New Mexico Timber Co. v. Commissioner, 92 T. C. 470 (1989)

Gross receipts from commodity futures transactions for Subchapter S corporations
include the total amount realized, not just the net gains.

Summary

In New Mexico Timber Co. v. Commissioner, the Tax Court ruled that for
Subchapter S corporations, gross receipts from commodity futures transactions
should be calculated as the total amount realized from these transactions, not
merely the net gains. The case involved New Mexico Timber Co. , which traded in
commodity futures to maintain its Subchapter S status by avoiding passive
investment income thresholds. The IRS argued that only gains should be considered
as gross receipts, but the court disagreed, stating that gross receipts encompass the
full contract price of offsetting futures contracts. This decision impacts how
Subchapter S corporations report income from commodity futures, ensuring that the
full amount realized is accounted for in determining passive investment income.

Facts

New Mexico Timber Co. (NMT) was a Subchapter S corporation engaged in various
activities, including the sale of standing timber and lumber manufacturing. In 1978,
NMT began trading in commodity futures contracts to generate income, aiming to
avoid the automatic termination of its Subchapter S status due to excessive passive
investment income. During its taxable year ending April 30, 1979, NMT entered into
commodity futures contracts with a total cost of $880,882 and closed these positions
with offsetting contracts worth $909,471. 60, realizing gains of $28,590 before fees
and commissions. NMT did not take delivery of any commodities and had no straddle
transactions.

Procedural History

The IRS determined deficiencies in NMT’s federal income tax for the years 1979,
1980, and 1981, asserting that NMT’s gross receipts from commodity futures
transactions were only the net gains, not the total amounts realized. This led to the
determination that NMT’s passive investment income exceeded 20% of its gross
receipts, causing an involuntary termination of its Subchapter S election. NMT
contested this in the Tax Court, arguing that gross receipts should include the full
amount realized from commodity futures transactions.

Issue(s)

1. Whether “gross receipts,” within the meaning of section 1372(e)(5), realized by a
Subchapter S corporation trading in commodity futures contracts, equals the total
amount realized from such transactions or only the net gains from these
transactions.
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Holding

1. Yes, because the court found that “gross receipts” under section 1372(e)(5)
means the total amount received or accrued by the corporation without reduction
for fees or commissions, including the full contract price of offsetting commodity
futures contracts.

Court’s Reasoning

The Tax Court analyzed the definition of “gross receipts” under section 1372(e)(5)
and its regulations, concluding that it encompasses the total amount received or
accrued, not merely the gains. The court emphasized that commodity futures
contracts involve executory rights and obligations, and when settled by offset, the
amount realized is the contract price of the offsetting position. The court rejected
the IRS’s argument that only gains should be included, stating that the legislative
history and statutory scheme did not support this interpretation. Additionally, the
court noted that NMT was ultimately responsible for any losses incurred in its
commodity futures transactions, further supporting the inclusion of the full amount
realized in gross receipts. The decision clarified that gross receipts for Subchapter S
corporations trading in commodity futures must include the total amount realized
from these transactions.

Practical Implications

This decision has significant implications for Subchapter S corporations engaged in
commodity futures trading. It clarifies that gross receipts for tax purposes must
include the full amount realized from these transactions, not just the net gains. This
affects how similar cases should be analyzed, as corporations must now account for
the total contract price of offsetting futures contracts when determining their gross
receipts. Legal practitioners must advise their clients accordingly to ensure
compliance with this ruling. The decision also impacts business planning, as
Subchapter S corporations may need to adjust their strategies for managing passive
investment income to maintain their tax status. Subsequent cases have followed this
ruling, reinforcing the principle that gross receipts in this context are the total
amounts realized from commodity futures transactions.
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