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Horse Farm Was a  
For-Profit Business

Cross References
• Metz, T.C. Memo. 2015-54, March 23, 2015

IRC section 183(a) generally disallows any deduction attributable to an activity not en-
gaged in for profit. This rule is aimed at disallowing the deduction of the expenses of a 
hobby that is used to offset taxable income from other sources. In determining whether 
an activity is a business or a hobby, all the facts and circumstances must be considered 
with respect to the activity. Regulation section 1.183-2(b) lists the nine factors to consider:
• Manner in which the taxpayers carry on the activity,
• Expertise of the taxpayers or that of their advisers,
• Time and effort expended on the activity,
• Expectation that assets used in the activity may appreciate in value,
• Success of the taxpayers in carrying on other similar or dissimilar activities,
• History of income or losses with respect to the activity,
• Amount of occasional profits, if any, from the activity,
• Financial status of the taxpayers, and
• Any elements of personal pleasure or recreation.

In considering these nine factors, courts focus on the taxpayer’s subjective intent.

The taxpayer in this case was successful in turning around the family baking business, 
founded by his grandfather. The bakery was estimated to have lost $500,000 to $1 million 
per year between 1966 and 1978. When the taxpayer became president and chief oper-
ating officer in 1983, he managed to turn the business around. By 1988, the bakery was 
making $1 to $3 million per year and was building a new facility.

The taxpayer received $10 to $12 million in 1989 and another $10 to $12 million in 1994 
from various transactions with the bakery. In 2000, the bakery was eventually sold for 
$650 million. Much of the taxpayer’s share of gains from these transactions went into an 
investment account. The taxpayer used money from this account as the primary source of 
the cash needed for his horse-breeding activity.

The horse-breeding activity started in 1989 with the purchase of Arabian horses. The 
activity was incorporated as an S corporation shortly after. During this initial start-up 
period, the taxpayer saw the prices of quality Arabian horses drop from approximately 
$300,000 – $500,000 to $30,000 – $50,000. The taxpayer testified that he thought prices had 
reached their bottom. The taxpayer’s spouse worked 50 to 60 hours a week on farm adver-
tising, marketing, and promotions. The taxpayer worked full-time at the farm and served 
as vice president and treasurer of the S corporation.
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After a string of annual losses, they decided in 1995 to move their operations to Naples, 
Florida and bought a farm there for $550,000. This location proved not to be profitable, so 
they moved again in 2003 to Santa Ynez Valley in California and bought two properties. 
The Santa Ynez Valley has the largest concentration of Arabian horse farms in the United 
States. However, these moves did not stop the operating losses. One property was sold 
in 2006 for about $5 million. However, that was not enough to net a profit from the sale 
after accounting for their development costs. Between 1999 and 2009 (2004 through 2009 
being the subject of this Tax Court case), the business continued to burn through millions 
of dollars (averaging losses of over $900,000 per year).

Then in 2008, the stock market collapsed and the investment account needed to be liqui-
dated to pay off a margin call. The primary funding source for the horse-breeding activity 
had vanished. The taxpayers did not give up. They continued to fund their operations by 
securing over $2 million in loans, secured by their personal residence.

At trial, the taxpayers remained optimistic about the future. They testified that since 2008, 
they have significantly diminished their expenses and increased revenue. The taxpay-
ers also showed that for the first six months of 2011 they made a profit by selling five 
horses at an average price exceeding $70,000. After those sales, the taxpayers still owned 
31 horses. They also continue to generate income from stallion services, brokerage, and 
consulting services.

To determine whether the taxpayers are subject to the hobby loss rules under IRC section 
183, the court’s analysis of the nine factors must be focused on the taxpayer’s subjective 
intent rather than the reasonable-person standard. In other words, the court is not to use 
its own business judgment for what the taxpayers could have done better.

1) Businesslike manner. The taxpayers in this case kept records in a businesslike man-
ner. They used Quickbooks for their bookkeeping and hired a CPA firm to perform 
monthly bank reconciliations, accounts-payable, monthly profit-loss statements, work-
ers’ compensation payments, and quarterly payroll tax returns. They also hired a law 
firm which had expertise in the horse industry to prepare written contracts for horse and 
semen sales.

They also had annual written business plans which included goals, job descriptions, poli-
cies and procedures, and descriptions of the farm’s individual horses, as well as proposed 
advertising and promotion opportunities for the upcoming year.

They also had extensive advertising and promotion. They gave a professional quality pre-
sentation folder to all prospective customers that contained business cards, professional 
prepared stallion cards, and copies of articles featuring their horse breeding and sales 
activity in trade publications. They advertised extensively in those trade journals. They 
also had a very attractive website.

The taxpayers claimed that the sheer number of horses sold during the years at issue 
is characteristic of a profit-motivated business. They argued that the willingness to sell 
horses at various price points shows that they are breeders and sellers of fine horses and 
not just keeping pets. They registered their horses so that they could be sold. Some of the 
horses were sold for six figures, and one sold for $250,000.
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The IRS argued that horse sales are not relevant without considering the expenses the 
taxpayer’s incurred in acquiring and maintaining the horses. The taxpayers did not track 
expenses on a horse-by-horse basis and thus could not see that they never realistically 
could make a profit. The court disagreed. The monthly Quickbooks reports that the CPA 
firm produced allowed them to properly assess economic performance and identify cost 
reducing strategies. The taxpayers reviewed those reports on a monthly basis to identify 
monthly cost increases and see what they could do to change. The reports allowed them 
to figure out an average per-horse cost. The court also noted that they made changes over 
the years in an attempt to improve profits. Their move from Naples to California indicates 
they were attempting to find a better location. The court found that their records and the 
changes they made over the years were sufficient to show a profit motive.

2) Expertise of taxpayers or advisers. The taxpayers showed a dedication to learn-
ing from experts in the Arabian horse business. They themselves demonstrated their ex-
pertise through education and leadership in the industry. The taxpayers served on the 
board of directors for various Arabian horse associations and foundations. They turned 
to a number of advisors, experts, and industry friends to gain knowledge. They hired a 
number of professionals to handle aspects of horse breeding that were not part of their 
expertise. And at Arabian horse shows, they hired professionals to show their horses.

The IRS argued that the court must distinguish between technical expertise in breeding, 
promoting, and showing horses with the expertise in the economics of those undertak-
ings. The court determined the taxpayers had expertise in both. They moved their opera-
tions and acquired feed at lower prices after consultation with experts. The court found 
that the taxpayers and their advisers had sufficient expertise in the industry to meet this 
test.

3) Time and effort expended on the activity. The more time a taxpayer spends on an 
activity, the less it looks like a hobby and the more it looks like a business engaged in for 
profit. The taxpayers worked full-time in their activity for all years at issue, except in 2006 
when the taxpayer’s spouse did not work due to a blood disease. The taxpayers argued 
that there is no Tax Court case that has ever held that a full-time activity of both taxpay-
ers fails this test. The court found the taxpayer’s amount of time and effort spent on the 
activity was sufficient to meet this test.

4) Expectation that assets used in the activity may appreciate in value. The court 
found that both the horses raised on the farm and the farm land itself count as one activ-
ity for purposes of this test. They sold their Florida property and replaced it with Cali-
fornia property in connection with their horse farm. Total appreciation of their Florida 
property and the two California properties totaled $4.4 million. An estimated overall ap-
preciation of their horses was about $1.6 million, and an estimated worth of their horses 
fluids (for horse breeding) was about $500,000. Total appreciation of all assets was about 
$6.5 million.

The IRS argued this was not enough to make up for the losses the taxpayers have already 
suffered. The court said that is not the point. Taxpayers who buy or grow assets that they 
actually and honestly think will increase in value are more likely to have the subjective 
intent to make a profit. The court said this factor weighs in favor of the taxpayers.
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5) Success of taxpayers in carrying on other similar or dissimilar activities. The 
taxpayer turned his family baking business around that lost about $1 million a year into 
one that was profitable enough to find a buyer. The court said converting activities from 
unprofitable to profitable enterprises means the taxpayer has experience with success. 
The court said this factor weighs in favor of the taxpayers.

6) History of income or losses with respect to the activity. Long periods of sustained 
and heavy losses may suggest the activity is a hobby. For the years at issue, average losses 
of around $1 million each year indicates a hobby. However, the regulations provide guid-
ance in how to appraise circumstances outside of the taxpayer’s control. Where losses 
continue to be sustained beyond the startup period, such continued losses, if not ex-
plained, as due to customary business risks or reverses, may be indicative that the activity 
is not being engaged in for profit. These regulations point to a number of reasons why 
a business may sustain losses but nonetheless be a profit-motivated business. One very 
important one is depressed market conditions.

The taxpayers testified at great length and very convincingly, that this is just what hap-
pened to them. Some of their problems were industry wide, and some were specific to 
their business. The Arabian horse market has had a lot of problems during the last two 
decades. The taxpayers also had problems with their veterinary services that caused 
problems with their breeding activities. The court found this series of unfortunate events 
explains why the taxpayer kept losing money.

The IRS argued that the taxpayer’s activity can only be considered to be a for-profit ac-
tivity if they have a bona fide expectation that the amount of the future profits will more 
than offset the $20 million of losses incurred from inception to date. The court disagreed. 
The taxpayer need only to show that they expect eventually to recoup losses sustained in 
the intervening years between the current year and the hope for a profitable future. In 
other words, if a taxpayer can expect to generate an overall profit from the current year 
onward, then it can’t be said that the taxpayer lacks a profit objective simply because he 
will never generate an overall profit over the lifetime of the activity. The court was con-
vinced that at the time of their move to California in 2003, the taxpayer’s expected to gen-
erate an overall profit in the coming years. The move itself was predicated on decreasing 
costs and increasing income, and the taxpayers have generally trended that way since the 
move, with a profit showing for the first half of 2011. So while the losses during the years 
at issue don’t weigh in the taxpayer’s favor, the taxpayers do have a reasonable explana-
tion. The court said this factor is neutral.

7) Amount of occasional profits, if any. Occasional profits may help a taxpayer show 
he intended to make a profit, but the size of profits relative to losses and the frequency 
of those profits are important. The losses in 2005 through 2009 were not small, but then 
again, neither was the profit in 2005. Thus, one year had a large profit and the remaining 
years had large losses.

Horse farming is a speculative venture. More horses are duds than champions, but a few 
do command multimillion dollar syndication fees. The taxpayers offered the examples of 
the $6.5 million Ruminaja Ali, and other horses named Aladdinn and Khemosabi who 
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commanded more than $5 million each. Everyone understands that the probability of 
hitting this kind of jackpot is low, but the court said that it is not entirely random. To 
generate good sales a horse farm must take the time needed for a multigenerational 
breeding program. A horse farm has to make decisions about its breeding program that 
hopefully will bear good fruit many years later. With such a long time frame, and such a 
low probability any particular horse will be worth a very great deal, one has to conclude 
that Arabian horses are very much a speculative business. Even one multimillion-dollar 
payoff would take care of covering around five years of the taxpayer’s average losses. And 
those losses appear to be trending down. Thus, the taxpayers may not ultimately breed a 
stallion such as Ruminaja Ali, but the potential for a substantial ultimate profit bears on 
the issue of subjective intent to make a profit. This factor, although perhaps unreason-
able, indicates the taxpayers intended to make a profit.

8) Financial status of taxpayers. Income from other sources may indicate that an activ-
ity is not engaged in for profit. If this case were only looking at tax years up until 2008, the 
court might be inclined to say this factor favors the IRS. However, when 2008 happened, 
it completely changed the taxpayer’s financial picture. The taxpayer’s were wiped out of 
their investment account that was used to finance the horse farm operations. But the tax-
payers continued the activity despite very few liquid assets using operating income and 
lines of credit. The taxpayers not only invested large sums form their investments, but af-
ter 2008, a large percentage of their income went back into the activity. By the last couple 
of tax years before the court, a very large proportion of the taxpayer’s net worth was tied 
to their business. The court found this factor weighs in favor the taxpayers.

9) Elements of personal pleasure or recreation. When a taxpayer gets personal plea-
sure or recreation from an activity it’s less likely the activity is engaged in for profit. How-
ever, there is no requirement in the law that a taxpayer’s business expenses are deduct-
ible only if incurred in an activity he loathes. The fact that the taxpayer derives personal 
pleasure from engaging in the activity is not sufficient to cause the activity to be classified 
as not engaged in for profit if the activity is in fact engaged in for profit as evidenced by 
other factors.

The taxpayers definitely take personal satisfaction from their farm, but the court said 
the IRS exaggerated that degree. The IRS said the taxpayers derive personal pleasure 
from making trips to horse show events and riding horses. But the IRS offered no way to 
distinguish those who are in the business of horses and those who just enjoy horses at 
these shows. The IRS does not audit every horse farm business whose owners show up 
at horse shows. On the contrary, the court said we should expect horse-farm owners to 
attend these events regularly to meet with those who just enjoy horses. The evidence also 
indicates that the taxpayer’s spouse no longer rides horses, and hasn’t done so since 2006.

The taxpayers understandably enjoy their work. This does not mean they enjoy every-
thing about it, and even if they did, suffering has never been made a prerequisite to de-
ductibility. The court said this factor was neutral.

Conclusion. With the above factors considered, the court found that the taxpayers did 
have a subjective intent of making a profit and thus allowed the deduction for their losses.
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