbacher, Start-Up Costs: Arc They Deductible by a Corporation for Federal
Income Tax Purposes, 48 TAXES 488 (1970). The preexisting interest rule would appear
particularly subject to this argument sinee the taxpayer has the interest, it morely is not
yet income produeing. “Expenses paid or incurred in managing, congerving, or maintuining
property held for investment may be deductible under section 212 even though tho property
is not currently productive . . . .” Reg. § 1.212-(b).

494 Briarcliff Candy Corp. v. Comm’r, 73-1 U.S.T.C. 7 9288 (2d Cir. 1973).

495 See note 484 supra.
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of its effect on the deduectibility of start-up costs incurred in the
construction of rental real estate.

PREPARATORY TO FONGAGING IN A TRADE OR
Busmvess;: Farar Losses

Another accelerated deduction in Treasury’s eyes consists of
expenses relative to crops or livestock which would not produce
income until a future time and it believes would be capitalized or
inventoried in a business other than farming.®®® Indeed, the re-
capture provisions of section 1251 are inapplicable if a farmer
elects to capitalize such expenditures.®®” The legislative history to
that provision describes the tax treatment of such expenses as
follows:

In most businesses, the cost of constructing an asset (including main-
tenance of the asset prior to its being used in the business) is a capital
expenditure which may not be deducted as incurred but may be re-
covered only by depreciation over the useful life of the asset, In this
manner, the cost of the asset is matched with the income earned by
the asset. Farmers, however, have been permitted to deduct some ad-
mittedly capital costs as they are incurred. For example, a citrus grove
may nof bear a commerecial erop until 6 or 7 years after it has been
planted. Yet, the farmer may elect to deduct as incurred all costs of
raising the grove to a producing state even though such expenditures
are capital in nature. Similarly, the capital nature of expenditures asso-
ciated with the raising of livestock held for breeding may be ignered,
and the expenditures may be deducted currently.4%8

496 See notes 549 through 550 infra and accompanying text.

497 LR.C. § 1251(b) (4) (A).

498 8. Rep. No. 91-552, 91st Cong., Ist Sess. 153 (1969). The premice of this entire
analysis is that farm development costs are capital expenditures which the government
has given farmers the option to capitalize. This premise mny, however, b sericusly ques-
tioned. First, while the regulations have provided since 1922 that “[a]mounts expended
in the development of farms, orchards, and ranches prior to the time when the productive
state is reached may be regarded as investments of capital,” article 110 of regulation 62
(1922) (wkhich the Treasury interpreted in L'T. 1610, II-1 C.B. 83 (1923), us giving the
taxpayer the option of treating such amounts as expenses or eapitalizing them), in Mimeo-
graph 6030, 1946-2 C.B. 45, declared obsvlete in Revenue Ruling 67-123, 1967-1 C.B. 383,
380, the Service took the position that the correet interpretation of this provision of the
regulations was that the taxpayer has the option only to capitalize otherwise erdinary and
necessary current expenses during the development peried, but cannot treat capital items
as ordinary and necessary expenses. Im short, it is submitted that the speeinl farm tax
aceounting rules permit eapitalization of ordinary and necessary expenses, not expensing of
capital costs. But scc Welder v. United States, 329 F. Supp. 739 (S.D. Tex. 1971), aff’d
per curiam, 72-2 U.S.T.C. § 9628 (5th Cir. 1972).

The validity of Mimeograph 6030 was accepted by the Tax Court in Thompson & Folger
Co,, 17 T.C. 722, 728 (1951); and in Richard R. Wilbur, 43 T.C, 322 (1964), the court
elaborated that uuless the expenditure was eclearly deductible or fell within the grey area
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The parallelisms between this understanding of the nature of
farm expenses and rationales used to support the preparatory to
engaging in a trade or business doctrine are obvious and, not sur-
prisingly, the first decision after Mid-State Products to extend the
investigatory expense development to start-up costs was a farm
loss decision, Edwin H. Miner.**® The taxpayer there clearly had
gone beyond the investigatory stage presented in Westervelt. He
had chosen to build up his herd to a profitable size—a process in his
case lasting seven to eight years, which would not be completed
until at least three years beyond the tax years at issue—by the
natural inerease method rather than initially purchasing the
requisite number of cattle. The Tax Court held:

[T]he most that ean be said of petitioner’s beef-raising activities dur-
ing the taxable years here involved (as well as before and after them)
is, that he was endeavoring to build up a herd of animals which would
enable him to engage in a cattle business, that might prove profitable
at some future time. The expenses incident to such a herd build-up
were, accordingly, of a capital nature, and hence not currently de-
ductible. They were analogous to the amassing of the capital asscts such
as the plant and machinery of a manufacturing business, preparatory
to the actual beginning of business operations.b5oo

It is clear that the Miner court was applying what it believed
to be the general accounting rules for acquisition of an asset used
in a taxpayer’s trade or business to the activity of raising cattle.
The Supreme Court in Uwited States v. Catto pointed out, how-
ever, that the general accounting rules (capitalization) applicable
to the costs incurred in the development of assets used in a
trade or business, the basis for the Miner holding, contain an
exception for farmers.’®

(aspeets of expense in current maintenance of an existing but nonproducing asset and of
capital costs in acquisition of a future productive asset), no option was availuble—they
must be capitalized. Morcover, the Ninth Circuit recently pointed out in Maple v, Com-
missioner, 440 F.2d 1055 n.3 (9th Cir. 1971), that were not devolopmental exponses eur-
rently deductible under the pre-Tax Reform Act law, thero would have been little need
for new section 278 which requires capitalization of expenses ineurred in the first four
years of developing a eitrus grove. In addition, IRS, U.S. TREASURY DEP'T, PUBLICATION
No. 225, FarMEr’s Tax GuibE 27 (1973), has returned to this analysis in 1968 and subso-
quent editions: “Pre-productive period. When your land is in this period, you have an
option of dedueting or capitalizing your expenditures that are current ordinary and ncocs-
sary business expenses. For exumple, this option would apply to amounts spent for upkeop
expenses, taxes, interest, and other carrying charges, water for irrigation, fertilizer, culti-
vating and spraying trees.”

499 21 T.C.M. 1173 (1962).

500 Edwin . Miner, 21 T.C.M. 1173, 1177 (1962) (emphasis added).

501384 U.S. 102, 106 (5th Cir. 1966).
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Farm tax accounting rules traditionally divide the life of a
farm into three states: preparaiory, developmental and produc-
tive.52 Preparatory expenses are those incurred prior to the raising
of agricultural commodities or products in order that the farmer
may begin the growing process.’®® Such expenses (typically clear-
ing land, leveling and conditioning land, planting trees and build-
ing irrigation systems) may not be deducted under section 162,
but must be capitalized.®® Developmental expenditures are in-
curred by the taxpayer so that the growing process, once com-
menced, may continue in the desired manner.’®® These expenses
correspond to start-up costs in other areas. Such expenditures
are said to have both capital and business or ordinary natures:
they are ordinary in that they are similar to the expenses re-
quired to maintain or keep up the agricultural items (e.g., trees
or livestock) once they become productive; at the same time they
might be considered as part of, and directly related to, the cost
of acquiring a producing agricultural item, and as such display
the characteristies of capital outlays.5 Because of this dual nature,
the Service has long permitted taxpayers the option of currently
deducting or capitalizing such developmental expenditures ®*"—
purely capital expenditures cannot be deducted during the de-
velopmental period and after the productive stage is reached,
such upkeep or maintenance expenditures must be eurrently de-
ducted.’® The policy supporting an election during the develop-
mental period is apparently to enable farmers who have no out-
side income to capitalize such expenses rather than ereating net
operating losses which might expire prior to earning offsetable
taxable income.5® The productive state is reached when the farm
becomes a full-fledged operating business—generally when crops

502 See DICKINSON, FARM AND RANCH EXPENSES AND CREDITS, BNA TAX AMANAGEMENT
Portronio No. 208, A-8 (1969) ; Comment, Deductible Development and Conscrvation Ex-
penditures for Farmers, 7 HousToN L. Rev. 277, 236 (1969).

503 Robert L. Maple, 27 T.C.M. 944, 950 (1968), aff*d, 440 ¥.2d 1055 (9th Cir. 1971).
In Maple the Commissioner argued that preparatory cxpenses are “initinl nonrecurring,
basic, one-shot expenses or an expense that is capital in nature or is a component of the
cost of acquiring a complete eapital asset.”

504 Mim. 6030, 1946-2 C.B. 45, 46, declared obsolete in Rev. Rul. 67-123, 1967-1 C.B.
383, 386; IRS, U.S. TreasyrY DEep'r, PuBLICATION No, 225 Famuer’s Tax Gumz 27
(1973).

505 Robert Li. Maple, 27 T.C.M. 944 (1968).

506 Maple v. Comm’r, 440 F.2d 1055, 1056-57 (9th Cir. 1971); Richard R. Wilbur, 43
T.C. 322, 328 (1964).

507 See Reg. § 1.162-12; Maple v. Comm’r, 440 ¥.2d 1055 (9th Cir, 1971).

508 Whitman v. United States, 248 F. Supp. 845, 852 (W.D. La. 19G5).

509 Ashworth v. United States, 71-2 U.S.T.C. { 9710, at 87,757 (S.D. Ill. 1971).
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are sold in commercial quantities or in the case of livestock when
the herd has reached the size considered minimal for profit, re-
gardless of whether a profit is actually realized.® Expenses
identical with developmental expenditures must be expensed in this
stage, the option to capitalize is lost.

The Farmer’s Tax Guide, a publication of the Internal Revenue
Service, abandoned the above long-standing nomenclature in 1968
and now refers to the preproductive, a combination of the pre-
paratory and developmental stages, and productive periods, and
denominates former ‘‘preparatory costs’’ as ‘‘preparatory and
development costs.”’ 5! The Guide continues to provide that in
the preproductive period ordinary and necessary business ex-
penses, such as upkeep expenses, irrigation, fertilizer and cultiva-
tion of trees, may at the option of the taxpayer be deducted or
capitalized. In short, expenses formerly described as develop-
mental expenses still can be currently deducted or capitalized
prior to commencement of the productive period.5!?

Because Miner’s ‘‘preparatory to actual beginning of business
operations’’ phraseology was virtually identieal with the pre-1967
farm accounting term ‘‘preparatory state,”” some courts and com-
mentators thought they were synonymous.’*® This conclusion was
€rroneous.

The Ninth Circuit in Maple v. Commissioner ®1* rejected the
very analogy drawn in Miner on the basis of these farm tax
accounting principles. There the Commissioner leveled the fol-
lowing capitalization argument:

Expenses incurred prior to production are capital in nature if they
are necessary to make productive the item involved. The Commissioner
suggests that if a man wishes to produce shoes, he can buy & shoe
factory or he can build one. The cost of getting ready to begin the

510 Compare Whitman v. United States, 248 F. Supp. 845 (W.D. La. 1965), with Com-
ment, Deductible Development and Conservation Ezpenditures for Farmers, 7 HoustoN L.
REv. 227, 236-37 (1969).

511 DICKINSON, FARM AND RANCH EXPENSES, AND CrEDITS, BNA TAx MANAGEMENT
PorrroLio No. 208, A-9 (1969); 1973 IRS, U.S. TREASURY DEr'T, PUBLICATION NO, 225
FarMER’S Tax GuibE 27 (1973).

512 One commentator has questioned whether these changes signify the abandonmont of
the case law “preparatory period.” DIcKINSON, note 511 supra at A-10. It is more likely
that the changes were intended to circumvent the defenses to such doctring which had beon
raised by cases such as Whitman.

513 See Whitman v. United States, 248 F. Supp. 845, 854 (W.D. La. 1965); Cenac v.
United States, 67-2 U.S.T.C. 1 9576 (E.D. La. 1966). See gencrally Young, The Lolo of
Motive in Ewvaluating Tax Sheltered Investments, 22 Tax LAawver 275, 208 (1969);
Allington, Farming as a Tax Shelter 14 S.D. L. Rev. 181, 205 (1969).

514 440 F.2d 1055 (9th Cir. 1971).
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manufacture of shoes, however, must be capitalized whether that cost
is embodied in the cost of building a factory or in the price paid for
one that is already built.515

In short, the government argued that under the amassing of
capital assets theory, a farmer, or in that particular case an
orchard grower, has to capitalize his costs in acquiring his ulti-
mately income producing assets. Maple rejected this argument,
earlier adopted by idliner.

The Commissioner is right about shoemakers. But shoemakers and
farmers are not treated in parallel ways by the code and by the regu-
lations. The cost of developing orchards, farms, or ranches, even prior
to the time when they are productive, may often be deducted rather
than capitalized, even though analogous development costs in other
industries would have to be capitalized (Sce Income Tax Regulations
§ 1.162-12; Estate of Richard R. Wilbur (1964) 43 T.C. 22.) In the
field of agrieulture the manner in which the expense was incurred
will often determine whether it is a capital expenditure or a business
expense. If a dairy farmer buys his cows fully mature, he must capi-
talize their purchase price; if he buys them as calves, he may deduct
the cost of raising them to maturity, even though that expense is as
much a cost of obtaining an income-producing business as is the pur-
chase of the mature cows. We must analyze the precise path the taxpayer-
farmer actually took and we must ask whether the expense in question
was purely capital in nature or fell within what the Tax Court has
termed the ‘‘band of grey’’ between capital and business expenses that
exists only in agriculture. (Estate of Richard R. Wilbur, supra at 328.)

The band of grey erists because many of the costs of rumning a
producing farm are identical to the costs of creating a producing farm.
A farmer feeds his mature cows to obtain continued milk production;
he gives the same feed to his calves to bring them to maturity. A
strietly logieal distinction canm, of course, be drawn betiveen these two
expenditures based upon difference in their purposes, but the tax law
does not distinguish them. Ezpenses of maintaining agriculture items
in the preproductive state are deductible if they are sufficiently similar
to the expenses that will be required to maintain them once they are
productive. (See Estate of Richard R. Wilbur, supra.) 516

Thus, the conceptual underpinning of Miner and its progeny is
in error. Furthermore, since expenses such as feed and depreci-
ation ineurred in building up a herd by the natural inerease
method are identical to those which will be incurred when the
herd reaches the projected size at whieh it is expected to be
profitable, they qualify as developmental expenditures currently
deductible at the taxpayer’s option. It should be no surprise,

515 Maple v. Comm’s, 440 F.2d 1055, 1056 (9th Cir. 1971).
516 Id. at 1056-57 (emphasis added).
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therefore, that when the government subsecuently relied upon
the Miner amassing of eapital assets rationale in Whitman v.
United States,’™ which carefully considered the farm accounting
rules, the district court noted that while it felt that the con-
clusion in Miner remained open to debate, the taxpayer’s beef
raising activities had passed the preparatory stage and ‘‘were
firmly entrenched in the development stage.’” The taxpayer in
Whitman clearly utilized in large part the natural inerease method:
he began with six cows in 1959, had 55 cattle at trial in 1965 and
intended to build the herd up to 120 to 160 head by 1967 or 1968.

The Tax Court again in Loy D. Mercer ®®® held that the tax-
payer, who owned six head of cattle and estimated that a herd
of 150 was necessary for profit, was at most preparing to go
into the beef raising business if and when he obtained land of
his own and ecapital for improvements. The Ninth Circuit, which
subsequently decided Maple, did not agree.

It seems clear from a reading of the opinion of the Tax Court that
its decision was in essence a conclusion that the taxpayer’s venture was
not aimed at profit because a reasonable man would not expect a
profit from such a venture, and that while he might in the future get
into such a business, he had not yet done so in the years in question. . . .

Here the taxpayer entered into a venture with a good faith expecta-
tion of profit. Whether that expeetation was foolhardy or shrewd is of
no moment. The taxpayer expended his effort and capital to the limit
of his available time and resources. There can be no conclusion other

than that the taxpayer’s venture, though small in results, was a trade
or business. . . .519

Miner also contained a theme that some decisions treated as
part of the profit motivation requirement and others as part
of the preparatory to beginning a trade or business requirement.
The Tax Court found that the taxpayer had no profit motive,
because he was ‘‘fully aware that he could not, conceivably have
realized a profit from those beef-raising activities in which he
was actually engaged. Nor could he have had even an expectation
of a profit for at least 3 years after the last of the taxable year,’? 520
The unarticulated premise was that aectivities must be directed

towards making a profit in the reasonably near future to be profit
motivated.

517 248 F. Supp. 845, 854 (W.D. La. 1965).

518 25 T.C.M. 467 (1966), rev’d, 376 F.2d 708 (9th Cir. 1967).
519 Mercer v. Comm’r, 376 F.2d 708, 710-11 (9th Cir. 1967).
520 Edwin H. Miner, 21 T.C.M. 1173, 1177 (1962).
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This premise was clearly exposed in Harold I. Snyder ™ a
subsequent hobby loss preparatory decision. Snyder acknowledged
that the taxpayer’s intent to carry on the activity with the hope
and expectation of making a profit is of prime importance, but
added that the taxpayer’s effort must be directed toward the
accomplishment of that purpose in the reasonably near future.
‘While the eourt did not expeet livestock breeding to show a
profit overnight, it thought that ‘‘there must be some expecta-
tion at the time the operation is commenced that the business
will produce a profit in the not too remote future.”” The coneclu-
sion reached was that the taxpayer lacked a profit motive and
the operations at best were more in the nature of preparing to
enter a business rather than the conduect of a business.

The distriet eourt in Riddle v. United States®® also clearly
viewed this approach as an element of the preparatory to en-
gaging in a trade or business concept: ‘‘whether [the taxpayer]
was primarily or predominantly concerned with making a profit
during the immediate tax year or making a profit at some time in
the future, is the ultimate issue.’’ If the latter, then the activity
would constitute mere preparation for engaging anew in or for
resuming a trade or business.

Judge Pierce, the trier of fact in 1liner, later elaborated in
Charles A. Dun Leavey % on the other hand that the requisite
present intention to earn a profit is not satisfied by a mere hope
that at some indefinite time in the future the activity will yield
a profit. The court found it perfectly evident that the taxpayer
in the tax year had no present intention, hope or expectation
to realize a profit in that year.

Thus, the requirement that a profit not be too remote, or in its
extreme form that a profit must be expected in the tax year, is
tied into the preparatory theory in some cases and into profit
intention in others. It is submitted that this requirement is in
error in both instances. As the court pointed out in Cenac .
United States® as long as a farm is in the preparatory stage
it is not a business even though being prepared primarily to be
an activity for profit. Once it has been prepared for operation
and is in the developmental stage it may be considered a busi-

521 25 T.C.M. 1326 (1966). Sec gencrally DicKinson, Farx anp RancH Losses, BNA
Tax MANAGEMENT PorTFOLIO No. 241, A~23 (1970).

522205 F. Supp. 357, 360 (D. Colo. 1962).

52324 T.C.M. 865 (1965).

522 67-2 U.S.T.C. { 9576, at 84,875 (E.D. La. 1966).
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ness, although not yet productive. The expectation of profit, how-
ever, indeed can be only an ‘“‘expectation of making a profit out
of [the] activities once they . . . reach the produective period.”’

Similarly, the widespread recognition of the formative or
start-up period, which may last 10 to 15 years in a livestock breed-
ing operation, as an exception to the factor of continued losses in
determining profit motivation effectively limits or even negates
any requirement that profit must be obtained in the reasonably
near future. Furthermore, the belief that a mere hope for a
profit in the indefinite future is not sufficient is clearly based on
a reasonable expectation of profit approach, precluded in the
application of section 183. For instance, in Hicks v. United
States’® the government requested that the jury be charged:
““The plaintiff’s expectation of profit must have been reasonable.
A vain hope that on some remote day a profit will result is not
enough to make the operation of a farm a business.’”” The judge
refused to give the instruction because he was of the opinion that
““it is a question of good faith and a bona fide expectation of
making a profit that is controlling.’’ #2¢

It may be noted that AMiner and many of its progeny could
easily have been decided on traditional profit motivation grounds.
This is clearly evidenced, for example, by Edward R. Godfrey,
decided several months after Miner by the same judge on virtu-
ally identical facts and with almost word for word reasoning.
After going through a preparatory for future entry into a cattle
raising business analysis, the Tax Court concluded that the tax-
payer’s primary purpose in buying the farm as a whole was not
to establish a profitable business, but rather ‘‘to gratify his desire
to establish a substantial country cstate.’”®® The Sixth Cireuit
affirmed on precisely this ground.

In summary, once a farm activity reaches the stage that its
expenses are of the same character as those eurrently deduetible
when the farm is productive and profitable—classic start-up costs
—the Comimissioner cannot in the face of existing farm tax aceount-
ing rules successfully capitalize such expenditures as prepara-

525 72-1 U.S.T.C. 7 9383, at §4,324-325 (S.D. Miss. 1972); accord, Brooks v. Comm'r,
274 F.2d 96, 99 (9th Cir. 1959) (Tax Court ruled testimony of prospective monetary gain
was “hope” and not based on fact; Niuth Circuit reversed beeause proper test is good
faith purpose or belief of making a profit).

526 Hicks v. United States, 72-1 U.S.T.C. 4 9383, at 84,324 (S.D. Miss, 1972).

527 22 T.C.M. 1 (1963), aff’d on other grounds, 335 F.2d 82 (6th Cir. 1064), cert. denicd,
379 U.S. 966 (1965).

528 Edward R. Godfrey, 22 T.C.M. 1, 5 (1963).
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tory to engaging in the business of farming. The virtual invitation
to the taxpayer in the section 1.183-2(b) of the regulations factor
of history of income or losses to rely upon a start-up period de-
fense 5 may pose an almost irresistible temptation to the Com-
missioner to dust off and apply Miner and its progeny when that
defense is utilized.®* A commentator earlier suggested, however,
that in view of the ““increasing disenchantment among the courts
with what are essentially inaccurate methods of determining
income for farmers’’ the Treasury might ‘‘tighten up?’ the regu-
lations permitting the deduction of the costs of raising breeding
livestock.’® Tt has not done so and, instead, with the failure of

520 Moreover, the natural increase method has expressly been eanctioned by the courts.
E.g., Joan F.W. Farris, 31 T.C.M. 821 (1972). In several decisions, natural inerease was
not explicitly considered as a factor although the facts indieate that the livestock herd had
increased primarily through that method. Whitman v. United States, 248 F. Supp. 845, 847
(W.D. La. 1965) ; Mary Ellis Turner, 23 T.C.M, 1186 (1964) ; Rowe B. Metealf, £2 T.C.M.
1402 (1963).

520 Indeed, the writer has encountered just such relinuce by a revenue agent en Godfrey
in an audit initially involving only section 183 in which the taxpayer utilized in large
part the initial stage factor of the regulations to explain substantinl lesses. It geemed
obvious that the agent had been advised to rely on the preparatory to engaging in a trade
or business concept. The agent cited only Godfrey in the face of a taxpayer memorandum
setting forth many of the farm loss decisions cited previously in this article.

531 Allington, Farming as a Tax Skelter, 14 S.D.L. Rev. 181, 202 (1969). The conclu-
sion of judicial “disenchantment” was derived from (1) the Supreme Court’s statement
in United States v. Catto, 384 U.S. 102, 115 n.23 (1966), that it did not have to determine
the correctness of the Treasury’s interpretation of the legislative history of the prede-
cessor to section 1231(b) (3) as precluding amendment of the regulations to require each-
basis ranchers to capitulize the costs of raising breeding livestock; and (2) the Tax
Court’s observation in George L. Schultz, 50 T.C. 688 (1968), af’d, 420 F.21 490 (34
Cir. 1970), that despite the fact that the Commissioner might have painted himself into
a corper in permitting cash basis agriculturists to expense the costs of rnising farm com-
modities even though they may be entitled to capital gains on their sale, it would not put
him in the same position in other areas where the underlying considerations were difierent.
These eases were viewed as an invitation to tighten up the regulntions.

In Schultz the taxpayer purchased raw whiskey in bulk to hold for the normal aging
period (four years). The divided Tax Court found that his purpese was to purchase four
year old bourbon and, therefore, the insurance and storage costs over the four year old
whiskey. Accordingly, onc commentator has reasoned that Schultz lends support te the
capitalization of expenses of developing a breeding herd: “the expenses are being incurred
to obtain a different asset (breeding animals) than the original property (immature
animals).” Allington, Farming as a Tax Shelicr, 14 S.D.L. Rev. 181, 203 (1969). Indced,
the distriet court in Ashworth v. United States, 71-2 U.S.T.C. { 9710 (S.D. Ill. 1971),
followed essentially this tack, reasoning that the expenses ineurred in order to begin grow-
ing orange trees are not development expenses incurred in order to begin growing oranges
so that the costs of raising a seedling to the point where it can be transplanted to the
orchard must be capitalized. However, Maple v. Comm’r, 440 F.2d 10435 (8th Cir. 1071),
holds to the contrary. Furthermore, in Daniel D. Kinley, 51 T.C. 1000, 1004 (1959),
aff’d, 70-2 U.S.T.C. 1 9462 (24 Cir. 1970), the Tax Court rejected the Commissioner's
argument that the taxpayer grew pine trees which were converted into marketable Christ-
mas trees which, through proper care during their growth, matured into marketable trecs,
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case law to consistently achieve matching of such deductions and
future related income, has turned to legislative remedies. The
first tack taken, recapture of farm losses under section 1251, is
similar to the approach earlier provided for recapture of ac-
celerated depreciation with respeet to real estate but only deals
with the distortion arising from allowance of ordinary dedue-
tions offset only by capital gain income and not with the deferral
aspect.® Yet the deferral aspect alone has been deseribed as
the essence of a tax shelter: ‘“the deferral or postponement of
tax on current income . . . by accelerating future deductions into
the current tax year.’’%2 The interest free loan from the gov-
ernment in the form of the deferred taxes may be viewed as the
investment in the activity generating the tax shelter, so that in
many instances the taxpayer is in effect investing the govern-
ment’s tax dollars rather than his own money. This inherent
defeet in any recapture approach plus the numerous exceptions
to section 1251 and the other recapture provisions as well as
the ingenuity of taxpayers and their tax and investment advisors
in finding shelters, and the recent boom in such shelters, un-
doubtedly underlies the administration’s LAL proposals.

STATUTORY APPROACHES: SECcTION 1251

Section 1251 recaptures as ordinary income gain realized upon
the disposition of ‘‘farm reeapture property’’ to the extent of the
balance in a taxpayer farmer’s ‘‘excess deduection account’’
(EDA), but does not affect the current deduectibility of farm
losses.®®* Every farmer must maintain such an account unless he
elects to use inventories and charge to capital account all expenses
properly chargeable thereto, essentially development costs.® The
policy underlying the election is that section 1251 is directed
against combining (1) a current ordinary loss for various farm ex-
penditures the Treasury believed were capital in nature, e.g., devel-
opment expenditures, and (2) capital gain treatment on the sale of
the asset to which the expenditure relates.®*® Capitalization of such

532 Davenport, Farm Losses Under the Tax Reform Aet of 1969: Keepin’ ’Em Happy
Down on the Farm, 12 B.C. Inp. & Cox. L. Rev. 319, 325 (1971).

533 TAX REFORM BILL OF 1973, ADMINISTRATION’S PROPOSALS FOR TAX CHANGE WITH
TREASURY EXPLANATION, 93p CONG., 1sT SESs. 95 (Comm. Print 1973).

534 LR.C. §§ 1251(b), 1251(c), and 1251(e)(1). Sce ¥LR. REp, No, 91-413 (Part 1),
91st Cong., 1st Sess. 66 (1969).

535 LR.C, § 1251(b) (4); Prop. Reg. § 1.1251-2(d) (3) (iii), 36 Fed. Reog. 25016 (Dee.
28, 1971).

s3s H.R. No. 91-413 (Part 1), 91st Cong., 1st Sess. 66 (1969).
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expenditures would more nearly match these deductions with their
related income and preclude a current ordinary deduction.

Bach farmer required to maintain an ISDA must inerease it
each year by an amount equal to his farm net loss; subtractions
are made for farm net income, amounts recaptured under see-
tion 1251 and deductions from which the farmer did not obtain
any tax benefit.** Derived from a more modest exception designed
to exclude from the application of farm loss recapture bona fide
farmers who supplemented their farm income with part-time
or off-season employment, additions are made to the EDA of an
individual and certain subchapter S corporations only if the tax-
payer has nonfarm adjusted gross income in excess of $50,000 and
then only to the extent that his farm net loss execeeds $25,000.533

In a literal sense sections 1251 and 183 cannot overlap since (1)
section 1251 does not affect the current deduetibility of farm losses
and (2) section 183 is equally inapplicable to deductions in-
curred in a trade or business because that term presupposes a
profit motive and farm net loss, without which no additions are
made to IBDA, and is defined as the amount by which deductions
allowed or allowable that are ‘‘directly connected with the carry-
ng on of the trade or business of farming’’ exceed the gross
ncome derived from such trade or husiness.®™ In a practical
sense, however, due to the liheral nonfarm adjusted income and
farm net loss floors, the Service may seek to apply section 183 in
many circumstances in which it would have been satisfied with
recapture under section 1251 had it been applicable.* Of course,
running the section 183 gauntlet offers no protection against farm
loss recapture where these floors are exceeded. Application of sec-
tion 183 will yield similar but not identical economie results to
recapture under section 1251 in limited eircumstances. Where tier
3 section 183 deductions are disallowed, the net effect is to reduce
the gain which would have been realized upon disposition of
property used in the activity had the deduetion been allowed, in
which case the basis of the asset would have been reduced, thereby

537 LR.C. § 1251(b).

538 LR.C. § 1251(b) (2) (B). Sce Tax Reform Proposuls contiined in the mezsage from
the President of April 21, 1969, and presented by Representatives of the Treasury De-
partment, 91st Cong., 1st Sess. 52 (Comm. Print 1969). These floors render section 1251
highly ineffectual. Se¢ Davenport, Farm Lesses Under the Tax Reform dct of 1969:
Kecpiw’ ’Em Happy Down on the Farm, 12 B.C. Inp. & CoxM. L. Rev. 319, 348 (1071).

539 L R.C. § 1251(e)(2).

540 Sang, Cattle and Hobby Farming, Summer Rentals and Yachts as Shelters, 31 N.Y.U.
Inst. (Part 1) 801, 834 (1973).
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inereasing the gain realized by an equivalent amount. But for
the deferral aspect of section 1251, this is the same as allowing
an ordinary loss, making a basis adjustment and then later re-
eapturing the amount of gain arising from the basis adjustment
as ordinary income. Since tier 2 deductions ordinarily would not
be added to basis if disallowed, the similarity breaks down there.
A further instance of the uneven results of the various approaches
applied to curb or prevent tax shelters, for example, from farm-
ing operations, is that successful application of the preparatory
to engaging in a trade or business rationale would result in the
equivalent of capitalization of what would be tier 2 deductions
under section 183, thereby creating rough symmetry with see-
tion 1251 but asymmetry with section 183. Section 1251 at best
precludes enjoyment of current ordinary deduetion with future
related income being entitled to capital gains treatment; it does
not affect the tax swing arising from deferral of taxes. The LAL
does.

LAY, ProposaLs

The LAL is designed to eliminate tax shelters which, through
deferral of taxes (possibly equaling or exceeding the amount of
the taxpayer’s investment), may enable the taxpayer to purchase
his investment through an interest free loan of the government’s
tax dollars. Underlying the LAL is the assumption that match-
ing income with expenses to arrive at a reasonable reflection of
annual net income is fundamental to the federal income tax sys-
tem. Under this view, a current expense is deductible in the tax-
able year paid or incurred because it is necessary to produce that
year’s income and is usually consumed in the process., On the
other hand, capital expenditures preceding the receipt of the in-
come which they produce over a number of years can properly
in this model be deducted in the future as the income comes in
and the original investment is gradually consumed.’® Of course,
this model is not faithful in all circumstances to the current
definition of eapital expenditures.’? The Treasury would have
been more forthright, although possibly with less appeal to Con-
gress, to admit that present law does not require matching deduc-
tions with related income, but that a new rule so providing is

541 TAX REFORM BILL OF 1973, ADMINISTRATION’S PROPOSAL3 FOR TAX CHANGE WITH
TREASURY EXPLANATION, 93p Cong., 1sT SESs. 95 (Comm. Print 1973).
542 Briareliff Candy Corp. v. Comm’r, 475 F.2d 775 (2d Cir. 1973).



1974] SECTION 183 AND BEYOND 477

necessary to eliminate tax deferral. The Treasury hinted at this
conclusion in its statement that only with the benefit of hind-
sight in advance would it be possible to determine whether some
costs should be deductible in the current year or in later years,
and that such hindsight is not available under the annual account-
ing principle so that eurrent law provides some degree of flex-
ibility in the timing of deductions.5#

TUnlike section 183 which disallows the deduetions to which it
applies, section 1251 which recaptures deductions, and the pre-
paratory to engaging in a trade or business concept under which
deductions are capitalized, the LAL defers deductions of individu-
als and subchapter S corporations. Certainly from the taxpayer’s
standpoint deferral is preferable to disallowance or capitalization,
but not to recapture.®* Under the LAL an ‘‘artificial accounting
loss’’ is not deductible currently but is suspended through addi-
tion of an amount equal to such loss in a ‘‘Deferred Loss Aceount’?
(DLA). Suspended losses are subtracted from the DLA and taken
as deductions in succeeding taxable years against the first net
related income (in execess of such year’s accelerated deduetions)
or taken into account upon the sale or other disposition of the
property to which the deferred loss is attributable.?®® In the case
of a sale or other disposition of such property in which the pro-
ceeds do not constitute related incomne, as would be the case with
capital gain, the net balance in the DLA attributable to such prop-
erty is subtracted from it and added to the adjusted basis of the
property.®® Such addition would balance out for example earlier
negative basis adjustments made with respeet to depreciation
deductions which were deferred.

An artificial accounting loss is the amount by which accelerated
deductions for the taxable yvear exeeed associated net related in-
come for that year.’*” The former is the heart of the LAL, hut
the latter determines the severity of its impaet on various classes
of investments.®® An accelerated deduection is broadly defined as

543 TAX REFORM BILL OF 1973, ADMINISTRATION’S PROPOSALS For TAX CHANGE WITH
TREASURY EXPLANATION, 93D ConG., 1sT SEss. 96 (Comm. Print 1973).

541 Feinschreiber, 1978 Taz Rcform: The Administration’s Proposals, 51 TAxzs 398, 399
(2973).

515 TAX REFORM BILL OF 1973, ADMINISTRATION'S PROPOSALS For TAX CHANGE WITH
TREASURY EXPLANATION, 93D COXG., 1ST SESS. 97 (Comn. Print 1973).

s46 Id. at 97, 102.

547 Id. at 96-97.

548 Feinschreiber, 1978 Tax Reform: The Administration’s Proposals, 51 TAxes 398, 380
(1973). The LAL has been described as too lenient in this context as te faxpayers en-
gaged full time in activities for which specinl tax preferenves have been provided. Me-
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one that clearly relates to some future expeected profit and has
little or no relationship to income reported in the current year—
the similarity to preparatory expenses is obvious. The Treasury
has provided illustrations of accelerated deductions and others
are to be specifically identified from time to time in the regula-
tions:

(1) Intangible drilling and development eosts,

(2) Accelerated depreciation or amortization in excess of
straight line in the case of net leased personal property, e.g.,
equipment leasing shelters,

(3) Accelerated depreeciation in excess of straight line in the
case of improved real estate held for rental or sale and, simi-
larly, amortization in excess of straight line in the case of
rehabilitation housing,

(4) Construction period preopening costs as to improved real
estate held for rental or sale, and

(5) In the area of farm losses, prepaid feed and expenditures
traditionally denominated development costs—to avoid this
terminology the Treasury awkwardly deseribes this category
as expenses relative to crops or livestock that will not produce
income until a future time, which are annually recurring and
often in the nature of inventories.5°

Under the dubious rationale that only the net inerease in ac-
celerated deductions can create a loss distortion, an exeeption is
carved out purportedly for the ordinary farmer—the analogue of
the section 1251 floors—by providing that the LAL is applicable
to farm losses only if there has heen an increase in the level of
operations or investments in the nature of inventories, i.¢., de-
velopment expenditures. Thus, farming substantially the same
acreage without a major change in the nature of the operation
is ordinarily to be accepted on audit as evidence that any losses
are not artificial. However, an abnormally large and 1inaterial
expenditure in the nature of an accelerated deduction is treated
as an exception to the no increase exception, but with a safe
haven for development costs up to a 20 per cent variation from
the prior year’s expenditures of the same nature, and greater
variations may be justified by the facts and eireumstances. o

Daniel, Taz Reform and the Revenue Act of 1971: Lesions, Lagniappes and Lessons, 14
B.C. Inp. & Con. L. Rev. 813, 857 (1973).

549 Tax REFORM BiLL oF 1973, ADMINISTRATION’S PROPOSALS FOR TAX CHANQE WITH
TREASURY EXPLANATION, 93p CoNG., 1sT SEss. 97-100 (Comm. Print 1973).

550 Id. at 100.
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Associated net related income is computed without regard to
accelerated deduections, which are then allowed up to the amount
of such net income with only the excess being deferred. The net
effect is identical to the tier system under section 183—non-
aceelerated deductions in effect are first allowed against associated
gross related income and then accelerated deductions are treated
in effect as tier 2 and 3 deductions allowable up to the remaining
amount of gross income. But here the analogue of the scope of
the section 183 aectivity issue is even more significant.®® Unlike
the activity portion of the section 1S3 regulations, the scope of
related income is overtly articulated in terms of the underlying
tax policy towards providing particular accelerated deductions as
incentives and thus varies from accelerated deduction to de-
duction. Accordingly, in recognition of the current tax policy of
providing incentives for oil and gas drilling, related income in
the context of intangible drilling costs includes mineral income
from all oil and gas properties. Furthermore, any artificial loss
attributable to a dry hole is allowable in full against any category
of income.® Similarly, reflecting the more favorable accelerated
depreciation rates currently allowed residential rental property
as defined in section 167(j)(2) (B) and property held primarily for
sale, the class of related income here is broad, including both
rental income from all residential real estate and sales income
from real property held primarily for sale.®® A partner or sub-
chapter S corporation shareholder is entitled to treat his un-
distributed share of a partmership or corporate LAL item, re-
spectively, as if he owned a comparable interest in the partner-
ship or corporate property outright.’* Conversely, related income
from nonresidential real property and net leased personal prop-
erty, which does not enjoy equal accelerated depreeciation rates
includes only the rental income from the particular property to
which the accelerated deductions are attributable.’™® Again the
Treasury pursued a liberal tack as to accelerated farm losses:
Income from all farming units in which the taxpayer is personally
engaged as a trade or business as distinguished from units in

551 Id. at 97.

s52 Jd. at 98,

553 Id, at 99,

55t Jd, at 104.

555 Id. at 99. Generally each building is treated as a separate property, but one or more

buildings on a single (or continuous) tract or parcel mannged and operated as n unit are
treated as a single property.
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which he is a passive investor comstitutes a single class.®®® The
distinetion here is between the hona fide farmer and the investor—
a distinction which will probably prove hard to draw in actual
practice.®

Perhaps the most significant aspect of the liberal categories of
related income is the opportunity it offers for pyramiding—shel-
tering taxable income from a tax shelter that has turned around,
begun to generate taxable income rather than tax losses, with
a new tax shelter, committed for after the effective date of the
LAL. Before the LAL was proposed pyramiding was often the
only aceeptable solution to the tax problems inherent in a shelter
which has turned around,®®® and if the LAL is enacted as pro-
posed in years to come undoubtedly there will be a booming
market in second, related income tax shelters.

The Secretary of the Treasury noted that the LAL permits a
taxpayer to shelter income from the investment itself, thereby
leaving a substantial area in which tax incentives may operate.
He was obviously referring to tax-free cash flow, which in the
context of rental real estate consists of net rental income from
an activity, in excess of operating costs and debt amortization,
sheltered by either the accelerated depreciation or a combination
of the straight line and accelerated components of the total de-
preciation allowable with respect to the activity. Thus, the Secere-
tary continued, a taxpayer may still buy investments that yield
tax-free income for substantial periods, but he must use his
own money, rather than tax dollars, to purchase them.5*®

The thrust of the complex effective dates in the administration
proposal, which are very likely to he pushed to later dates in
any final legislation, is to leave unaffected presently existing tax
shelters or those for which commitments have been made, reflect-
ing a poliey choice not to disturh investments made in reliance
upon existing law.5%® Thus, by and large, the LAL as presently
proposed would be applicable to taxable vears beginning after
December 31, 1973, hut even then only as to transactions entered
into or commitments made after April 30, 1973. Thus, deprecia-
tion or amortization arising from real estate and equipment leas-
56 Id. at 100.

57 See, e.g., Maple v. Comm’r, 440 F.2d 1055 (9th Cir. 1971).
558 See Ehrenkranz, The “Investment” Limited Partnership (Other Than Real Estalc):
Problems and Potentials, 26 N.Y.U. INsT. 147, 165 (1968).

559 TAX REFORM BILL OF 1973, ADMINISTRATION’S ProOPOSALS FOR TAX CHANGE WITH

TREASURY EXPLANATION, 93D CoNG., 1sT SEss. 15 (Comm. Print 1973).
560 Id. at 17; cf. id. at 75.

5
5
”
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ing (met leased personal property) tax shelters will never be
affected by the LAL if aequired, constructed or leased prior to
May 1, 1973 or thereafter but pursuant fo a commitment that
was binding on April 30, 1973. A similar exclusion is provided for
intangible drilling costs paid or ineurred prior to the effeetive
date, but it will not have the long lasting effeet that the existing
real estate tax shelter exclusion will have.f On the surface, the
exclusion for existing farm tax shelters appears more limited than,
for example, that provided for real estate. The specific effective
date discussion excludes only costs paid or incurred prior to
May 1, 1978, or thereafter but committed for on April 30, 1973.
The closer parallel would have heen to exelude development costs
for crops or livestock acquired prior to the effective date. In
reality, however, the no increase rule will in most instances be
the vehicle by which taxpayers owning existing farm tax shelters
(other than one-shot, prepaid feed shelters) will eontinue to be
excluded from the LLAL, in many instances longer than a real
estate tax shelter would be able to benefit from the exelusion—
most real estate tax shelters run around in six to ten years, while
breeding herds commmonly remain in a start-up stage for ten to
15 years. In this context, unlike the articulated rationale that
only a net increase in acecelerated deductions ereates a loss dis-
tortion, the no inerease rule is workable and justifiable. Ironically,
the intended policy underlying the no inerease rule—to provide
an exception for the ordinary farmer ®—would have heen hetter
met by providing a floor for accelerated deductions or on non-
related income to enable a new ordinary farmer to enter into a
farming activity without heing affected by the LAL. Undoubtedly,
the Treasury’s unfortunate experience in the Tax Reform Aet of
1969 with the seetion 1251 floors dissuaded it from following this
approach.

The administration’s proposals as to the effective date are silent
in a very important area: syndications or limited partnerships,
the usual vehicle for marketing residential real estate tax shelters.
The basic question is whether the effective date applies to the
date that the partnership acquired or econmmitted for the construe-
tion or purchase of a depreciable asset or construction period
preopening expenses or to the date that the investor acquired
or committed to aequire his partnership interest. Under the gen-

561 Jd. at 102-03.
se2 Jd. at 100.
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eral rules applicable to taxation of partners and partnerships, the
effective date would apply at the partnership level and mot at
the partner level. Furthermore, under such rules a transferee
partner would step into the shoes of his transferor (subject to
the termination rule). If this is the case, a premium will be
placed on unsold and resale of partnership interests in preeffec-
tive date tax shelter partnerships.5®

The LAL frequently overlaps with the various recapture pro-
visions and in some circumstances might produce unintended
results, unless conforming amendments are added to sections 1250
and 1251 or the LAL itself contains special provisions. Assume
that the total amount of the accelerated portion (100M) of the
double declining balance depreciation (200M) taken with re-
spect to a parcel of improved residential real property in 1974
constitutes an artificial accounting loss. Thus, 100M would have
been added to the DLA in 1974 and the basis of the property would
have been reduced by 200M. Assume further than in 1975 while
a 100M balance remains in the DLA the property is sold for
200M above basis. Under the current LAT: proposals the adjusted
basis of the property would be increased by 100M, and 100M
subtracted from the DLA, resulting in a gain of 100M.%4 Under
section 1250 this entire gain would be taxed as ordinary income,
i.e., recaptured, since additional depreciation (accelerated or re-
capturable depreciation) is defined in seetion 1250 as deprecia-
tion adjustments in excess of the amount of adjustments that
would have resulted if such adjustments had been determined
for each year under the straight-line method of depreciation.5®
Thus, additional depreciation would be 100M (200M total adjust-
ments less 100M adjustments under straight-line method). How-
ever, the purpose of section 1250 was to prevent conversion of
ordinary income into ecapital gain by taking depreciation while
gain on the sale is treated as capital gain—Congress believed that
this oceurred when depreciation deductions reduced basis faster
than actual decline in the value of the property. But due to the
general inflationary inereases in the value of improved real estate
it limited recapture to ‘‘what may truly be called excess deprecia-
tion deductions’’ (depreciation in excess of straight line).5® Yet

563 See Rollin & Michi, Taz Shelters Attacked, 59 A.B.A.J. 780, 782 (1973).

564 TAX REFORM BILL OF 1973, ADMINISIRATION’S PROPOSALS FOR TAX CHANGE WITH
TREASURY EXPLANATION, 93D Cong., 1sT SESs. 102 (1973).

565 LR.C. § 1250(b) (1).

566 S, Rep. No. 88-830, 88th Cong., 24 Sess. 131-32 (1964).
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when the LAL applies, such excess depreciation deductions never
offset ordinary income.

Similarly, under section 1251, additions would be made to the
EDA for developmental expenses constituting farm net losses in
excess of $25,000 (if the individual taxpayer has nonfarm adjusted
income of $50,000), but if those expenditures were more than
25 per cent in excess of the prior year’s developmental expendi-
tures, they would be deferred and added to the DLA under the
LAL proposals. If the farm property were sold in the following
year for an amount in excess of adjusted basis equal to the sum
of the amounts added to the DLA and the EDA, recapture of farm
losses would result, although such losses had never been ofiset
against nonfarm income.

One approach to avoid such overlap would be to modify the
definition of recapturable losses in the various recapture provi-
sions to exclude losses added to the DLA. This would probably
entail extremely cumbersome modifications to cover the partner-
ship back-up provisions (section 751) to the recapture provisions.
The simpler approach would be to provide in the LAL itself
that where a deferred loss is recaptured, or section 751 applies by
virtue of potential recapture, upon the disposition of the property,
that it will be allowed as an ordinary deduction rather than being
added to basis. This is the approach taken when addition of a
deferred loss to basis would result in or increase a capital loss
on the disposition.®”

On a literal plane section 183 and the LAL cannot overlap, just
as sections 183 and 1251 cannot. Where deductions turn on a
profit motive, the LAL is applicable only if the activity is engaged
in for profit, conversely, section 183 applies only if it is not en-
gaged in for a profit. Yet in reality the LAL accomplishes what
the Service has long attempted to achieve under the definition of
trade or business, either through the profit motive test or other
glosses, 4.c., matched income and deductions. In an ideal world,
the LAL would eliminate the temptation for the Service to attempt
utilization of section 183 and the various trade or business defini-
tions to mateh income and deductions, and section 183 would be
limited to activities in which the primary motive was personal
or tax reduction without an ultimate hefore-tax economic profit.
But in the real world, we may expect, at least initially, the Service

567 TAX REFORM BILL OF 1973, ADMINISTRATION’S PROPOSALS FOR TAX CHANGE VATH
TrEASGRY EXPLANATION, 93D CONG., 15T SESS. 102 (1973).
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will launch alternative attacks relying on section 183, the LAL
provisions and the common-law capitalization doectrines, all yield-
ing different results.’®® Certainly where LAL does not apply (pure
hobby loss activities and certain tax deferral situations such as
real estate tax shelters in operation prior to the effective date
of the LAT, farming tax shelters without an increase in the level
of developmental expenditures, real estate where straight-line de-
preciation results in losses such as dual use beach houses, or the
expenses of writers, artists or inventors) section 183 will be in-
voked frequently even if the LAL is enacted.

Conclusion

A leading commentator on the current farm tax rules has criti-
cized section 183 stringently on the grounds that it does nothing
to curb the liberal cash accounting rules accorded farmers. Indeed,
the argument continues that the pro-taxpayer presumption of sec-
tion 183(d) creates a haven for hobby operations, because few
cash basis farmers, with their control over deferment or anticipa-
tion of expenses and income, will fail to show a profit in two out
of five years.’®® As discussed above, presence of a bona fide profit
motive is not, however, inconsistent with deferral of taxes through
accelerated deductions, farming or otherwise, or with the tax
swing created by enjoyment of current ordinary deductions with
corresponding future income heing taxed as capital gain. Purther-
more, this commentator acknowledges that the House’s negative
presumption as well as the ‘Treasury’s earlier proposal to
strengthen section 270 by making it applicable where in three out
of five consecutive years the taxpayer incurred losses in excess
of $50,000 annually would have had erratie results and would
have applied where there was true economic loss ag well as losses
created by accelerated deductions.

The real criticism, therefore, must be of the pro-taxpayer pre-
sumption. It is submitted that sueh eriticism too is misplaced.
While it may be true that the presumption will usually be avail-
able where accelerated deductions alone are involved, this is only
as it should be. For a profit motive test is inapplicable to ac-
celerated deductions as long as the taxpayer expects an overall

568 Compare the alternative sections 269, 482 and 1551 together with sham arguments
that the Conmmissioner launched against multiple surtax excmptions.

560 Davenport, Farm Losses Under the Tax Reform Aet of 1969: ILeepin’ ’Em Happy
Down on the Farm, 12 B.C. INp. & Cox. L. Rev. 319, 330-33 (1971).
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economic profit after completion of the start-up loss period (pos-
sibly ecaused by the accelerated deductions themselves). Further-
more, a survey of the vast body of hobby loss cases, decided in
favor of both the government and of the taxpayers, reveals that
in only a handful would the presumption have applied. Moreover,
in situations not involving accelerated deductions, but where the
taxpayer through manipulation of items particularly within his
control, such as expenses, has created the requisite two profit
years, the Service will undoubtedly find that the presumption is
readily rebutted. The Barcus case points in this direction. Ac-
cordingly, section 183 should properly be viewed as neutral vis-
a-vis accelerated deductions, whether farm or otherwise, as long
as an economie gain is ultimately expected. Not only should this
state of affairs not be disturbing, but also neither the House
negative two out of five year presumption nor the Treasury’s
suggested strengthened section 270, which hasically followed the
same approach, should be the remedy for either accelerated de-
ductions or the mismatching of ordinary deductions with capital
gain. If tax reform is directed primarily at the elimination of such
mismatching, then the goal should be a strengthened section 1251
in farming areas and a similar strengthening of the depreciation
recapture provisions. On the other hand, if the reform is aimed
at deferral aspects as well as the mismatching of capital gain and
ordinary losses, then an approach along the lines of the LAL is
in order.

The merit of section 183 should, therefore, not be sought in
the tax shelter area, instead, it should be sought in clarification of
the vast sea of the hobby loss decisions dealing with the different
problem of taxpayers’ subsidizing with tax dollars their (usually
personal) activities in which they never expeet an economie profit.
Section 183 itself affords relatively little. It resolves a few (ues-
tions such as the reasonable expectation of profit versus bona
fide expectation of profit controversy and possibly the subjective
versus objective approach, but its most signifiecant contribution
is the more precise mechanism for.allowing deductions to the ex-
tent of gross income from an activity which is not engaged in
for profit, i.c., the tier system. This henefit probably offsets the
confusion created by the new concept of activity, really the seetion
270 separate business revisited.

The section 183 regulations on the other hand, while hy and
large doing a credible job in explicating the mechanies of the pro-
vision (the activity portion is the most controversial), do a truly
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commendable job in charting the heretofore boundless sea of cases
and isolating the factors establishing profit motive. With minox
exceptions set forth above, the nine regulation factors faithfully
distill from these cases a framework upon which future decisions
can build, particularly if the primary sources—presection 183 cases
—are used to add depth to this road map provided in the regu-
Iations. If this occurs, this aspect alone should justify the time
devoted to the hobby loss area by Congress and subsequently the
administration in drafting the regulations.

In addition to the inevitable interstitial development of sec-
tion 183, a major task remains with the courts: separating and
identifying in the cases which come before them the profit motive
and tax deferral elements. From this should flow not only the
meaning of the term profit, presently undefined by the code or
the regulations, but hopefully for the first time a clear distinction
between the profit motive test and the melange of concepts such
as the continuity, the holding one’s self out to others and the pre-
paratory to engaging in a trade or business doctrines. This distinc-
tion is vitally necessary as is shown by the tortuous development
of case law considering the latter concepts. The sharp exposure
by the LAL of the underlying issues here should manifest that
neither these doctrines nor the profit motive prerequisite, all de-
rived to one degree or another from the term ‘‘trade or business,’’
are suited for dealing with accelerated deductions, i.e., matching
of income and expense. Should the LAL be enacted, it is hoped
that it and section 183 together with the residual effects of the
recapture provisions will come to be the exclusive tools applied to
the problems of hobby losses and accelerated deductions, with
the various other doctrines, particularly the preparatory to en-

gaging in a trade or business doctrine, falling into the oblivion
that they so richly deserve.
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