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5 T.C. 397 (1945)

A loss from commodity futures transactions is considered an ordinary loss if the
transactions constitute a hedge against business risks, but is a capital loss if the
transactions are speculative.

Summary

The Tax Court addressed whether losses incurred by a textile manufacturer from
commodity futures transactions constituted ordinary losses from hedging or capital
losses from speculation.  The court  ruled that  the transactions were speculative
because  the  taxpayer  had not  made any  forward commitments  for  sales  of  its
manufactured product, and therefore, there was no fixed risk for the purchase of
raw material  futures to offset.  Without forward sales commitments,  the futures
contracts were not balancing transactions and did not qualify as hedges, resulting in
a capital loss, subject to limitations.

Facts

Dorothy Makransky’s estate sought to deduct losses from futures transactions. The
taxpayer,  a  textile  manufacturer,  bought  raw  material  futures.  However,  the
taxpayer had not entered into any forward sales commitments for its manufactured
products.  The taxpayer argued these futures purchases were hedges to protect
against price fluctuations in raw materials.

Procedural History

The Commissioner determined that the losses were capital losses and limited the
deduction. The Tax Court reviewed the Commissioner’s determination.

Issue(s)

Whether losses from commodity futures transactions are deductible as ordinary
losses because they constitute a hedge against business risks, or whether they are
capital losses because they are speculative in nature.

Holding

No, because the taxpayer did not have any forward sales commitments to offset with
the futures transactions, rendering the transactions speculative and not hedges.

Court’s Reasoning

The court reasoned that hedging involves maintaining a balanced market position,
essentially acting as price insurance. To qualify as a hedge, the futures transactions
must offset a specific business risk, such as forward sales commitments. The court
emphasized  that  “if  a  manufacturer  or  processor  of  raw materials  is  short  on
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inventory  and  makes  sales  of  his  finished  product  for  forward  delivery,  the
appropriate hedging transaction in that instance would be the purchase of  raw
material futures at or about the time he makes the sale.” In Makransky’s case, the
absence of forward sales meant there was no fixed risk to offset with the futures,
making the transactions speculative.  The court  distinguished true hedging from
speculation, stating that, unlike hedging, speculative transactions do not offset any
existing business risk. Because Makransky had no forward sales commitments, the
court  concluded  that  the  futures  transactions  were  speculative  and,  therefore,
subject to capital loss treatment.

Practical Implications

This  case clarifies  the definition of  a  hedge for  tax  purposes,  emphasizing the
requirement of an offsetting business risk. It highlights that simply buying or selling
futures in relation to inventory or raw materials is not enough; there must be a
direct link to forward sales commitments. Legal practitioners must carefully analyze
the taxpayer’s business operations to determine whether futures transactions are
genuinely hedging existing risks or are merely speculative ventures. The absence of
forward contracts or other demonstrable commitments significantly weakens the
argument for hedge treatment. Later cases cite this case to differentiate between
hedging and speculation, showing the lasting impact of this ruling on tax law.


