Hirasuna v. Commissioner, 89 T. C. 1216 (1987)

The U. S. Tax Court held that arrangements between taxpayers and a farm
management company constituted an ‘enterprise’ under Section 464(c)(1)(B), with
more than 35% of losses allocable to the taxpayers.

Summary

In Hirasuna v. Commissioner, dentists John and Claudia Hirasuna, and orthodontist
Harry and Sadako Hatasaka, entered into agreements with Pacific Agricultural
Services, Inc. (Pac Ag) to lease and manage farmland. The Tax Court determined
that these agreements formed an ‘enterprise’ under Section 464(c)(1)(B), and since
the taxpayers were responsible for 100% of the farming expenses and losses, they
were part of a farming syndicate. This ruling meant that the taxpayers had to
capitalize certain farm expenses rather than deduct them currently, aligning with
Congress’s intent to limit tax benefits for non-farmers investing in agriculture.

Facts

John and Claudia Hirasuna, and Harry and Sadako Hatasaka, were professional
dentists and an orthodontist, respectively. They entered into lease and management
agreements with Pac Ag for farmland in the San Joaquin Valley, California. These
agreements included an agricultural lease with an option to purchase, a care and
growing agreement, and a farm management agreement. Under these contracts, Pac
Ag was responsible for planting, managing, and maintaining the farmland, while the
taxpayers were responsible for all related expenses and potential losses. The
taxpayers deducted these expenses on their tax returns, leading to disputes with the
IRS over whether these deductions were allowable or should be capitalized as part
of a farming syndicate.

Procedural History

The taxpayers filed a motion for summary judgment, arguing they were not part of a
farming syndicate under Section 464(c). The IRS filed a cross-motion for partial
summary judgment, asserting that the taxpayers were involved in an enterprise
where more than 35% of the losses were allocable to them. The U. S. Tax Court
denied the taxpayers’ motion and granted the IRS’s motion, finding that the
taxpayers were indeed part of a farming syndicate.

Issue(s)

1. Whether the taxpayers were involved in an ‘enterprise’ as defined by Section
464(c)(1)(B).

2. Whether more than 35% of the losses from this enterprise were ‘allocable’ to the

taxpayers.

Holding
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1. Yes, because the agreements between the taxpayers and Pac Ag created an
‘enterprise’ under the broad definition intended by Congress.

2. Yes, because the taxpayers were responsible for 100% of the farming expenses,
effectively allocating 100% of the losses to them.

Court’s Reasoning

The court interpreted ‘enterprise’ broadly, as intended by Congress, to include
various business organizations, including those formed by management contracts.
The agreements between Pac Ag and the taxpayers delegated all farming operations
to Pac Ag while requiring the taxpayers to pay all expenses, effectively allocating all
losses to them. The court emphasized that the term ‘allocable’ must be considered in
light of the effect of these agreements, not just their express terms. The legislative
history of Section 464 supported this interpretation, as Congress aimed to limit tax
benefits for non-farmers using farming investments to shelter income. The court
noted that the taxpayers’ losses were ‘artificial’ due to the mismatching of income
and expenses, aligning with Congress’s intent to restrict such deductions.

Practical Implications

This decision clarifies that arrangements between taxpayers and farm management
companies can constitute an ‘enterprise’ under Section 464(c)(1)(B), even without a
formal partnership agreement. Taxpayers entering similar agreements must be
aware that they may be considered part of a farming syndicate, requiring them to
capitalize certain farm expenses rather than deduct them currently. This ruling
reinforces the IRS’s ability to challenge deductions claimed by non-farmers investing
in agriculture, potentially affecting how such investments are structured and
documented. Future cases may cite Hirasuna to argue for a broad interpretation of
‘enterprise’ and ‘allocable’ in the context of farming syndicates, impacting tax
planning strategies for agricultural investments.
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