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Is it a Hobby or a Business?

An avid photographer occasionally does wedding photography or sells some shots to the local paper. A
stay-at-home parent with a passion for baking takes orders for birthday cakes or desserts for parties. Or
someone who's great with crafts sells some of her creations online. Are they involved in a hobby or a
business? That can be a challenging determination for taxpayers, and there are special Internal Revenue
Service rules to answer that question, notes the Tennessee Society of CPAs. You may be surprised by
what they mean to you. Here’s the information you need to understand where you stand and how it

affects your tax situation.
What Is a Business?

Both hobby and business income is generally taxable. If your activities can be considered a business,
then you can deduct the qualified expenses involved, even if they exceed the income that the business
brings in. However, a key feature of a business is that it is undertaken to earn a profit. In the eyes of the
IRS, an activity is presumed to be carried on for a profit if it has made a profit in at least three of the last
five tax years, including the current year. (There’s a slightly longer horizon for businesses that involve
breeding, showing, training or racing horses.) If you haven’t had the three years or more of profits, the

IRS may take nine other factors into account. They include:

Whether you carry on the activity in a businesslike manner.
e  Whether the time and effort you put into the activity indicate you intend to make it profitable.
e  Whether you depend on income from the activity for your livelihood.

e  Whether your losses are due to circumstances beyond your control (or are normal in the startup

phase of your type of business).

e  Whether you change your methods of operation in an attempt to improve profitability.
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e Whether you or your advisors have the knowledge needed to carry on the activity as a

successful business.
e  Whether you were successful in making a profit in similar activities in the past.
e  Whether the activity makes a profit in some years and how much profit it makes.

e Whether you can expect to make a future profit from the appreciation of the assets used in the

activity.

The IRS will weigh your answers to these questions, consider your specific circumstances and come up
with a determination for each situation. Your CPA can advise you not only on whether you likely qualify
as a business under IRS rules but also on the best strategic steps you can take to strengthen your

company and put it on the road to greater productivity and profitability.
What Is a Hobby?

A hobby is something you do because you enjoy it, without necessarily expecting to make a profit. If you
incur expenses—on supplies, transportation, equipment or other costs—related to your hobby, you may
be able to deduct them, but there are limits. Generally, you can only deduct your hobby expenses up to
the amount of hobby income. In addition, the expenses must be considered ordinary and necessary. An
ordinary expense is one that is common and accepted for the activity. A necessary expense is one that is

appropriate for the activity.
Turn to Your Local CPA

There is an estimated $30 billion a year in unpaid taxes, according to the IRS, and the incorrect
deduction of hobby expenses contributes to that total. Your local CPA can help you ensure that your tax
return accurately reflects your activities. He or she can also work with you to take steps that can help
minimize your tax bill and achieve your other financial planning goals. Be sure to contact your CPA with

all your financial questions. For more information on taxes and more, visit 360finlit.org
About Money Management

Money Management is a column on personal finance that is a joint effort of the AICPA and the
Tennessee Society of CPAs, as part of the profession’s nationwide 360 Degrees of Financial Literacy

program. Members of TSCPA are CPAs residing and practicing primarily in Tennessee in all areas of
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public accounting, education, government, business and industry. TSCPA offers a speakers bureau for
many types of business and educational engagements. For details, visit www.tscpa.com. TSCPA is

headquartered in Brentwood, Tenn.
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