IRS Facts — Is It a Hobby or A Business?

We have all heard that a farm is considered a farm if it generates $1,000.00 in annual
income but..... what about the I.R.S.?

The attached article from the Alabama Cooperative Extension System might help to
explain what is needed for your farm to be considered a business.

IRS Guidelines

e You carry on the activity in a business-like manner.

e The time and effort you put into the activity indicate you intend to make it
profitable.

e You depend on the income for your livelihood.

e Your losses are due to circumstances beyond your control (or are normal in the
start-up phase of your type of business.

e You change your methods of operation in an attempt to improve profitability.

e You (or your advisors) have the knowledge needed to carry on the business in a
profitable manner.

e You were successful in making a profit in similar activities in the past.

e The activity makes a profit in some years.

e You can expect to make a future profit from the appreciation of the assets used
in the activity.

The article below explains the details of why you might be audited for each of these
items.
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Is My Farm a Hobby or Business?
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[Vour tax return has been selected for examination by our office|

These are words that mo fax paver wanfs to read from esther
the IS or the Alabama Department of Feverne Recently a
farm spouse told the story of ther on-poing state tax audrt. It
was a fammhar one with a sad ending.

» Husband and wife owned and operated a small
cattle farm.
* They both had full ttme off-farm enplovment.

+ Worked hard, but lost money for the last 10 years
on their Schedule F - Farm Tax Rehon as a sole
proprietor.

Imitial Filld.l]]g b}'Allﬂitﬂl': Farm not businesz, but hobby, Hobby tax lozses not allowable on all tax vears
under examination. Taxable income increased by the amount of tax loszes, Additional prior year taxes and pozzible
interest and penalties due upon completion of the audit.

The audifor’s findings could have been avolrded if the farmer was knowledgeable of the pmidelmes published by the IRS
and Alabama Department of Fevemue for all small busmesses (which inchndes small farmers and ranchers).

The Internal Revenne Service Code 123 (d) deems that the taxpayer enfers mfo an activity for a profit and can deduct all
related business expenses if the business makes a profit 3 out of 5 consecutrve vears. If breeding, training, showing, or
racing horses, 1t 15 considered a for-profit business if a profit is made in 2 out of 7 consecutmve vears. When this threshold
of profitable vears 15 not met, the taxpayer has the burden of proving that he'she enfered m to the farming achvity with a
profit motive. Taxpavers should not single out one factor to determine whether the busmess 1= for profit, because the IRS
takes all of the followng points into considerafon.
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The 2010 edifion of IES Publications 535 — Business Expenses and 225 — Farmears Tax Guide list the following mine fems
as determiming factors in whether 2 busmess is a “Not-for-Profit Activity™.

. You camry on the actvity n a busmesshke mapner.

. The fime and effort you put mio the actvaty mndicate vou miend to make 1t profitable.

. You depend on the income for your livelthood.

. Your losses are due to cirenmstances beyond your confrol (or are normal in the start-up phase of your type business).
. You change vour methods of operation in an atternpt to improve profitabality.

. You (or your advisors) have the knowledge needed to carry om the achivity as a successfl business,

. You were successful in makmg a profit in sznmlar activafies m the past.

. The activity makes a profit in some years.

. You can expect to make a future profit from the appreciation of the assets used in the actrvity.
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The Alabamz Department of Fevenus (ADOR) has sumlar criterta for determommg whether a farmng achvity 15 engaged
m for a profit. Thewr mine factors are shown belowr, along with the stuation for the audited farm

ADOER. Guidelines used by the Auditor Audited Farm Situation
1. Manmer in which the activity iz condocted. « Do separate checking account for farm (personsl and
« Mamtenancs of checking accounts separate from farm fimds inter-mingled].
personal accoumts. ® Mo bosiness plan
#+ Presenfation of a formal written Business Plan * Mo annns] budzes
+  Preparation of bodzets # Mo books and records other than check book and
« Mamtenancs of business books and records. hank statements with sack of receipts and expenses
#*  Preparation of financis] statements. for tax preparer at end of year.
» NNo financizl statements other than tax retm.
2. Expertise « DMMember of state cattlemen associztion
#  Estzblished business based on extended stmdy of »  Begularly read snd smdied catile publications
similar businesses and consultation with experts, #  Had not consulted with Extension catfle specialist or
which indicate a profit motive. other cattle consultant since mid- 1990°s on
#  Personal background in activity. Improving operations.
3. Time and effort expended in carryving om the actvity. » Fammer snd spouse both had full tme off —farm
« Simnificant percentage of time devoted o actvity. employment.

« Bequred to document the amomt of time spent in
ranch business to establish how active they were m

farmmg.
4. Expectation that assets med in activity may appreciate « [Inimal lznd was inherited.
in value. #  More land had been rented to expand herd.
#«  The taxpayer may intend to derive proft from the
mcrease in valie of assets even though there may not
be & short term anmmal profit
5. Swmocess In carrying on ofher similar or dizsimilar « Hunsband and spouss non-fnm jobs were not in
activities. agriculhme
#*  Financial success in other acivitdes. « Do previous experience in owning any other small
business.
. History of income or losses with respect to the activity. #  Ten years of losses with no reported profits.
#  Sernes of losses mdicate lack of profit motive » Fespond to gquestion: “Why world o reasonable




& Indication of a rend toward proftabdlity.

parsan shay in busmess for fen Years with conimuing
losses™

7. Amonnt of eccasional profifs, if any, which are earned.
»  Oocasional substaniial profit mdicates profit motive.
«  Profits should be in line with fime and financial
mvesiment in the actvity.

1o profits reporied in fen years.
-1 wages mbsidize farm losses.

8. Fimancial statns of the tax payer.

« Substential income from other sources may suggest
that the actvity is mot engaged in for profit
especially if there are personal or recrestion elements
imvolved.

W-2 non-farm earmings had subsidized catile
operations for multiple years with no reporied
profits.

Tax payer and spouse reported they enjoyed raising
caftle snd living in a farm environment for
themselves and thelr children

8. Elements of personal pleasure or recreation
Presence of personal motdves other than profir.
# Potential to continue the activity without ever
making a proft.

Famm lifestyle was preferred by tax payer and
EpOnEEe.

Ten year history with no profits snd no plans to
discontinue raising cattle prior to the andit.

Concluding Commenis:

This small farmer and rancher would sound very familiar to any Extension professional in agneulture.
After reading these mndelimes, here are some suggeshons for any fanmer or rocher vou work with,

(et the facts — read the appropriate tax pubheations.
Understand the state fimancal and pobifical emvronment — If taxes cannot go up, one option fo increase reverme 15
to more strngzently enforee exnsting tax regulations.

#  Sole Propnetor farmers and ranchers are considered self-emploved, with mpmficant opporfumties to under-report
taxzble income and wse the farm as a fax-write-off to aveld tax on non-farm income.

#  The farmer should strongly consider sesing thewr tax-preparer prnior to each vear end to review vear-to-date zales
and expenses for tax planmng pwposes, parbeularly if they have not reported any Schedule F profits m the last
four years.

Finally, as Extension professionals, we all can ask two questions: My & Mrs. Farmer (or Rancher),
does this arficle sound like you? What can I do to help?

Uzeful Webates:
IES Farmsers” Tax Gande (IRS Publication 2235) explains how federal tax laws apply to farming, sremr s, govpublms-
pdfip22S pdf

IRS Business Expenses (IRS Pubbcation 535) worwirs. govipub/ns-pd£p535 pdf.

Alabama Cooperatrve Extension Svstem (ACES) Farm Manapement and Apnienltural Enterprise Analysis Program, can
provide techmieal aszistance with comphying with state and federal pudehnes,
bttp./fwerer.az aubwn edu'agecfarm analvsis pho



