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Fulton Bag & Cotton Mills, Petitioner, v. Commissioner of Internal Revenue,
Respondent, 22 T.C. 1044 (1954)

Losses from hedging transactions are deductible as ordinary losses,  even if  the
taxpayer uses the Lifo  method of  inventory valuation and maintains a constant
inventory level.

Summary

Fulton Bag & Cotton Mills, a cotton bag manufacturer, entered into cotton futures
contracts  to  hedge against  potential  market  declines  in  the value of  its  cotton
inventory.  The  Commissioner  of  Internal  Revenue  disallowed  the  company’s
deductions of the losses from these contracts as ordinary losses, classifying them
instead as capital losses. The Tax Court, however, ruled that the transactions were
bona fide hedging operations directly related to the company’s business, thus the
losses should be treated as ordinary losses, or as cost of goods sold. The court
emphasized that the use of the Lifo inventory method does not preclude a business
from hedging  against  market  risks,  as  it  is  an  accounting  method  and  not  a
guarantee against actual economic loss.

Facts

Fulton Bag & Cotton Mills, a Georgia corporation, manufactured and sold various
types of bags. The company used cotton to manufacture the bags. To protect itself
from the risk of cotton price fluctuations, the company entered into cotton futures
contracts on the New York and New Orleans Cotton Exchanges. These contracts
were entered into during October and November 1946 for the delivery months of
May  and  July  1947.  During  the  fiscal  years  ending  November  30,  1946,  and
November  30,  1947,  the  company  sustained  losses  in  these  transactions.  The
company  utilized  the  Lifo  method  of  inventory  valuation.  The  company  also
purchased spot cotton to use in its manufacturing operations.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Fulton Bag &
Cotton Mills’ income and excess profits taxes for its fiscal years ending November
30, 1946, and November 30, 1947. The Commissioner disallowed deductions for
losses from cotton futures contracts as ordinary losses, treating them as capital
losses. The Commissioner also made an alternative determination for the fiscal years
ending  November  30,  1948,  and  November  30,  1949,  disallowing  capital  loss
carryovers. The Tax Court consolidated two docket numbers and reviewed whether
the losses were ordinary or capital losses.

Issue(s)

1.  Whether losses sustained by Fulton Bag & Cotton Mills  from cotton futures
contracts were deductible as ordinary losses or as cost of goods sold.
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Holding

1.  Yes,  because  the  court  determined  that  the  transactions  were  hedging
transactions and that the losses were directly related to the company’s business of
manufacturing and selling cotton bags.

Court’s Reasoning

The  court  focused  on  whether  the  futures  contracts  constituted  hedging
transactions. The court recognized that a hedge aims to provide price insurance to
avoid the risk of market price changes, but the court also recognized that no precise
definition of  the term existed.  The court found that Fulton Bag & Cotton Mills
entered into the cotton futures contracts to protect against price declines in its
cotton inventory. The court rejected the Commissioner’s argument that the use of
Lifo inventory valuation method eliminated the risk of loss, stating that this method
is only an accounting procedure, and does not eliminate the business risk of actual
gains or losses. The court found that the losses sustained by the petitioner were
losses sustained from hedging transactions and were deductible as ordinary losses.

Practical Implications

This  case  provides  a  clear  framework  for  distinguishing  between  hedging  and
speculative transactions in commodities. It reinforces the principle that businesses
can  engage  in  hedging  activities  to  reduce  risk,  and  clarifies  that  hedging
transactions, if directly related to a business’s operations, can result in ordinary loss
deductions. This is important for any business that uses commodities and faces price
fluctuations. The ruling also highlights that accounting methods, such as the Lifo
method, do not, in and of themselves, disqualify transactions as hedges. Later courts
frequently cite this case for defining a hedging transaction, including the need for
the taxpayer to maintain an even or balanced market position, and that a true hedge
is  not  made  speculative  merely  because  spot  and  futures  transactions  are  not
concurrent.


