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Frank H. Fleer Corporation, 21 T.C. 1207 (1954)

When calculating excess profits tax deductions under Section 711(b)(1)(J) for losses
from hedging transactions, only net losses (losses exceeding gains) are considered,
and years with net gains are treated as zero for averaging purposes.

Summary

This case addresses the proper computation of excess profits tax deductions for
losses from hedging transactions under Section 711(b)(1)(J) of the Internal Revenue
Code. The core issue revolves around whether to include years with net gains from
such transactions when calculating the average deduction for the four previous
years. The Tax Court held that only net losses should be considered as deductions,
and years with net gains should be treated as zero in the averaging calculation,
ensuring consistency with the principle of offsetting income and deductions.

Facts

Frank H. Fleer Corporation incurred losses from dealings in corn futures, which
were treated as hedging transactions. In two of the four years prior to the base
period  year  (1939),  the  corporation  experienced  net  gains  from these  hedging
activities,  while  in  the other two years,  it  incurred net  losses.  The corporation
sought to disregard the gains and calculate its excess profits tax deduction based
solely on gross losses. The IRS argued that only net losses should be considered
when calculating the average deduction for the four previous years.

Procedural History

The Tax Court initially ruled on the case in a Memorandum Opinion entered June 30,
1952.  After  recomputation  under  Rule  50,  the  court  identified  a  previously
unaddressed  issue  regarding  the  computation  method  for  excess  profits  tax
purposes under Section 711(b)(1)(J). The proceeding was reopened to address this
specific question.

Issue(s)

Whether, in computing the excess profits tax deduction under Section 711(b)(1)(J)
for losses from hedging transactions, years with net gains from such transactions
should be included in the calculation of the average deduction for the four previous
years, and if so, how they should be treated.

Holding

No, because the statute requires consideration of only net losses as deductions and
years with net gains should be treated as zero for averaging purposes.

Court’s Reasoning
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The  court  reasoned  that  Section  711(b)(1)(J)  requires  consistent  treatment  of
deductions. The base period year deduction must be calculated using net losses, not
gross losses,  accounting for  offsetting gains.  This  approach aligns with Section
711(b)(1)(K), which ensures abnormal deductions are not disallowed if connected
with  offsetting  gross  income.  The  court  emphasized  that  the  statute  refers  to
“deductions” for the four prior years as a class, which should be treated consistently
with the base period year. It would be anomalous to consider the results of prior
years as “deductions” when those results are actually net gains, which increase
gross income. Therefore, only net loss years can give rise to “deductions,” and years
with no net losses must be included in computing the average but represented by
zero.

Practical Implications

This decision clarifies the methodology for calculating excess profits tax deductions
related to hedging losses, providing a consistent approach to handling gains and
losses. Legal practitioners must ensure that only net losses are considered when
computing such deductions, and that years with net gains are treated as zero when
calculating the average deduction for the four previous years. This ruling impacts
how businesses engaged in hedging activities compute their tax liabilities and serves
as precedent for interpreting similar provisions in tax law. It also highlights the
importance of considering the interconnection between related provisions, such as
Sections 711(b)(1)(J)  and 711(b)(1)(K),  when interpreting tax statutes.  The case
reinforces the principle that tax deductions should reflect actual economic losses,
accounting for any offsetting gains.


