9T.C.1150 (1947)

A taxpayer can deduct farm losses as ordinary and necessary business expenses if
the farm is operated with the primary intention and reasonable expectation of
making a profit, even if it consistently incurs losses.

Summary

Norton L. Smith, an executive, purchased a farm intending to operate it for profit.
Despite consistent losses from 1933 onward, Smith made efforts to improve the
farm, diversify its activities, and increase production. He segregated farm expenses
from personal expenses and dedicated significant time to farm operations. The
Commissioner of Internal Revenue disallowed deductions for farm losses in 1942
and 1943, arguing the farm was not operated for profit. The Tax Court ruled in favor
of Smith, holding that his actions demonstrated a genuine intent and reasonable
expectation of profitability, making the losses deductible business expenses.

Facts

In 1933, Norton L. Smith, an executive, purchased a 118-acre farm for $13,000,
intending to make it his permanent home and operate it for profit to supplement his
income. The farm was initially in poor condition, requiring significant investment in
improvements. Smith experimented with various farming activities, including
renting to a tenant, general farming, poultry, hogs, sheep, and beef cattle. He
invested time and resources in soil improvement, increasing cultivated acreage from
75 to 95 acres. Smith sold farm produce to local businesses and consumed a small
portion himself, accounting for it in farm income. Despite these efforts, the farm
consistently operated at a loss.

Procedural History

The Commissioner disallowed deductions for farm losses claimed by Smith in his
1942 and 1943 income tax returns, resulting in a deficiency determination for 1943.
Smith petitioned the Tax Court for a redetermination of the deficiency, arguing that
the farm was operated for profit and the losses were therefore deductible. The Tax
Court reviewed the evidence and reversed the Commissioner’s determination.

Issue(s)

Whether the petitioner’s farm operations during the taxable years constituted a
business regularly carried on for profit, such that losses incurred are deductible as
ordinary and necessary business expenses.

Holding

Yes, because the petitioner operated the farm with the genuine intention and
reasonable expectation of making a profit, as evidenced by his ongoing efforts to
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improve the farm’s operations, diversify its activities, and increase its productivity,
despite consistent losses.

Court’s Reasoning

The Tax Court emphasized that the determination of whether a farm is operated for
profit depends on the taxpayer’s intent, as gleaned from all the evidence. The court
acknowledged the continuous losses but stated that this was not controlling if other
evidence showed a true intention of eventually making a profit. The court
distinguished this case from others where the expectation of profit was deemed
unreasonable. The court noted Smith’s efforts to improve the land, diversify farming
activities, and personally engage in farm work. It found significant that Smith
segregated farm expenses from personal residential expenses and did not use the
farm for social or recreational purposes. The court concluded that Smith’s primary
intention was not merely to supply his family with food, as only a small percentage
of the farm’s produce was consumed at home, with the remainder being sold
commercially. As the court stated, “We are convinced from the record that it has at
all times been petitioner’s intention to operate the farm for profit, and that he had
reasonable expectations of accomplishing that result.”

Practical Implications

This case provides guidance on determining whether a farming activity constitutes a
business for tax purposes, allowing for the deduction of losses. It clarifies that
consistent losses alone do not preclude a finding that a farm is operated for profit.
The key is the taxpayer’s intent, demonstrated through concrete actions such as:
investing in improvements, diversifying operations, dedicating personal time,
segregating expenses, and engaging in commercial sales. This case is often cited in
disputes involving hobby losses and requires taxpayers to maintain thorough records
and demonstrate a business-like approach to their farming activities. Later cases
have applied this ruling by examining the totality of the circumstances, focusing on
the taxpayer’s efforts, expertise, and the economic viability of the farming operation.
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