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TAX PRACTICE

A Thickening Pot: Gross Income Taxation of Hobby Activities

by Libin Zhang

Two cases decided in late 2018 confirmed that 
taxpayers must pay federal income tax on their 
gross income from marijuana businesses, with 
zero allowed deductions, even if the businesses 
are legal under state law.1 A lesser-known effect of 
the Tax Cuts and Jobs Act is that many taxpayers 
may be similarly taxed on their gross income from 
their activities not engaged in for profit, which are 
informally known as “hobby activities.” They are 
not limited to traditional fun hobbies and may 
range from coal mining2 to used-car sales3 to 
lawyering.4 This gross income taxation of hobby 
activities could result in severe financial hardship 
for affected taxpayers, who by definition do not 
make much money from those activities.

Introduction
For an individual or an S corporation that is 

engaged in a hobby activity, section 183 provides 
that deductions for the hobby activity’s expenses 
are generally allowed only up to the gross income 
from the activity.5 The hobby activity rules also 
apply to partnerships.6

Section 183 was enacted by the Tax Reform Act 
of 1969 to target farms, cattle, and horses,7 but its 
rules have been interpreted expansively to include 
sports activities,8 rental real estate,9 multilevel 
marketing,10 poetry publishing,11 organic apple 
orchards,12 and dog breeding or grooming.13
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1
Patients Mutual Assistance Collective Corp. v. Commissioner, 151 T.C. 

No. 11 (2018); and Alternative Health Care Advocates v. Commissioner, 151 
T.C. No. 13 (2018). See also Patients Mutual Assistance Collective Corp. v. 
Commissioner, T.C. Memo. 2018-208 (accuracy-related penalties not 
imposed).

2
Capek v. Commissioner, 86 T.C. 14 (1986).

3
Mayo v. Commissioner, T.C. Summ. Op. 2003-51.

4
Westphal v. Commissioner, T.C. Memo. 1994-537 (taxpayer victory); 

Beard v. Commissioner, T.C. Memo. 1995-41; and Cohen v. Commissioner, 
T.C. Memo. 1984-237, aff’d, No. 84-2751 (10th Cir. 1985).

5
Also, deductions are allowed if they do not require the activity to be 

engaged in for profit, such as home mortgage interest expense under 
section 163(h)(3) and some personal casualty losses under section 165(h).

6
Rev. Rul. 77-320, 1977-2 C.B. 78; Rev. Rul. 78-22, 1978-1 C.B. 72; 

Brannen v. Commissioner, 78 T.C. 471 (1982), aff’d, 722 F.2d 695 (11th Cir. 
1984); Hager v. Commissioner, 76 T.C. 759 (1981); Deegan v. Commissioner, 
787 F.2d 825 (2d Cir. 1986); and Landry v. Commissioner, 86 T.C. 1284 
(1986). But see Copeland v. Commissioner, 290 F.3d 326 (5th Cir. 2002) 
(section 183 does not apply to partnerships).

7
S. Rep. No. 91-552, at 103 (1969).

8
Stettner v. Commissioner, T.C. Memo. 2017-113 (auto racing); 

McCarthy v. Commissioner, T.C. Memo. 2000-135 (motorcross racing); Hoy 
v. Commissioner, T.C. Memo. 1991-575 (bass fishing); and Kimbrough v. 
Commissioner, T.C. Memo. 1988-185 (golf, taxpayer victory).

9
Mendes v. Commissioner, 121 T.C. 308 (2003); and Jansionowski v. 

Commissioner, 66 T.C. 312 (1976).
10

Elliot v. Commissioner, 90 T.C. 960 (1988), aff’d without opinion, 899 
F.2d 18 (9th Cir. 1990); and Nissley v. Commissioner, T.C. Memo. 2000-178.

11
Hawkins v. Commissioner, T.C. Memo. 1979-101.

12
Zdun v. Commissioner, T.C. Memo. 1998-296, aff’d without published 

opinion, 229 F.3d 1161 (9th Cir. 2000).
13

Keanini v. Commissioner, 94 T.C. 41 (1990); and Ballich v. 
Commissioner, T.C. Memo. 1978-497.
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Hobby activity deductions (up to hobby 
activity gross income) are a miscellaneous 
itemized deduction.14 Before the TCJA, the 
taxpayer would report hobby activity gross 
income as part of adjusted gross income, and then 
claim a miscellaneous itemized deduction for 
hobby activity deductions, which was allowed 
but subject to a 2 percent-of-AGI threshold and 
alternative minimum tax limitations.

The TCJA enacted new section 67(g), which 
disallows all miscellaneous itemized deductions 
in 2018 through 2025. Thus, the taxpayer reports 
the hobby activity’s gross income on Form 1040, 
line 21 (other income) as part of AGI, but is not 
allowed any deduction for the hobby activity’s 
expenses.

Example: An individual owned and operated 
a music club that generated $17,000 of gross 
income, with $37,000 of expenses.15 If the music 
club was not a hobby activity, the individual could 
claim up to $20,000 of tax losses. If the music club 
was a hobby activity before the TCJA, the 
individual increased her AGI by $17,000 and may 
claim a miscellaneous itemized deduction of up to 
$17,000 to offset that income. However, if the 
music club was a hobby activity after the TCJA, 
the individual increased her AGI by $17,000, 
without any deduction for the music club’s 
expenses.

In the pre-TCJA case of Purdey,16 the taxpayer 
was subject to the AMT for his hobby activity 
gross income, while his hobby activity deductions 
were not allowed for AMT purposes. The Court of 
Federal Claims rejected the taxpayer’s argument 
that the AMT imposed a “gross receipts” tax and 
was therefore impermissible under the federal tax 
system.

Further, capital gains and capital losses are 
not netted under section 183.17 In other words, 
gross income taxation is imposed in 2018 through 
2025 on the hobby activity’s gross capital gains, 
while any capital losses from the hobby activity 
are disallowed.

One consequence of gross income taxation, 
and the disallowance of the expenses, is that 
intercompany expenses may give rise to double 
gross income taxation.

Example: A taxpayer leased land to his wholly 
owned S corporation, which ran a horse farm on 
the land.18 If the S corporation was engaged in a 
hobby activity, its rent expenses were disallowed 
under section 183, without any offset to the 
taxpayer’s gross rental income.

The section 67(g) disallowance of 
miscellaneous itemized deductions has been 
discussed extensively for other deductions, 
particularly objections to the disallowance of 
some contingency fees and other unreimbursed 
employee expenses.19 Unreimbursed employee 
expenses were the main original target of the 
TCJA. The TCJA House bill and the 2014 Camp 
proposal both disallowed unreimbursed 
employee expenses, on the basis of reducing 
administrative burdens and being offset with an 
increase in the standard deduction.20 The TCJA’s 
Senate bill expanded the disallowance to all 
miscellaneous itemized deductions, with little 
explanation other than as a revenue-raising 
measure.

Potent Potables
The inequities of gross income taxation have 

been addressed in a line of marijuana-related 
cases.21 Marijuana is subject to section 280E, which 

14
Hobby activity deductions are not listed in section 62(a) as a trade 

or business expense or other deduction against AGI, so it is by default an 
itemized deduction under section 63(d). Section 67 divides all itemized 
deductions into miscellaneous itemized deductions and non-
miscellaneous itemized deductions. Hobby activity deductions are not 
listed among the non-miscellaneous itemized deductions in section 
67(b), so they are miscellaneous itemized deductions through a process 
of elimination. Hobby activity deductions are sometimes called “hobby 
losses,” although the term includes both deductions and losses.

15
See Ford v. Commissioner, T.C. Memo. 2018-8. To remain in the good 

graces of the Drug Enforcement Administration, all examples in this 
article are based on non-marijuana cases.

16
Purdey v. United States, 39 Fed. Cl. 413 (Fed. Cl. 1997).

17
Reg. section 1.183-1(b)(4).

18
See Estate of Stuller v. United States, 811 F.3d 890 (7th Cir. 2016), aff’g 

55 F. Supp.3d 1091 (C.D. Ill. 2014). See also Alternative Health Care 
Advocates, 151 T.C. No. 13 (management fees paid to an S corporation).

19
See Nathan J. Richman, “Some Employees May Find TCJA Coal in 

Their Tax Season Stockings,” Tax Notes, Dec. 24, 2018, p. 1661; and 
Douglas A. Kahn, “Suspension of Miscellaneous Itemized Deductions Is 
Ill-Advised,” Tax Notes, Feb. 18, 2019, p. 777.

20
See Dave Camp, “Tax Reform Act of 2014 Discussion Draft Section-

by-Section Summary,” at 22-23.
21

See, e.g., Californians Helping to Alleviate Medical Problems Inc. v. 
Commissioner, 128 T.C. 173 (2007); Olive v. Commissioner, 139 T.C. 19 
(2012), aff’d, 792 F.3d 1146 (9th Cir. 2015); and Alpenglow Botanicals LLC v. 
United States, 894 F.3d 1187 (10th Cir. 2018).
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generally prohibits any deduction for any amount 
paid or accrued in carrying on a trade or business 
that consists of trafficking in controlled 
substances that are prohibited by federal law or 
the law of any state in which such business is 
conducted. Controlled substances are on schedule 
I or II of the 1970 Controlled Substances Act. 
Schedule I contains substances with a high 
potential for abuse and no accepted medical use, 
such as heroin, LSD, MDMA (ecstasy), peyote, 
and marijuana. Schedule II contains substances 
with a high potential for abuse, but which have 
some accepted medical use with severe 
restrictions, such as cocaine, methamphetamine, 
Vicodin, and Adderall.

The legislative history of the 1982 Tax Equity 
and Fiscal Responsibility Act explained the 
motivation for section 280E22:

On public policy grounds, the Code makes 
certain otherwise ordinary and necessary 
expenses incurred in a trade or business 
nondeductible in computing taxable 
income. These nondeductible expenses 
include fines, illegal bribes and kickbacks, 
and certain other illegal payments.

Reasons for Change

There is a sharply defined public policy 
against drug dealing. To allow drug 
dealers the benefit of business expense 
deductions at the same time that the U.S. 
and its citizens are losing billions of 
dollars per year to such persons is not 
compelled by the fact that such deductions 
are allowed to other, legal, enterprises. 
Such deductions must be disallowed on 
public policy grounds.

Explanation of Provision

All deductions and credits for amounts 
paid or incurred in the illegal trafficking in 
drugs listed in the Controlled Substances 
Act are disallowed. To preclude possible 
challenges on constitutional grounds, the 
adjustment to gross receipts with respect 
to effective costs of goods sold is not 
affected by this provision of the bill.

Section 280E was enacted to reverse a 1981 Tax 
Court case that allowed a self-employed 
individual to deduct some costs in his trade or 
business of selling amphetamines, cocaine, and 
marijuana on consignment.23 He was allowed to 
deduct the expenses for his home office, 
telephone, and product packaging, although not 
his travel and entertainment expenses (because of 
lack of compliance with the substantiation 
requirements of section 274(d)).

Although the scope of any constitutional 
restrictions on the taxation of non-income items 
has become hazy,24 the section 280E use of gross 
income, rather than gross receipts, was 
presumably to ensure compliance with the 16th 
Amendment. The 1913 amendment authorizes 
Congress to impose taxes on “incomes, from 
whatever source derived, without apportionment 
among the several States, and without regard to 
any census or enumeration.”

Gross Income

For a manufacturing, merchandising, or 
mining business, “gross income” is gross receipts 
minus the costs of goods sold (COGS).25 COGS are 
therefore an important subtraction against gross 
income for marijuana and hobby activities. The 
COGS subtraction is not allowed for service 
providers.26 For all taxpayers, gross income is not 
reduced by selling expenses, losses, or other items 
not ordinarily part of COGS.27

Generally for property producers, COGS 
equals direct and indirect costs of creating 
inventory,28 which include raw materials costs, 
direct labor costs, and “indirect production costs 
incident to and necessary for the production of the 
particular article, including an appropriate 
portion of management expenses.”29 In contrast, 
for property resellers, COGS are limited to 
inventory costs plus transportation or other 

22
S. Rep. No. 97-494 Part 1, at 309 (1982).

23
Edmondson v. Commissioner, T.C. Memo. 1981-623.

24
See Dawn Johnson et al., “Law Professors Say Wealth Tax Would Be 

Constitutional” (Jan. 24, 2019).
25

Reg. section 1.61-3(a).
26

See Hahn v. Commissioner, 30 T.C. 195 (1958), aff’d per curiam, 271 
F.2d 739 (5th Cir. 1959).

27
Reg. section 1.61-3(a).

28
Reg. section 1.471-3(c).

29
Reg. section 1.471-11.
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necessary charges incurred in acquiring 
possession of the goods.30 It is therefore better to 
be a producer than a reseller, as confirmed by the 
taxpayer-unfavorable lack of vertical integration 
in Patients Mutual and Alternative Health Care 
Advocates.

In 2018 and later, the TCJA amended the 
section 471 inventory rules to exempt small 
businesses with generally less than $25 million of 
gross receipts, except for a broadly defined group 
of “tax shelters.”31 The taxpayer may either treat 
its inventory as non-incidental materials and 
supplies under reg. section 1.162-3, or generally 
conform to the method of accounting under its 
financial statements or accounting books and 
records. In either case, the taxpayer should be 
constitutionally permitted a COGS subtraction of 
direct costs against gross income. ILM 201504011 
helpfully confirmed that for a small business 
taxpayer who is not required to use an inventory 
method, the IRS:

should permit that taxpayer to continue 
recovering, as a return of capital 
deductible from gross income, the same 
types of costs that are properly 
recoverable by a taxpayer both trafficking 
in a Schedule I or Schedule II controlled 
substance and using an inventory method 
under section 471. Thus, for example, a 
producer of a Schedule I or Schedule II 
controlled substance should be permitted 
to deduct wages, rents, and repair 
expenses attributable to its production 
activities, but should not be permitted to 
deduct wages, rents, or repair expenses 
attributable to its general business 
activities or its marketing activities.

However, some commentators have stirred 
the pot by suggesting that small businesses 
cannot have COGs.32

The section 471 tax inventory rules date from 
the Revenue Act of 1918. The Tax Reform Act of 

1986 imposed on producers and resellers the 
mandatory uniform capitalization rules of section 
263A, which generally require the capitalization 
into COGS of additional direct and indirect costs, 
such as depreciation, rent, real estate taxes, and 
some interest expense.

Those involved in marijuana and hobby 
activities may be tempted to apply the section 
263A capitalization rules expansively and 
capitalize their otherwise nondeductible expenses 
as indirect costs to be part of COGS. The 
marijuana dispensary taxpayer made this 
argument in Patients Mutual, but unfortunately, 
the Technical and Miscellaneous Revenue Act of 
1988 foreclosed this seemingly ingenious idea by 
providing that “any cost which (but for this 
subsection) could not be taken into account in 
computing taxable income for any taxable year 
shall not be treated as a cost” subject to section 
263A capitalization rules.33 As the Tax Court in 
Patients Mutual stated bluntly, “Section 263A 
makes taxpayers defer the benefit of what used to 
be deductions — it doesn’t shower that as grace on 
those previously damned.”

At the state level, the grass may be greener for 
marijuana businesses compared to their hobby 
activity counterparts. Many states conform to the 
TCJA’s miscellaneous itemized deduction 
provisions and therefore disallow hobby activity 
deductions, but states that legalize marijuana 
sometimes decouple from section 280E and allow 
marijuana-related deductions against state 
taxable income.

Hobby Activity Determination
In determining whether an activity is not a 

hobby activity, the facts and circumstances must 
indicate that the taxpayer entered into the activity 
(or continued the activity) with the objective of 
making a profit, although a reasonable 
expectation of profit is not required.34 Reg. section 
1.183-2(b) applies a multifactor test in 
determining whether an activity is engaged in for 
profit:

30
Reg. section 1.471-3(b).

31
Section 471(c). For a discussion of the “tax shelters” and the same 

small business exception that applies to the section 163(j) business 
interest limitation, see Libin Zhang, “Links to the Past: Old Exceptions to 
New Interest Deduction Limitations,” Tax Notes, Jan. 21, 2019, p. 271.

32
See Richman, “Small Business Inventory Accounting Exception 

May Not Fit Pot,” Tax Notes, Feb. 4, 2019, p. 580.

33
Section 263A(c)(1) further provides that the uniform capitalization 

rules do not apply to any property produced by the taxpayer for use by 
the taxpayer other than in a trade or business or an activity conducted 
for profit, that is, a hobby activity.

34
Reg. section 1.183-2(a).
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1. the manner in which the taxpayer carries 
on the activity;

2. the expertise of the taxpayer or his 
advisers;

3. the time and effort expended in carrying 
on the activity;

4. the expectation that the assets used in an 
activity may appreciate in value;

5. the success of the taxpayer in carrying on 
similar or dissimilar activities;

6. the taxpayer’s history of income or losses 
with respect to the activity;

7. the amount of occasional profits, if any, 
which are earned;

8. the financial status of the taxpayer; and
9. the presence of elements of personal 

pleasure or recreation.
Example: The taxpayer was a lawyer who also 

produced a documentary film about her 
husband’s involvement with a quasi-cultish 
musical group.35 The filmmaking was not a hobby 
activity, despite a history of losses, based on such 
factors as the taxpayer organizing a film 
production company that maintained separate 
accounts and business credit cards, hiring a 
bookkeeper and accounting firm, creating a 
written business plan, taking film courses, 
seeking guidance from industry experts, 
modifying her movie to increase the profit 
potential, actively marketing the movie, spending 
significant amounts of time on the activity, and 
being successful in other artistic endeavors.

The regulation’s multifactor test does not 
apply in all cases. In Roberts,36 Judge Posner called 
the test “goofy.”

Section 183(d) provides that an activity is 
presumed not to be a hobby activity if it has 
positive net income for three or more years in the 
prior five consecutive years.37 All deductions are 
taken into account, except for net operating 
losses.38 The presumption applies only after the 

third profit year, and it is sometimes rebutted by 
the IRS.39

Example: The taxpayer was a lawyer and CPA 
who was also a part-time lumberjack on his own 
timber farm.40 The farm had net taxable income in 
1999, 2001, 2003, and 2004, but not in 1998 or 
earlier, so the presumption could not apply to 
1998 or 2000.

The hobby activity rules provide one escape 
hatch that is not available for marijuana 
businesses because section 183 does not apply to 
C corporations.41 The use of a C corporation to 
mitigate the potentially expensive hobby activity 
rules is a critical consideration in post-TCJA 
choice-of-entity debates.

Conclusion

Marijuana businesses have experienced their 
shares of highs and lows. California was the first 
state in the United States to legalize medical 
marijuana, after its voters approved Proposition 
215 in 1996. Many other states have legalized 
medical and nonmedical marijuana since then, 
with a recent push by bodega owners in New 
York City.42 Unfortunately for cannabis 
entrepreneurs, marijuana remains a Schedule I 
controlled substance under federal law, for which 
section 280E disallows all deductions and credits 
since 1982.43

In 2018 through 2025, hobby activities are 
treated similarly as marijuana activities in not 
being allowed any expense deductions. The 
situation may become chronic as there is 
legislation to make the TCJA’s individual tax 
reform permanent.44 In contrast with the Reagan-

35
Storey v. Commissioner, T.C. Memo. 2012-115.

36
Roberts v. Commissioner, 820 F.3d 247 (7th Cir. 2016), rev’g in part T.C. 

Memo. 2014-74.
37

For an activity that consists mainly of breeding, training, showing, 
or racing horses, the presumption applies if the activity has positive net 
income for two or more of the prior seven consecutive years. See 
Faulconer v. Commissioner, 748 F.2d 890 (4th Cir. 1984), rev’g T.C. Memo. 
1983-165.

38
Reg. section 1.183-1(c)(1).

39
See, e.g., Estate of Power v. Commissioner, T.C. Memo. 1983-552, aff’d, 

736 F.2d 826 (1st Cir. 1984).
40

See Mitchell v. Commissioner, T.C. Memo. 2006-145.
41

See reg. section 1.183-1(a); Potter v. Commissioner, T.C. Memo. 2018-
153. However, C corporations may have their deductions disallowed if 
lacking in profit motive. See ACM Partnership v. Commissioner, 157 F.3d 
231 (3d Cir. 1998); ASA Investerings Partnership v. Commissioner, 201 F.3d 
505 (D.C. Cir. 2000); and Saba Partnership v. Commissioner, 273 F.3d 1135 
(D.C. Cir. 2001).

42
M.L. Nestel, “New York City Bodega Owners Want ‘First Cracks’ at 

Selling Legal Weed,” Newsweek, Feb. 18, 2019.
43

There is some debate over whether foreign tax credits are allowed 
for marijuana activities in Canada and other countries that have 
legalized marijuana. See Amy Lee Rosen, “Cannabis Cos.’ Use of Foreign 
Tax Credits May Draw IRS Fire,” Law360 (Jan. 31, 2019).

44
See Protecting Family and Small Business Tax Cuts Act of 2018 

(H.R. 6760).
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era public policy of a war on drugs, the legislative 
history of the TCJA does not mention any 
congressional public policy of a war on hobby 
activities. Because hobby activities are often 
found after an IRS tax audit, the tax impact will 
likely increase over time.

The TCJA suspension of other miscellaneous 
itemized deductions have generated some 
opposition, such as contingency fees and other 
employee business expenses (plaintiffs’ attorneys 
and unions), non-interest investment expenses 
(asset management firms and investment funds), 
and tax preparation fees. A united front of 
marijuana dispensaries, bodega owners, aircraft 
owners,45 unsuccessful inventors,46 polo-playing 
lawyers,47 and other interested parties may find 
common ground in pursuing joint action to 
remedy their gross income tax situation and 
prevent their deductions from going up in smoke. 
Alternatively, the latter groups may consider a 
more remunerative activity with a lesser element 
of personal enjoyment, such as tax preparation 
and complying with the centralized partnership 
audit rules as enacted by the Bipartisan Budget 
Act of 2015. 

45
Campbell v. Commissioner, 868 F.2d 833 (6th Cir. 1989).

46
Christensen v. Commissioner, T.C. Memo. 1988-484.

47
De Mendoza v. Commissioner, T.C. Memo. 1994-314.

©
 2019 Tax Analysts. All rights reserved. Tax Analysts does not claim

 copyright in any public dom
ain or third party content.

For more Tax Notes content, please visit www.taxnotes.com. 

 




