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Sec. 183 limits deductions for activities that are “not engaged in for
profit,” commonly called hobbies. To sidestep this requirement,
taxpayers often attempt to combine activities that would separately be
considered hobbies with other activities to avoid the Sec. 183 limits. In
fact, the regulations under Sec. 183" specifically allow the aggregation of
undertakings into one activity. By doing this, a taxpayer may combine an
activity that is unprofitable and does not meet the presumption of being
“engaged in for profit” into another for-profit activity so the deduction

limitations of Sec. 183 do not apply.

Historically, the courts have sanc-
tioned this treatment but required that
the two activities be somewhat similar in
kind. For example, a farmer was allowed
to aggregate his rodeo and horse breed-
ing activities,” and another taxpayer was
allowed to aggregate his farming, hunt-
ing, riding lesson, crabbing, horse breed-
ing, horse boarding, and horse racing
activities.> However, the Tax Court re-
cently relaxed the similarity requirement
in Topping,* where the court aggregated
the taxpayer’s barn and interior design
business with her equestrian activities.
A review of the cases suggests that these
undertakings are arguably the two most
disparate activities that the courts have
allowed a taxpayer to combine. Never-
theless, the court’s reasons for doing so
seem rational and justified. This article

explores those reasons and examines
other cases in which taxpayers have not
been so lucky.

Overview of Sec. 183

Sec. 183 generally provides that taxpay-
ers cannot deduct expenses attributable
to any activity not engaged in for profit.
However, this wholesale disallowance
of deductions is relaxed in Sec. 183(b),
which permits deductions related to such
activities to the extent of gross income
from those activities. The provision ap-
plies to individuals and S corporations
but not to C corporations.

Activity Not Engaged In
for Profit

The critical test of Sec. 183 is determin-
ing whether an activity is profit oriented

1 Regs. Sec. 1.183-1(d)(1).

2 Estate of Brockenbrough, T.C. Memo. 1998-454.

NOVEMBER 2009

3 Hoyle, T.C. Memo. 1994-592.
4 Topping, T.C. Memo. 2007-92.



or merely a hobby. Unfortunately, the
Code is not very helpful in making this
distinction. Sec. 183 simply states that
“the term ‘activity not engaged in for
profit” means any activity other than one
with respect to which deductions are al-
lowable . . . under section 162 or under ...
section 212.”° Regs. Sec. 1.183-2(a) does
provide some guidance, indicating that all
facts and circumstances should be taken
into account in making the determination
and then listing nine factors—all derived
from pre-1969 case law—that should or-
dinarily be considered:*
® How the taxpayer carries on the
activity;
® The expertise of the taxpayer or his or
her advisers;
® The time and effort the taxpayer ex-
pends in carrying on the activity;
® An expectation that assets used in the
activity may appreciate in value;
® The taxpayer’s success in carrying on
other similar or dissimilar activities;
® The taxpayer’s history of income or
losses with respect to the activity;
® The amount of occasional profits
earned, if any;
® The taxpayer’s financial status; and
® Elements of personal pleasure or
recreation.
The regulations do not weight the factors
in any manner, explaining that no one fac-
tor is determinative. Moreover, they make
it clear that this is not an exhaustive list
and that other factors may exist. It is also
worth noting that because the IRS dis-
tilled these factors from prior case law, the
courts believe such prior law “has a role
to play in their application.””
Expectation of profit: It should be em-
phasized that the regulations indicate that
a “reasonable expectation of profit is not
required.” However, the facts and circum-
stances must demonstrate that there was
an objective of making a profit. Case law
echoes this sentiment, stating that the tax-
payer need not show a realistic expecta-
tion of profit but only an actual, honest

one.’

Presumption: To reduce litigation over
the above factors, Sec. 183(d) states that
if any activity has been profitable in three
or more of five consecutive years (two of
seven years for most horse activities), the
activity is presumed to be engaged in for
profit. The presumption does not provide
immunity. Rather, it is rebuttable, merely
shifting the burden of proof from the tax-
payer to the IRS.

Election: The taxpayer may elect that
the above presumption not be made until
the fourth year (sixth year for horse ac-
tivities) after the start of the activity. This
gives the taxpayer more time to meet the
presumption. The downside is that by
making the election, the taxpayer ex-
tends the statute of limitation for assess-
ment for two years after the end of the
fifth year (seventh for horses) of the ac-
tivity. Thus, the IRS can go back over the
entire activity time covered by the elec-
tion and assess a deficiency.” Moreover,
some practitioners believe that by filing
the form, the taxpayer is sending a clear
signal to the government that a problem
may exist.

Treatment
If the activity is determined not to be

engaged in for profit, there are several

ramifications:

® Deductions for the activity are limited
to gross income from the activity.

® All deductions are itemized deduc-
tions.!® However, otherwise allowable
deductions such as interest expense
and property taxes are deductible in
full as itemized deductions, while other
deductions related to the activity are
considered miscellaneous itemized de-
ductions subject to the 2% floor and
the deduction cutback rule.

® Income is included in gross income,
thereby increasing adjusted gross in-
come and potentially increasing the
deductible threshold for miscellaneous
itemized deductions.

Further discussion of the above topics is

beyond the scope of this article.

EXECUTIVE
SUMMARY

¢ Sec. 183 limits the deduction
for activities not engaged
in for profit. In determining
whether an activity is en-
gaged in for profit, the regula-
tions allow taxpayers in some
circumstances to aggregate
separate activities for tax
purposes.

e The regulations provide the
general factors considered
when deciding whether a tax-
payer can aggregate activi-
ties. The three primary factors
are the degree of organization
and economic interrelation-
ship of the activities, the busi-
ness purpose for treating the
activities as separate activi-
ties or as one activity, and the
similarity of the activities.

e The courts have generally
required a close similarity
between the activities; how-
ever, inthe Topping case, the
Tax Court relaxed this require-
ment considerably and al-
lowed a taxpayer to combine
her equestrian activities with
her home and barn design
activity.

Aggregation

Hiding a hobby—a loss activity—within a
legitimate business that is profitable is not
a new phenomenon, notwithstanding re-
cent judicial activity in the area. This has
long been a strategy for taxpayers and a

5 Sec. 183(c).
6 Regs. Sec. 1.183-2(b).
7 Jasionowski, 66 T.C. 312 (1976).

totaling almost $700,000, yet the court held that the activity was a business

rather than a hobby.
9 Sec. 183(e).

8 Dreicer, 78 T.C. 642 (1982). In Ellsworth, T.C. Memo. 1962-32, the tax- 10 Regs. Sec. 1.183-1(b)(1).
payer’s dairy cattle activity, Folly Farm, had 13 years of uninterrupted losses
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concern for the government, so it is not
surprising that the regulations acknowl-
edge the possibility. Regarding the combi-
nation of one or more activities, Regs. Sec.
1.183-1(d)(1) does not specifically define
the scope of an activity, nor does it use
the word “aggregation.”!! However, the
regulations explain that “where the tax-
payer is engaged in several undertakings,
each of these may be a separate activity,
or several undertakings may constitute
one activity.” The regulations state that
this determination must be made using all
the facts and circumstances and then list
the following as generally being the most
significant:
® The degree of organization and eco-
nomic interrelationship of various un-
dertakings;
® The business purpose that is (or might
be) served by carrying on the various
undertakings separately or together in
a trade or business; and
® The similarity of various undertakings.'?
The regulation goes on to say that
generally “the Commissioner will accept
the characterization by the taxpayer. . . .
The taxpayer’s characterization will not
be accepted, however, when it appears to
be artificial and cannot be reasonably sup-
ported.”!3 There are no relevant examples
in the regulations, but several cases have
interpreted this language.

Aggregation Not Allowed

In Schlafer,'* the taxpayer owned an auto
dealership and ran a stock car racing ac-
tivity. On his 1984 and 1985 returns, he
attempted to offset his racing losses of
about $23,000 each year against the prof-
its of his car dealership. At trial, Schlafer
contended in part that the expenses in-
curred in the racing activity were merely
advertising for his car dealership. He ex-
plained that the cars prominently carried
the logo of his dealership, and ads for the
dealership he placed in racing programs
showed the race car with the logo. In de-

nying the deduction, the Tax Court held
that the two undertakings were separate
activities. In so holding, the court first
cited the regulations above and then
found that the taxpayer kept the activities
separate and distinct.

The assets used in the racing activity
were not on the books of the dealership;
when the dealership paid for racing re-
pairs or assets, the amounts were shown
as receivables from the taxpayer person-
ally; and the income and expenses were
treated separately on the tax return.
Based on these findings, the court held
that the required organizational and
economic interrelationship required by
the regulations did not exist. The court
found as fact that the racing car and uni-
forms did display the dealership logo, and
there was some mixed advertising, but it
did not discuss this in the holding. It ap-
peared that the court implicitly found
that the interrelationship between the
activities was insufficient given the other
factors mentioned.

Practice tip: A close reading of Schlafer
suggests that had the taxpayer paid atten-
tion to what may seem like perfunctory
administrative details (e.g., accounting for
both activities as if they were one single
business), there would have been a differ-
ent outcome. A practitioner can add real
value by suggesting what can be done
both substantively and administratively
to ensure that the interrelationship test is
met. It should be noted that an abundance
of authority suggests the most important
factor used in determining whether an
activity was engaged in for profit is not
necessarily whether it was profitable but
whether it was carried on in a businesslike
manner.’ Accountants can help the cli-
ent meet this requirement in a number of
ways, such as developing a business plan
that contains strategies in which the vari-
ous activities are all part of a single orga-
nization and each is critical to the success
of the whole enterprise.

The interrelationship principle was
again the focus in the De Mendoza deci-
sion.'® In this case, a practicing lawyer
who bought and sold polo ponies could
not aggregate that undertaking with the
legal fees from clients he met through the
polo activity. The court held that the two
undertakings were formed and operated
separately and that the polo activity did
not depend on the law business, so there
was very little organizational or economic
interrelationship.

The court also held that if the law firm
benefited from the polo activity, the bene-
fit was incidental. The attorney produced
three different lists of polo-law clients.
However, the attorney had started keep-
ing these lists in 1987, although the polo
activity was started in 1982. The court
said this was “more of an afterthought
than part of a bona fide business plan,”
stating that even if the fees from the
polo-law clients were used to compute
the income or loss of the polo activity,
that activity still would have generated
a loss. The court also considered that the
undertakings—law and polo—were not
similar. Despite the holding, this case, like
Schlafer, again suggests that the taxpayer
clearly would have had a better chance
of succeeding if the taxpayer had incor-
porated the polo activity into a strategic
plan consisting of both activities.

The lack of interrelationship was
again evident in Wilkinson,'” a case with
facts very similar to De Mendoza. A plas-
tic surgeon who engaged in equestrian
activities to attract wealthy clients could
not aggregate this activity with his sur-
gery practice. The court found it signifi-
cant that the land for the surgeon’s ranch
was purchased and held separately from
the surgery practice and that the deduc-
tions for the horse activities were claimed
separately with no mention of the prac-
tice. The court stated that the only con-
nection between the two was the “rather
vague” statement that publicity from the

11 Under prior law, a similar problem existed but the unit of measurement was
not “activity” but rather “trade or business.” Arguably the former is more

narrow than the latter, but it is unclear whether the change in language was

a conscious effort to redefine the test.
12 Regs. Sec. 1.183-1(b)(1).
13 Id.
14 Schlafer, T.C. Memo. 1990-66.
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15 See Burns and Groomer, “Effects of Section 183 on the Business/Hobby Con-
troversy,” 58 Taxes 195 (1980). After evaluating over 150 Tax Court cases,

the authors conclude that the most important factor in determining whether

an activity was a business was whether it was conducted in a businesslike

manner.

16 De Mendoza, T.C. Memo. 1994-314.
17 Wilkinson, T.C. Memo. 1996-39.
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surgeon’s polo playing brought in pa-
tients, but there was no corroboration.
The court concluded, “To us, it is at least
as far fetched and unconvincing as was
the alleged connection between a legal
practice and polo in De Mendoza.”

The Zdun case'® supplies another ex-
ample. A dentist claimed that his dental
practice and running an apple orchard
were a single activity. He argued that
he could not practice holistic dentistry
without his orchard. The court first
noted that the dentist practiced den-
tistry throughout the year but did not
store apples, so they were available only
during the growing season. The implica-
tion was clearly that he could practice
dentistry most of the year without the
apples. Further, the petitioner testified
that only 10-15% of his patients took
the apples even when free. The court
found no organizational or economic
relationship between the two undertak-
ings. The court also failed to accept the
dentist’s testimony of a business pur-
pose and found no similarity between
the two undertakings.

In summary, all these cases failed to
prove any organizational or economic
interrelationship, failed to show any busi-
ness purpose for the hobby activity, and
failed to show any similarity among the
undertakings. Further, there was no evi-
dence that the hobby activity helped the
primary business. The clear lesson from
these decisions is that taxpayers may
have difficulty if they enter activities
without a well-conceived business plan
that demonstrates how the activities are
interdependent.

Aggregation Allowed

Although the cases above might sug-
gest that aggregation of activities is an
unreachable goal, in fact courts have al-
lowed aggregation in a number of situa-
tions. One thing that is clear from these
taxpayer victories is that the secondary
activities were much more similar to the
primary business than in the cases dis-
cussed above.

Keanini

In Keanini,' a married couple con-
ducted two activities, a poodle breeding
business and a dog grooming business.
Before starting the businesses, the wife
worked as a dog groomer and attended a
three-month seminar on starting a busi-
ness. The taxpayers lived in Hawaii and
were the only certified dog groomers in
the state. The couple started breeding
part-time at their personal residence but
soon built a kennel and started breeding,
selling, and showing poodles on a full-
time basis, acquiring breeding dogs from
the mainland. A written contract with
every dog sold stipulated that the couple
would get a puppy from the first litter
at no cost and that the purchaser would
always bring his or her dogs to them for
grooming. A dog expert testified that the
taxpayers carried on the breeding and
grooming within a single business.

The court, citing the regulations, found
this to be an integrated activity. They
were similar activities operated within a
single business; the taxpayers carried on
the activities at the kennel; the goodwill
from winning national championships for
showing dogs benefited both the breeding
and grooming businesses; and the peti-
tioners’ sales contracts generated groom-
ing business. Noting that the activities
shared common customers, goodwill, and
physical facilities, the court found a close
organizational and economic relationship
between the two undertakings.

Hoyle

In Hoyle,” the taxpayer owned a farm
on which he pursued many undertakings,
including farming, hunting, crabbing, rid-
ing lessons, horse boarding, game-bird
breeding, and thoroughbred horse racing.
The court found that all the activities oc-
curred on the same land and that the same
accountant maintained all the tax records
for all the undertakings. Keeping separate
checkbooks for each undertaking did not
mean the taxpayer was treating them sep-
arately; it was just a common way to keep
income and expenses separate.

The court also concluded that hold-
ing the land for appreciation was one of
the undertakings combined into the single
activity. Regs. Sec. 1.183-1(d)(1) specifi-
cally states that if land is bought or held
for appreciation, the holding and farming
of the land will be a single activity only if
the farming part is profitable. In Hoyle,
the taxpayer’s primary intent was not to
hold land for appreciation but to operate
a farm, so the two could be aggregated.
Had the situations been reversed, the reg-
ulations would have required a different
result.

Estate of Brockenbrough

In Estate of Brockenbrough,*! the tax-
payer and his spouse bought a farm where
they planned to live upon retirement. The
taxpayer decided to raise quarter horses.
Before starting, he spoke with several ex-
perts in the business. He also consulted
a CPA about the records he would need
to maintain, kept detailed records as in-
structed, and used a separate checking
account for the horse business. In order
to publicize his horse business and raise
some additional revenue, the taxpayer en-
tered the rodeo business. Again, he con-
sulted with experts. He produced three
rodeos in two years, using his land, build-
ings, equipment, horses, and cattle. The
taxpayer hired a professional to manage
both the horse breeding and rodeo busi-
nesses. Both businesses were liquidated
after the manager was fired for theft and
no other manager could be found.

In deciding to aggregate the two
businesses, the court cited the factors
mentioned in the regulations and then
summarized additional considerations
derived from previous cases about the
undertakings:
® Whether there was a close organiza-

tional and economic relationship be-

tween the two undertakings;

® Whether the undertakings were con-
ducted in the same place;

® Whether the undertakings were part of
an effort to produce revenue from the

land;

18 Zdun, T.C. Memo. 1998-296.
19 Keanini, 94 T.C. 41 (1990).

20 Hoyle, T.C. Memo. 1994-592.
21 Estate of Brockenbrough, T.C. Memo. 1998-454.

THE TAX ADVISER

NOVEMBER 2009 751



Expen D lon

® Whether the undertakings were formed
as separate businesses;
® Whether one undertaking benefited
from the other;
® Whether the taxpayer used one under-
taking to advertise the other;
® The degree of shared management
among the undertakings;
® The degree to which one person man-
aged both undertakings; and
e The degree to which the activities
shared books and records.
Considering these factors, the court
found that the two businesses were one
activity. They were both done on the
same land; both were attempts to gener-
ate income from the farm; some of the
same assets were used for both busi-
nesses; the rodeos were used to advertise
and sell the horses raised on the farm; the
same accountant and the same checking
account were used for both businesses;
and both activities were reported on
the same schedule each year. The court
cited Hoyle for the proposition that the
taxpayer could aggregate all sources of
revenue for the farm. Other cases were
cited in which the courts aggregated dif-
ferent activities in which horses were used
in both, such as horse farming and stal-
lion syndication?? and horse farming and
horse racing.?

Tobin

In Tobin,** the taxpayer had a farm
on which she had previously raised corn
and tobacco. She had leased the tobacco
acreage and engaged in a corn set-aside
program, so she no longer raised tobacco
or corn. In an attempt to increase farm
revenue, she developed part of her farm
into a public display garden. Before doing
s0, she considered other possibilities and
visited public display gardens in Europe
and the United States. She ultimately built
a conservatory as an addition to her home
and filled it with plants. She also devel-
oped a rose garden and other display gar-
dens around her property. She gave tours
of these gardens, the conservatory, and
her house.

In finding that the farm and garden
undertakings were one activity, the court
applied the regulations and the factors
listed in Brockenbrough. The court
found that both undertakings were con-
ducted at the farm, on the farmland, and
were attempts to make the farm profit-
able. The taxpayer developed the gar-
den to replace the lost tobacco income.
Both the garden and the farm required
planting, tending, and harvesting. The
taxpayer managed them as one activ-
ity, and they both shared the same em-
ployees, the same accountant, the same
checking account, and were reported on
the same Schedule F. Based on this, the
court found the two undertakings to be
one activity.

The court also separately addressed
several of the IRS’s arguments against ag-
gregation. First, the IRS argued that the
activities should not be aggregated be-
cause the garden was operated as a joint
venture with an unrelated person who
lived with the taxpayer and the farm was
not, and the successes of the farm and
the garden did not depend on each other,
which was a factor in the De Mendoza
(law-polo) case. The court simply stated
that it disagreed with the Service and that
it had not cited any case or reason to sup-
port these arguments.

Finally, the IRS argued that the two
undertakings were too dissimilar to be
one activity and that Tobin had no busi-
ness reason for operating the two activi-
ties as one. In rejecting this argument,
the court analogized Tobin’s case to
Hoyle, in which the Tax Court allowed
the taxpayers to aggregate activities at
a farm such as guided hunting, a gun
club, and crabbing, and they had mul-
tiple other undertakings such as growing
raspberries, soybeans, corn, and grain
and raising horses, game birds, and rac-
ing horses. As it had with these various
activities in Hoyle, the Tax Court found
that the display garden was an attempt to
supplement the income from the farm, so
the operation of the farm and the garden
was one activity for this purpose.

Mullins

In Mullins,” the taxpayer had bought
several parcels of land intending to raise
cattle on them. He personally worked to
clear the land for grazing, spending most
of his free time there. He paid for all his
business transactions out of his personal
checkbook, but an accountant separated
the business from the personal activity for
recordkeeping purposes. Over the next 22
years, the cattle raising business made a
small profit in only one year, but the tax-
payer sold timber and certain land parcels
at large gains. The District Court, in de-
termining whether the taxpayer entered
into the cattle raising business for profit,
discussed the effect of the taxpayer’s ex-
pectation that assets used in an activity
may appreciate in value. The taxpayer
raised the same argument as the taxpayer
in Hoyle, i.e, that Regs. Sec. 1.183-1(d)(1)
specifically states that if land is purchased
primarily for appreciation, farming on the
land is part of the same activity only if it
makes a profit.

Even though there was no direct tes-
timony on this issue, based on the tax-
payer’s vast business experience, the court
determined that he had entered into his
cattle breeding business with the expecta-
tion that the land he bought for it would
appreciate in value. However, the court
further found that the taxpayer had not
purchased the land for the primary pur-
pose of appreciation, but rather with the
primary purpose of raising beef cattle for
a profit. Therefore, it did not matter that
the cattle business was not profitable and
the landholding and cattle business were
considered to be one activity according to
Sec. 183.

Mitchell

Another farming aggregation case
was the 2006 Mitchell decision.?* Mitch-
ell, a CPA and lawyer, inherited a family
farm in 1992 and immediately set out to
make it profitable before bequeathing it
to his children. As the court pointed out,
Mitchell had not been too successful in
this regard, losing about $90,000 from

22 Scheidt, T.C. Memo. 1992-9.

23 Mary, T.C. Memo. 1989-118; Yancy, T.C. Memo. 1984-431.

24 Tobin, T.C. Memo. 1999-328.
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25 Mullins, 334 F. Supp. 2d 1042 (E.D. Tenn. 2004).
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the farming activity from 1992 to 1999.
In fact, the 2006 decision was the third
time that Mitchell had been before the
Tax Court to determine whether or not he
engaged in his farming activity for profit.
The first issue before the court was
whether Mitchell could treat his tree plant-
ing, timber harvesting, and haying un-
dertakings as one activity. Relying on the
regulations and cases discussed above, the
Tax Court had no difficulty aggregating
these and treating them as a single activity.
It pointed out that all the activities were
agricultural in nature and were performed
at the family farm in an attempt to make
the farm profitable. In addition, the court
believed that all the facts supported a sin-
gle activity. Mitchell did not form any of
the undertakings as separate businesses; he
served as the only manager for all the ac-
tivities and was the only accountant; and
he used one checking account to pay the
expenses and deposit the revenues from all
the undertakings. However, even though
the court found that a single activity ex-
isted, after applying the nine-factor test
of the regulations it did not believe that
Mitchell engaged in the farming activities
for profit. Moreover, the court imposed
the Sec. 6662(a) accuracy-related penalty
on Mitchell’s underpayments due to the
disallowance of the losses from the farm.

Topping

The most recent case involving aggre-
gation holds the greatest hope for taxpay-
ers. In Topping,”” the 46-year-old tax-
payer was in the midst of a bitter divorce.
She had no job or education and no means
to support herself. However, she did have
the talent to draw structural designs free-
hand. The taxpayer decided to use this
skill and go into the business of design-
ing horse barns and homes. She had been
involved in equestrian activities for most
of her life and planned to use her promi-
nence in the equestrian world to meet
wealthy clients for her design business.
To this end, after her divorce she kept her
membership in an exclusive private riding
club, participated in amateur riding and
equestrian competitions at the club, and
socialized with the wealthy members dur-

ing and after the horse shows. She relied
on contacts made at the club to advance
her design business. Not wanting her cli-
ents to think she needed the work, the tax-
payer never advertised her business but re-
lied on referrals and contacts made at the
club. In fact, all her income came from the
equestrian contacts.

During the years at issue, 1998-2001,
Topping had net losses of over $600,000
from the horse activity that she used to
offset the income from her design busi-
ness. As might be expected, the Service
believed that the taxpayer was trying to
deduct the losses of a separate activity
not engaged in for profit—her equestrian
hobby—by combining it with her for-
profit design business. The Topping deci-
sion is of particular importance because
unlike the farming cases, the equestrian
undertaking and the design business were
two very dissimilar activities. Indeed, Top-
ping’s circumstances closely resembled
those of the lawyer in De Mendoza, who
lost in his effort to combine his real estate
law practice and his polo activity.

In analyzing Topping’s situation, the
court once again relied on the regulations
and the factors from Brockenbrough.
However, in a change from prior deci-
sions, the court was able to find a close
organizational and economic relationship
between the two undertakings. It pointed
to a number of facts that supported this
conclusion:
® The taxpayer’s success in her eques-

trian undertakings created goodwill

that benefited her design business;

® She formed both undertakings as a sin-
gle integrated business;

e She had a business plan for this
integration;

® She and her assistant managed both
undertakings and the assets; and

® The same set of books was used for
both activities.

On the other hand, the IRS seemed
to believe that the taxpayer’s story was
simply something she concocted to write
off her equestrian expenses. It tried to
convince the court of this view by essen-
tially saying that this is not the way real
businesses are run. To support its claim,

the IRS pointed out that real businesses
do not obtain clients by belonging to elite
private clubs and hobnobbing with the
wealthy. Instead, real design businesses
use conventional advertising methods that
use traditional media such as equestrian-
related magazines, websites, or newspa-
pers. However, the court dismissed this
assertion by stating that the taxpayer tes-
tified that traditional advertising was not
welcomed by the taxpayer’s clientele and
noting that she was correct in her belief;
her methods had been very successful. In a
telling observation, the court emphasized
that the question is not whether a par-
ticular mode of doing business is wise but
whether the taxpayer honestly believed
the method would help make the overall
undertaking profitable.

In challenging the taxpayer’s position,
the IRS cited De Mendoza, Wilkinson,
and Zdun, where aggregation was not
allowed because the activities were too
dissimilar. Apparently, the Service be-
lieved that Topping’s activities were like-
wise dissimilar. However, the court found
that the reason for nonaggregation in the
prior cases was that there simply was not
enough evidence in any of those situations
to find the necessary integration and in-
terdependence or the necessary benefit
from one to the other that existed in Top-
ping. The court also rejected the govern-
ment’s argument that the taxpayer had
not started riding horses for the purpose
of promoting the design business. While
conceding that truth, the court stated that
she merely converted her hobby into part
of an integrated business.

Finally, the IRS seized on what could
have been a crucial misstep. During all
the years at issue, Topping’s CPA had re-
ported each activity on a separate Sched-
ule C. The Service argued that Topping
should be held to that determination.
However, the court found a “plethora™
of evidence that this was one activity, so
the taxpayer overcame taking that incon-
sistent position. In this regard, Topping
probably was quite fortunate. Separate
reporting by itself could very well have
been fatal to her contention that the ac-
tivities should be aggregated.

27 Topping, T.C. Memo. 2007-92.
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Practice tip: Topping’s good fortune
should not be lost on practitioners. Advis-
ers who sense that their clients may have a
Sec. 183 problem and want to build a case
for aggregation should avoid separate re-
porting and should report all activities on
a single Schedule C.

As noted at the beginning of this ar-
ticle, the equestrian and design businesses
are the most disparate activities that a
court has aggregated to date. Yet the court
followed the regulations and came to the
correct result. The regulations look at or-
ganizational and economic interrelation-
ships. In Topping, the undertakings were
managed together and used many of the
same assets, and the equestrian activities
led to all the gross income for the design
business.

The regulations indicate that in as-
certaining whether activities should be
combined, a key factor to be taken into
account is the business purpose served
by carrying on the various undertakings
separately or together. In Topping, there
was a business plan or strategy from the
very beginning to carry them out together,
and the taxpayer had an actual belief that
it would be successful. It is interesting to
note, however, that she had not commit-
ted the plan to writing and had not made
a formal market study or cashflow pro-
jections. The court dismissed these omis-
sions, explaining that the taxpayer had
discussed her plan for the venture with
her accountant and a longtime friend who
had successfully started her own business.
In other situations, however, courts might
not be so forgiving. For this reason, prac-
titioners should advise their clients to take
such steps—investigate the market, iden-
tify the competition, make projections,
develop a marketing strategy—and incor-
porate them as part of a written plan.

Finally, the regulations indicate that
the similarity of the undertakings is one
possible factor that should be considered
in determining whether aggregation is ap-
propriate. Here, of course, they were very
dissimilar. But the court had little concern
about whether the activities were similar
or dissimilar. Instead, it focused on the

relationship between the two activities.
The court found that in the law-polo case,
the plastic surgeon—horse case, and the
dentist-orchard case there was no integra-
tion or interdependence, unlike Topping’s
situation. In the latter case, the court sim-
ply looked at all the factors and held that
there was a single activity. The court also
mentioned at least twice that the taxpay-
er’s strategy was successful, observing that
her combined activity showed a signifi-
cant profit in each year under audit.

The opinion in Topping is significant
in that the similarity of the activities was
not the controlling factor. Instead, the re-
lationship between the activities was of
principal importance. It is now clear that
if two activities are dissimilar but interde-
pendent, aggregation can still occur.

No Aggregation but Related

In a case where aggregation is not al-
lowed, a taxpayer may be able to meet
the Code’s profit motive requirement by
instead attributing a profit motive from
one activity to another activity. In Camp-
bell,*® the taxpayer was a shareholder in
a corporation whose business was to in-
vest in and develop psychiatric health care
facilities. The officers and employees of
this corporation engaged in significant
business travel. For convenience, all the
shareholders created a partnership to
provide such transportation. The part-
nership bought an airplane and leased it
to the corporation. The airplane was used
77% by the corporation and 23% by un-
related parties, generating large losses for
the partnership. The Tax Court found
that the sole motive of the partnership for
entering into the airplane leasing business
was to provide the corporation with air
transportation so the corporation could
profit, while generating paper losses for
the partners; thus, there was no profit mo-
tive for the partnership and the partners
could not deduct its expenses.

In reversing the Tax Court’s decision,
the Sixth Circuit never mentioned the idea
of aggregating these two undertakings.
However, it held that each partner, while
not profiting directly from the partner-

ship, benefited through dividends and a

large increase in stock price from the use
of the partnership’s airplane. “The profits
generated by [the corporation] through
the use of the [partnership’s] plane, there-
fore, made the venture [partnership] an
activity engaged in for profit.”

The IRS strongly disagreed with the
court’s attribution of profit motive and
issued a nonacquiesence to the decision.””
According to the IRS, the attribution
of the corporation’s profit motive to the
partnership violated the “separate taxable
entity concept” that had been established
by the Supreme Court in Moline Proper-
ties, Inc.>® In support of its conclusion, the
Sixth Circuit cited several cases, the most
relevant of which is Horner.?! In that 1960
case, the taxpayer, who was president,
general manager, and major shareholder
of a corporation, bought inventory on his

28 Campbell, 868 F.2d 833 (6th Cir. 1989), nonacq. 1993-1 C.B. 1.

29 AOD 1993-001 (6/14/93).
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30 Moline Properties, Inc., 319 U.S. 436 (1943).

31 Horner, 35 T.C. 231 (1960).
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personal account and resold it through
the corporation. When the corporation
failed, the taxpayer had to pay for these
purchases personally. In holding that
these were ordinary losses from a trans-
action entered into for profit, that court
said:

If one enters into the activity of furnish-
ing a corporation with goods to sell,
upon his own credit, with the expecta-
tion of deriving gain when the goods
are sold he certainly is engaging in a
transaction entered into for profit. In
this case, the expectation was that the
profits would come to Horner either as
salary as president and general manager,
from dividend on his stock, or as an in-
crease in the value of his stock.

The court’s approach in Campbell is
unique in applying the profit motive of
one undertaking to another undertaking
without aggregating them. Nevertheless,
practitioners may find this argument use-
ful when aggregation is unavailable.

Potential Penalties

In several of the cases reviewed, the tax-
payers were subject to the understatement
of tax penalty of Sec. 6662.32 This penalty
will always be of concern in Sec. 183 cases
due to the factual nature of the contro-
versy. The tax professional must weigh
the risks of having the penalty assessed
versus the tax savings achieved by aggre-
gating separate activities on a return. In
this regard, the Sec. 6694 tax return pre-
parer penalty can also become a concern
if a preparer takes an aggressive position
with respect to aggregating activities on
a return and does not fully disclose the
position.

Conclusion

The developments discussed above dem-
onstrate that combining a loss activ-
ity—one that by itself is not engaged in
for profit—with another activity that is
engaged in for profit continues to be a

successful strategy to avoid the limita-
tions of Sec. 183. The most recent case,
the decision in Topping, is an extremely
important development because it shows
that a taxpayer can possibly aggregate dis-
similar activities. Of course, only time will
tell if the Topping decision is an anomaly
or a precursor of favorable results to
come. However, by following the pattern
laid out in Topping and other cases sum-
marized here, the taxpayer will be in a
much better position to attain the desired
result.

In conducting the activities, taxpayers
should not forget that the major require-
ment for aggregation is showing that there
is an organizational and economic rela-
tionship between the two activities—re-
gardless of the similarity of the activities.
The taxpayer must be prepared to prove
that the two activities are interdependent
and, like Topping, be able to present a
convincing case that a valid business pur-
pose is served by carrying on the two ac-
tivities as one business and that one activ-
ity benefits the other.

Taxpayers have had relative ease in
meeting these requirements when the ac-
tivities they are combining are similar in
nature. This has been shown in cases in-
volving dog breeding and grooming, rais-
ing horses and producing rodeos, and
different types of farming activities. In
contrast, where the activities are dissimi-
lar, satisfying the tests becomes far more
difficult and the taxpayer and the practi-
tioner must give attention to a number of
details—both administrative and substan-
tive—if aggregation is to be allowed.

The key is to avoid practices that sug-
gest the activities are separate and distinct
and to adopt practices that indicate the
activities are related and interdependent.
The court in Topping laid out the pattern
for success. For example, separate books,
separate checking accounts, and separate
locations for each activity do not support
aggregation. The taxpayer should ac-
count for the activities as one entity using
the same books and records as well as the

same accountants. This is particularly
true when reporting for tax purposes. The
taxpayer should also combine the results
of operations from the activities on one
form (e.g., one Schedule C or one Sched-
ule F) and not report them on two sepa-
rate forms.

Similarly, a taxpayer can show orga-
nizational interdependence by having all
the activities managed as one entity and
much of the work done by the same em-
ployees and can establish an economic
relationship by demonstrating that the
activities of one entity benefit the other,
such as using one activity to advertise
the other. It is very important that the
taxpayer be consistent in carrying on the
activities; that is, in all respects he or she
should conduct the activities as one be-
cause a single inconsistency may be fatal
to aggregation. As a last resort, if aggrega-
tion is not achievable, the taxpayer may
be able to attribute one business’s profit
motive to another. In all cases, taxpayers
should have a written business plan that
underscores how the activities are related.
If taxpayers follow these tips, they may be
allowed to aggregate activities and avoid
the problems of Sec. 183.

TTA
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32 Sec. 6662 generally imposes a penalty equal to 20% of the amount of the tax underpayment unless the taxpayer has a reasonable basis for a position. In the case

of a substantial underpayment, the taxpayer must show substantial authority for the position to avoid the penalty.
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