Hoover Co. v. Commissioner, 72 T. C. 206 (1979)

Forward currency transactions intended to hedge against potential declines in stock
value due to currency devaluation result in capital gains and losses, not ordinary
income or loss.

Summary

Hoover Co. engaged in forward currency sales to hedge against potential declines in
its stock investments in foreign subsidiaries due to currency devaluation. The court
held that these transactions did not qualify as hedges under tax law, as they were
not tied to the company’s day-to-day business operations but rather to its investment
in stock, which is a capital asset. Consequently, gains and losses from these
transactions were treated as capital gains and losses, not ordinary income or loss.
The court’s rationale emphasized the distinction between protecting business
operations and protecting stock investments, determining that Hoover’s transactions
did not meet the criteria for a bona fide hedge under Section 1233(g).

Facts

Hoover Co. , a Delaware corporation, owned significant shares in foreign
subsidiaries, particularly Hoover Ltd. in the UK. Concerned about currency
devaluations affecting the value of these investments, Hoover entered into forward
sale agreements for foreign currencies. These transactions were not linked to
specific business operations but aimed to offset potential financial reporting losses
due to currency fluctuations. The company did not physically deliver currency but
often offset forward sales with purchase contracts from the same bank. Hoover
reported the gains and losses from these transactions as ordinary income and loss,
which the IRS challenged.

Procedural History

The IRS determined deficiencies in Hoover’s federal income taxes for 1968-1970,
asserting that the gains and losses from the currency transactions should be treated
as capital. Hoover contested this, arguing for ordinary treatment. The Tax Court
reviewed the case and ultimately agreed with the IRS, holding that the gains and
losses were capital in nature.

Issue(s)

1. Whether gains and losses from Hoover’s forward currency transactions constitute
ordinary gains and losses or capital gains and losses?
2. If capital, whether these gains and losses are short-term or long-term?

Holding

1. No, because the transactions were not bona fide hedges under tax law but were
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related to protecting stock investments, which are capital assets.
2. The gains and losses were short-term, except for one transaction which resulted
in long-term capital gain due to the holding period.

Court’s Reasoning

The court applied a narrow definition of a hedge, requiring a direct link to day-to-
day business operations, which was not present in Hoover’s transactions. The court
distinguished between protecting business operations and stock investments, stating
that Hoover’s transactions were designed to offset financial reporting losses and
protect stock value, not business income. The court cited Corn Products Refining Co.
v. Commissioner, explaining that transactions must be integral to business
operations to warrant ordinary treatment. Since Hoover’s transactions were not tied
to its business operations but rather to its investment in foreign subsidiaries, they
did not qualify as hedges. The court also rejected Hoover’s arguments that the
transactions were insurance expenses or that the currency was not a capital asset.
Finally, the court determined that the transactions met the requirements for capital
treatment under Section 1233, with most resulting in short-term gains or losses due
to the holding period.

Practical Implications

This decision clarifies that forward currency transactions aimed at protecting the
value of stock investments due to currency fluctuations will be treated as capital
transactions. Companies engaging in similar hedging activities must carefully
consider the tax implications, as such transactions will not be deductible as ordinary
business expenses. This ruling impacts multinational corporations’ financial
planning, as they must account for potential capital gains or losses when hedging
against currency risks. Future cases involving currency hedging may reference
Hoover to determine the tax treatment of such transactions. Additionally, this
decision underscores the importance of distinguishing between hedging for
operational purposes versus investment protection in tax law.
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