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T.C. Memo. 1948-252

Whether  a  farm is  operated as  a  trade or  business  for  profit,  rather  than for
recreational purposes or as a hobby, depends on the taxpayer’s intent, determined
from all the evidence.

Summary

Shwab sought to deduct farm losses from his income taxes, which the Commissioner
disallowed, arguing the farm was not operated for profit. The Tax Court determined
that despite continuous losses, Shwab genuinely intended to operate the farm for
profit.  This was evidenced by his efforts to improve and diversify the farm, his
significant time investment, and the minimal consumption of farm products by his
family.  The  court  allowed  the  deduction,  emphasizing  Shwab’s  reasonable
expectation  of  profitability  based  on  his  operational  choices  and  focus  on
commercial  sales.

Facts

Shwab purchased a farm in 1933 and operated it through the tax years in question
and  beyond.  The  farm  consistently  incurred  annual  losses.  Shwab  increased
cultivated and pastured land from 75 to 95 acres. He rented the farm and hired an
experienced farmer for supervision. He implemented land improvement practices,
including reclamation,  fertilization,  and soil  conservation.  Shwab diversified the
farm’s production, including poultry, eggs, cattle, sheep, wheat, corn, and hay. He
spent weekends working on the farm and consulted with his employee daily. Farm
products were primarily sold to local businesses, with only about 10% consumed by
his family. The farm was treated separately from his residence, with segregated
expenses and no recreational facilities.

Procedural History

The Commissioner of  Internal  Revenue disallowed Shwab’s  deductions for  farm
losses.  Shwab  petitioned  the  Tax  Court  for  a  redetermination.  The  Tax  Court
reviewed the evidence and reversed the Commissioner’s determination, allowing the
deduction.

Issue(s)

Whether Shwab operated the farm as a trade or business for profit, thereby entitling
him to deduct farm losses, or whether he operated it for recreational purposes or as
a hobby.

Holding

Yes, because the evidence showed that Shwab intended to operate the farm for
profit,  despite  continuous  losses,  and had reasonable  expectations  of  achieving
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profitability through his operational choices and focus on commercial sales.

Court’s Reasoning

The  court  focused  on  determining  Shwab’s  intent,  considering  all  evidence
presented. While acknowledging continuous losses, the court stated, “The fact that
the  operation  of  the  farm has  resulted  in  a  series  of  losses,  however,  is  not
controlling if the other evidence shows there is a true intention of eventually making
a profit.” The court distinguished *Thacker v. Lowe*, 282 Fed. 1944, where the
sustained losses made future profit unlikely. Here, Shwab’s actions demonstrated a
profit  motive:  increasing  cultivatable  land,  hiring  experienced  management,
improving the  land,  and diversifying  crops.  The court  also  found that  Shwab’s
personal enjoyment of the property and high income did not negate his intent to
profit.  The  limited  home  consumption  of  farm  products  further  supported  the
conclusion  that  the  farm  was  operated  primarily  for  commercial  purposes,
distinguishing it from cases like *Louise Cheney, 22 B. T. A. 672*, where home
consumption was the primary purpose.

Practical Implications

This case illustrates that continuous losses alone do not automatically disqualify a
farming operation as a business for tax purposes. It emphasizes the importance of
demonstrating a genuine intent to profit through active management, operational
improvements,  and  a  focus  on  commercial  sales.  Taxpayers  claiming  farm loss
deductions should maintain detailed records of their activities, expenses, and efforts
to  improve  profitability.  This  case  provides  a  framework  for  analyzing  similar
situations, highlighting the factors courts consider when determining whether a
taxpayer’s intent is primarily for profit or personal enjoyment. Subsequent cases
have  cited  *Shwab*  to  reinforce  the  principle  that  profit  motive  is  a  factual
determination  based  on  the  totality  of  the  circumstances,  with  emphasis  on
demonstrable efforts to achieve profitability.


