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In brief 
A taxpayer engaged in three types of hedging activities: (1) hedges on materials 

related to its inputs; (2) hedges related to the commodity it sells; and (3) hedges 

unrelated to items it purchases or sells.  To determine whether such gross or net 

hedging revenue is included in the Florida sales factor, the Florida Department of 

Revenue in TAA 12C1-007 advances a standard measured by whether a "true" or 

"actual" sale exists.  In reaching its conclusion, the Department reviewed a variety of 

factors, including: how the item was treated for accounting purposes, whether the 

taxpayer attributed gains or losses to a particular facility location, and whether the 

hedging transactions were related to the taxpayer's underlying business. 

The ruling concludes that gross receipts from the three hedging transactions are 

excluded from the sales factor.  Net receipts from input hedges and hedging 

unrelated commodities are also excluded.  However, net receipts from hedging on 

commodities the taxpayer sells are considered "sales" and included in the sales factor 

because the taxpayer is engaged in the sale of the underlying commodity and the net 

receipts from output hedges are incorporated into the sale of the commodity.  

[Florida Department of Revenue, Technical Assistance Advisement, No. 12C1-007 

(5/25/11)]  
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In detail 
Business and Hedging Transactions 

The letter ruling involves a taxpayer that was part of a federal affiliated group and 

engaged in the following activities: 

 Selling a commodity produced by affiliates of the group; 

 Procuring input items used in the group's commodity production process; and 

 Managing the risk of price fluctuations in the commodity markets for the 

group. 

The taxpayer uses financially-settled derivative instruments such as swaps, options, 
and futures contracts to lock in, or "hedge," pricing in order to manage the 
commodity price risk exposure inherent in the group's business.  The hedging 
activities help protect the members of the group from commercial risks that include: 

 Consistency in the price at which group members purchase their commodity 
inputs (input hedges); and  

 Protection of the price at which group members sell the commodity (output 
hedges) 

Input Hedging.  The ruling notes that the taxpayer's primary objective with its input 
hedging transactions is not to make a profit, but rather to hedge against the risk of 
price fluctuations inherent in the commodities market.   

Output Hedging.  Output hedges are made with regard to the commodity that the 
taxpayer sells and produces at various facilities.  The facilities do not enter into long-
term sales contracts and therefore they are subject to commodity price fluctuations.  
To effectively manage the price risk associated with the sale of the commodity, 
taxpayer hedges against the future sale of the commodity.  The taxpayer has a 
hedging strategy for each facility and determines the price it wants to receive from 
the future sales of the commodity produced by each facility. 

Proprietary Hedging.  The taxpayer also participates in financially settled derivative 
transactions for which there is no underlying commodity market price risk being 
hedged (proprietary trading).  The taxpayer's reason for engaging in proprietary 
trading are to keep its traders active in markets where it needs to hedge the price of 
commodities, to determine the spot price of the commodity, and to recognize trends 
in the commodity market. 

Accounting for Hedge Transactions 

The taxpayer's books and records treat input hedges as a component of cost of goods 
sold and treat output hedges as income from operations.  However, the net gains and 
losses attributable to proprietary trading are included as a component of revenue. 

Gross Receipts from hedging transactions are excluded from the sales factor 

The ruling recognized that the general definition of Florida's sales factor numerator 
includes "the total sales of the taxpayer in this state" and the sales factor 
denominator as "the total sales of the taxpayer everywhere."  Florida Rule 12C-
1.0155(1) defines sales as "all gross receipts received by the taxpayer from 
transactions and activities in the regular course of its trade or 
business"(emphasis in the ruling).   The ruling cited two Florida court decisions 
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supporting that certain intercompany sales may be excluded from the sales factor 
because such sales were not "actual sales." Coulter Electronics v. Department of 
Revenue, 365 So.2d 806 (Fla. 1st DCA 1978), Department of Revenue v. Anheuser-
Busch, 527 So.2d 877 (Fla. 1st DCA 1988).  The ruling concluded that the taxpayer's 
hedging transactions were similarly not "actual sales" and therefore were excluded 
from the sales factor.  While the ruling stressed that it was not invoking alternative 
apportionment powers under Fla. Stat. § 220.152, it found that "[i]including such 
transactions would not fairly represent the group's business."   

The ruling also stated that the accounting treatment of a transaction is an element 
that may be considered in determining whether the income associated with such a 
transaction may be apportioned.  Following that theory, the ruling highlighted that 
the taxpayer did not account for its hedging transactions as either "sales" or "gross 
receipts," nor did the taxpayer report hedging gross receipts as sales on its federal 
income tax return.   

Net income from input hedges is excluded in the sales factor 

The ruling viewed input hedges as a form of insurance.  Like insurance, input hedges 
reduce the risk of price fluctuations and are purchased as protection rather than for 
profit.  As noted above, the taxpayer records input hedge gains and losses as a 
component of cost of goods sold.    Accordingly, the ruling concluded that input 
hedges were not "sales" and were therefore excluded from the Florida sales factor.  

Net income from output hedges is included in the sales factor 

The ruling noted that output hedges support the group's primary business of selling 
the commodity by ensuring a market for such commodity.  As noted above, the 
taxpayer accounts for output hedge gains and losses as a part of its actual sales of the 
commodity.  The ruling concluded that the net receipts from output hedging are 
included in the sales factor and attributed to the specific facility location to which the 
sales pertain for the following reasons: 

 Net receipts from output hedges are incorporated into the actual sale of the 
commodity; 

 Net receipts from output hedges are treated as "sales" on taxpayer's books and 
records; and  

 Taxpayer's books and records source output hedges to the specific location for 
which the sale was made 

Net income from proprietary hedges is excluded from the sales factor 

While the taxpayer treats net gains from proprietary trades as revenue on its books 
and records, it did not attribute them to a particular facility.  The ruling noted that 
while accounting treatment is part of the determination whether an item is a "sale," 
it's not the only factor.  Rather, the focus is whether or not there was a "true sale."   
The ruling concluded that the taxpayer undertakes proprietary trading as a support 
function in order to determine market trends and pricing, and can be best analogized 
to a market research activity.  Accordingly, the net receipts realized by taxpayer from 
proprietary trading are excluded from the sales factor of the apportionment formula. 

Actions to think about 
Taxpayers determining the inclusion of gross or net hedging receipts will have to 
navigate various inquires including the application of the Department's "true" or 
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"actual" sale test, how the traded commodity is used by the taxpayer, and how the 
taxpayer accounts for such gross and net receipts.   
 
PwC recommends that any taxpayer who engages in the trading of instruments other 
than securities review its facts to determine (1) whether an opportunity exists to 
include net or gross receipts from its activities in its Florida sales factor and if yes, (2) 
a sourcing methodology that is consistent with relevant authority and Florida 
Department of Revenue guidance. 

Let's talk 
PwC can provide insight into the application of this TAA to a taxpayer's specific facts. 
If you have questions about this Florida letter ruling, or other Florida matters, please 
contact one of the following individuals: 

Lorie McDonald 
Partner  
(305) 375-7382 
lorie.mcdonald@us.pwc.com 

Gretchen Whalen 
Director 
(813)222-6229 
gretchen.m.whalen@us.pwc.com 
 
David Buschko 
Director 
(305) 375-6227 
david.t.buschko@us.pwc.com 
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