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HEDGING VERSUS SPECULATION 
As prices for commodities continue the downward trend 
from the highs of a couple of years ago, more and more 
producers are looking to the futures market in attempt to 
lock-in prices, buyback grain and find alternative ways to 
be profitable.  Unfortunately the tax laws can be just as 
confusing as navigating through the glossary of trading 
jargon (puts, calls, long, short, etc.) for most novice 
traders. 

Hedging, when done properly, is designed to minimize 
price risk for commodity producers. But while economic 
risk might be minimized, IRS risk can increase. 

The tax law defines a hedge as a transaction in the 
normal course of business to minimize the risk of price 
change with respect to inventory or supplies. 

This requires a producer to have a hedging position 
that’s opposite the physical position on the farm and 
within normal production ranges. For example, if a 
producer in the middle of the summer growing season is 
concerned about a potential decline in the corn price, his 
physical long position can be hedged with a short 
position in December corn. If the corn price does in fact 
decline by year-end, the actual crop will be sold for less, 
but there will be an offsetting gain when the hedging 
position is closed. 

For tax purposes, hedging transactions are reported as 
ordinary income or loss on the farm schedule in the year 
in which the hedge is closed (positions open over year-
end aren’t reported). In general, producers who are 
hedging their production do so with short positions on 
the board. But one hedge can be partially countered with 
a later hedge in the opposite direction. And a long 
position on the board also can be a hedge if it’s price-
protecting a future input, such as bean meal for a hog 
producer. 

The danger here is the tax law definition of hedging 
(price protection) is much narrower than many modern 
practices that involve futures positions. For example, the 

practice of going long on the board as a less expensive 
way of carrying crop may make great business sense, 
but the tax law will characterize it as speculation. Also, 
hedging via a substitute commodity is a problem; the 
futures contract must be the same commodity as held by 
the producer. 

Speculative Transactions 

The tax law defines everything that fails the hedging 
definition as speculation. These receive capital gain or 
loss treatment rather than ordinary status. If the net is a 
gain, the law deems 60% to qualify for favorable long-
term capital gain rates and the remaining 40% as short-
term capital gains which are taxed as ordinary income.  

But on the loss side, there is a limit of $3,000 of 
deductibility against ordinary income. Capital losses can 
be used to offset capital gains but unless a farmer is 
selling stocks or farmland there rarely are capital gains 
to help use up the losses from speculative transactions.  
Excess capital losses carry to other years, but subject to 
the same $3,000 limit meaning they can take decades to 
fully deduct.  

Finally, speculative contracts must be “marked-to-
market” each Dec. 31, with any accrued profit or loss on 
the contract recognized for tax purposes as if closed out 
on Dec. 31 or whenever the businesses’ fiscal year 
closes.  This means you may owe taxes on monies that 
are still tied up in the market which might lead to a cash 
flow crunch if gains are significant enough. 

Documentation Issues 

Beyond the narrow definition of what is a hedge, the tax 
rules effectively require hedging transactions to be 
segregated into one account. Further, within 35 days of 
each hedging transaction, there must be additional 
notations that identify the risk being hedged and the 
linkage to the farming business. Finally, recognize that 
merely characterizing an account as hedging is 
insufficient. The IRS will scrutinize the specific trades 
and recharacterize those that don’t fit the price 
protection definition. If that affects contracts with losses,  
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a fully deducted ordinary loss will be converted to a 
meager $3,000 capital loss. 

The taxpayer is responsible for identifying each 
transaction as a hedge or speculative, specifying what is 
being hedged and tracking the gains and losses of each 
individual position.  This alone can be cumbersome and 
is often compounded by the act of jumping in and out of 
the market. 

Accounting methods for hedging transactions 
The accounting method you use for a hedging 
transaction must clearly reflect income. This means that 
your accounting method must reasonably match the 
timing of income, deduction, gain, or loss from a hedging 
transaction with the timing of income, deduction, gain, or 
loss from the item or items being hedged. There are 
requirements and limits on the method you can use for 
certain hedging transactions. See Regulations section 
1.446-4(e) for those requirements and limits. 

Hedging transactions must be accounted for under the 
rules stated above unless the transaction is subject to 
mark-to-market accounting under section 475 or you use 
an accounting method other than the following methods. 

1. Cash method. 
2. Farm-price method. 
3. Unit-livestock-price method. 

Once you adopt a method, you must apply it consistently 
and must have IRS approval before changing it. 

Your books and records must describe the accounting 
method used for each type of hedging transaction. They 
must also contain any additional identification necessary 
to verify the application of the accounting method you 
used for the transaction. You must make the additional 
identification no more than 35 days after entering into 
the hedging transaction. 

Example of a hedging transaction  

You file your income tax returns on the cash method. On 
July 2 you anticipate a yield of 50,000 bushels of corn 
this year. The December futures price is $3.00 a bushel, 
but there are indications that by harvest time the price 
will drop. To protect yourself against a drop in the price, 
you enter into the following hedging transaction. You sell 
10 December futures contracts of 5,000 bushels each for 
a total of 50,000 bushels of corn at $3.00 a bushel. 

The price did not drop as anticipated but rose to $3.25 a 
bushel. In November, you sell your crop at a local 
elevator for $3.25 a bushel. You also close out your 
futures position by buying 10 December contracts for 
$3.25 a bushel. You paid a broker's commission of 
$1,400 ($70 per contract) for the complete in and out 

position in the futures market. 

The result is that the price of corn rose 25 cents a bushel 
and the actual selling price is $3.25 a bushel. Your loss 
on the hedge is 25 cents a bushel. In effect, the net 
selling price of your corn is $3.00 a bushel. 

Report the results of your futures transactions and your 
sale of corn separately on Schedule F. See the 
instructions for the 2015 Schedule F (Form 1040). 

The loss on your futures transactions is $13,900, figured 
as follows. 

July 2 - Sold December corn futures (50,000 
bu. @ $3.00) 

$150,000 

November 6 - Bought December corn futures 
(50,000 bu. @ $3.25 plus $1,400 broker's 
commission) 

$163,900 

Futures loss ($13,900) 

This loss is reported as a negative figure on Schedule F, 
Part I, as other income.  The proceeds from your corn 
sale at the local elevator are $162,500 (50,000 bu. × 
$3.25). Report it on Schedule F, Part I, as income from 
sales of products you raised. 

Assume you were right and the price went down 25 
cents a bushel. In effect, you would still net $3.00 a 
bushel, figured as follows. 

Sold cash corn, per bushel $2.75 

Gain on hedge, per bushel .25 

Net price, per bushel $3.00 

The gain on your futures transactions would have been 
$11,100, figured as follows. 

July 2 - Sold December corn futures (50,000 
bu. @ $3.00) 

$150,000 

November 6 - Bought December corn futures 
(50,000 bu. @$2.75 plus $1,400 broker's 
commission) 

$138,900 

Futures gain $11,100 

The $11,100 is reported on Schedule F, Part I, as other 
income.  The proceeds from the sale of your corn at the 
local elevator, $137,500, are reported on Schedule F, 
Part I, as income from sales of products you raised. 

- It’s a sure sign of summer if the chair gets up when 
you do. – Walter Winchell 
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PAYING WAGES TO CHILDREN 

The Tax Court released a case last week (Embroidery 
Express LLC TC Memo 2016-136) that provides very 
good advice on how to pay your children (or how not to 
pay them). As we have discussed in the past, one of the 
best deductions for farmers is to pay their children under 
age 18 (for sole proprietors and husband/wife 
partnerships) wages of up to $6,300 (for 2016), 
assuming they have no other sources of income. The 
farmer is allowed to deduct these wages, the wages are 
usually tax-free to the child, there are no payroll taxes 
owed by the farmer or the child and the child can then 
put the wages into a Roth IRA, pay for their own 
clothing, schooling or put it away for college. 

However, as the Tax Court ruled, care must be taken in 
how the wages are calculated and paid.  The taxpayers 
had various children involved in the business. They paid 
small amounts of wages during the year and then paid 
them a large bonus at year-end partially based on how 
well the business did during the year.  There was no 
written documentation regarding hours or services 
rendered by the children. 

The Tax Court ultimately ruled that the smaller wages 
paid during the year would be allowed as a deduction, 
however, the large bonuses paid at year-end were 
disallowed.  The bottom line that farmers should follow in 
paying wages to their children is as follows: 

 Document the hours worked by the children, 
preferably with some type of time card. 

 Make sure the rate paid per hour is comparable with 
what you would pay outside third parties. 

 If you are going to pay some type of bonus, make 
sure you have the plan in writing before the year 
starts and make sure it is reasonable for the services 
provided by the child. 

 Make sure to follow state child labor law. 

If you follow these rules, you and your child can save on 
income and payroll taxes and they can build up a good 
nest egg for college, etc. 

Cash wages work well for a sole-proprietor but for those 
operating through a corporation the IRS doesn’t 
recognize any children of the corporation.  Therefore, 
you must withhold social security and Medicare from 
cash wages paid by the corporation.   

An alternative method of payment would be payment-in-
kind. 

- What good is the warmth of summer, without the 
cold of winter to give it sweetness? – John 
Steinbeck 

COMMODITY WAGES 

If properly structured and executed, wages paid in-kind 
for agricultural labor are not subject to FICA (social 
security and Medicare) or FUTA (federal 
unemployment).  Additionally, non-cash wages are not 
subject to income tax withholding.  Per Code Section 
3121 – wages paid “in any medium other than cash for 
agricultural labor” are exempt from the term wages.  
However, the fair market value of the in-kind payment for 
wages is income to the recipient and is reported as such 
in Box 1 of the W-2. 

Two points are critical in structuring in-kind wage 
payments to qualify for exemption from FICA, FUTA and 
income tax withholding. 

1. The payment must NOT be in the form that is 

equivalent of a cash payment. 
2. The employee must receive dominion and 

control of the in-kind payment. 

IRS guidelines issued in 1994 identifies important factors 
to be considered in a facts and circumstances test. 

1. The commodity is properly identified. 
2. There is documentation of the transfer of the 

commodity. 
3. The commodity was acquired solely for the 

purpose of paying wage in-kind. 
4. The in-kind payment was not intended to be a 

substitute for cash. 
5. The employee negotiated the subsequent sale 

(use) of the commodity. 
6. The risk of gain or loss shifted to the employee 

after the payment. 
7. The time interval between the employee’s 

receipt of the commodity and the disposal of the 
commodity reflect the employee had dominion 
and control of the commodity. 

8. The employee bears the cost incident to 
ownership of the commodity (i.e., storage, 
insurance, marketing, and maintenance costs). 

The aforementioned rules apply whether the wages are 
paid to a shareholder, child of the shareholder or a third-
party employee. 

We provide certificates that can be completed to 
document the transfer of ownership which identify the 
commodity, date and quantity.  It is important to note that 
the subsequent sale should provide a reasonable period 
of time from the date of transfer, usually a week or two.  
In addition, the employee is responsible for any costs 
associated with transporting or selling the commodity. 

- It aint the heat, it’s the humility. – Yogi Berra
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BOOKKEEPING NOTES 

As we continue corporate year-end meetings for 2016 
and begin to prepare for pre-harvest planning sessions 
we are reminded of some important points to keep in 
mind that might just keep you out of hot water or save us 
some time if they are taken care of prior to our meeting. 

First, review your books.  This seems obvious but many 
of our clients don’t take the time to look through the 
transactions to see if items have been misclassified or 
uncoded.  There should be a separate sheet in the 
monthly report that lists 399 and 599 items which need 
to be coded. 

Another simple thing that often gets put off is sending 
statements in monthly.  Doing so avoids missing months 
and makes it easier for you to remember what particular 
items were for so they can be coded to the proper 
income and expense account.  It also keeps you current 
on where you stand so that you can make better 
decisions when it comes to timing sales and purchases. 

There are also some areas which people have become 
complacent on with their corporations.  The corporate 
account should not be paying for nondeductible stuff.  
Any items coded #261 should likely be paid from the 
personal account.  The IRS will argue that these are 
dividends since they are expenses paid for the benefit of 
the shareholders.   

No one wants to pay taxes on income twice so avoid 
paying for personal expenses out of the corporate 
account.  This includes taking cash out.  Cash can’t be 
tracked and it is never a good policy to use cash for 
deductible expenses because there is no paper trail to 
support them.  

Another thing that people forget is paying back the 
shareholder loans to the corporation.  Again, the IRS will 
likely attack these balances as dividends so it is best to 
get them paid off as soon as possible.  If you cannot pay 
them in full then make sure to make annual payments of 
principal and interest to ensure they continue to receive 
loan status in case of an audit. 


