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Hedging in foreign currency:
capital or ordinary?

Introduction

Multinational corporations have, in recent years,
been subjected to the distorting effects of increas-
ingly volatiie foreign exchange markets, and the
currency fiuctuations which attend them. Under
current financial accounting principles, the con-
solidation process requires foreign assets and lia-
bilities to ba converied to dollar equivalents at the
year-end exchange rate. The difference between
the asset and liabillty accounts subject to the ef-
fact of year-to-year currency exchange fluctuation
is known as the “net exposure” of the parent cor-
boration In its foreign subsidiarles. Since the con-
version rate is subject to change, thers may be a
gain or loss produced solely on the basis of such
a year-to-year difference in exchange rate.

Tha book profits and losses thus generated, as
well as the U.S. taxes related to them which may
be accrued on the financial statements, would, of
course, not be considered in determining the U.S.
tax liabllity of the parent, since consolidation for
tax purposes with a foreign subsidiary is not per-
mitted. Aside from the lack of U.S., tax conse-
quences, however, corporations are unwilllng In
many instances to risk distortlon of their financial
statements and the corresponding effect on thelr
“Image” in the minds of the Investment commu-
nity. This, as well as other factors, has led muiti-
national corporations to look for ways to lessen
the effect of translation (currency conversion)
gains and losses.

The device most often used for this purpose Is
the foreign currency hedge transaction. In such a
transaction, a LL.S. parent, through contracts be-
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tween it and a third party (in most instances an
imernational bank} agraes to buy or sell the ap-
propriate foreign currency for a fixed dollar price
at some future date. By keying these hedga trans-
actions precisely to the amount of net exposure
in each foreign subsidiary, it is hoped that a direct
offset to, and neutralization of, the effect of the
translational gain or loss will result. With the in-
creased volatility of foreign exchange markets in
recent years, these iransactions have become =
widely accepted response of corporate manage-
ment to this problem.

Character of hedge gains and losses

The hedge transactions themselves, designed
as the solution to one probiem, pose others. Al-
though the transiation gains and losses which are
to be offsel have no effect on the U.8. corporate
tax liability, those generated by the U.8. parent's
hedge do.

Accordingly, in order to cope with the tax effect
of the hedge transactions themselves, while pro-
viding the offset necessary to neutralize the trans-
lational gains and losses, the U.S. parent must
hedge such amounts as will produce a net after-
tax effect equal and opposite to the anticipated
net exposure. It therefore becomes as important
to accurately predict the tax cost of a given
hedge as it is to estimate the subsidiary's net ex-
posure. The significant question here is whether
gains and losses resulting from the hedge will be
capital or ordinary in character. Of primary impor-
tance is the predictabllity of a particular char-
acterization, rather than the characterization itself;
it is the afier-tax gain or loss which must offset
and peutralize the net foreign exposure. it should
be noted at this point that of sil tha ahernative
forms of characterizatlon available, characteriza-
tion of a loss as capital would be particularly dis-
advantageous, since it could not ofiset ordinary
corporate income. Despite the general dasirability
of gains, and the benefits to be derived from their
treafment as capital, the inability of corporate
management to predict the outcome of any par-
ticular transaction, as to gain or loss, would seem
to imply that ordinary treatment of these jtems
would lend itself to more effective hedge opera-
tions than the capltal treatment alternative. This is
particularly true in these transactions since their
primary geal is not the generation of galn, but
rather the neutralization for book purpgoses of
translational gain and loas from year to year.

A gain or loss from the disposition of property
will be ordinary in character, rather than capital,
unlass the transaction generating such gain or loss
constitutes, or is deemed tc be, & “sale or ex-
change of a capital asset.”t In analyzing the fax
effect of foreign currency futures transactions as
hedges, it thus becomes necessary to determine
whether

1 See Sec. 1222,
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—the futures contracts are capital assets in the
hands of the parent corporation, and

—the disposition of the assets which generates
the gain or loss can be considered & “sale or
exchange.”

The Corn Products docirine

Capital assets are defined in Sec. 1221 as items
other than those falling within the specified cate-
gories, such as depreciable property used in trade
or business or inventory, specifically enumerated
in the statute. Currency futures, not being literally
within the scope of these categorical exceptions to
capital assat status in Sec. 1221, would appear to
be capital assats when held for hedge purposes.
See Midiand Distributors, Inc.® The definition of
what is not a capital asset, however, has been
expanded by the courts to deny capital asset status
to assets invelved in transactions which constitute
an integral part of the taxpayer's ordinary business
operations.® '

The rule of law promulgated by the Supreme
Court In Corn Products has besn interpreted by
the courts to provide, for example, that:

If securltles are purchased by a taxpayer as an in-
tegral and necessary act in the conduct of his busl-
ness, and continue to be so held until time of thelr
sale, any loss incurred as a result thereof may be
fully deducied from greoss income as a business ex-
pense or ordinary loss, but If an investmaent purpose
mativated purchase or hotding of securlties, any loss
reallzed upon their uMimate disposition must be
traated In accord with the capital asset provisions
of the Interna! Revenue Code ¢

Thus, to the extent currency futures transactions
are so closely connected with the regular conduct
of a muitinational’s trade or business operations
as lo form an Integral part thereof, all gains and
losses arising from them would be ordinary.? On
the ather hand, if they represent investment, rather
than an outgrowth of ordinary routine business
activity, they would be capital in character. Issues
of capital or ordinary characterization are ques-
tions of fact in each case. While the format of
Sec. 1221 would seem to imply a desire by Con-
gress for a broad and expansive deflnition of
capital asset items, courts have, since the Corn
Products decision, expanded the excluslons from
capltal asset treatment broadly so as to narrow the

2 Midland Distrlbutors, Inc., 481 F2d 730 (CA-5, 1973) (32
AFTR2d 73-5390, 73-2 USTC 19543), aff'g DC, Fla. (30
AFTR2d 72-5306, 72-2 USTC 49606).

% Corn Products Refining Co., 350 LIS 46 (1956) (47
AFTR 1788, 55-2 USTC €8746).

4+ Booth Newspapars, Inc., 303 F2d 918 (Ct. Cl., 1962) {9
AFTH2d 1693, 62-2 USTC €9550). Compatre the recent
case of W. W. Windle Co., 65 TC No, 62 (1976), on ap-
peal to CA-1.

5 Wool Distributing Corp., 34 TC 323 {1960),
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scope of the definition of a capital asset.® Courts
have even gone so far as to grant ordinary treat-
ment to such a seemingly capital asset as stock
in a subsidiary corporation.” Only cne case has
been decided to date which deals with the char-
acterization of gains or losses resulting from cur-
rency futures contract hedge transactions designed
to offset transiational gain and loss effect on book
profit.

The International Flavors & Fragrances casa

In this case,® the taxpayer (IFF) created and
manufactured flavors and fragrances used by other
manufacturers in their products. The case arose
out of a transaction in December, 1986, when IFF
was apparently concernad about the effect an ex-
pected devaluation of the British pound would
have on its annual statement. (The accounts of a
British subsidiary were included in IFF's consoli-
dated statement expressed in U.5. doflars.) At that
time, IFF contracted to sell to A, a bank, 1.1 mii-
lion pounds sterling at §2.80 per pound, delivery
and payment to be made on Jan. 3, 1968. This
amount covered, on an after-tax basls, the exposed
net current assets of the British sub. In November,
1967, the pound was devalued from $2.80 to $2.40.

Two weaks before the Jan. 3, 1968, delivery
date, IFF purportedly sold its contract with A to
B, another bank, for $387,000. On the same day,
B and IFF notified A of thelr agreement, and B
agreed t¢ assume liability thereunder. Also on
the same day, B contracted to buy from A, at the
new $2.40 rate and for delivery on Jan. 3, 1968,
the pounds it needed to fulfill IFF's contract with
A. On the next day, Dec, 21, 1967, B sent a check
to IFF for $387,000, the agreed-upon price for
purchase of the contract. On Jan. 3, 1968, B closed
out the contract with the 1.1 milllon pounds ster-
ling purchased from A on Dec. 20, 1867, making a
net gain on the transaction of approximately
$10,000.

At fssue was the proper tax treatment of the
$387,000 received by IFF from B. in the Tax Court,
IFF argued that this sum was galn from the sale
of a capital asset held over six months and was
thus a long-term capftal gain. The IRS took alter-
native positions: the transaction with B was not a
beona fide sale of contract rights, but rather the
purchase by IFF through B of the pounds neces-
sary to fulfill its forward sale contract with A, and
the resulting gain was therefore to be treated es
short-term capital gain under Sec. 1233, governing

¥ C. W. Steadman, 50 TG 369, afi'd, 424 F2d 1 {CA-6,
1870) (25 AFTR2d 70-926, 70-1 USTGC 49328}, Com-
pare W. W. Windle Co., note 4.

T See, 8.9, Schlumberger Technology Corp., 443 F2d
1115 (CA-S, 1971) {28 AFTR2d 71-5019, 71-1 USTC
¥9473). Compare W. W. Windle Co., note 4.

8 Intemmational Flavors & Fragrances, Inc., 62 TG 232,
rav'd and rem'd, 524 F2d 357 {CA-2, 1975) (38 AFTR2d
75-6054, 76-2 USTC §9770).
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short sales. Alternatively, IFF's contract with A was
not a capital asset, and the gain on the sale was
ordinary income under the Corn Products doctrine.

A majority of the Tax Court accepted the second
IRS argument and did not decide the merits of the
first. Three judges dissented, holding that Corn
Products did not apply because the contract and
the underlying property {pounds) were not the
“mormal source" of IFF's business income, and
that the sale of the contract to B was bona fide.
Judge Tannenwald, joined by two other judges,
concurred on different grounds. He avoided issues
relating to the Corn Products doctrine and Sec.
1233. Instead, he conciuded that short-term capital
gain {reatment was proper because 8 was in real-
ity acting on behalf of IFF, and there was no bona
fide sale of property to B. The facts were that IFF
settled s forward sale agreement with A on Dec.
20, 1967, by entering into an offsetting forward
purchase agreement, through B, with A. The infer-
ence that the transaction with 8 was not bona fide
was based on the facts that B, at the time it pur-
chasad IFF's contract with A, also purchased
pounds sterling from A to cover B's liability to
produce pounds, and that IFF failed to prove that
It did not participate In, or know of, the latter
transaction.

On appeal to the Second Circult, IFF argued that
the dissenting Tax Court judges were correct. The
IR8, however, no longer relied on either the Corn
Products doctrine {the basis of the Tax Court deci-
sion in its favor) or Sec. 1233, but instead adopted
the analysiz of Judge Tannenwald's concurring
opinion. The Second Circult reversed and re-
manded for a resolution of this issue—i.e., whether
the transaction was a sale of property to B under
Sec. 1222(3) or a contract for B to purchase
pounds on [FF's behalf. The majority of the Tax
Court, having previously decided that the Corn
Produycts doctrine was appiicable to characterize
such gains and losses as ordinary, was thus neither
affirmed nor reversed uvpon this Issve. The confu-
sion generated by the case as a resuft of the three-
way split in the Tax Court was compounded by
the decision of thé Service, on IFF's appeal to the
Second Circuit, to drop the argument for the ap-
plicability of Corn Products despite its earlier suc-
cess on this issue. Ostensibly, the Service's action
on appeal was taken because Corn Producis . . .
has not heretofore been applied in a case in which
& hedging operation was entered inte by one cor-
poration as protection against a potential inventory
loss of another corporation, even whore the sec-
ond corporation is a subsidiary of the first.”'®? Al-
though the abandonment by the Service of the
Corn Producis argument may have been, accord-
ing to the Court of Appeals, "well advised,” the
fact remains that the only court to date to have
declded the issue of the application of tha Corn
Products doctrine to this kind of transaction has

8 1d.
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been the Tax Count in s opinion in this case (the
Second Clrcuit having no occasion, as the result
of the Service’s position on appeai, to rule on
the issue),

Ths purpose of currency hedges

The application of the Corn Products doctrine to
hedge transactions requires an inquiry into the
character of the undurlying asset being hedged.
The character of the underlying asset, In turn, de-
pends on its function in the business enterprise.
If the underiying asset constitutes inventory1®
trade or business propertyll, or accounis recelv-
able derived from business operations? the resuit-
ing gain or loss must be ordinary. And when such
oydinary assets require protactive hedging to faciti-
tate thelr functioning within the course of the
corporation’s ordinary business operations, the
hedges themselves then constitute an integral part
of that entarprise, and should be characterized as
ordinary. The Service was able to argue success-
fully in the Tax Court that the assets underlying
the IFF currency futures were the ordinary assets
of the foreign subsidiary, and that the hedge itself
was thus a panl of ordinary business operations,
with the resulting gain or loss on the hedge ordi-
‘nary in character under Corn Products. IFF, in its
argument before the Tax Court, asserted that the
asset underlying the hedge was the stock in the
subsidiary, admittedly a capital asset In its hands,
and that therefors the resulting gains and losses
were capital in character.

The problem pressnled to the Tax Court in the
IFF case by these arguments, and the probable
cause of the sharp diffgrencas between the judges’
conclusions, Is in ali likelihood due to the fact that
none of the arguments presented by the parties was
representative of the actual underiying motivation
for the transactlong. it 5 in roality neither the
value of the subsidiary stock, nor the ordinary
assets of the forelgn subsidiary, for which protec-
tlon Is most often sought in these hadge transac-
tions, In many Instdrices, as was the case in IFF,
the stock of the controlled foralqn subsidiary is
not offered, nor intended to be offerad, for sale
on the open market, and thus Its market value at
a given time is |ess than critical. In & similar
vein, parent corpbrations concernad with the dis-
parity in effect of transiational items for book
and tax purposes do not often contemplate regu-
lar distributions from their foreign subsidiaries.
One of the incentives for the use of a forelgn
corporate subsidiary is the deferral of U.5. taxation
of the profits of the subsidiary until an eventual,
but delayed, actual distribution. Thus, absent a
desire for regular distributions. from the foreign
subsidlary, the dollar value of tha forgign subsidi-

10 5ec, 1221(1)
11 Sac. 1221(2).
1z Sac. 1221{4).
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ary's assets at a given time has little relevance
to the reguiar business operations of either the
parent or subsidiary. But the dollar value of such
holdings can have importance indirectly through
their effect on the parent corporation's financial
statements, and through them upon the value of
the parent's stock on the open market.

The hedges with which this inquiry is concerned
are in fact designed to protect the "image" of the
parent corporation, and, in turn, the value of the
parent's stock in the marketplace, by minimizing
the effect of translation items on the corporate
financial statements. Thus, ths parent dorpora-

tion's stock [tself is the asset underlying the hedge.

And neither the intangible “image’ of the parant
corporation nor the valus of the parent's stock
which a favorable image protects serves a function
within the business entarprise which would place it
within the scope of the ordinary assefs enumerated
in Sec. 1221 or the Corn Producis doctrine. The
malntenance of a ready market for the parent cor-
poration’s equily securities, through attempts at
making the corporata “image” as favorable as
possible to the [nvestment community, is simply
not the sort of direct involvement of a transaction
in the ordinary day-to-day regular business opera-
fions of a corporatioh which has been required
by the courts for characterizing the resulting galns
and logses as ordinary under the Corn Products
doctrine.

This analysis, sithough reflacting, In an economic
sense, the most accurate explanation for the hedge
transactions, presents much conceptual and theo-
retical difficulty in determinliig the character of
resuiting galns and losses. Perhaps this would
account for the avoidance by both the Service
and IFF of the lssus in their arguments. Instead,
both parties chose to argue an artificlal felfation-
ship of hedge to underlying asset sn, that, at least
superdiclaily, conventionsl theory cauld lve used to
charactetize gain of 108s as desired. But it Is obvi-
ous from the division in the Tax Court in response
to these arguments that the course chosen by the
parties did much {o obscure, rather than clarify,
the issues invoived. The direct cause of the vague
result presented by the JFF case, which has been
made even more vague by the Service decision
to abandon the Corn Products question on ap-
peal, is not the result of any conceptual ditficulty
in the application of the Corn Producls doctrine
to the economic and business reality of the trans-
action, but rather the resuit of a misinterpretation
of that reality by the parties involved,

The characier of currancy hedges

A loss on a transaction designed to protect
corporate “Image” would appear to be vary much
tike ttve advertising axpenses incurrad in the mass
media by corporations who have no direct contact
with the consumer public other than through the
sale of thair stock on the marketplace. The rule

THE TAX ADVISER, AUGUST 1876




for the current deduction of such “institutional” or
goodwill advertising centers upon its relationship
to the “patronage the taxpayer might reasonably
expect in the future.”’!? it would thus seem that the
goal of the advertising is determinative of its de-
ductibility. Whare that goal is the patronage of the
business by the consumer public, regardiess of
the size of that public, advertising costs would
constitute an expense which is ordinary and nec-
essary to the business enterprise, and therefore
deductible under Sec. 182. But where corpora-
tions engage In “institutional” advertising for the
sole purpose of Increasing the valua of their equity
securities in the investment markets, the expendi-
fure neither serves, nor seeks to serve, any pur-
pose in the ordinary business operations of the
parent and is apparently not deductible. To allow
a deduction for such capital-related expenses
would conflict with the plain meaning of the “ordi-
nary and necessary'" requirament of the statuts.
These corporations would seem to be Incurring
such expense to protect their “image’—an ex-
pense that would be, Hke the currency hedge,
protective only of equity values. When the asset
to be protected, whether by advertising or a cur-
rency hedge, is outside of the scope of ordinary
business activities, the expense or loss should be
treated as capital, rather than ordinary.

The situation in the event of a hedge galn is
more difficult to analoglze, since & corporation
dealing in an underlying asset which is its own
stock would npormally not even racognlze any real-
ized gain at all.lt It would seem uniikely, howaver,
that & gain would meet the requirements of Sec,
1032, or any othar non-recognltion provision, when
realized upon in a currency hedge transaction.
But the same argument should apply to hedge
gains as hedge losses—i.e., a gain realized in a
transaction designed to protect stock values should
be capitai rather than ordinary.

As already discussed, hedges in foreign cur-
rency designed to protect against currency fluctua-
tion do not fall within any of the classes of items
listed in Sec. 1221 as non-capital. Nefther would
such hedge contracts be subject to ordinary
treatment under the Corn Producis doctrine if
the view that the image of the parent corporation,
or its stock, both capital assets, underiies the
transaction. Accordingly, the hedge contracts,
raalistically viewed as protecting the parent stock
by supporting its "Image" in the marketplace, and
serving no purpose in the ordinary, day-to-day
business activities of the parent, should be char-
acterized as capital.

Neither the Service nor the taxpayer in the IFF
case dealt with the realistic view that corporate
image, and its affect on the value of the parent's
stock, was the asset underlying the transaction for
purposes of characterizing the resulting gain or

13 Regy. Sec. 1.162-20{a}{2).
14 5ec, 1032,
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loss. Simllarly, the Tax Court itself failed to deal
with this issue. Instead the parties argued that
application of the Corn Products doctrine to the
hedge contracts would turn on choosing betwean
the shares of the subsidiary or the ordinary busi-
ness assets of the subsidiary as the asssis for
which hedge protection was sought. A majority of
the Tax Court, accepting these arguments as ex-
clusive and basing their decision on a choice
between them, found for the Service—i.e., that the
asset hedged was the inventory of the foreign
subsidiary, 1t would appear, however, that even
when the issue is limited to the cholce of stock
or inventory, the appropriate decision would be
that the subsidiary's stock was the asset being
hedged, which was tha finding of the dissent in {FF.

The character of subsidiary stock

The /FF majorlty assumed, without qualification,
in the very first sentence of its opinion, that the
parent corporation ©. . . both directly and indirectty
through its foreign affiliates engaged in the prepa-
ration and distribution of flavoring extracts.”” Ordi-
nary characterization under Corn Products was
thereby rendered inevitable. That is, the assump-
tion that subsidiary and parent were engaged in
a unified singular business enterprise, albeit on a
multinational scale, was determinative of the resuil
of the application of the Corn Products doctrine.
Such a unity of business enterprisg has never been
recognized as a general rule in our tax law with
regard to foreign subsidiary operations—which are
usually classically viewed as distinct separate en-
tetprises—and hedge transactions like those In
IFF do not warrant taking a view contrary to the
genaral rule.

It may be of interest to note that in a prior
case' dealing with simllar issues, which was set-
tled by stipulation and therefore resuited in no
court opinion, the Service took the same position
as did the taxpayer in IFF—i.e., that foreign cur-
rency hedge transactions, undertaken with regard
to net axposure In such currency in a foreign sub-
sidiary, are designed to protect the investment in
the foreign subsidiary stock; that the stock is a
capital asset representing an equity investment in
the subsidiary rather than a part of the routine
business operations of the parent; that the char-
acter of a hedge contract derives from the& under-
lying asset for which protection is sought; and
that therefore the hedge contracts protecting the
subsidiary’s stock’s value are capital assets. Al-
though this argumant was rejected by the Tax
Court majority in IFF it would appear that such
argument, and the opinion of the dissent which
embraced it, was correct on the basis of the facts
presented and prior case law,

A common thread running through the reasoning
of those cases holding that the stock of a sub-

15 Virglnia Industries, Inc., TC Docket No. 4480-71.
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sidiary corporation s an ordinary gsset in the
hands of the parent under the Corn Products doc-
trine is that the stock was acquired not for invest-
ment but to further the routine business activities
of the parent, and for the primary purpose of in-
creasing and expanding the active business of
the patent itself.!? The goal of the acquisitions in
these cases was not to derive a profit from the
business operations of the subsidiary, but to make
use of the subsidiary to further the business anter-
prise of the parent. The stock, being an asset used
in the parant’s own business oparatlons, therefare
was characterized as an ordinary asset.

Thus, in Schiumberger,l™ stock in a subsidiary
was acquired as a means of obtaining computer
expertise and markating know-how, and was held
to be an ordinary asset within the purview of Corn
Products. But where investmant [n a2 subsidiary
corporation, such as occurred in IFF and Virginia
Industries,'® is motivated by & desire to share in
the profits of & subsidiary’s own individual busi-
ness enterprise, rather than to use the stock as a
tool to further the parent’s business operations,
such stock is an “investment” and therefore a
capitat asset, with Corn Products’s recharacteriza-
tion being inappropriate.’® Indeed, the Tax Count
has recenily held that where a substantial invest-
ment motive exists in a predominantly business-
motivated acquisition of stock, such stock is a
capital asset.2t

Foreign subsidiaries rarely contribute to the
day-to-day business activities of the parent, and
their separate business Jdentities must be respected
absent such contributions to the parent. The stock
is in most cases an equity investment from which
an investment-type return is anticlpated,

The holding by the IFF majority, that the unques-
tioned applicability of Corn Products recharacteri-
ratlon to hedges conducted for a foreign branch
operation requires a similar holding when such
operations are in subsidiary form, is inappropriate.
The dissenters took the view that treatment of a
corporation and its forelgn branches as a unified
entity does not per se necessitate similar treat-
mant when operations are in parent-subsidiary
form. A selective piercing of the corporate vell of
the subsidiaries where disadvantageous to a tax-
payer, by denying capital asset slatus 1o the
hedges, while simultaneously refusing to pierce
the veil where it is advantageous to the taxpayer,
would  be unjust. As the dissenters suggested In
IFF, the tacts in the case did not Justify ignoring
the separate identity of parent and subsidiary, and
the business of the subsidiary was not the busi-
ness of the parent.

18 See, g.g., Southeastern Aviation Underwriters, Inc,, TC
Memo 1966-75; Pittsburgh Reflactor Co., TC Memo
1968-75. See also note 4.

17 Seanota 7.

18 Sep nota 15,

1* Sog note 2.

20 Ses W. W. Windle Co., note 4.
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The problem of translational gain and loss is
peculiar to the parent-subsidiary form of foreign
investment due to discrepancies between financial
and tax accounting rules, and the foreign currency
hedge is a reasonable and widely-accepted solution
to the probtems posed by it. Under the Corn
Products rule, the character of a hedge contract
depends on that of the asset underlying it for
which protection is sought. Whether one looks at
the economic reality of the transaction and finds
the corporate image and therefore the underlying
parent stock to be the asset hsdged, or looks to
the dissent in the IFF case, and finds that the
stock of the subsidiary ltself, and not inventory, is
the asset being hedged, the underlying asset is
capital in character. The gains and losses pro-
duced by such hedges must then alsc be capitat
in character if there Is a sale or exchangs.

Capital gaing and ordinary losses

Once a determination is mads that & hedge in
foreign currency designed to offset and neutralize
transletion gains and iosses is a capital asset, the
nature of the gain or joss realized and recognized
upon its disposition will depend on the type of
disposition chosen. Absent a sale or exchange, or
a transaction deemed to be one, any gain or [oss,
even upon an admittedly capital asset, will be
ordinary. It is obvious that in most cases passi-
bilities exist for manipulation of the disposition
transaction $0 as to produce the characterization
most advantageous to the taxpayer under the pre-
vailing circumstances. Although capital gains are
often desirable, capital losses tor corporations are
usually to be avoided; they cannot be offset against
ordinary business income and absent correspond-
ing capital gains ageinst which they could be off-
set, either in current, carrybrack or carryover years,
they would produce no tax benefit. To the extent
the capital asset can be disposed of in a sale or
exchange when gain is produced, and in a man-
ner other than a sale or exchange when loss
is produced, the best of all possible alternatives
could always be obtained. Since the cholce of
disposition method may be made when the out-
come of the hedge has been determined to a sig-
nificant extent, possibllities for advantageous ma-
nipulation of character are available at most times.

Capital gains. It has been held in the case of
certain transactions in stock or securities that
whare there is a bilateral contract with mutual
rights and obligations, the assumption of stch
rights and obligations for payment constiutes a
sale or exchange Also, the courts have held
that the bundle of rights which are represented by
commodity futures contracts can constitute capi-
tal assets productive of capital gain or loss in a

21 M. J. Stavisky, 34 TC 140, aff'd, 291 F2d 48 (CA-2,
1961) (7 AFTR2d 1539, §1-2 USTC §8494).
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sale or exchange transaction.?? By analogy then,
either the receipt from a third party of payment for
an advantageous foreign exchange futures con-
tract, or payment to such a third party for an as-
sumptlon of an conerous one, would constitute a
sale or exchange of the contract.

Sale or exchange treatment would most often be
sought by a parent corporation on its hedges
when a gain is to be realized, and would normally
result from a transfer of the contract to a third
party for consideration equail to the galn inherent
in the contract. However, any parent corporation
engaging in such a sale must take care to do so
in a manner that will avoid restructyring of the
transaction as a delivery through an agent under
the contract, rather than a sale.

Two alernative methods of reconstructing the
transaction, so as to view the third-party pur-
chaser as an alleged agent of the obligor under
the contract, are avallable to the IRS. The first
assumes a transaction in which the alleged agent
acquires an offsetting futures contract on the cur-
rency with which he closes the original contract.
Since the offsetting contract would be held only
for a short time in such a situation, and then sold
to the original obligee to close the prior transac-
tion, short-term caplital gain or loss would result.
This approach was taken by Judge Tannenwald, in
hls concurring opinion in the IFF case, and was
the issue on which the parties joined on appeal,
and on which the Second Circuit's reversai and
remand was based. The second alternative, like
the first, would assums the third-party “purchaser”
to be a mere agent of the obligor under the hedge
contract, but would hold that any delivery to the
original obligee, whether of a capital asset or not,
would produce ordinary gain, since the delivery
under the contract would not constitute the saile
or exchange required for capital gain treatment.2?

All such recharacterization as an agency rela-
tionship would be based upon the step transaction
theory. In order to avold this result, therefors, it
is necessary t¢ make the sale to the third parly
sufficlently in advance of the deilvery date under
the futures contract so as to make the purchaser's
risks under the contract economically significant.?t
Absent such economic risk, recharacterization of
the sale as a mere delivery through an agent
would be inevitable and would preclude a finding
of the sale or exchange necessary for capital gain
treatment.

Ordinary logses. Of course, if a loss is to be
realized vpon the forelgn exchange futures con-
tract, It would most often be beneficial to obtain
charactarization of such losses as ordinary, rather

22 ). Maloney, 25 TC 1219 (1956).

23 Bpray Water Powar & Land Go., TC Memo 1861-73;
W. M. Hort, 313 US 28 (1941) (25 AFTR 1207, 411
USTC §8354).

2t See note 8, 62 TC 232, at p. 240, for Judge Tannan-
wald's concurring opinion.
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than capital. Since the futures contracts with
which this inquiry is concerned are most often
capital assels, the only way to avoid capital loss
characterization is by disposing of the contract by
other than a sale or exchange. As discussed
above, & sale or exchange would arise from a
payment by or to a third party for the assumption
of contract rights and obtigations. Techniques of
novation and compensation, however, may be
available which could successfully permit avoid-
ance of sale or exchange treatment of the dispo-
sltion and charactarization of the resultant loss as
capltal. A novation or compensation would cansist
of a release by the obligee under the contract of
the cobligor's required performance In exchange
for a cash payment. The payment would, of course,
be keyed to the relative fair market values of the
underlying foreign currency at the {ime the nova-
tion or compensation arrangeament is entered into.
{Nate that merely closing the hedge contract prob-
ably won't produce the desired ordinary loss,; ac-
cording to Judge Tannenwald's dissent in fFF,
it will usually result in a short-term capital loss.)

The lack of any provision in the Code defining
the terms “sale or exchangs,” so crucial to any
attempt at characterizing the gain or loss pro-
duced upon the disposition of a capital asset, re-
quires that our inquiry be focused upon judicial
definitions of the terms. In S8rown,2* the term “'sale”
was held to be, as ordinarity used, “a transfer of
property for a fixed price in money, or its equiva-
lent.” Courts have, accordingly, viewed transac-
tions wheraby various contract rights and obliga-
tions are satisfied by performance, or released
from a required performance for compensation,
not as a transfer of such rights in a sale, but
rather as merely the coming to an end of such
rights and obligations. They are held to simply
vanish, and therafore cannot be the subject of a
transfor.2¢ The mere “cancellation or release of a
contract right does not transfer the rights to the
transfaree-payor, and is thus not a sate.”®" There
is thus authority for the proposition that & novation
or compensation transaction is not a sale or ex-
change, thereby mandating ordinary treatment of
resulting gains or losses, even where such assets
are capital in nature.®s

It should be noted, however, that authority aiso
exists to the effect that a negotiated exchange of a
right to sell under a contract for a cash payment
not in the form of a liquidated damages provision
for breach, would be considered a sufficient sale

25 . B, Brown, 380 US 583 {1965} {15 AFTR2d 790, §5-1
USTC 49375).

28 See Starr Bros., Inc., 204 F2d 673 (CA-2, 1953} (43
AFTR 973, 53-2 USTC 19410}.

27 Bifly Rose's Diamond Horseshoe, inc., 322 F Supp 76
(DG, NY) (27 AFTR2d 71-524, 71-1 USTC 99158),
aff'd, 448 F2d 549 (CA-2, 1971} (28 AFTR2d 71-5563,
72-1 USTC 19622).

28808 C. L. Pounds, 372 F2d 342 {CA-5, 1967) (19
AFTR2d 514, 67-1 USTC 12181); see also note 27,
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or exchange to produce capital gain or loss {reat-
ment.?® In Ferrer, a substance over form position
was taken by the Court, despite the earlier deci-
sion In Starr Bros.3® and, citing the fact that the
ohiigor under the contract in question . . . did not
carg a fig . . ." whether there was an annulment of
the contract involved or a conveyance of it, held
the reiease of the contract rights to be a suffictent
sale ar exchange to produce capital gain or loss
treatment, ferrer has been held not to overrule
Starr Bros. and similar prior cases® and the iatter
continues to be cited for the proposition that “a
release is not a sale."”

To the extent the novation or compensation de-
vice avolds sale or exchange characterization of
the disposition transaction, it creates a2 seemingly
ideal device for selactively obtaining capital or
ordinary treatment as desired. But aithough these
techniques for avoiding capital treatment are sup-
ported by the literal language of statutory and
case law, the vary fact that enormous manipulative
possibilities are presented, as well as the exist-
ance of those cases applying substance over form
theories rather than such a literal interpretation,
would seem to dictate that undue reliance upon
such techniques Is to be avoided. They would of
course have utility as a means of reinforcing the
arguments for ordinary treatment already present
in a transaction, or where other alternative argu-
ments for ordinary treatment are unavailable.

Conclusion

As we have seen, corporate management, taced
with the distorting effect of potential transfational

28 1.8, Freight Go. & Subsidiaries, 422 F2d 887 (Ct. Ci.,
1870} (25 AFTR2d 70-670, 70-1 USTC §3244); J, Ferrar,
304 F2d 125 (CA-2, 1962) (9 AFTR2d 1651, 82-2 USTC
Y9518).

30 Sae note 26.

81 Sea, 6.9., A. F. Brook et al,, 380 F2d 1011 {CA-2. 1966)
{17 AFTR2d 1009, 66-1 USTC §8422).
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galn or loss on financial statements, must deal
with a multitude of uncerainties as to the tax
effect of hedge transactions designed to neutralize
the translational items. They can at this point
be certain of neither the character of the asset
{the futures contract itself) nor whather the trans-
actions disposing of it will meet the requirements
of a sale or exchange. To this must be added the
additional problem of determining the holding
period of any gain, requiring a difficult determina-
tion of the applicability of the short sale rules of
Sec. 1233 fo the hedge transactions involved.®?
Without a firmly predictable determination of the
character of any gain or oss resulting from cur-
rency hadge transactions, and the holding period
attributable as well when the gain or loss is capi-
tal, management s not able to properly estimate
the amount which must be hedged to offset a given
net exposure, thereby severely limiting the advan-
tages to be obtained by engaging in such hedge
activity.3® @

22 Seg note B, 75-2 USTC 49770, at note 3, citing Costello,
“Tax Consequences of Speculation and Hedging in
Foreign Currency Futures,”” 28 Tax lawyer 221, 225-
228 (1975). See also Sec. 1233(e)(2)(A}.

83 Thare s an alternativa which seems to ba available in
many cases, howevar, which avolds the problems in-
herent in {FF-typs hedge transactions. This involves sev-
ering the headge transactions from the U.S. corporation
by having such activitiez conducted by those foreign
subsidiaries that are within jurisdictions maost favorable
to such actlvities. (See Lipner, Alan J., "Devaluation of
Foreign Gurrency: Tax Planning Maves for U.S, Tax-
payers,” J. of Tax., October, 1969.) If such activities
are sufficlently removed from U.5. contacly and con-
troi, the deslred effect on consolidated financial state-
ments ¢can be obtained, while any effect for LLS. lax
purpbses on tha parent corporation's llabillty can be
avoided entiraly.
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