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20 T.C. 740 (1953)

A taxpayer realizes taxable income from a foreign exchange transaction when it
borrows  foreign  currency,  uses  it  to  discharge  a  dollar-denominated  obligation
recorded at the prevailing exchange rate, and subsequently repays the loan with a
smaller amount of dollars due to a favorable change in the exchange rate.

Summary

Willard Helburn, Inc. (the taxpayer) borrowed British pounds to purchase lambskins.
The initial exchange rate was $4.04 per pound. When the loans were repaid, the
exchange rate had decreased to $2.81 per pound. The taxpayer repaid the loans with
fewer dollars than it would have cost at the original exchange rate. The Tax Court
held that the difference between the dollar value of the pounds borrowed (at the
original  exchange rate)  and the dollar  value of  the pounds repaid (at  the new
exchange rate) constituted taxable income from dealing in foreign exchange. The
court reasoned that the taxpayer effectively profited from the currency fluctuation.

Facts

Willard Helburn, Inc., an accrual-method taxpayer, manufactured and sold leather
products.  It  purchased  lambskins  at  government  auctions  in  New Zealand.  To
finance these purchases, the taxpayer arranged for letters of credit in British pounds
sterling. At the time of the purchases and initial borrowing, the exchange rate was
$4.04 per pound. After the skins were received, but before the loans were repaid,
the pound sterling was devalued,  and the exchange rate dropped to $2.81 per
pound. The taxpayer used dollars to purchase pounds sterling at the new rate to
repay the loans. The taxpayer recorded the initial purchases at the higher exchange
rate. The Commissioner assessed a deficiency, claiming the difference in exchange
rates constituted taxable income.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the taxpayer’s
income tax. The taxpayer disputed the assessment, arguing that it did not realize
taxable  income from the currency exchange.  The case  was brought  before  the
United States Tax Court.

Issue(s)

Whether the taxpayer realized taxable income from the difference between the
dollar value of the pounds sterling borrowed and the dollar value of the pounds
sterling used to repay the loan due to a change in the exchange rate.

Holding

Yes, because the taxpayer profited from the difference in exchange rates, which
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constituted taxable income from dealing in foreign exchange.

Court’s Reasoning

The court reasoned that the transaction was, in substance, a profitable transaction
in foreign exchange. The taxpayer borrowed a certain amount of pounds, which
were then used to fulfill an obligation. The court analogized the situation to a short
sale, where a taxpayer profits from a decline in the price of an asset. The court cited
case precedent that established that “foreign currency may be treated as property
for income tax purposes, and transactions in it may result in gain or loss just as may
transactions  in  any  other  property.”  The  court  distinguished  this  case  from a
previous  case,  where  there  was  no  foreign  exchange  gain  due  to  a  loan  to  a
subsidiary, and the francs were ultimately re-converted to dollars.

Practical Implications

This case establishes that when a taxpayer borrows foreign currency, uses it to
discharge a debt that is valued in dollars, and subsequently repays the loan with
fewer dollars due to a favorable exchange rate change, the difference is taxable
income. Businesses engaging in international transactions must carefully consider
the impact of  currency fluctuations.  Taxpayers can’t  avoid recognizing gains or
losses on foreign currency transactions by simply using the borrowed currency to
fulfill an obligation rather than converting it directly to dollars. Counselors and tax
practitioners should advise clients to hedge against exchange rate risk or account
for potential gains or losses arising from foreign currency transactions.


