9T.C.174 (1947)

Losses from commodity futures transactions are deductible as ordinary business
losses if the transactions constitute hedges entered into for business risk protection,
rather than speculation, and are directly related to the taxpayer’s dealings in the
actual commodity.

Summary

Stewart Silk Corporation, a silk cloth manufacturer, sought to deduct losses from
silk futures transactions. The Tax Court addressed whether these transactions were
hedges, intended to mitigate business risk, or speculative investments. The court
held that the futures transactions were legitimate hedges designed to protect the
company’s inventory from market fluctuations, and thus the losses were fully
deductible as ordinary business losses. The court emphasized the company’s
purpose in maintaining a balanced market position and mitigating risk associated
with its inventory.

Facts

Stewart Silk Corporation faced increasing competition from synthetic fabrics. In
1939, it had a large raw silk inventory. Concerned about potential price declines,
and at the insistence of its financier, Stern & Stern Textile Importers, Inc., the
company sold silk futures on the Commodity Exchange covering about one-third of
its silk holdings. After war broke out in Europe, silk prices rose dramatically. The
company closed out its futures contracts, largely through offsetting purchases,
incurring a substantial loss.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Stewart Silk
Corporation’s income, declared value excess profits, and excess profits taxes for
1941, disallowing most of a net operating loss carry-over from 1939. The Tax Court
reviewed the Commissioner’s determination regarding the characterization of the
silk futures transactions.

Issue(s)

Whether the silk futures transactions entered into by Stewart Silk Corporation in
1939 constituted hedges for business risk protection or speculative investments.

Holding

Yes, because the transactions were hedges entered into for the purpose of
protecting against a business risk rather than for speculation, and the resulting loss
is deductible in full.

© 2025 SCOTUSreports.com. All rights reserved. | 1



Court’s Reasoning

The court emphasized that the essence of hedging is maintaining a balanced market
position as a form of price insurance. Unlike speculative transactions, hedging aims
to mitigate the risk of price changes in a commodity the taxpayer deals with. The
court found that Stewart Silk’s futures sales were intended to “freeze” the value of a
portion of its silk holdings and eliminate the risk of market fluctuations. The court
noted that selling futures against inventory serves to fix the value of the raw
materials. The court stated that “[a] sale of any commodity for future delivery on
Commodity Exchange, Inc., to the extent that such sale is offset in approximate
quantity by the ownership or purchase of the same cash commodity or related
commodity” constitutes a hedging transaction. Because Stewart Silk held enough
raw silk to cover its futures commitments, the transactions qualified as hedges. The
court distinguished this case from those where futures transactions were not
concurrent with the risk sought to be protected against.

Practical Implications

This case clarifies the distinction between hedging and speculation for tax purposes.
It emphasizes that hedging transactions must be directly related to the taxpayer’s
business and intended to mitigate the risk of price fluctuations in commodities the
taxpayer deals with. To qualify as a hedge, the taxpayer must demonstrate a
balanced market position, with the futures transactions offsetting the risk associated
with their actual holdings or forward sales. This case is significant for businesses
that use commodity futures to manage price risk, providing guidance on how to
structure these transactions to ensure favorable tax treatment. Later cases have
relied on this decision to determine whether specific futures transactions constitute
hedging or speculation based on the taxpayer’s intent and the relationship between
the futures and the underlying business.
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