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COMMODITY TAX STRADDLES

FRIDAY, JUNE 12, 1981

U.S. SENATE, SUBCOMMITTEE ON TAXATION AND DEBT
MANAGEMENT AND SUBCOMMITTEE ON ENERGY AND AG-
RICULTURAL TAXATION,

Washington, D.C.

The subcommittees met, pursuant to notice, at 10:08 a.m., in
room 2221, Dirksen Senate Office Building, Hon. Bob Packwood
(chairman) ;S)residing.

Present: Senators Dole, Packwood, Wallop, Symms, Byrd, and
Mo¥}111ihan.

[The press release announcing this hearing, the bill S. 626, and
an explanation of same follow:]

0}



Press Release No, 81-137

PRESS RELFEASE

FOR IMMEDIATE RELEASE . COMMITTEE ON FINANCE
May 28, 1981 UNITED STATES SENATE
Subcommittee on Taxation and
Debt Management
Subcommittee on Energy and
Agricultural Taxation
2227 Dirksen Senate Office Bldg.

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
AND SUBCOMMITTEE ON ENERGY AND AGRICULTURAL TAXATION
SET HEARING ON COMMODITY TAX STRADDLES

Senator Packwood, Chairman of the Subcommittee on
Taxation and Debt Management of the Senate Committee on Finance,
and Senator Wallop, Chalirman of the Subcommittee on Energy and
Agricultural Taxation, announced today that the Subcommittees
will hold a joint hearing on June 12, 1981 on commodity tax
straddles.

The hearing will begin at 9:30 a.,m, on June 12, 1981,
in Room 2221 of the Dirksen Senate Office Bullding.

The chairmen stated that the subcommittees would
particularly welcome testimony on the general topic of taxation
of commodity straddle transactions and specific testimony
relating to S. 626, introduced by Senator Moynihan, which would
defer the recognition of loss incurred in certain straddles,
require capitalization of certain costs incurred in such
transactions, and amend certain rules relating to classification
of capital assets and capital asset transactions by dealers in
securities.

Requests to Testify.--Witnesses who desire to testify
at the hearing must submit a written request to Robert E.
Lighthizer, Chief Counsel, Committee on Finance, Room 2227
Dirksen Senate Office Building, wWashington, D.C, 20510, to be
received no later than the close of business on June 5, 1381,
Witnesses will be notified as soon as practicable thereafter
whether it has been possible to schedule them to present oral
testimony. If for some reason a witness is unable to appear at
the time scheduled, he may file a written statement for the
record in lieu of the personal appearance. In such case a
witness should notify the committee of his i{nability to appear as
soon as possible.

Consolidated testimony.--Senators Packwood and Wallop
urge all witnesses who have a common position or who have the
same general interest to consolidate their testimony and
designate a single spokesman to present their common viewpoint
orally to the subcommittees. This procedure will enable the
subcommittees. to receive a wider expression of views than it
might otherwise obtain. Senators Packwood and wWallop urge very
strongly that all witnesses exert a maximum effort to consolidate
and coordinate their statements,

Le?islative Reorganization Act.--The chairmen stated
that the Leglislative Reorganization Act of 1946, as amended,
requires all witnesses appearing before the Committees of
Congress "to file in advance written statements of their proposed

testimony, 2nd to limit their oral presentations to brief
summaries of their argument."




(1) All witnesses must submit written statenents of
their testimony.

(2) 100 copies of the written statement must be filed
not later than noon on the last husiness day
before the witness is scheduled to appear. The
written statements must be typed on letter-slize
paper (not legal size).

(3) Aall witnesses must include with their written
statement a sunmary of the principal points
included in the statement.

(4) Witnesses should not read their written statenments
to the Subcommlittee, but ought Instead to conflne
their oral presentations to a summary of the
points {ncluded in the statement,

(S) Not more than five minutes will be allowed for the
oral sunmary.

Written statements.--Witnesses who are not scheduled to
make an oral presentation, and others who desire to present their
views to the subcommittees, are urged to prcpare a written
statement for submission and inclusion in the printed record on
the hearings. These written statements should ke typewritten,
not more than 25 double-spaced pages in length, and mailed with
five (S) copies to Robert E, Lighthizer, Chief Counsel, Conmittee
on Finance, Room 2227, Dirksen Senate Office Building,
washington, D.C. 20510, not later than Monday, Jure 22, 1981.

P.R. No. 81-137



97TH CONGRESS
18T SESSION ° 626

To amend the Internal Revenue Code with respect to offsetting positions in
personal property, and for other purposes.

IN THE SENATE OF THE UNITED STATES

MagrcH 5 (legislative day, FEBRUARY 18), 1981

Mr. MOYNTHAN introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL

To amend the Internal Revenue Code with respect to offsetting
positions in personal property, and for other purposes.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. SHORT TITLE, ETC.

(8) SHOBT TITLE.—This Act may be cited as the
“‘Commodity Straddles Tax Act of 1981".

(b) AMENDMENT TO 1954 Cope.—Except as otherwise
expressly provided, whenever in this Aet an amendment or

repeal is expressed in terms of an amendment to, or repeal of,

© ® 2 S v W N e

a section or other provision, the reference shall be considered



W @ -1 O O W N

N N NN AN e ik e et el pd med ek ek e
(LS S - T \CRE — S e B« e R - T = S N SR X T PO o

2
to be made to a section or other provision of the Internal
Revenue Code of 1954.
SEC. 2. NONDEDUCTIBILITY OF CERTAIN LOSSES IN CONNEC-
TION WITH OFFSETTING POSITIONS IN PERSON-
AL PROPERTY. |
(a) IN GENERAL.—Part VII of subchapter O of chapter
1 (relating to wash sales of stock or securities) is amended by
adding at the end thereof the following new section:
‘;SEC. 1092. OFFSETTING POSITIONS IN PERSONAL PROPERTY.
“(a) IN GENERAL.—In the case of any offsetting posi-
tion in personal property—
‘(1) that portion of any loss—
“(A) which is incurred in connection with the
sale or exchange of any position held as part of
such offsetting position, and
“(B) which exceeds any gain recognized in
connection with the sale or exchange of any other
position held as part of such offsetting position,
‘shall be treated as incurred as of the close of the bal-
anced period; and

“(2) the holding period (as determined under sec-
tion 1223) of any position held as part of any offsetting
position shall not include any portion of the balanced

period with respect to the position.
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“®) OFrserTING PoOsiTiONS.—For purposés of this
sectimf—
~ “(1) In GENERAL.—A taxpayer holds an offset-
ting position in personal property if the taxpayer holds
1 or more positions with respect to personal property
which substantially diminishes the taxpayer’s risk of
loss with respect to 1 or more other positions held
with respect to personal property (whether or not of
the same kind).
“(2) CERTAIN POSITIONS TREATED AS OFF-
SETTING,— ,
“(A) IN GENERAL.—Except as provided in
. subparagraphs (B) and (C), 2 or more positions
shall, for purposes of paragraph (1), be 'treated as
offsetting if such positions include sul;stantially
equivalent long and short positions and—

" () such positions are in the same com-
modity (whether or not in the same physical
form),

“(ii) the aggregate margin requirement
for such positions (determined on the ex-
change where traded or otherwise) is less
than that of the sum of the margin require-

ments for each such position held separately,
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“(iii) such positions are in debt instru-

ments, or

“(iv) such positions are determined,
under regulations prescribed by the Secre-
tary, to be offsetting.

“(B) STANDARD DEVIATION.—No posit.ior{
shall be treated as offsetting under subparagraph
(A)(iv) unless the standard deviation of the change
in price of 1 or more positions held as part of the
offsetting position has been at least 5 times the
standard deviation of the change in price of the
offsetting position taken as a whole during any 2-
year period occurring during the immediately pre-
ceding 5-year period.

| “(C) SATISFACTION OF SECRETARY.—No
position shall be treated as offsetting under sub-
paragraph (A) (i) or (iv) if the taxpayer estab-
lishes to the sutisfaction of the Secretary that

such position is not offsetting.

“c) OTHER DEFINITIONS AND SPECIAL RULES.—For

purposes of this section—

‘(1) BALANCED PERIOD.—The term ‘balanced

period’ includes, with respect to any position—

“(A) any period during which such position

is part of any offsetting position, and
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“(B) the 30-day period after the day on

which such position (or any successor position)
ceases 'to be offsetting.
_ “(2) PersoNAL PROPERTY.—The term ‘personal
property’ means—
‘“(A) comm(;dities,
“(B) evidences of indebtedness, and
“(C) any other type of personal property

(other than stock in a corporation).

“(3) PostTiON.—The term ‘position’ means an in-
terest (including a futures contract or option) in person-
al property. Any personal property acquired by the
taxpayer pursuant to a fqtpres 'contract, option, or
other interest shall be treated in the same manner as a
position in such personal property.

“(4) Long posSITION.—The term ‘long position’
means a position which increases in value when the
personal property to which it relates increases in
value. Such term includes the holding of personal prop-
erty, or of a futures contract or option to buy personal
property at a fixed price, which so increases in value.

“(5) SHORT POSITION.—The term ‘short position’
means a position that decreases in value when the per-
sonal property to which it relates increases in value.l

Such term includes the selling of personal property
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short, or the holding of a futures contract or option to
sell personal property at a fixed price which sc de-
creases in value.

‘“(6) DEBT INSTRUMENT.—The term ‘debt instru-
ment’ means any interest bearing obligation.

“(7) ATTRIBUTION.—In determining whether any

_positions are offsetting, the principles of section 318

shall apply, excep.t that—

“(A) in determining constructive ownership
in the case of the members of an individual's
family, only such individual, such individual’s
spouse, and a child of such individual who has not
attained the age of 18 shall be taken into account,

“(B) constructive ownership from a corpora-
tion to a person, -or from a person to a corpora-
tion, partnership, trust, or estate, shall be deter-
mined only if —

“(i) there is at least am 80-percent in-
terest (determined after the application of the
family attribution rules) held by, or in, such
person, or '

“(ii) in the case of a trust, the trust is a
trust to which subpart E of part I of sub-

chapter J applies; and
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“(C) in the case of a passthrough entity, con-
structive ownership shall be determined under
paragraph (8).

“(8) TREATMENT OF PASSTHROUGH ENTI-
TIES,—

“(A) IN GENERAL.—In determining whether
any positions are offsetting, a person having an
ownership interest in ;my passthrough entity shall
be treated as owning a pro rata share of the per:
sonal property, or of any position' in personal
property, of such entity equal to the person’s pro
rata share of the ownership interest.

“(B) PASSTHROUGH ENTITY DEFINED.—For
purposes (_)f subparagraph (A), the term ‘pass-
through entity’ means—

‘(i) a regulated investment company,
“(i1) a real estate investment trust,
“(iii) an electing small business corpora-
tion,
“(iv) a partnership,
‘/(v) an estate or trust, or
" “(vi) a common trust fund.”.

(b) TECHNICAL AND CONFORMING AMENDMENTS. —
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(1) The table of sections for such part VII is

amended by adding at the end thereof the following
new item:
“Sec. 1092. Offsetting positions in personal property.”.
(2)(A) The heading for such part VII is amended
to read as follows:
“PART VIII—WASH SALES; OFFSETTING
POSITIONS”.
(B) The table of parts for subchapter O of chapter
1 is amended by striking out the item relating to part
VII and inserting in lieu thereof the following:
“Part VII. Wash sales; offsetting positions.””.

(c) EFFECTIVE DATE.—The amendments made by this

section shall apply to offsetting positions established after
May 5, 1981, in taxable years ending after that date.

SEC. 3. CAPITALIZATION OF CERTAIN CARRYING CHARGES.

(A) IN GENERAL.—Part IX of subchapter B of chapter

1 (relating to items not deductible) is amended by adding at
the end thereof the following new section:

“SEC. 280E. CERTAIN EXPENDITURES RELATING TO PROPER-

TY IN AN OFFSETTING POSITION.
‘“(a) IN GENERAL.—Any amount—
‘(1) which would be allowable as a deduction but

for the provisions of this section,
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““(2) which is allocable to personal property (other
than an option or a futures contract) which is part of
an offsetting position (within the meaning of section
1092(b)), and

“(3) which is allocable to the balanced period
(within the meaning of section 1092(c)(1)) with respect
to such personal property,

shall be charge(i to capital account.
“(b) CERTAIN AMOUNTS INCLUDED.—For purposes of
subsection (a)—
‘(1) interest on indebtedness incurred or contin-
ued to purchase or carry personal property, and
‘2) any storage or insurance costs with respect
to personal property,
shall be treated as allocable to such personal property.”.

(b) ConrorMING AMENDMENT.—The table of sections
for such part IX is amended by adding at the end thereof the
folloﬁng new item:

“Sec. 280E. Certain expenditures relating to property in an offset-
ting position.”. -

(c) EFFECTIVE DATE.—The amendments made by this
section shall apply to expenditures made after May 5, 1981,
in taxable years ending after that date.
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SEC. 4. CERTAIN GOVERNMENT OBLIGATIONS TREATED AS

CAPITAL ASSETS.
(a) IN GENERAL.—Section 1221‘(defining capital asset)
is amended— )

(1) by inserting “or” at the end of paragraph (4);

(2) by striking out paragraph (5); and

(3) by redesignating paragraph (6) as paragraph
(5).

(b) CONFORMING AMENDMENTS.—

(1) Subparagraph (B) of section 341(c)(2) (relating
to determining total assets of a collapsible corporation)
is amended by striking out “(and governmental obliga-
tions described in section 1221(5))"”.

(2) Subparagraph (D) of section 1231(b)(1) (defin-
ing property used in trade or business) is arpended by
striking out ‘“‘paragraph (6)’ and inserting in lieu
thereof ““paragraph (5)".

(0 EFFECTIVE DATE.—The amendments made by this-

section shall apply to obligations issued after May 5, 1981.
SEC. 5. DEALERS IN SECURITIES.

(8) THiRTY-DAY REQUIREMENT.—Subsection (a) of
section 1236 (relating to dealers in securities) is amended by

striking out ““30th” each place it appears.

(b) CLEAR IDENTIFICATION REQUIREMENT.—Section

1236 is amended by adding at the end thereof the following

new subsection:

81-237 0—81——2
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“(d) CLEAR IDENTIFICATION IN CASE OF OFFSETTING
PosITIONS.—For purposes of subsection (a), no security
which is part of an offsetting position (as defined in section
1092(b)) shall be treated as clearly identified in the dealer’s
records as a security held for investment unless all securities
which are part of the offsetting position have been identified
in accordance with such subsection.”.

(c) EFFECTIVE DATE.—The amendment made by this
section shall apply to securities acquired after May 5, 1981,
in taxable years ending after that date.

SEC. 6. SALE OR EXCHANGE,

(a) IN GENERAL.—Section 7701(a) (relating to defini-
tions) is amended by adding at the end thereof the following
new paragraph: |

“(38) SALE OR EXCHANGE.—The term ‘sale or
exchange’ when used with reference to any capital
asset means any disposition of such asset.”.

(b) EFFeECTIVE DATE.—The amendment made by this

section shall apply to any disposition after May 5, 1981.



15

BACKGROUND
ON
COMMODITY TAX STRADDLES
AND
EXPLANATION OF S. 626

SCHEDULED FOR A JOINT HEARING
BY THE ‘

SUBCOMMITTEE ON TAXATION AND DEBT
MANAGEMENT

AND THE

SUBCOMMITTEE ON ENERGY AND AGRICULTURAL
TAXATION s

OF THE

COMMITTEE ON FINANCE
ON JUNE 12, 1981

e e

INTRODUCTION

_ This pamphlet provides background information for a joint public
hearing scheduled on Friday, June 12, 1981, by the Subcommittee on
Taxation and Debt Management and the Subcommittee on Ener, and
Agricultural Taxation of the Senate Committee on Finance on S. 626
and other legislative proposals relating totax straddles.

Because most tax straddles are structured at least partially in com-
modity futures contracts, the pamdphlet describes the futures industry,
futures trading, and tax-motivated transactions in futures. In addition,
the pamphlet outlines the present law governing the taxation of futures
transactions and explains the provisions of S. 626, Finally, the pamph-
let describes two principal alternative proposals: 73‘1) offsetting com-
modity gains and losses and (2) a marking-to-market system.
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I. PREFACE

Interest in the use of commodity futures transactions for tax-
motivated purposes has grown rapidly in recent years. The Internal
Revenue Service has disallowed certain deductions relating to such
transactions and taxpayers have challenged the IRS position. The
lead cases® involving tax straddles in commodity futures, the most

ublicized of these transactions, are being litigated currently in the

Tnited States Tax Court.

Varied legislative changes have been suggested in the tax treatment
of futures transactions and have been discussed by legislators, govern-
ment officials and industry representatives. A bill introduced in this
Session of Cong-ess, S. 626 (Senator Moynihan), includes provisions
intended to limit the use of a variety of transactions, including tax
straddles in commodity futures and other property, to shelter income
from taxation. Alternatives include (1) offsetting commodity gains
and losses and (2) a marking-to-market system with various charac-
terizations and rates proposeg for income reported on that system.

1 Smith v. Commissioner, Docket No. 12709-77, and Jacobson v. Commissioner,
Docket No. 185-78.
(VID)
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II. BACKGROUND ON THE COMMODITY FUTURES
INDUSTRY

A. Development of the Commodities Industry

Present day commodity futures exchanges can trace their origins
to medieval European markets usually held at the principal regional
center of production for a particular commodity. Initially, only physi-
cal (“cash”) commodities were traded. However, as commerce grew in
size and complexity, markets expanded to year-round operations and
trade in contracts for future delivery developed. Trading practices
became standardized and over the centuries, some trade practices were
adopted as law. .

In the United States, regional cash markets for agricultural com- -
modities developed in the Eighteenth Century. Trade in cash com-
modities was marked by wide seasonal variations in supply and
demand resulting in large fluctuations in prices. At harvest time,
farmers glutted the markets with their produce, which far exceeded
merchants’ immediate needs. Inadequate transportation and storage
facilities compounded farmers’ economic - difficulties. Prices were
low ; some commodities were kept off the markets; others spoiled and
remained unsold. Within months, however, demand would increase
and prices would soar as the su[:ﬁiy of produce sought by merchants,
processors and individuals dwindled and fell short of demand.

In order to increase their control over supply and demand, pro-
ducers and users of agricultural commodities began to enter forward
contracts with each other. Forward contracts are individualized agree-
ments directly negotiated between a particular buyer and a particular
seller, and always requiring actual delivery. These contracts called for
delivery of & fixed quantity of a commodity at a specific place at a par-
ticular time for a fixed price. Forward contracts provided that actual
delivery of the commodity would occur in the future, but title to the
commodity was transferred when the parties executed the contract.

Although some individual speculation in forward contracts oc-
curred, such speculation was too irregular and insufficient to reduce
the risk of price fluctuations. Forward contracts permitted a shifting
of the risk of future price fluctuations from the seﬁer to the buyer, but
because they required actual delivery of the commodity, they were not
very attractive to speculators who might otherwise have been willing
to assume the risks of price changes. Futures contracts and futures ex- .
change developed as a means of encouraging speculators to enter the
commodities markets and assume the risk of price fluctuations. Knowl-
edgeable, well-capitalized price speculators typically make markets
more efficient because their trading responds quickly to information
about changes in supply and demand. Also, the active trading of spec-
ulators usually makes markets more liquid; that is, it reduces the gap
between the prices at which the public is able to buy and sell the
commodity.

(1
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In this century, futures trading has become increasingly regulated,
both by the industry itself and by the Federal Government. Initially
futures trading in agricultural commodities was regulated by the
Agriculture Department under the Commodity Exchange Act. Later
additional commodities were made subject to regulation. The Com-
modi:g Futures Trading Commission Act of 1974 created an independ-
ent federal agency, the Commodity Futures Trading Commission, and
granted its exclusive jurisdiction over futures trading.
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B. Commodity Futures Contracts

A commodity futures contract is a standardized agreement either
to buy or to sell a fixed quantity of a commodity to be delivered at a
particular location in & specified month in the future. Currently, ex-
changes list contracts for agricultural commodities, heating oil, pre-
cious metals, financial paper and currencies. Called “futures,” these
contracts require payment at the time of delivery. '
- In the United States, all trading in futures must be transacted

through an exchange by exchange members. Futures traders are not
allowed to sell futures contracts which they have executed to third-
parties off the exchange. :

A clearing association at each exchanfe guarantees performance on
commodity futures contracts, i.e., the clearing association interposes

itself as a buyer to every seller and seller to every buyer. The associa-

tion is substituted as the opposite party in every trade and becomes
the payment and collection agency for its members. Thus, responsi-
bility on a contract runs between the clearinghouse and the clearing
member, for example, the brokerage firm, which executed the contract
for its customer. _

All futures contracts are subject to the rules and regmlations of the
exchange where they are traded. For each contract, an exchange es-
tablishes a standard contract size. For example, a so futures con-
tract consists of 5,000 bushels. Each contract specifies delivery of a
particular grade of the contract commodity. Exchange rules may allow
a seller to substitute delivery of the standard grade with other specified

ades of the commodity, at stated premiums or discounts from the

elivery price.

Exchanges list contracts for delivery only in certain desi
months, some over three years into the future. In June 1981, the Chi-
cago Board of Trade, for example, listed wheat contracts for July,
September and December 1981 and March, May and July 1982. The
New York Commodity Exchange (COMEX) listed gold contracts
for delivery in June, July, August, October and December of 1981;
February, April, June, August, October and December of 1982; an
February and April of 1983. Closing futures prices are listed daily in
the financial pages of many newpapers,

(8)
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C. Futures Trading

1. Types of traders
. Hedging

Commodities futures trading involves two types of trading : hedging
and speculation. A hedger is a business person who produces, sells, or
rocesses the actual “cash” commodity and engages in futures trading
or price protection of inventories. For example, a wheat farmer who
expects to harvest a crop several months in the future may enter a
futures contract to sell wheat to protect against a price decline between
the current date and the date when the actual wheat will be available.
Also, a flour manufacturer may enter a futures contract to buy wheat
to protect against a price increase between the current date and the
time when the manufacturer will need the actual wheat. Similarly,

. financial institutions, which realize ordinary income or loss on the

disposition of their securities, may use financial futures to hedge such
securities.

‘Speculation

A speculator does not trade futures for price protection, as the
hedger does. Instead, the speculator risks his capital in the hope of
profiting from price movements:

Speculators buy if they think prices are too low; they sell, if they

. consider prices too ho'g geculators fenerall do not take delivery of

igh.
the physical commodity but instead “liquidate” (i.e., close out or
cancel) their futures by making offsetting purchases or sales of an
equivalent quantity of futures contracts in the same commodity for
the same delivery month. Speculators generally hold their contracts
for short periods; some are (fay-traders, often called scalpers, who get
out of the market the same day they get in.

A speculator cannot simultaneously hold an equal number of con-
tracts to buy and to sell the same commodity for the same delivery
month on a single exchange. Under exchange rules, such contracts
cancel each other out. A speculator who wishes to get out of (“liqui-
date”) a purchase contract prior to the contract’s delivery month can
“cancel” the contract, and terminate any obligation under it, by exe-
cuting an equivalent sales contract for the same month on the same
exchange.

Obviously, any one person may trade futures contracts, sometimes
as a hedger and other times as a speculator, depending on the purpose
and the type of transactions which are executed.

2. Trading strategy

Futures v. cash prices

Speculators employ a variety of trading strategies. Traders expect-
ing prices to increase may take a “long” position, that is, enter
into contracts to buy a commodity. If a trader expects prices to fall,

. (4)
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“short,” that is, enter into contractss to sell. Speculators

he may go
who are “long” or “short” in the futures markets expect to profit from

the difference between the subsequent price of the physical (or. cash)
commodity and the price at which they purchased the futures contract.
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Spreads

Many professional traders employ a trading strategy, frequently
referred to interchangeably as spread or straddle trading, which is
usually considered more conservative than outright long or short posi-
tions. Spreads involve the simultaneous holding of a long position
(contract to buy) in one futures contract and a short position (contract
to sell) in a related futures contract. The two positions are called the
“legs” of the spread. Spread traders hope to profit from changes in the
difference between the prices of the two positions, They try to trade
spreads when they think prices for the different months are “out of
line.” This trading strategy is similar to and sometimes referred to as
arbitrage. :

For example, there is normally a relatively stable relationship be-
tween the price of June gold and the price of September gold. This
relationship is based on the costs of storing gold (mcludin%)ﬁnancing
costsJ) from June to September. Should there be an influx of buy orders
for June gold, there would be upward pressure on the price of June
gold contracts. Spread traders could then sell June contracts and buy

september contracts, which would tend to restore the normal relation-
ship between the two contracts. Because of the large number of spread
traders, many markets trade spreads as a single unit; that is, they
allow traders to buy and sell the two legs of the spread simultaneously.

3. Mechanics of trading

An individual can trade futures contracts by opening a commodity
account with a brokerage firm which holds a fhembership in one or
more commodity exchanges through its officers or partners or with a
firm which is registered with the Commodity Futures Trading Com-
mission as futures commission merchant (FCM) placing orders
through an exchange member. The firm arranges execution of the in-
dividual’s order to buy or sell and charges a commission for these
transactions. In addition, the firm requires that the individual sign a
margin agreement and maintain at least a minimum amount of cash in
& margin account. )

4, Comparison: futures v. corporate stock

In general A _

Although aspects of futures trading appear similar to practices
and terminology used in securities trading, there are substantial dif-
ferences between futures and securities trading. Some of these dif-
ferences are very significant. Unlike corporate stock which a purchaser
may hold indefinitely, futures contracts have a limited life span. Hold-
ers of futures either must liquidate them prior to their final delivery
date, or must make or accept delivery of the commodity pursuant to
the contracts.

()
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Payment
When corporate stock is purchased, the buyer must 1:)83; the seller
the full amount of the purchase price. However, commodity traders
do not make any payment for their futures contracts until the con-
tracts’ delivery dates. When they enter the contracts, traders merely
make & deposit, similar to earnest money, to guarantee performance
in the future, '

Margin ‘

Margin requirements in futures trading differ greatli from margin
requirements in securities trading. The margin established for securi-
ties purchases constitutes partial payment for the securities. The re-
mainder of the securities’ purchase price is loaned by the broker to
the customer, who pays the broker interest for the borrowed portion
of the purchase price. Minimum margin requirements mag' range well

.over 50 percent of the price of securities. Securities for publicly traded
" stock margin requirements are subject to Federal regulation.

In futures trading, however, a margin deposit is not a partial ;;:5-
ment on the contracts. The margin deposit required for futures trad-
ing technically is “earnest money,” & cash deposit made as a financial
guarantee to the broker that the individual will fulfill his or her future
oblifations. Margin required for commodity futures accounts gen-
erally amounts to 5 to 10 percent of the face amount of a contract.
Margin on individual accounts is set by the broker, who as an ex-
change member, must meet in turn margin requirements established by
the exchange. Margin requirements for futures are not regu-
lated by the Government. Thus, broker-set margins reflect exchange

uirements.

m%(argins for futures are higher for positions involving greater risk
and lower for. positions with lgss risk. Iggggers have significantly lower
margin requirements than speculators because hedgers hold the under-
lymﬁ physical commodity. Speculators’ margin requirem=::ts depend
on the risk of their net position. Spread or straddle posit. o*.s, usually
less risky than outright long or short ]l)lositions, often have margin
requirements of only one percent of the face amount of thé two
positions. :

Excha require two types of margin deposits: initial and main-
tenance. Initial margin is the deposit amount required when the
futures positions are established. Maintenance margin is the minimum
amount of margin which must be maintained in the margin account at
all times to support a position. Maintenance margin is usually set at
756 percent of initial margin. Margin requirements are recomputed
daily based on the contract’s settlement price, the official price set daily
by the exchange. If a trader’s overall position declines in value, the
amount of the decline will be withdrawn from the margin deposit and
paid over to the exchange clearing association. If the trader};?imrgin
drops below the maintenance level, the trader will have to deposit
additional margin, called variation margin, before the next business
day to bring the trader’s margin back up to the initial level, or his
undermargined positions will be liquidabes.

Marking-to-market

. If a trader’s position has increased in value during the day, the net
Increase in the position is computed and transferred to the trader’s
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account before the beginning of trading the next day. The trader has
the right to withdraw the full amount of such gains immediately every
trading day. However, if a trader’s position decreases in value, the
trader will have to meet a margin call, that is, deposit additional funds
bafore the next business day. Money paid on position losses is paid
into the exchange clearing association which transfers such amounts
to those accounts which gained during the trading day. This daily de-
termination of contract settlement prices and margin adjustments to
reflect gains and losses is called “marking-to-market.”

Marking-to-market requires daily cash adjustments through the
exchange clearing association to reconcile exchange members’ net
gains and losses on their positions. At the close of trading each day,
every member must mark all customer accounts to the settlement
prices (current market value) for the day. Gains and losses are im-
mediately deposited into or withdrawn from the customer accounts.
And, customers in turn are entitled to withdraw their gains, or are
required to deposit any margin required because of losses in their
accounts at the close of every day under this marking-to-market
system,

Leverage

Because the margin deposits required for commodity accounts are so
small, leverage—the relation between the amount of money required to
control property and the value of the property—is significant. More-
over, unlike an investor who purchases stock on margin, a commodity
futures trader does not buy or sell the commodity when he enters the
contract. In acquiring a fzxtures contract, a commodity trader only
omises to buy or sell the commodity at a future time. If the trader
1s a speculator, the trader probably does not plan to hold the contract to
maturity, but instead intends to liquidate it by executing an offsetting
contract. Thus, the speculator would never be required to pay the full
face amount of the contract (or to accept or deliver the commodity it-
self). When a trader liquidates his position, he receives back the
amount in his margin account, as of the date of liquidation, less any
commission, If the value of his contracts has increased since they were
executed, the trader’s margin account will have increased gy the
amount of the gain (unless the trader previously withdrew tic gain).
Losses on _the contracts will be reflected by the total decrease in the
original deposit in the margin account as well as any additional
amounts paid in by the trader to meet margin calls. With a very small
deposit, as low as five or even one percent of the value of the com-
modity covered by the contracts, a futures trader can speculate for
the Eroﬁts to be earned (or loss to be incurred) on the full 100 percent

of the value of the commodity in the contracts.

Commissions

In securities transactions, brokers immediately charge customers
& commission for any security purchased. Brokers also impose an ad-
ditional commission for any subsequent sales. In futures transactions,
however, commissions are charged only after the entire transection
is completed. Ordinarily, no commission is charged when a contract
is purchased; the commission is assessed subsequently on a “round-
trip” basis when the contract is liquidated.
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Options

Certain tax-shelter transactions (described in D., below), including
some straddles, can be executed with options. Options differ markedly
from both stock or securities and from futures contracts. An option
is the right to buy or sell stock (or other property) at a stated price
for a fixed period of time. A “call” is the right to buy stock (or other
property) at a stated price, and a “put” is the right to sell stock (or
other property) at a stated price. '

There are two parties to an option transaction, the “writer” of the
option, and the “holder” or “buyer” of the option. The writer of a call
obligates himself, for a fee (often called the “premium”), to sell stock
for a stated price (often called the “striking price”) for a stated period
of time. For example, he might write a call to sell 100 shares of IBM
for $50 per share, for a period of 3 months. The holder of the call pays
the premium and obtains the right to buy the IBM stock, at the $50
per share price, for three months. A “put” is just the reverse of the call.
'I'he writer of the put promises to buy the IBM stock at $50 per share
for a period of three months, and the holder has the right to sell to
him at that price if he wishes to do so.

The holder of a call believes the market price of the stocks may rise
during the option period (in which case he will exercise his call and
acquire the stock at & bargain price). The holder of & “put” feels the
market price of a stock may decline, in which case his put will enable
him to sell stock at more than its then current market value.

Basically, the obligations of an option writer may terminate in one
of three ways: by exercise, lapse, or through a closing transaction. An
exercise occurs where the holder of an option utilizes his right to make
the writer of the option buy or sell stock at the agreed upon price. A
lapse occurs where the holder does not exercise his option during the
option period (usually because the holder has incorrectly predicted
the trend of the market, so that the option is worthless) and the option
period expires. A closing transaction occurs where the writer of the
option terminates his obligation under that option by reacquiring it,
or by making a payment to an options exchange equivalent to the
value of an offsetting option. For example, if X writes a call obligat-
ing himself to sell 100 shares of IBM at $50 per share, and the mar-
ket price of IBM moves upward to $60, X could neutralize his own
position with respect to IBM stock by acquiring (through the medium
of an options exchange) a call from Y allowing X to purchase 100
shares of IBM from Y for $50 per share. S.Of course, )g)would have
to pay a greater premium to Y for this call than X himself had re-
ceived because of the upward movement in the price of the underlying
IBM stock.)

Until 1973, put and call options in stock were traded exclusively
“over-the-counter” through put and call brokers. The over-the-counter
options are contracts between a specific buyer and specific writer. This
means that while the buyer can exercise his option any time he wishes,
the writer cannot relieve himself of his obligation except by repurchas-
ing the specific option he has written. (The writer can, however, hedge
by buying a similar option if he is willing to pay the relevant com-
missions and premiums. )

Trading on listed options now is conducted on several exchanges.
Unlike over-the-counter options, listed options consist of two con-
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tracts—one between the buyer and the options exchange and the other
between the writer and the options exchange. A writer of a listed
tion can relieve himself of his obligation by buying a listed option
identical to the one he has written. This is called a “closing trans-
action.” The options exchange then cancels the two identical options.
In addition to options in stocks, exchanges plan to offer options in
debt instruments. The Securities and Exchange Commission has au-
thorized the Chicago Board Options Exchange to begin trade soon in
options on Ginn;::%\{ae certificates. Applications for additional debt
(é%‘gms, including options on Treasury bills, are pending before the
Futures exchanges have applied to the Commodity Futures Trading
Commission for permission to expand their listings to include options
< on futures contracts on debt instruments. Many of the applications
pending before the CFTC pertain to options on futures on the same
debt instruments for which applications to trade options have been
filed with the SEC. ,
5. Execution of futures trades
Commodity futures transactions are traded in pits or rings on the
floors of the exchanges by floor brokers and floor traders. These in-
dividuals, who must be members of the exchange, execute trades for
themselves, for member firms and for others. Orders are phoned to
managers near the pits who record the orders on slips which riunners
deliver to floor traders for execution. The trader executes the order by
offering the contract by open outery and hand signals. If another
trader accepts the contract, the order is signed as executed by the floor
trader and returned by a runner to the firm floor manager. The traders
for each side of the contract confirm execution of the order to the
clearinghouse. At the end of each trading day, member firms confirm
all transactions reported during the day to the clearinghouse, which
matches all the trades. The clearinghouse becomes the opposite party
to each trade. :
_ &, Price-setting
‘When long or short positions are traded separately in the pits, the
price of each contract is set in the pits by competitive bidding at the
time the two traders executing the trade reach agreement. However,
when spreads (straddles) are traded as a unit, the floor traders com-
petitively bid and offer the amount of the spread. which in a trading
convention, is stated in terms of the contract delivery months, e.g.,
May-August. and the difference in prices, e.g., 10. The separate prices
for each leg of the contract are set later by the two traders outside the
pit. Under exchange rules, the price of one leg of a spread must be an
actual price traded durine the dav in that contract month. The sec-
— ond leg must be a possible price, that is a price which falls between
the day’s price limits, i.e.. the maximum movement nn and down which
a commodity price is allowed on a single dav. Thus, if a contract,
which begins a dav at 80, and which has limits up and down of 10 in
either direction, is actuallv traded between 75 and 81, the spread
- traders can assign an actual price hetween 75 ard 81 to one leg, and a
~ “possible” price as low as 70 or as high as 90 to the other leg, provided
the spread differential of 10 is maintained.
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D. Tax Shelters

The tax potential of certain transactions in commodity futures to
defer income and to convert ordinary income and short-term capital
gains into long-term capital gains has been recognized by the invest-
ment industry for decades. However, only in the last ten to fifteen

ears has the use of such tax shelters in commodity futures extended

eyond commodity and investment professionals to significant numbers
of taxpayers, individual and corporate, throughout the economy. The
tax advantages of spread transactions in futures are touted in com-
modity manuals, tax services and financial journals. Brokerage firms
have promoted tax snreads or straddlns to their elients. Domestic and
offshore syndicates advertise tax straddle shelters for which purchasers
pay an amount equal to a percentage of their desired tax loss.

1. Tax straddles

Use of tax straddles

Simple commodity tax straddles generally are used to defer tax on
short-term capital gains from one tax year to the next tax year and, in
many cases, to convert short-term capital gain realized in the first year
into preferentially taxed long-term capital gain in a later year. How-
ever, in some cases (described below) straddles are used to defer tax
on ordinary income and convert that income into short- or long-term
capital gain. A simple straddle is constructed by taking equal long
and short positions in the same property in the same market. The two
positions, called “legs,” are expected to move in opposite directions but
with approximately equal absolute changes. Thus, for example, if one
leg of a straddle in futures contracts increases $500 in value, the other
leg can be expected to decrease in value by about the same amount. By
mgxiné,aining balanced positions, the risks of the transaction are mini-
mized. .

A taxpayer using a simple futures straddle as a tax shelter will es-
tablish a position in contracts with cortract nrices of about, say, $10,000
each. The two contracts, one to buy. the other to sell, are identical in
everv respect, excent. for their delivery months. Because the taxnaver’s
position is a straddle, his margin deposit will be very low—as little as
one percent of the value of the position ($200). The taxpayer will wait
for the market to move, so that one leg of the straddle shows a loss, e.g.,
$500. and the other leg shows an almost identical gain. The taxpayer
will liquidate the loss by entering into the opposite futures contract
for the same month. (A contract to sell December wheat, for example.
is liquidated by executing a contract to buy December wheat.) In order
to maintain a balanced. minimal-risk position. the taxpayer will re-
place the lianidsted le~ with a cantract which is identical, except for
its delivery month. (The replacement contract will have a contract
price of about $9,500, if the original long leg was liauidated at a loss.
or a contract price about $10,500, if the original short leg was liquidated
at a loss.)

(11)
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The taxpayer will claim the decrease in value in the liquidated leg as
a $500 short-term capital loss and deduct it from his income, thereby
eliminating a $500 short-term gain for the tax year. At the same time,
the taxpayer will continue to hold the other leg, which will have an
unrealize({ gain approximately equal to his “realized loss,” that is,
about $500. However, the taxpayer will not have paid out any money
because no money is due on a futures contract until its delivery date.
In addition, because the taxpayer maintained a balanced position, he
ordinarily will not be required to put up any additional margin.

The taxpayer will hold the two legs into the following year. In the
second year, the taxpayer will close out the two positions. Assuming
the holdover contract has increased another $500 in value, the taxpayer
will recognize a total gain of about $1,000 on the original leg and about
a $500 loss on the replacement leg. If the gain is on the long (buy)
position and that position was held for over six months, the taxpayer
will report a $1,000 long-term capital gain on the long position and a
$500 short-term capital loss on the short position. If he has no other
capital transactions for the year, he will report the $500 difference
between these legs as long-term capital gain. (His margin, less com-
missions, will be returned.) Thus, he will have succeeded in deferring
his short-term capital gain for one year and converting it to a long-
term capital gain. If the gain is in the short (sell) position, the gain
will be short-term capital gain. In this case, the taxpayer gets a one-
vear deferral, but no conversion.

Certain commodity futures trading practices have facilitated tax
straddle transactions. Exchange rules at the New York Commodity
Exchange (COMEX), for example, provided for “after-hours” trad-
ing in spreads under extraordinary circumstances. During such trad-
ing sessions, only spreads were traded. In the late 1970s, however,
COMEX after-hour sessions in silver futures occurred almost daily.
Special sessions at the end of the calendar year lasted hours and drew
press attention and comment. In 1980, after investigations sugmested
that abuses and violations of the Commodity Exchange Act rules, as
well .as siemificant tax-oriented tradine, occurred during after-hours
trading, the Commadity Futnreg Tradine Commiccion snsnended the
sessions. In April 1981, the Commission announced its intention to
disapprove the COMEX rule providing for these sessions.

Revenue Ruling 77-185

In 1977, the Internal Revenue Service issued Revenue Ruling 77—
185, which disallowed deductions for losses and expenses in a simple
two-contract silver straddle transaction. The ruling stated that the
loss claimed by the taxpayer in connection with the disposition of one
leg of the straddle was not bona fide because the disposition repre-
sented no real economic change and was not a closed and completed
transaction. Moreover. the deductions for the loss and expenses were
denied hecause, the ruling held, the transaction was not entered into
for profit, but for tax-advoidance purposes.

Although the ruling discusses a two-contract (two-les) silver strad-
dle, many commodity experts have interpreted the ruling as applying
to more complex “butterfly” straddles which involve four (or more)

! Rev. Rul. 77-185, 1977-1 C.B. 48.
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legs. Butterfly straddles, like simple straddles, are structured to create
tax benefits regardless of the direction in which the market moves.
(See item 7, “Butterfly straddles,” below.) Thus, Butterfly straddles
avoid risks entailed in single-spread straddles. The ruling has aroused
controversy. Two lead cases 2 involving IRS deficiency determinations
under the theory in Revenue Ruling 77-185, are currently being liti-
gated in the United States Tax Court. .

Despite resistance to the IRS position, the ruling has caused some
investment advisers to counsel greater caution with respect to tax
straddle activity. Some have encouraged clients to vary their trading
pattern from the facts outlined in the ruling; others arrange multiple.
difficult-to-audit futures trades for their clients in order to give
greater evidence of a profit-making motive. Because the IRS ruling
dealt with a silver straddle, some tax straddlers switched to other
commodities, particularly gold and Treasury bills. Some investment
counselors now discourage tax straddles altogether.

Silver was a popular tax-shelter commodity because there generally
has been a stab?e relationship between the price of silver contracts in
different months. As noted above, this relationship is based on the costs
of holding silver from one month to the other. Thus, the risks of spread
trading were considered smaller than in other commodities. However,
daily trading in silver was highly volatile, resulting in significant
upward and downward price movement. This pattern was conducive to
planning significant losses for tax purposes because the typical spread
position provided a sizable ain on one leg and an almost precisely
equal loss on the other leg. The silver market was considered a con-
tanzo preminm market. that is. a market in which distant futures
sold at a premium over spot prices (the current price for the cash com-
modity) and nearby futures. Moreover, because the supply of silver
was considered relatively stable. the price increases over time were
largely a function of interest and storace for the silver until the com-
ynodit_vis delivery date, and not generally a function of sudden changes
in supply.

Thé) 15!,)77 TRS ruling caused some tax straddlers to abandon silver.
The extraordinary silver market crisis in March 1980, which some
observers attributed to an attempt to corner the market. while others
attributed to interference with market operations by short traders,
led most remaining tax straddlers to abandon silver. Subsequently,
tax straddle traders turned to other. more predictable commodities
with preminm market, features similar to those which had previously
characterized silver. Other precions metals and financial paper became
the primary shelter commodities. However. tax straddles also can be
executed in agricultural commodities, particularly those commodities
which can be stored for long periods.

2, Straddles in Treasury bill futures

Tax straddles in Treasury bill futures offer an additional feature
unavailable in other futures straddles. These shelters can be used to ,
convert ordinary income, that is, salary, wages. interest, and divi-
dends, into long-term capital gain. This opportunity occurs because,

* 8mith v. Commissioner, Docket No. 12709-77, and Jacobsen v. Commissioner,
DNocket No. 185-78.

81-237 O—81——3
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under statutory rule, gain or loss on the sale of Treasury bills is con-
sidered ordinary income or loss, while, under IRS interpretation, gain
or loss on the sale of T-bill futures contracts is considered capital gain
or loss. Straddles in Treasury bill futures generally are structured in
the same way as other futures straddles: contracts to buy Treasury
bills are offset by an equivalent number of contracts to sell Treasury
bills. The execution of these “T-bill” shelters involves one difference:
in the case of a loss on a long leg, when the delivery month for the
loss leg of the straddle arrives, the taxpayer takes delivery of the
bills and then disposes of the bills themselves creating an ordinary
loss; in the case of a loss on a short leg, the taxpayer purchases the bills
at the market price and delivers the bills themselves at the contract’s
lower price creating an ordinary loss. Ordinary losses are fully
deductible against any type of ordinary income.

The remainder of the straddle transaction is executed in the usunal
fashion. The taxpayer immediately replaces the liquidated leg. In the
following year, the entire straddle is closed out and, if the gain occurs
on the long position (contract to buy), the esain is reported as long-
term capital gain. These taxpayers may decide to re-straddle in the
second year and roll-over their gains and other income indefinitely
into the future.

3. Straddles in corporate tax planning

Tax straddles can be used for tax planning by corporations. Trans-
actions can be structured so that income can be deferred to later years,
or corporate losses or tax credits utilized by disposing of & straddle’s
gain leg in the initial year. Tax journals have publicized a number of
planning techniques involving the use of straddle shelters.

‘While some corporations use currency futures to protect against
foreign currency fluctuations, some corporations use such futures to
construct tax straddles to defer or convert income. Legitimate hedg-
ing positions can be transformed into tax shelters by treating some
offsetting contracts as straddles. Loss contracts can b~ liauidated and
replaced so that losses offset income in one year. All the while, the
company’s hedging operations in currency futures remain in place,
protecting the company’s position in world currency markets.

Businesses with debt holdings or offerings also can easily execute
transactions in futures contracts in debt instruments, such as Treas-
ury bills or Ginnie Mae certificates. to create tax benefits. Paper losses
can be created to defer income. (See explanation of the unrealized
gain maintained in the straddle, in D.I. Tax Straddles, above.) How-
ever, gain positions might be realized in order to use up expiring
capital loss carryforwards in one year and to “renew” the loss in the
next year. Similarly, corporations can set up these “reverse” straddles
to take advantage of expiring foreion tax credits.

While these shelter transactions in futures are subject to challenge
under Revenue Ruling 77-185, their detection might be difficult. If
a corporation has non-tax bunsiness nurposes for enmaeing in futures
transactions, it might be havd for auditors to distinguish tax-motivated
transactions from regular business dealines in futures. Even if tax-
shelter transactions are identifiable, it might be difficult for the In-
ternal Revenue Service to prove that the transactions were tax-moti-
vated and had no business purpose.
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4. “Cash and carry” transactions

“Cash and carry” tax shelters involve the purchase of a physical
commodity, for example, silver, and the acg:isition of a futures con-
tract to deliver (sell) an equivalent amount of the same cormnodit‘.ly1
twelve months in the future. The taxpayer finances the purchase wit.
borrowed funds, and deducts the interest expense, storage, and insur-
ance costs in the first year. These deductions offset ordinary investment
income, e.g., interest and dividends.

Because the price differential between the current price of the
physical commodity and the futures price is usually largely a func-
tion of interest and other carrying charges, the futures contract will
have a value approximately equal to the total payment for the physi-
cal commodity plus interest and carrying costs. The taxpayer will hold
the silver and the offsetting futures contract into the next year.

When the 12-month holding period has passed, the taxpayer will
deliver the silver on the futures contract and realize a gain on the
silver. If the price of silver has increased, the taxpayer can sell the
silver, producing long-term capital gain, while closing out the short
futures position, creating a short-term capital loss. In either event,
the guin will be about equal to the interest and carrying charges but
will be treated as long-term capital gain. Thus, investment income
taxable at rates as high as 70 percent, would be deferred for a year
and converted into capital gains taxable at maximum rates no higher
than 28 percent. (The Administration has proposed reducing the max-
imum rate on investment income from 70 to 50 percent, which would
result in the reduction of the maximum long-term capital gains rate
from 28 to 20 percent.)

5. Broker-dealer shelters

Securities dealers have special tax-shelter opportunities which
straddles makes even more profitable. A securities dealer who identifies
some assets as held for investment within 30 days of their acquisition
as required under Code section 1236, receives capital gains (or loss)
treatment on such assets. Other assets held for sale or as inventory
produce ordinary income or loss. If a securities dealer selects and
marks certain assets as investments, and treats other, balancing items
as inventory, advantageous tax straddles can be structured which are
claimed on the broker-dealer’s tax return as producing capital gains
or losses in his investment account and ordinary income and loss
from his inventory. Dealers in debt instruments can straddle ordinary
income Treasury bills against debt which produces capital gain or loss.
Treasury bill futures transactions add even more planning oppor-
tunities.

Some taxpayers consider securities dealers’ unique tax-planning op-
portunities so significant that they establish themselves as broker-
dealers solely to exploit these opportunities. Large broker-dealer
partnerships pass these tax benefits through to hnndreds of part-
ners. Many of these broker-dealer partnerships sell shares in their
operations for fees which are hased on a percentage, usually ten per-
cent, of the tax loss sought by the investor. Some operations are estab-
lished off-shore in order to avoid domestic regnlatory officials and to
prevent the Internal Revenue Service from obtaining their records
for audit purposes.
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6. Ordinary income dispositions

Some taxpayers and tax shelter promoters have attempted to exploit
court decisions holding that ordinary income or loss results from cer-
tain dispositions of property whose sale or exchange would produce
capital gain or loss. These decisions rely on the definition of capital
gains and losses in section 1222 which requires that there be a sale or
cxchange of a capital asset.

As a result of these interpretations, losses from the termination,
cancellation, lapse, abandonment and other dispositions of property,
which are not sales or exchanges of the property, are reported as fully
deductible ordinary losses instead of as capital losses, whose deducti-
bility is restricted. However, if such property increases in value, it
is sold or exchanged so that capital gains, long-term if holding pe-
riod requirements are met, are reported.

Some of the more common of these tax-oriented ordinary loss and
capital gain transactions involve cancellations of forward contracts
for currency or securities.

7. Butterfly straddles

A butterfly straddle * is a commodity futures spread entailing at
least four positions. A butterfly straddle generally is composed of two
flimple, mirror-image spreads with the same intermediate delivery

ate.

The butterfly straddle can consist of a long position in a futures
contract with a near delivery date, a long position in a futures con-.
tract with a distant delivery date, and two short positions in a futures
contract with an interim delivery date. A butterfly straddle also may
be structured with one near and one distant short position and two
interim long positions.

Because the two spreads in the butterfly are established as mirror
images of each other, the butterfly provides protection against a
change in the price of the commodity whether the market moves up or
down and also against any change in the price of the spread. It also
makes it. more likely that at least one long position will produce a
gain and will be held for more than six months, so that short-term
gain will'be converted into long-term gain.

* The name “butterfly” apparently was given to this operation because, if dia-
gramed a certain way. the transaction resembles a butterfly.
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EXAMPLE: Gold Butterfly Straddle
The following example outlines the steps in executing a butterfly

straddle in gold futures contracts (100 troy oz.). The following prices
are rounded from closing prices listed for contracts traded on the New
York Commodity Exchange (COMEX) in the middle of April, 1981.

Gold Futures—100 Troy oz.

Cost
Contract: per o2z.
February 1982______ .- $550. 00
April 1982 e 560. 00
June 1982 e 570. 00
August 1982 e 584. 00
October 1982 e 600. 00
December 1982 . e 610. 00
February 1983 e 625. 00

Step 1: April 1981
Establish straddle:

Buy Feb. 1982—Sell June 1982, Sell June 1982—Buy Oct. 1982

Taxpayer deposits one percent of contracts’ face value ($229,000)
as margin: $2,290.
(17



Step 11: September 1981

Assume price of gold increased 10 percent September 1981
February 1982 - o e e $605
June 1982 e 627
October 1982 o 660

The straddle has potential losses in its two June short positions and
approximately equal gains in its two long, February and October,
positions:

Februa.ry 1982 e +5, 500
October 1982 e +6, 000
June 1982 e -5, 700
June 1982 e .. —5,700

ECONOMIC ZAIN - - - o e e oo eeee +100

Because the taxpayer wants tax losses, he closes out the loss legs
{June) with two new straddles:

Sell April—Buy June, Buy June—Sell August

As a result of executing these two straddles, the taxpayer’s position
now is:

Buy February—=Sell April, Sell August—Buy October

The taxpayer thus has the two long, February and October con-
tracts still in place with profits of $11,500, all the while maintaining
the spread positions. The profit of $11 500 belongs to the taxpayer as
a matter of right. The taxpaver may have already withdrawn the pro-
fits as they were credited daily to his account. The taxpayer has a tax
loss of $11,400 for 1981. Generally this will be a capital loss deductlble
against capltal gains and up to $3,000 of ordinary income.

(18)
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Step 111. March 1982

Assume additional 10-percent increase: March 1982
February 1982 _ oo $665. 5
April 1982 __ e 677.6
August 1982 _ o 707. 85
October 1982 _ e 726

The taxpayer liquidates all positions by executing offsetting spreads
which cancel his positions:
Sell February—Buy April, Buy August—Sell October

The two long positions have gain $24,150:

February _ e +11, 550
October e +12, 600
The April position lost $6,160 since it was entered at $161
per oz, in September 1981 :
April e —6,160
The August position lost $6,435 since it was entered in
September 1981 at $643.5 per oz.:
: —6,435

Auwgust o

Taxpayers recognizes net gain of $11,555 for 1982. (Of course, gain
credited to the taxpayer’s account in 1981 may have been withdrawn
by him in that year.)

Summary

If gain is recognized on a long position held over 6 months, as in
this example, it is taxed as long-term capital gain even though the
losses in the prior year were deducted against short-term capital gains.

Taxpayer’s actual economic change on the butterfly is

determined by reducing total gains by total losses:
All gains_ . +11, 550

All losses_ e —6,160

Net economic change__..______ e +155

Alleged tax savings for 1981 : $7,980 (assuming 70-percent bracket).

The taxpayer can enter into a new straddle to generate losses to
deduct against the $11,555 of gain for 1982. Alternatively, he can pay
tax of $3,235.40 on the long-term gain (assurning a 70-percent tax
bracket). In this case, the tax benefit is $4,744.60 ($7,980—$3,235.40)
plus the advantage of a one-year deferral.

(19)
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ITI. EXPLANATION OF S. 626

(Senator Moynihan)
A. Tax Treatment of Straddles

Present law
Under present law, gain or loss from the sale or other disposition
of property is generalﬁ’areoognized by a taxpayer at the time of the .
disposition of the property (unless non-recognition is specifically pro-

vided for by a provision of the Internal Revenue Code).

Wash sales

The Internal Revenue Code includes a wash-sale rule providing for
non-recognition of certain losses which do not constitute true economic
losses. This provision disallows any loss from the disposition of stock
or securities where substantially 1dentical stock or securities (or an
option or contract to acquire such stock or securities) is acquired by
the taxpayer during the period beginning 30 days before the date of
sale and ending 30 days after such date.? This provision prevents a
taxpayer from selling stock which has declined in value in order to
establish a loss for tax purposes, and immediately reacquiring similar
stock, because the sale and reacquisition together do not significantly °
alter the taxpayer’s position with respect to that stock. No similar Code
- provision applies with respect to the disposition of property other
than shares of stock or securities.®

Capvital gains and losses

Generally, under present. law, gain or loss from the sale or exchange
of a capital asset * receives special treatment. In the case of individuals,
only 40 percent of the excess of the net long-term capital gain over
net short-term capital loss for any taxable year is included in the
taxpayer’s adjusted gross income. In addition, capital losses of in-
dividuals are deductible in full against capital gains, and against up
to $3,000 of ordinary income each year.® Only 50 percent of the net

! Code sec. 1001. However, losses are allowable only if incurred in a trade or
business, incurred in a transaction entered into for profit, or resulting from
casualty or theft. -

* Code sec. 1091,

¢ For this purpose, commodity futures are not treated as stock or securities.
Rev. Rul. 71-568, 1971-2 C.B. 312.

¢ Code sec. 1221. Capital asvets generally include all property held by the tax-
payer other than inventory, depreciable property or real property used in a trade ~
or business, certain taxpayer-created property, certain receivables and certain
short-term government obligations.

For this purpose, commodity futures contracts may not qualify as inventory.
However, they are not allowed capital gains treatment if used as an integral
part of the taxpayer’s husiness, such as farming or food processing. Corn Prod-
ucts Refining Co. v. Com'r., 350 U.S. 46 (1955).

® Code sec. 1202.

¢ Code sec. 1211(b).

(20)
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long-term capital losses in excess of net short-term capital gain may be
deducted from ordinary income.” Capital losses in excess of this hmi-
tation may be carried over to future years indefinitely, but may not
be carried back to prior years.?®
~ In the case of a corporation, the net capital gain is taxed at an
alternative rate of 28 percent.? Capital losses are allowed only against
capital gains® Any excess loss may be carried back three years and
forward five years.!

Generally, in order for gains or losses on the sale or exchange of
capital assets to be considered long-term capital gain or losses, the
assets must be held for one year or more.** In the case of futures trans-
actions in any commodity subject to the rules of a board of trade or

commodity exchange, the required holding period is six months.?®

Short sales
In the case of a “short sale” (i.e., where the taxnayer sells borrowed
property and later closes the sale by repaying the lender with identical
property). any gain or loss on the closing transaction is considered
gain or loss from the sale or exchange of a capital asset if the property
used to close the short sale is a capital asset in the hands of the tax-
payer.'* but the gain ordinarily is treated as short-term gain.?* A con-

tract to sell is treated as the short sale for purposes of these rules.!¢

The Code contains several rules which were enacted to eliminate
specific devices in which short sales could be used to transform short-
term gains into long-term gains. Under these rules, if a taxpayer holds
propertv for less than the long-term holding period and sells short
“substantially identical property, any gain upon the closing of the
short sale shall be considered short-term gain, and the holding period
of the substantially identical property will generally be considered to
begin on the date of the closing of the short sale.!” These rules prevent
tho conversion of short-term capital gain into long-term capital gain
where the taxpayer is free of any significant risk. Also, if a taxpayer
has held property for more than one year, and sells substantially
identical property short. any loss on the closing of the short sale shall
be considered long-term capital loss.’® This rule prevents the con-

" Code sec. 1211(b) (1) (C).

8 Code sec. 1212(b).

*Code sec. 1201.

 Code sec. 1211(a).

' Code sec. 1212(a).

* Generally, options held for investment are governed by the same provisions
of the Internal Revenue Code as are other capital assets. However, section 1283
(c¢) exempts certain options to sell property from the short sales rules if the option
was acquired on the same day as the property and the option, if exercised, is
exercised through the sale of the property. Section 1234 provides that gain or loss
from the sale or exchange of an option has the same character as gain or loss
from the sale or exchange of the property underlying the option, if the property
were in the hands of the taxpayer. Gain or loss from closing transactions in
options is treated as short-term capital gain or loss.

12 Code sec. 1222,

¥ Oode sec. 1283 (a).

% Code sec. 1233(b) (1). However, if on the date of a short sale, the taxpayer
has held substantially identical property for over a year, a loss on the closing of
the short sale will be treated as a long-term capital loss. Sec. 1233(d).

¥ Thus, in any commodity futures contract transaction, the person with the
obligation to sell may not qualify for long-term capital gains.

¥ Code sec- 1283(b).

¥ Code sec. 1288(d).
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version of long-term capital loss into short-term capital loss. For
purposes of these rules, property includes stock, securities, and com-
modity futures,’® but commodity futures are not considered substan-
tially 1dentical if they call for delivery in different calendar months.?
In addition, these rules do not apply in the case of hedging transac-
tions in commodity futures.?* .,

Straddles

Generally, the Internal Revenue Code does not contain any special
rules dealing with straddles in commodities or futures contracts in
commodities.?? In the case of the typical straddle in commodities (i.e.
the holding of a contract to buy a commodity in one month and the
holding of a contract to sell the same commodity in a different month),
neither the wash sale rule applicable to stocks or securities (sec. 1091),
nor the special short sales rules preventing conversion of short-term
gain to long-term gain, or long-term lcsses to short-term losses (secs.
1233(b) and (d)) apply.

However, the Internal Revenue Service has ruled 2* that the loss
from certain silver futures contracts was not deductible because the
taxpayer “had no reasonable expectation of deriving an economic
profit from the transaections.” ?* This ruling has been the subject of
much controversy, and the IRS is litigating the deductibility of cer-
tain losses claimed in straddle transactions in the courts. :

Explanation of provision

The bill would provide that if a taxpayer holds offsetting positions,
the portion of loss incurred in connection with the sale or exchange
of any such positions, which exceeds gain recognized from the sale or
exchange of any other of these positions, may not be recognized until
30 days after the day on which the positions cease to be offsetting. The
period during which the offsetting positions are held plus the 30 days
after the positions cease to be offsetting is ealled the balanced period.
(The 30-day period is similar to the period contained in the wash
sale rule in present law.)

* Code sec. 1233(e) (2) (A).

® Code sec. 1233(e) (2) (B).

" Code sec. 1233(g).

# Section 465 of the Code does contain rules limiting losses from an activity
to amounts which certain taxpayers have “at-risk’” in that activity. These rules
are generally applicable to all activities, other than real.estate, in taxable year
beginning after 1978. It is unclear if these rules might apply to straddles.

* Revenue Ruling 77-185, 1977-1 C.B. 48.

¥ In the transaction described in the Revenue Ruling, the taxpayers on-Au-
gust 1, 1975, simultaneously sold silver futures contracts for July delivery and
purchased an identical number of silver futures contracts for March delivery.
Three days later, the March contracts were sold for a loss snd an identieal num-
ber of May contracts were purchased. On February 18 of the following year, the
taxpayer simultaneously sold the May contracts and purchased July contracts to
cover the short position. The taxpayer reported a loss from the sale of the March
silver contracts in 1975 which reduced its short term gain from the sale of real
estate and reported a net long-term gain in the next year from the sale of the
futures contracts.

* Section 6 of 8. 626, discussed below, would define the terms “sale or ex-
change” with reference to a capital -asset to mean any disposition of a capital
asset.
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In addition, the running of the holding periods for the offsetting
positions would be suspended for the balanced period. However, in
determining a taxpayer’s holding period for a position, any period
during which the position was held prior to the balanced period could
be tacked to any period during which the position was held after the
close of the balanced period. ) .

The bill would provide that a taxpayer holds an offsetting position
in personal property, if the taxpayer holds one or more positions 1n
personal property which substantially diminishes the taxpayer’s risk
of loss with respect to one or more other positions in personal prop-
erty, whether or not the positions involve property of the same kind.

I)J,nder the bill, certain positions would be required to be treated as
offsetting, unless certain statutory exceptions apply. Two or more
positions which include substantially equivalent long and short posi-
tions, would be treated as offsetting if any of four conditions are met.
These conditions are that (1) the positions are in the same commodity,
whether or not in the same physical form; (2) the aggrefate margin
required by an exchange or otherwise for the positions is less than the .
sum of the margins required for each of the positions if held sep-
arately; (3) the positions are in debt instruments; or (4) regulations
determine that the positions are offsetting.

Positions which would be treated as offsetting under any of these
four conditions would be excepted from such treatment if the tax-
payer establishes to the satisfaction of the Secretary that a position
1s not offsetting, or, if the position meets an objective standard de-
viation test established by the bill. The standard deviation test in the
bill would exclude positions from offsetting treatment, unless the
standard deviation of the change in price of part of the same or simi-
lar alleged balanced position was at least five times the standard de-
viation of the change in the price of the alleged balanced position (or
a similar balanced position) over any two-year portion of the imme-
diately preceding five-year period. ‘

The bill would apply to interests in personal property which are
interests, including futures contracts or options, in commodities, evi-
dences of indebtedness and any other type of personal property. Stock
in a corporation would not be covered by the provision.

Under the bill, a long position would be defined as a position which
increases in value when the personal property to which it relates in-
creases in value. A long position would include the holding of personal
property, or of a futures contract or option to. buy personal property
at a fixed price, which similarly increases in value. A short position
would be defined as a position which decreases in value when the
personal property to which it relates increases in value. A short posi-
tion would include the selling of personal property, or the holding of
a futures contract or option to sell personal property which similarly
decreases in value at a fixed price.

Under the bill, positions held by related persons would be treated as
held by the taxpayer for purposes of determining whether any posi-
tions are offsetting. Generally, the attribution rules in section 318 used
in determining constructive ownership of stock also. would be used to
detgrmine attribution under the bill. However, in determining whether
positions are offsetting, an individual’s family would be limited to the
individual, his or her spouse, and children under the age of eighteen.
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In addition, constructive ownership would be considered to exist
between a person and corporation, or from a person to a partnership,
grantor trust, or estate, only if the person holds at least an 80-percent
Interest in the corporation, partnership, grantor trust, or estate. A
special attribution rule wouFd apply to any of the following pass-
through entities: a regulated investment company, a real estate invest-
ment trust, an electing small business corporation, & partnership, an
estate or trust, and a common trust fund. The bill would treat a person
having an ownership interest in any of these passthrough entities as
owning a pro rata share of the personal property, or of any ?osition in
personal property, of the entity which is equal to the person’s pro rata
share in the overall ownership of the entity.

Effective date

This provision would apply to offsetting positions established after
‘May 5, 1981, in taxable years after that date.
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B. Capitalization of Certain Interest and Carrying Charges

Present law

Under present law, carrying charges, such as sto and insurance,
and interest on indebtedness incurred or continued to purchase or
carry a commodity held for investment are deductible as an expense
paid or incurred for the maiagement, conservation, or maintenance of
property held for the production of income (Code sec. 212), notwith-
standing that the sale of a commodity may result in long-term capital

in,
gaHowever, a limitation is imposed under Code sec. 163(d) on inter-
est on investment indebtedness. Generally, the deduction for such in-
terest is limited to $10,000 per year plus the individual taxpayer’s net
investment income. Any remaining amount can be carried over to
future years.

Explanation of provision

The bill would require taxpayers to capitalize certain otherwise de-
ductible expenditures for personal property, other than options or
futures contracts, which is part of an offsetting position (as defined
in the bill and discussed above in section A) to the extent the expend-
itures are allocable to the balanced period. The expenditures to be
charged to capital account would be interest on indebtedness incurred
or continued to purchase or carry the personal property and any stor-
age or insurance costs for the property. -

Effective date

This provision would apply to expenditures made after May 5, 1981,
in taxable years ending after that date.

(25)
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C. Treatment of Short-Term Government Obligations as
Capital Assets

Present law

Under present law, most assets held for investment are treated as
capital assets. Net long-term gain from the sale or exchange of these
assets results in favorable tax treatment and any deductions for net
losses from sales or exchanges of capital losses are limited. (See dis-
cussion of capital gains under the present law discussion of straddles.)
Gain or loss from the disposition of assets which are neither capital
assets nor business assets is treated as ordinary and is not eligible for
lower tax rates nor subject to the capital loss limitations.

Certain governmental obligations (Treasury bills) issued on a dis-
count basis payable without interest at a fixed maturity not exceeding
one year from the date of issue are not treated as capital assets (Code
sec. 1221(5)). This provision was originally added to the Internal
Revenue Code in 1941, to relieve taxpayers of the requirement of sep-
- arating the interest element from the short-term capital gain or loss
element when an obligation is sold before maturity.! Thus, all gains
or losses from transactions in such obligations are treated as ordinary
income or ordinary loss at the time the obligation is paid at maturity,
sold, or otherwise disnosed of. (Code sec. 454 (b).)

The IRS has held that a futures contract to purchase Treasury bills
is a capital asset if held for investment.? ‘I'hus, for example, a taxpayer
holding offsetting positions in Treasury bill futures may take deliverly
of the I'reasury bills on the loss leg of the stradd'e and sell the bills
themselves in order to convert the short-term capital loss on the futures
contract into a fully-deductible ordinary loss on the bills.

Explanation of provision

The bill provides that obligations of the United States, of its pos-
sessions, of a State or political subdivision of a State. or of the District
of Columbia, issued on a discount basis and payable without interest
in less than one year, would be treated as capital assets in determining

in or loss. Thus, these obligations would be treated by the holder in
the same manner as similar debt obligations. Any discount at issue
would be treated as interest under generally applicable tax rules.®

Effective date ﬁ
This provision would apply with respect to obligations issued after
May 5,1981. ]

1 8. Rept. 678 (77th Cong.), Part I, p. 80.
! Rev. Rul. 78-414, 1978-2 C.B. 218.
* See e.g., U.8. v. Midland Ross Corporation, 381 U.S. 54 (1965).

(26)
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D. Identification of Dealer Transactions in Securities

Present law

Under present law, gains and losses from property held primarily
for sale to customers in the ordinary course of business are taxed as
ordinary gains or losses. Gains and losses from property held for
investment are taxed as capital gains and losses.

Gains and losses of a person from the sale of property of a type
held by the person primarily for sale are generally ordinary. How-
ever, the Code contains a rule (sec. 1236) to allow a securities dealer
to identify and segregate certain of its assets as held for investment.
Gains and losses from the sale of these assets may be treated as capital
gains or losses.

Under the rules, in order to receive capital gains treatment, the
security must be “clearly identified” on the dealer’s records as held
for investment within 30 days following the date of acquisition and
may not thereafter be held grimarily for sale to customers. If a secu-
rity is at any time clearly identified as held for investment, ordinary
loss treatment is denied.

The term “security” means any share of corporate stock, any note,
bond, debenture, or other evidence of indebtedness, or any evidence
of an interest in, or right to subscribe to any of the above.

Because a dealer can wait 30 days to identify securities held for
investment, the dealer may wait the 30 days to determine which
securities rise in value. The dealer might choose to identify these
appreciated securities as held for investment in the expectation that
this appreciation will hold or continue and be eligible for preferential
treatment as long-term capital gains: Also, the dealer might want to
treat any securities which have declined in value as held primarily for
sale to customers in order to treat losses from these securities as fully
deductible ordinary lossea.

Explanation of provision

The bill would require a dealer in securities to identify a security
as held for investment not later than the day after the date of the
security’s acquisition instead of before the expiration of the 30th
day after its acquisition, as required under present law. No security
which is part of an offsetting position would be treated as clearly
identified in the dealer’s records as a security held for investment
unless all securities belonging to the offsetting position are properly
identified in a timely manner.

Effective date

This provision would apply to securities acquired after May 5, 1981,
in taxable years ending after that date.

(27)
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E. Sale or Exchange

Present law

The definition of capital gains and losses in section 1222 requires
that there be a “sale or exchange” of a capital asset. Court decisions
have interpreted this requirement to mean that when a disposition is
not a sale or exchange, for example, a lapse, cancellation, or abandon-
ment, the disposition produces ordinary income or loss. This interpre-
tation has been applied even to dispositions which are economically
equivalent to a sale or exchange. If a taxpayer can chose the manner
of disposing of a capital asset, he may sell or exchange it, if it has
appreciated in value, to realize caEital gains, but he may chose to
dispose of it in some fashion other than a sale or exchange, 1if its value
has decreased in order to realize a fully deductible ordinary loss.

Explanation of provision

The requirement that there be a sale or exchange in order to obtain
capital gain or loss on the disposition of a capital asset would be

eliminated.
Effective date
This provision would apply to any disposition after May 5, 1981.

F. Revenue Effect

The bill is expected to increase bud%et receipts by $1.3 billion in
fiscal year 1982. Estimates for future fiscal years will depend upon
. judicial decisions.

(28)
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IV. Other Proposals

In addition to the rule in S. 626, which would postpone the recog-
nition of losses on partial dis‘f»ositions of offsetting positions, several
other proposals have been made for dealing with the taxation of strad-
dle (offsetting positions) trading and similar transactions. The prin-
cipal alternatives are (1) a rule restricting deductions for losses in
commodity transactions to gains in commodity transactions and (2)
an annual mark-to-market accounting system for determining income
from regulated futures contracts.

A, Offsetting Commodity Gains and Losses

This proposal would create a special rule for taxpayers whose busi-
ness is commodity futures trading. Such taxpayers’ commodities trans-
actions would be excepted from a general offsetting position rule, for
example, the loss postponement rule in S. 626. Instead, they could
deduct- their commodity losses from their commodity gains. Com-
modity losses could not be deducted against income or gains from
other, noncommodity activities or sources.

This proposal would prevent taxpayers with income or gains from
real estate, stock trading, and other non-commodity sources from using
commodity straddles to create losses to reduce or eliminate their non-
commodity income. However, taxpayers with commodity income or

ins could continue to use straddles to defer such ordinary income
and short-term gains and to convert them to long-term capital gains.

B. Marking-to-Market

This proposal would provide a special rule for reporting income
from regulated futures contracts, that is, futures contracts traded on
United States exchanges employing a daily cash settlement, or mark-
to-market system for determining traders’ margin requirements, (See
discussion of marking-to-market in II. C. Futures trading, above.)
Futures subject to the mark-to-market rule would be excepted from
a more general rule postponing losses on incomplete dispositions of
straddles.

A mark-to-market system would reiuire persons subject to the rule
to mark all of their positions to market at year end. Their net gain
or loss would be approximately equal to the aggregate variation mar-
%i]n which was credited to their accounts, or which they had to pay into
their accounts, during the year. ‘

The proper characterization of gains and losses from a mark-to-
market system is the subject of debate: proposals range from treating
all gains and losses as ordinary income and loss to treating them all as
long:term capital gains and losses. Alternatively, income reported on
a mark-to-market basis could be taxed at a specified alternative rate.
The mark-to-market rule could. be limited to active futures traders

%)
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with a significant number of transactions, or it might be applied to all
regulatefn futures contracts, regardless of the amount of trading con-
duct.d by a contract holder. .

Ordinary losses in a mark-to-market system could be carried over to
prior and subsequent years under the present law rules governing net
operating losses. If losses on a mark-to-market system are treated as
capital losses, they could be carried forward under present law to sub-
sequent years. However, an additional amendment would be required
to permit a capital loss carryback of capital losses on regulated futures
contracts to prior years. .

Generally, mark-to-market proposals would include special rules
for futures contracts which are used as hedges for actual commodities
in the normal course of a trade or business and which result in ordinary
income or loss. Such contracts would be excepted from the mark-to-
market rule, provided they are designated as hedges when acquired.

Senator PAckwoob [chairman, presiding]. The committee will
come to order.

I am going to place a statement of Malcolm Wallop in the record
at this time. Senator Wallop will be back about 11 o’clock and will
preside for the remainder of the hearing. ,

[The prepared statements of Senators Wallop and Symms follow:]

STATEMENT OF SENATOR MaLcoLm WaLLop

Today the Subcommittee on Taxation and Debt Management joins with the Sub-
committee on Energy and Agricultural Taxation in reviewing the use of commodity
tax straddles to evade the payment of income tax. The Congress has a responsibility
to see that commodity tax straddles do not serve the interests of those who merely
wish to avoid paying their fair share of income tax. It is my firm belief that our
citizens willingly pay their income taxes because they accept the joint responsibility
of financing the legitimate activities of our federal government. The tax system is
based on voluntary compliance. Voluntary compliance cannot be maintained if our
people believe that tax loopholes exist that enable a certain class of citizens to live
and work tax-free. Clearly we have a responsibility to put an end to tax loopholes so
tl;at' equal taxes are assessed on equal income. Everyone should pay their fair share
of taxes.

It is also important for the committee to recognize that there are many partici-
pants in the commodity exchanges who represent a broad cross section of our
country’s agricultural economy. The commodity futures markets are important
trading centers for farmer’s cooperatives, food processors, exporters and grain stor-
age operators. It is essential that we do not enact changes in the tax law that
adversely affect legitimate transactions in the commodities markets. I anticipate
that today's list of distinguished witnesses will help the commiittee develop a bal-
ance between these two’objectives.

StaTeMENT OF HON. STEVEN D. Symms

First, I would like to thank you Mr. Chapoton for testifying today. I know that
you and your department are extremely busy working on the President’s tax bill
and I ;gpreciate your taking the time to present the Administration’s views on this
issue today.

While t{ne motivation of the two pieces of legislation pending in the House and
Senate, aimed at eliminating commodity tax straddles, is understandable and a
sincere effort to keep a volunteer tax system intact, I believe that these bills, as
currently drafted, would irreparably damage our nation’s agriculture, livestock and
financial markets.

Iam personallgeconcerned about this apparently intricate tax avoidance issue and
feel it needs to be addressed. However, at the same time I fear that the proposed
solutions may cause more problems than they solve.
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In changing the method of inventory valuation, the proposed legislation would
unintentionally create tax uncertainty (i.e.,, net income uncertainty) of enormous
proportions for all producers, consumers, and dealers in commodities. This increased
uncertainty would ruin the liquidity and efficiency of our nation’s agriculture,
livestock and financial markets. Indeed, a comprehensive study made recently by
Coopers and Lybrand, which I understand was submitted to Uvou yesterday, demon-
strates that the impact of the proposed legislation on the United States Treasury
would be disastrous. Focusing only on the market in United States Treasury obliga-
tions, Coopers and Lybrand concluded that without a comprehensive exemption of
all inventory transactions the interest expense of financing the Federal debt would
be incre by a minimum of $2.46 billion a year, and possibly very much more.
Thus, if the legislation were Fassed as proroseg, the Federal budget would have to
be increased by some $7.5 billion or possibly more over the next three fiscal years.

Recently, I wrote to Assistant Secretary er Mehle with regard to this matter
and I would like to read the copy of the letter I addressed to him. For your
information, I have not yet received a repl{ but that is understandable since the
letter was just recently sent. (Read attached letter)

As I stated earlier, I am concerned about the growth for the search of some tax
avoidance scheme. However, I do not believe that the approach taken should restrict
normal market functions. I believe a more broad-based approach towards all tax
avoidance sclicines is perhaps a better approach such as 1) lowering the rates
considerably so that the attraction of any scheme would be significantly reduced, or
perhaps 2) study the method suggested by Senator Long such as a minimum tax.

After yesterday’s executive session with attorneys from your office, the IRS, the
Joint Tax Committee, the Finance Committee staff and our own personal staff, I am
not sure if the attorneys that were representing the Administration understood the
mechanics of the tax straddle nor the impact that their views would have on the
markets. Consequently, it seems to me to be extremely dangerous to make a policy
decision on an issue when the policymakers are not properly conversant on the
issue.

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington D.C., June 6, 1981.

Mr. RoGER W. MEHLE,
Assistant Secretary for the Office of Domestic Finance,
Washington, D.C. 20220

DEAR ASSISTANT SECRETARY MEHLE: As you probably know, the Congress has
become increasingly concerned with the potential for tax abuse associated with the
“Silver Butterfly” and other commodity tax straddle techniques. The House Ways
and Means Committee held extensive hearings on the issue on April 30, 1981, when
it considered H.R. 1293. On June 12, the Senate Committee on Finance will conduct
hearings on this issue as well, when it considers S. 626. .

1 am personally concerned about this apparently intricate tax avoidance issue and
feel it needs to be addressed. At the same time, I fear that the proposed solutions,
snﬁch asl those embodied in S. 626 and H.R. 1293, may cause more problems than
they solve.

One such problem raised in the Ways and Means Committee hearings seems to
have escaped-throughtful analysis. This is the problem of significant increases in
debt costs should the tax treatment of Treasury bills be changed. I am concerned
that a change in existing tax treatment could cause significant disruptions in the
government debt and financial futures markets. If Treasury bill income were to be
considered capital gain, it seems probable that the primary and secondary govern-
ment securities markets could become less liquid, more volatile, and the financial
futures markets less effective for hedging. In addition, when losses were incurred
they would no longer be fully deducted. These factors all point to increased risk,
which as you know means increased cost. I am concerned that the added costs of
funding the National Debt that would likely result under the proposed changes now
before the House Ways and Means Committee and on June 12 before the Senate
Finance Committee could far outweight any benefit from increased tax revenues.

I would appreciate your analysis of this potentially serious problem in managing
the National Debt. I will look forward to receiving your analysis on this critical
question.

Thank you for your assistance and attention to this important matter.

Sincerely,
STEVE SyMMs,
U.S. Senator.
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Senator PaAckwoop. I might say to those who have been waiting
out there, nothing nefarious has gone on behind the closed doors. It
was simply the staff trying to explain to us what a straddle is and
how it works.

We didn’t want the press to realize how limited our knowledge
was.

We have many witnesses today, and I am going to ask you to
observe our time limits and hopefully, Mr. Secretary, you also, to
observe our time limits today.

Your statements will be put in the record in their entirety. But
it would be much more helpful to us if you abbreviate your oral
statements and we will have ample time to ask questions.

We are going to have to hold the witnesses to 5 minutes each.

There is one witness who will be here today who is not here to
testify on straddles. He is here at our invitation to testify on
technology and taxation. He could not come on the day we wanted
him. His testimony will be inserted ir the middle of the hearing. It
is unrelated to this subject. I don’t think, Mr. Chapoton, you have
to have any comments on his testimony.

Are you ready?

Mr. CHAPOTON. Yes, sir.

Senator PAckwoob. Mr. Secretary.

STATEMENT OF HON. JOHN E. CHAPOTON, ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY

Mr. CHAaporoN. Thank you, Mr. Chairman.

We have a rather lengthy statement that we have submitted for
the record. We will try to keep this rather brief.

I am accompanied this morning by Bill McKee, who is the Tax
Legislative Counsel at the Treasury Department and David
Shakow, Deputy Tax Legislative Counsel, both of whom have spent
a good number of hours examining these transactions.

As we indicate more fully in our prepared testimony, the use of
various kinds of straddles for tax avoidance purposes has become a
very serious problem for the tax system as a whole.

These transactions are quite complicated, and I think it would be
helpful if I gave a very brief and basic explanation of how the
comkrr;odities markets operate and how a commodities straddle
works.

First, it is important to understand how the commodity futures
markets generally operate.

A commodities future is a bilateral contract. It is an agreement
between two parties, one to buy and the other to sell, a fixed
amount of a commodity, at a set price, at a fixed time in the
future.

The buyer has concluded that the price of the commodity may go
up, and he will profit on the contract if the price does indeed go up.

The seller believes that the price may go down, and wants to lock
in today’s price. If the price does go down, the futures contract is a
success for him. Of course, if the price goes up, the seller will end
up a loser on the futures’ contract, since he will have agreed to sell
at today’s lower price for which he contracted.
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Similarly, if the price goes down, the buyer will end up with a
loser on the futures contract, since he will have agreed to pay
today’s higher price.

Since each contract will create one winner and one loser, depend-
ing upon which way the price moves, the exchanges need a mecha-
nism to be sure that the losers pay up on their contracts, that they
don’t skip town when the day of reckoning comes.

That mechanism is called marking to market. At the end of each
day, the losers on that day are required to come up with the
amount of money they lost on that day, in cash.

This money must be paid by the start of business on the next
day. Those persons who fail to pay in the cash will have their
positions liquidated.

The additional payment that is made is called a variation
margin, but it serves a very different role than the margin in a
securities account. )

In a securities account the margin reflects the amount that can
be borrowed to make the securities purchase. When a customer
gets a margin call, he is being asked to pay back the part of the
loan that was previously made to him.

In the futures market, customers don’t have to borrow money to
purchase contracts, as I explained. A futures contract is just a
contract, and does not involve either party making a payment to
the other when it is entered into.

Margin calls are simply part of the system that requires that the
parties to the contract stay current on the gains and losses in their
contracts. 4

Of course, as part of the system, not only are losers required to
pay amounts in to reflect their losses, but winners are permitted to
withdraw that money to reflect their gains.

These payments are made today, on a daily basis, by the partici-
pants in the futures market.

As I have indicated, each commodity futures contract specifies a
month for delivery. At any one time, contracts for various months
will be traded on the commodity exchange.

We take a market like silver, with a suppl,y of the silver that is
not dependent upon how a particular year’s crop is doing. The
relationship among the prices for the various month’s contracts is
easy to understand.

Basically, the market assumes that the price of silver will go up
in a regular fashion. Without going into much complexity, the
market is assuming that the price of silver will go up to reflect
inflation.

This is not to say that there aren’t some people in the market
who believe that the price of silver will go up for other reasons,
and others who believe that the price will go down.

What it does mean is that once the pressure from the bears and
the bulls plays itself out to set a particular level for the underlying
price of silver, that market price for silver will be translated into a
series of prices into the future, to reflect the expected level of
inflation over the succeeding months.

This brings us to the straddle transaction. The basic straddle is a

air of futures contracts, one to buy and the other to sell, generally
involving the same commodity.
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These transactions can be entered into wholly for nontax rea-
sons, for example, when an investor believes that the relationship
between the two particular months’ prices is out of line.

In that case, we would expect the investor to liquidate the strad-
dle when the prices come back into line, if they do, and to recog-
nize gain or loss on the straddle transaction. .

Note, however, that the economic gain or loss results from a
change in the relationship between the prices for the two contracts,
nlot from the fluctuation in the prices of either of the two positions
alone.

When the straddle is entered into for tax purposes, a different
pattern is followed.

As I explained before, when prices go up, those persons who have
agreed to buy the commodity will make money, and those who
have agreed to sell will lose. When prices go down the opposite will
occur. If a taxpayer holds a straddle position, it will behave like a
child’s seesaw. One side will go up while the other goes down. At
the end of the year, the taxpayer sees which side has the loss, and
terminates that position.

For example, if prices have gone up the taxpayer will terminate
the sell position on which he has lost money. Of course, in order to
avoid any significant risk, he will simultaneously with that termi-
nation, establish another sell position for a different month, so he
still will have a seesaw in place.

However, for tax purposes, he will show only a loss in the cur-
rent year. The gain will show up in the following year, unless the
taxpayer does another straddle to defer the gain further in the
succeeding year.

What I have described will explain how the straddle can be used
to defer income from one year to another, without going into
details. The details are set forth in our written statement. I can say
there are a number of techniques by which the taxpayer may be
able to insure that the loss side of the transaction is an ordinary
loss that can be used to offset ordinary income—wages, interest,
business profits—while the gain side is a long-term capital, taxed
at 40 percent of normal rates.

Such a straddle will not only defer income from year to year, but
will convert ordinary income into long-term capital gain.

Our proposal tries to insure that the tax consequences of straddle
transaction come closer to the economic realities. Both sides of a
stra}:ldle constitute a single investment and should be taxed as
such.

Taxpayers should not have the loss part of this investment taxed
in this year, and the gain part taxed in another year. -

For that reason, we recommend that taxpayers not be allowed to
take losses when the loss transaction is actually part of a balanced
position that has not yet been liquidated.

Moreover, the character of both parts of the straddle should be
the same. The gain should not be long term, while the loss is short-
term loss, if in fact it is all a single investment.

For that reason, we recommend that the holding period of both
parts of the straddle be suspended while the straddle is in place.

However, we recognize that taxpayers with substantial numbers
of future transactions will not be able to account easily for all
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those transactions under a balanced position approach. They and
we have difficulty in determining which of the short positions are
offset by which long positions.

For those taxpayers, we propose that the mark-to-market proce-
dures that is used in the futures market today be applied to deter-
mine tax consequences. In other words, taxpayers who pay more
variation margin for the year than they are allowed to withdraw
under the mark-to-market procedure would have a loss for the

ear. Those who receive more than they pay would have a gain.

is proposal is not difficult to apply in practice since it simply

follows the procedure that persons in the market are already using
to settle their accounts.

It eliminates any need to determine when a taxpayer is in a
balanced position. ,

Our proposals are set out in greater detail in the written testimo-
' ny we are submitting for the record.

The proposals that are in the prepared testimony that I have not
described in my oral presentation relate to the conversion of ordi-
nary income into capital gain. They are crucial to a solution of the
straddle problem. However, because they require significant elabo-
ration and explanation, I will not describe them any further this
morning, unless there are specific questions about them. These
proposals are essentially the same as the proposals we made in our
prepared testimony before Ways and Means, and they have not
been the subject of as much comment as the basic straddle
proposal.

I should note also, that as in our previous testimony, before
Ways and Means, we are advocating an exemption for persons
whose futures’ transactions hedge risks in their business dealings
in physical commodities. These are the farmers and the grain
elevator operators who use future contracts as part of their normal
business practices. Those taxpayers would simply identify their
hedgingl transactions, to have them excluded from the rules of our
p.oposal.

Finally, Mr. Chairman, let me make the point that it has been
argued that any proposal in this area should not apply to profes-
sional commodity traders.

Instead, persons have suggested that traders and other persons
be eligible for tax-favored treatment of their commodities’ gains.

Treasury has not incorporated such an exception in its proposals
for dealing with the problems in this area. Our emphasis continues
to be on the correct method for tax purposes, for dealing with gains
and losses from commodities transactions.

Our proposals depend not on the taxpayers’ intent, but rather
reflect the economics of transactions in the futures market.

Futhermore, we could see no reason to afford this particular
class of taxpayers the opportunity to defer income at their election,
and to convert that income into long-term capital gain.

The driving thrust in these markets has been and will continue
to be the opportunity to make an economic profit. Taxing persons
who are professional traders does not deprive them of a chance to
make an economic profit.

Thus, we expect these markets will continue to function in an
efficient manner.
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That concludes our oral statement, Mr. Chairman. We would be

happy to answer any questions.
enator PAckwoob. Thank you, Mr. Secretary.

Senator Dole.

Senator DoLE. I have one question, Mr. Secretary, and maybe
you have already had a chance to address it.

We have been told that the proposed change in the method of
valuing inventory should not apply to any transaction entered into
in the ordinary course of business for the purpose of reducing the
potential gain or loss on inventory produced, consumed, bought,
held for sale, or sold in the ordinary course of business.

Now, does Treasury have a position on such a provision?

Mr. CHAPoTON. Our position is that if the hedging transaction to
hedge fluctuation of inventory prices is designated as such, then
the rule would not apply. Mark to market and balanced positions
rules would not apply.

Senator Dore. All right. Well, there has been some language
suggested based on a study that I guess will be discussed later on
this morning.

Perhaps I could read you the precise language suggested. It is
very brief.

Neither the offsetting position rule nor the mark to market rule shall apply to
any transaction entered into for the purpose of reducing potential gain or loss on

inventory produced, consumed, bought, held for sale or sold in the ordinary course
of business.

Now you may want to study that in more detail. That in essence
is something that may belong in any legislation we propose to pass.

Mr. CaaproroN. I think we would agree, provided the hedge trans-
action in the futures contract is designated as a hedge on inven-
tory.

Senator DoLE. Well, we will discuss this specific language later.
There is some interest in Treasury in that exemption.

Mr. CHaPoTON. Yes, sir.

Senator DoLE. You would support it if it is properly drawn?

Mr. CHAPOTON. Yes, sir.

Senator DoLE. Thank you,

Senator PAckwoob. Senator Symms.

Senator Symms. Thank you, Mr. Chairman.

Mr. Chapoton, Mr. Secretary, I appreciate your testifying today. I
know that you are extremely busy down in the Department work-
ing on the President’s tax bill. We appreciate you taking time to
talk about this issue today.

I would have to say that I agree that I understand where your
motivation is coming from on these two pieces of legislation in the
House and Senate that are aimed at trying to eliminate commodity
tax straddles.

Understandably, I can see, as a Treasury point of view, that you,
I hope, are trying to make a sincere effort to keep the volunteer
tax system, volunteer taxpaying in effect.

But, my own opinion is that these two bills, as currently drafted,
would do a lot of damage to the Nation’s agriculture, livestock and
also, something that I think we on the Finance Committee should
consider, the financial markets and what the cost would be of
Treasury bills in refinancing the national debt.
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Not that I am not concerned about the intricate tax avoidance
issue, I am. I think we need tc address it. But, I think at the same
time, I am really concerned that these proposed solutions will
cause more problems than they might solve.

The method of changing inventory which you just addressed with
Senator Dole, it appears to me and would you agree with me that
this would provide for tax uncertainty and net income uncertainty.

Do you think that would happen?

Mr. CHAPOTON. No, Senator. The point that Senator Dole men-
tions, and our response to that I think it would not cause uncer-
tainty. You could continue to hedge inventory. You would desig-
nate the transaction as such and the market should work.

Senator Symms. You mean if we do anything that would affect
uncertainty with respect to what the taxes are, we are increasing
the cost. I think that would really ruin the liquidity and the
efficiency that we have developed up to this point in our agricul-
ture, livestock and also, financial markets.

That is what one of my real concerns is.

I asked you earlier this morning, but I ask you here for the
record. There was a comprehensive study which I have not read
yet, by Coopers and Librand, which I understand was submitted to
you yesterday, the same time that I received a copy of it.

Their proposition is that it would be disastrous to the Treasury
as far as the Treasury obligations. They concluded that the compre-
hensive exemption of all inventory transactions and the interest
expense of financing the Federal debt would be increased by a
minimum of $2.46 billion year, and possibly more if the legislation
were passed as proposed.

The Federal budget would have to be increased by some $7.5
billion, over the next 3 fiscal years.

Do you agree with that?

Mr. CHaproTON. No.

Senator SymMms. Have you had a chance to study that yet?

Mr. CHaroToN. We have not had a chance to study that report. I
understand it did arrive in Treasury yesterday. I have not seen it
and studied it personally.

However, from reviewing it this morning with my people who
have really not had a chance to study it either, we think that we
have covered the basic problem raised by Coopers and Librand
adequately by the inventory designation, the rule I just mentioned.

We think we answer their concern directly, though it wasn’t an
answer to that report.

We have, Senator, been in close touch and worked with our debt
management people in the Office of Public Finance in the Treasury
Department.

We, too, were concerned about the very point that you are rais-
ing. We do not think that our proposal will, with this provision
that I have described, the hedging transaction designated as such,
on inventory, that it will have an adverse effect.

Senator Symms. Mr. Chairman, I ask unanimous consent to
insert in the record, a letter that I will address later on the next go
rouﬂd, that I addressed to Mr. Roger Mehle, yesterday in relation
to this.
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I will get into that later. But, I wanted to ask one more question
in the time that I have.

Don’t you think that a better approach to this whole problem of
tax avoidance and deferral schemes would be to lower the rate
considerably of our income tax code?

Wouldn't that make more sense than to try to come in here and
put Vaseline on a cancer here and there and not really address the
real problem?

Mr. CHAPoTON. Senator, we think, No. 1, we certainly, as you
well know, agree with you that we need to lower overall income
tax rates. We are spending a great deal of time on that.

But, in addition, when a problem such as this does come to our
attenlt);ion, we do not feel we can ignore it, no matter what the rates
may be.

Senator Symms. I might just mention one other thing, if I could,
Mr. Chairman.

Yesterday, Senator Long mentioned that in a case like this
maybe we could have a minimum tax on a taxpayer that had a
certain amount of income.

Do you think that would have a better approach?

I really think every approach that has come up to now would be
very disastrous to all these markets.

Mr. CHaprotoN. We respectfully do not agree that it will be
disastrous. We have studied that closely. We have studied it at
Senator Long’s request and the minimum tax, but not as directly
related to this problem.

It is not, we do not think that would be an answer to this
concern.

Senator Symms. I think my time has expired. Thank you.

Senator PAckwoob. Senator Moynihan.

Senator MoyNiHAN. Thank you, Mr. Chairman.

Mr. Secretary, just to be explicit now, we take it that the admin-
istration of President Reagan is committed to legislation to deal
with this issue of the kind you just described, and you consider this
a very serious issue.

I believe you estimated that a first year savings in revenues
would be $1.3 billion.

Mr. CHAPOTON. That is fiscal 1982 estimate; correct.

Senator MoyNIHAN. We heard your colleague there say to us that
he feels this is a large problem today and will become much larger
as the techniques of spread use become more common.

Mr. CHAapoTON. If nothing is done, it certainly will become larger,
yes sir.

Senator MoyNIHAN. I take it that the proposal that you have
made is not in essence different from the legislation that I intro-
duced, with the exception that those persons with more than 50
transactions a year, who typically would be traders, would settle
up, a})s you might say, in a mark to market basis at the end of the
year? .

Mr. CHAPOTON. That’s correct.

Senator MoyNIHAN. Now, sir, this has the ease of its practice as
you say which the markets themselves carry out now. They do that
every day.
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But, for the person who just enters with the object of deferring
or converting income, and no economic purpose of any kind, it just
makes it not possible. No respectable firm would arrange such
matters. No respectable attorney would advise such matters.

To that extent, it will police itself.

Mr. CHAPOTON. I agree.

Senator MoyNIHAN. Could I ask you this, however. Our commod-
ity markets are essential. I think they are absolutely indispensable
economic institutions. I think your inventory provisions are very
wise.

That means that persons who use these commodities or produce
these commodities are not affected in any way. They could contin-
ue to do what they now do.

Mr. CHaroroN. Correct.

Senator MoyNIHAN. They will use the commodity markets for
the purpose that they now use them which are indispensable to
people who grow corn or wheat or hogs or mine silver or copper or
whatever.

But with respect to the purposes of people entering just for tax
avoidance, it is the judgment of many persons in the market that
the mark to market just won’t work, that a great deal of commod-
ity business will shift overseas inasmuch as only contracts traded
on U.S. exchanges would have the provision.

What is your judgment?

Mr. CHAPOTON. We have, of course, heard that argument too,
Senator. We do not think that will happen. We think we have—
that the markets in this country have a lot going for them other
tl;fgn;d-a lot going for them other than the tax benefits currently
offered.

We think, indeed, that the markets will probably be made more
efficient. There will be additional taxes paid by traders on the
market under our proposal.

But, there are distortions caused by the tax aspects of the
market now. We think, in the long run this will be an improve-
ment in their efficiency.

Senator MoyNIHAN. These markets were thriving well before
these tax purposes appeared; isn’t that the case?

Mr. CHAPOTON. Absolutely. The markets, of course, predated the
tax straddle.

Senator MoyNIHAN. Thank you, Mr. Secretary.

Thank you, Mr. Chairman.

Senator PAckwoob. Senator Byrd.

Senator Byrp. Thank you, Mr. Chairman.

What would be the effectlve date of your proposal?

Mr. CHAPOTON. Senator, it was earlier this year. I don’t have a
specific date. I tell you, we are continuing, have continued on the
Ways and Means Committee appearance and since then have con-
tinued to work on the legislation, have continued to meet with
groups.

I must say an effective date and a transitional rule is something
we need to look at, the possible need for a transition rule, particu-
larly for traders, is something we need to look at further.

But, we would have an effective date, basically, earlier this year.
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Senator Moynihan used the words “tax avoidance.” Is this tax
avoidance or tax deferral?

Mr. CuarotoN. To the extent—it is both. To the extent it is
simply deferring capital gains from one year to the next or long-
term capital gain for one year to the next, it is simply deferral.

But, it is clear that the opportunity exists for conversion of short-
term capital gain into long-term capital gain which is tax avoid-
ance, and indeed, the conversion of ordinary income into long-term
capital gain which is also avoidance and deferral.

nator BYRD. I have been told that Merrill Lynch no longer will
handle transactions of this type; is that correct?

Mr. CHAPOTON. I have been told that too, Senator.

Senator Byrp. Thank you. I have no further questions.

Senator MoyNIHAN. Mr. Chairman, could I just say that you are
quite correct, my friend and colleague, I said “‘tax avoidance.” But
being also clear that tax avoidance is every taxpayers’ right. There
is nothing wrong with it. At a certain point deferral becomes
avoidance, because you have ax} effective tax free loan. But, there
is nothing irregular about this. It is a question of whether it is good
public policy.

Senator PAckwoob. Any further questions?

Senator Byrp. No. Thank you, Mr. Chairman.

Senator Packwoob. Senator Dole. -

Senator DoLE. I have no questions. I want to thank Mr. Chapoton
for his good work on the tax bill. That is not an issue here. It is
sort of like David versus Goliath on that stacked Ways and Means
Committee. You have done an excellent job. [Laughter.]

We might help you out by speeding up passage on this side, if
that would help.

Mr. CHaroroN. We would appreciate that very much, Mr. Chair-
man.

Senator PAckwoob. Senator Symms.

Senator Symms. Thank you, Mr. Chairman.

Now, I wanted to get this clear, Mr. Chapoton, maybe you said it
in your statement and I didn’t understand it. Did you say that it is
Treasury’s position that you want to have a Treasury bill that is
traded as a financial instrument become considered a capital gains.

Mr. CuarotoN. That is correct. Yes, sir.

Senator Symms. Now if that is your position, would that be the
same on Government securities? All Government securities would
become capital gains and viewed as a commodity?

Mr. CaaroToN. Well, it would become capital asset, correct.

Senator SyMmMs. A capital asset.

Mr. CHAPOTON. Yes.

Senator Symms. Well, if that is the case, don’t you think those
markets could become less liquid then?

Mr. CHaproTON. No.

Senator SymMms. You see, you know, I think Senator Moynihan's
point, to get to what I am trying to get at, I agree with his point
that if you disrupt the ability for liquidity for a soybean producer,
wheat producer, silver producer, whoever it is, probably the end
result is 15- or 20-cents-a-bushel cheaper prices for farmers.

It is hard to prove, I agree, but it could be that it would turn out
that way. That will cost the Treasury a lot of money, too, and less
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revenue, if the farmers don’t have as good efficient market to
market their crops in or the producers.

On the other hand, we are faced with the problem of financing a
$1 trillion national debt. You are faced with it as part of the
Treasury Department.

If you disrupt the ability for liquidity in those Government secu-
rities and cause more volatility in them, then you happen to catch
this thing when the market is no longer smooth and steady, but it
is up and down and more volatile and less liquid, and a much
thinner market because we have driven out some speculators for
whatever reason that they are in there, whether it is for tax
deferral or for the speculation for anticipation of cheaper or higher
prices or whatever motivates that individual to get in the market,
what happens if we find out it is going to cost $2 billion or $3
billion more to finance the national debt?

This almost becomes self-defeating.

Mr. CuaroToN. We certainly would not want a proposal that has
that, we would not support a proposal that has that effect. We do
not think it will have that effect.

Senator Symms. That is one of the questions I raise in the letter
that I submitted in the record. It is probably down at Treasury
today. I sent it early this week.

Mr. CuaroroN. We will respond to that.

Senator Symms. I hope you will examine that very carefully. I
am very concerned about what might happen in the name of trying
to have a taxing system that doesn’t allow for one class of taxpay-
ers not to pay taxes and another class to pay taxes, that we end up
discombobulating an already shaky system of financing this mas-
sive debt of the Federal Government.

Mr. CuaroToN. Well, Senator, we will respond to that and we
have been concerned, as I have mentioned earlier, have been con-
cerned about that possibility from the start.

That is why we have been in constant contact with our public
finance people, Assistant Secretary Mehle and his people, from the
outset of the developmeant of our proposal.

We will take a look at your letter and that report you are
submitting. -

Senator Symms. Thank you.

Senator PAckwoob. Senator Moynihan, any other questions?

Senator MoyNIHAN. Well, Mr. Chapoton, may I just ask—yes, I
do have a question.

Do you happen to know who retained the accounting firm to tell
you that it would cost you another $3 billion to borrow in future
and that, therefore, you shouldn’t do anything with the present
arrangement?

Mr. CHAaPoTON. No, sir. As I say, I have not personally re-
viewed——

Senator MoYNIHAN. Would it surprise you if it turned out to be
the people who trade in Treasury notes?

Mr. CHaproTON. It would not surprise me.

Senator MoYNIHAN. It would not surprise you. Nor would it
surprise me. I think, before the day is out, we might want to get
that down. All right?

That is all I have.
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Senator Packwoob. Thank you very much, Mr. Secretary.
Mr. CHaroToN. Thank you very much, Mr. Chairman.
[The prepared statement of Hon. John E. Chapoton follows:]

StaTEMENT OF HoN. JoHN E. CHAPOTON, ASSISTANT SECRETARY FOR Tax Poricy

Messrs. Chairmen and Members of the Committees, I am pleased to appear before
you today to offer the views of the Treasury Department on the growing use of
transactions involving commodities, commodities futures, and financial futures for
tax avoidance purposes. Although the Treasury Department is prepared to offer
recommendations tl())‘r)'s legislation to curb the emerging pattern of abuse from these
transactions, ] must stress that our principal focus has been, and continues to be, on
the economic program of the President and on the tax proposals which are a part of
that program. Qur comments on the use of commodities and futures transactions for
tax avoidance purposes, and the recommendations that we make, must be under-
stood as secondary in importance to the overwhelming need for swift and decisive
action on the President’s program.

The use of commodities and commodities futures in various tax avoidance
schemes raises very serious problems in the administration of the tax laws.! As the
Internal Revenue Service has focused more attention on these transactions, the
magnitude and depth of the problems have become readily apparent. For example,
when one of the eight Service groups that deal with commodities related transac-
tions was asked recently to produce some examples of major transactions in com-
modities currently under audit, this sample of returns alone disclosed, in the aggre-
gate, one quarter of a billion dollars in losses being questioned. Not only is the
amount of the losses which are claimed staggering, but also, the number of taxpay-
ers utilizing such tax avoidance schemes is rising at an alarming rate.

1. BACKGROUND ON THE OPERATION OF THE FUTURES MARKET?

In order to appreciate the difficulties raised by commodities and other futures
transactions, it is helpful to understand the operation of the futures markets in
general. These markets, and the instruments which are traded on these markets,
are totally unlike the stock and securities markets with which most of us are
familiar. As will be described in more detail later, all commodities futures positions
are ‘“marked to market” on a daily basis, and actual cash will be either paid or
received in respect of an increase or decrease in the market value of a position in
the commodities futures market.

A commodities futures contract is a standardized, interchangeable, executory
contract either to purchase or to sell a specified quantity of a particular commodity
at a specified time in the future at a fixed price. This contract is not an option—it is
a binding, bilateral agreement for a transaction to occur in the future. The person
who will receive delivery of the specified quantity and grade of the commodity in a
particular month (the “delivery month”) upon full payment of the contract price is
referred to as being in a “long” position. The person who will make delivery of the
commodity in the delivery month is referred to as being in a “short” position. A
“straddle” is a position in which a person simultaneously holds both a long and a
short position, ordinarily in the same commodity, but in different delivery months
(e.g., June 81 silver and August 81 silver).

Futures contracts may be settled by delivery or by taking an opposite or offsetting
position in the futures market. Very few futures are held to maturity and virtually
all are offset by the holder entering into an opposite position prior to the maturity
date. For example, the holder of a long position in December silver may elect, at
any fime prior to the receipt of delivery, to enter into a contract to sell December
silver, thereby offsetting his December long position.

A clearinghouse for each exchange guarantees performance on all futures con-
tracts. Every day, once the accuracy of all of the transactions on the exchange is
verified, the clearinghouse of the exchange becomes the buyer for everyone who has

In my testimony today, I have assumed that taxpayers can successfully maintain that they
are entitled to certain tax benefits as a result of engaging in these transactions. In fact, the
Internal Revenue Service has taken a contrary position on many of these issues and litigation is
presently being maintained in the courts. This litigation is prcceeding on the basis of several
theories any one of which, if successful, would deny the taxpayers the favorable tax conse-
quences which they claim. The length of time needed to achieve a judicial resolution of these
issues to a degree sufficient to prevent taxpayers from claiming the tax benefits of these
transactions on their returns may be quite long. Accordingly, we believe that a legislative
solution to these questions is necessary to curtail these abuses. We are confident that the
Internal Revenue Service will ultimately prevail in the litigation, however.
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sold a contract and the seller for everyone who has bought a contract. This enables
the individual trader to liquidate particular contracts with ease because the pur-
chase of an offsetting position is automatically matched against the previously held
contract, and both are cancelled.

A person who enters into a futures contract, for example, a long contract for
October 82 silver, is not required to pay the full contract price until the delivery
date in October 1982, The person is, however, required to deposit original margin
funds with the broker, in an amount at least equal to the minimum set by the
exchange for that position. This initial margin is a form of “earnest money.” In
addition to the original margin, the person may be required to put up additional
margin, in cash, which is known as “variation margin.” The amount of variation
margin for any o.e contract on a given day is a function of the amount and
direction of the daily price move. At the end of each day, a committee (the “Com-
mittee on Quotations”) for each exchange on which futures trading occurs sets the
“settlement price” for each contract for that day. A settlement price is determined
for every contract on the exchange, even though there may not have been any
trades in the contract that day. The settlement price is then used by all clearing
member firms on the exchange to determine the amount of variation margin that
they are required to pay to, or that is credited to their account with, the clearing-
house in respect of their open customer positions. Each commission house thus
receives cash from the clearinghouse which it, in turn, uses to pay out, in cash, the

rofits earned that day by its customers. Similarly, the commission house must pay
rom its own funds, or customer funds obtained by a margin call, any losses
sustained that day by customers. Generally, any additional variation marfin is
required to be paid, in cash, before the opening of trading the next day. If the
member firm is entitled to receive variation margin, the excess is generally availa-
ble on the day following calculation of the settlement price. Thus, if a person buys
one Treasury bill futures contract for delivery of December 81 Treasury bills (the
standard contract provides for delivery of a $1 million face amount of 90 day bills)
at 87.30 and the settlement price reaches 87.50, the person will be entitled to receive
$500 in cash (the variation margin reguired for this contract is $25 per point).

This process of ‘“marking to market’’ has no analog in the stock or securities
market. In the stock market, a person can purchase securities on margin (i.e., part
of the purchase price is provided in the form of a loan collateralized by the
securities). A person cannot, however, withdraw the appreciation in his securities
laosition for his unfettered use—any withdrawal of cash can only be in the form of a
oan. This must be distinguished from the cash disbursements made under mark to
market. These cash payments are not loans—-the cash is subject to the complete and
unfettered right of the person to spend it as he wishes. Thus, in no real sense is the

ain unrealized or is there a lack of a closed and completed transaction. On a daily
asis, the realized trading gains are made available, in cash, to the taxpayer and
realized losses are made up, also in cash. The daily settlement works to close each
futures position at the end of each day.

II. USE OF COMMODITIES AND FUTURES CONTRACTS FOR TAX AVOIDANCE PURPOSES

Taxp:fvers are currently engaged in an astonishing variety of transactions, the
princip urpose of which is tax avoidance, involving commodities (e.g., silver,
soybeans, Treasury bills) and futures contracts for commodities. Although a strict
categorization of these transactions is difficult, we have grouped them into five basic
classes for purposes of analysis:

Straddle transactions involving balanced positions in particular commodities. A
taxpayer will enter into a futures contract obligating him to purchase a given
quantity of a commodity in some future month and also enter into a futures
contract obligating him to sell the same quantity of the commodity (or a closely
related commodity) in some other future month. These transactions present the
opportunity both to defer the payment of tax and to convert short term capital gain
to onﬁ term capital gain.

Cash and carry transactions. The taxpayer simultaneously acquires the actual
commod’ilgﬂ and contracts to sell the same quantity of the commodity in a future
month. This is most effective with commodities in which the price difference be-
tween the months (the “spread’”) is primarily a function of the cost of carrying the
commodity. In addition to deferral, this transaction permits the conversion of ordi-
nary income to long term capital gain.

Transactions involving Treasury bills and Treasury bill futures contracts. These
transactions allow for both deferral and conversion of ordinary income to long term
capital gain by capitalizing on the difference, for tax gurposes, between a Treasu
bill (not a capital asset) and a futures contract for a Treasury bill (a capital asset).
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Utilizing a provision of the Internal Revenue Code permitting dealers in securities
to identify and segregate certain assets as held for “investment’ and thus eligible
Sorf trealtment as a capital asset. These transactions also involve both conversion and

eferral.

Straddle transactions which permit the recognition of an ordinary loss and an
offsetting capital gain through manipulation of the ‘sale or exchange” requirement.
This transaction is used to convert ordinary income into long term capital gain.

The most widely publicized of these techniques is the commecdities straddle. As
described above, the taxpayer contracts to enter into both a ‘“long” and a “short”
position in a commodity. Because the long and short positions are in different
delivery months, the contracts do not automatically cancel each other with the
clearinghouse. The offseting contracts generally cover the identical commodity (e.g.,
short June silver—silver to be delivered in June—and long Ausust silver) but may
often involve the same commodity in a physically altered form (e.g., soybeans and
soybean meal) or two or more commodities whose price movements are known to be
highly correlated. In a straddle transaction, the taxpayer’s economic risk is not
measured by the price change in the underlying commodity; a given price change
will produce a gain in one position and a loss in the other. Rather, the risk in a
straddle is a function of a change in the price relationship between the different
delivery months. If the spread between the months remains stable, a movement (up
or down) in the price of the underlying commodity will produce an unrealized gain
in one position and an unrealized loss of approximately the same magnitude in the
offsetting ition. The effect is not unlike the movement of a child’s seesaw.

In straddle transactions, the magnitude of the tax loss claimed in the first year
substantially exceeds the overall economic loss inherent in the straddle position.
Moreover, there is no impediment to achieving an indefinite deferral of the gain
through the use of a series of such transactions in each year. The benefit derived
from a simple straddle transaction is the ability to defer, or roll over, an amount of
gain from one tax year to the next. The value of such a deferral can be viewed as a
tax free loan from the government in an amount equal to the tax that would
otherwise be due.

In addition to mere deferral, however, tax straddles can be used to convert short
term capital gain into long term capital gain. In order to accomplish this objective
the straddle position containing the unrealized gain must be the long position and
the long must be held for at least 6 months. A short position (i.e., a contract
requiring the holder to make delivery) will always produce short term capital gain
or loss. If an appreciated long position is held for six months and thereafter sold at
a gain, the gain will be long term.

The ideal commodity in which to place a tax straddle is one with significant
volatility in the price of the underlying commodity, but a relatively stable price
spread between delivery months. A taxpayer entering into a straddle in such a
commodity waits for the expected price movement in the underlying commodity
(either up or down), sells the loss leg (maintaining the position having the offsetting
unrealized gain), and claims the full amount of the loss for tax purposes. In order to
maintain the same minimal risk position, the taxpayer will immediately purchase a
position identical to the one just sold (long or short, as the case may be) in the same
commodity but in a different delivery month.

Although the use of precious metals futures contracts is widely publicized as a
medium for tax straddles, the opportunity for deferral and conversion is present in
trading in other nonagricultural, and-agricultural, commodities. The requirements
for a good straddle vehicle are met by any commodity with a sufficiently volatile
price, spreads between months that closely reflect carrying costs, and sufficient
market liquidity so that contracts can easily be entered into and offset.

As an example of a typical straddle, a taxpayer may be both long June 1981 and
short August 1981 silver. When the taxpayer experiences a loss in his June 1981
silver position which meets his requirements for a tax loss, he will liquidate that
gmition and will purchase another long position, possibly in February 1982 silver.

e will remain in a straddle position (protected against price movements in the
underlying commodity) and can dispose of both legs in the following tax year, yet he
may claim a tax loss on his 1980 return attributable to the sale of the June 1981
position. The wash sale rules, which generally apply to the sale at a loss and
repurchase within 30 days of substantially identical stock and securities, do not
ap’gly to transactions in commodities futures.

he risk of loss in a straddle transaction may br further minimized through the
use of the so-called “butterfly” straddle. A butterfly straddle actually involves the
urchase of two offsetting straddle positions; four contracts in all. In addition to the
ong June 81—short August 81 silver straddle described above, the taxpayer utiliz-
ing a butterfly straddle may purchase another straddle in which he is sﬁort August
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81 and long October 81 silver. (The taxpayer’s overall position is as follows: 1 long
contract for June 1981 silver, 2 short contracts for August 1981 silver, 1 long
contract for October 1982 silver). For a taxpayer in this position, any loss attributa-
ble to a change in the spread between months experienced with respect to one
straddle position will be almost entirely offset by a gain attributable to the same
change in the spread in the second straddle position. The spreads will move in the
opposite direction from each other, but in approximately the same amount, thus
reming the economic risk attributable to a lack of stability in the spread between
delivery months.

The Internal Revenue Service, in 1977, ruled that a loss in a silver straddle in not
a deductible loss for federal income tax puré)oses. Rev. Rul. 77-185, 1977-1 C.B. 48.
The ruling was not limited to butterfly straddles. The Service has applied a similar
analysis in the case of losses claimed with respect to straddles involving other
commodities. Rev. Rul. 78-414, 1978-2 C.B. 213 (straddle transactions in futures
contracts covering Treasury bills).

The second basic category of transactions which we have identified as used for tax
avoidance purposes are those referred to as cash and carry transactions. A cash and
carry transaction affords the taxpayer the opporturnity both to defer the payment
of income taxes and also to convert ordinary income (taxable at a maximim 70
percent rate) into long term capital gain (taxable at a maximum 28 percent rate). In
the cash and carry transaction, the taxpayer acquires the actual commodity (e.g.,
gilver) and simultaneously enters into a contract for the delive% of the same
quantity of the commodity (a “short”’) more than one year hence. This transaction
usually involves commodities in which the spread between the price of the actual
commodity and the price for the futures contract is generally a function of the costs
of carrying the commodity to the delivery month: storage charges, insurance, and
an interest factor. Thus, the spread acts to compensate the holder for the market’s
evaluation of the cost of carrying the commodity. Generally, this spread will not
increase above the full carrying costs. To the extent that it does at any given point
in time, arbitrageurs enter the market to profit from the disparity, causing the
market to return to the equilibrium relationship between the spread and the actual
carrying charges. The taxpayer holding the actual commodity may claim current
deductions for the cost of storage, insurance, and interest paid on the indebtedness
incurred to carry the commodity even though the spread compensates him for these
costs. After a year, if the price of the underlying commodity has risen above the
contract price for the short postition, the actual commodity can be sold and the gain
reported as a long term capital gain if the commodity is a capital asset in the hands
of the taxpayer, (there will also be a short term capital loss when the futures
contract is offset.) If the spot price is not in excess of the contract price of the short
position, the taxpayer can deliver the physical commodity against his obligation
under the short position. In either case, the gain from the sale or exchange of the
commodity will be reported as a long term capital gain and the amount of the net
gain will substantially equal to the sum of the interest, storage, and insurance
charges claimed as current deductions by the taxpayer. Thus, the taxpayer will
have been able to defer an amount of ordinary income equal to the deductions
claimed and to convert that ordinary income to long term capital gain.

The taxpayer in the cash and carry transaction is able to assure himself of being
compensated for the carrying costs at the time the spread is entered into. Although
the taxpager may bear the risk that these costs will increase dramatically in the
interim, the taxpayer may also be able to “lock in" the cost of borrowing, generall
the major carrying cost, at the same time that he locks in the spread (whic
contains a component that compensates for the interest cost). This substantially
reduces the risk that the carrym% changes actually paid will exceed the spread
between the spot price and the futures price when the position is established.

The third principal category of transactions in this area involves transactions
designed to capitalize on the differential treatment, for tax pur s, of Treasury
bills and Treasury bill futures contracts or other governmental debt obligations.
Under current law, Treasury bills and other governmental obligations issued at a
discount, with a fixed maturity not exceeding one year, are expressly excluded from
the definition of a “capital asset” by section 1221(5). Gains and losses on the sale or
exchange of a Treasury bill constitute ordinary income or loss and there is no need
to segregate the portion of the ori%inal issue discount accrued during the time the
obligation is held from the gain or loss realized upon the sale or other disposition of
the obligation. Further, no part of the discount at which the obligation was original-
ly issued accrues as income until the date on which it is paid et maturity, sold, or
otherwise disposed of.

Although a Treasury bill is, by statute, excluded from the definition of capital
asset, the Internal Revenue Service has ruled that, generally, a commodities futures
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contract for the delivery of a Treasury bill constitutes a capital asset. Rev. Rul. 78-
414, 1978-2 C.B. 213. Accordingly, gain or loss recognized on the sale or exchange of
such a futures contract constitutes a capital gain or loss.

The different tax treatment of Treasury bills and Treasury bill futures contracts
(and other government obligations) has been used by taxpayers in transactions
which both defer amounts of ordinary income and convert that income to short
term or long term capital gain. One trading strategy involves the person entering
into a Treasury bill futures straddle in much the same way that the taxpayer
entered into the silver straddle described earlier. Assume, for example, that the
taxpayer buys one contract for delivery of a Treasury bill in September 1981 (a
“long”) and sells one contract for delivery of a Treasury bill in December 1981 (a
“ghort”), and that interest rates rise in the interim. The rise in the interest rates
will result in the September 1981 long position producing an unrealized loss and the
December 1981 short position rroducing an unrealized gain of approximately the
same amount. The taxpayer will maintain this straddle position until the settlement
date on the September contract, acceﬁt delivery of the Treasur{ bill, and immediate-
,lly sell that Treasury bill on the market claiming an ordinary loss on the sale of the

reasury bill. The ember short position would be closed out at the same time,
producing a short term capital gain. The taxpayer can then use some other straddle,
such as a silver straddle, to defer the recognition of this short term capital gain to a
later taxable year and ultimately to convert it to a long term capital gain.

The fourth category of transactions which we have identified involve the use of a
special provision of the Internal Revenue Code permitting dealers in securities to
identify and segregate certain of their assets as held for investment. Under current
law, gains and losses from property held primarily for sale to customers in the
ordinary course of business are reported as ordinary income or loss. Gains and
losses from property held for investment, however, are capital gains and losses.
Under section 1236, however, persons who are dealers in securities are able to
identify and segregate certain of their assets as held for investment, even though
these assets are similar, or identical, to assets which are held as inventory, provided
that they do so within 30 days of the date of acquisition.

We have disovered that partnerships are being organized, and interests in such
partnerships sold to investors, which are intended to operate as so-called “broker
dealers” and ‘“‘market makers’ with regard to a wide range of securities. It is
claimed that these investments provide ordinary losses equal to some multiple of
the taxpayer's cash investment (e.g., 3:1) with income recognition, often in some
later year, at long term capital gain rates. These broker-dealer partnerships gener-
ate their ordinary losses and capital gains, in part, by establishing straddle positions
in securities, and waiting up to 30 days for a price movement to produce a loss on
one position and an offsetting gain in the other. The partnership then identities the
loss ition as inventory and the gain position as investment and closes out the
straddle position, reporting an ordinary loss on the “inventory” assest and a capital
gain on the “investment”’ asset. Although futures contracts on commodities and
financial instruments, which are uniquely suited to the balanced position role, are
not ‘“‘securities” for purposes of section 1236, it appears that taxpayers may claim
similar tax treatment for these gains or losses by analogy. It is not essential to the
success of these schemes that the “investment” asset held for more than one
year. All that is needed is to produce an ordinary loss and an offsetting short term
capital gain. As was demonstrated earlier, there are any number of straddle trans-
actions that can be used to defer the short term capital gain and convert it to a long
term gain in a later year.

The final category of transactions which we have identified as presenting opportu-
nities for tax avoidance are certain straddle transactions which may directly con-
vert ordinary income into long term capital gain as well as producing deferral of the
income to a later year. Under the Code, a taxpayer generalry recognizes gain or loss
upon the “sale or other disposition” of property. In order for the gain or loss to
constitute a capital gain or loss, the asset must be a capital asset in the taxpayer’s
hands and the disposition must qualify as a “sale or exchange” of the asset. To the
e:(tignt that a disposition does not constitute a sale or exchange, the gain or loss is
ordinary.

Taxpayers are now entering into certair -ontracts, generally forward contracts (a
forward contract is similar to a futures contract, except that it is separately negoti-
ated rather than standardi.zed, and not traded on an exchange), as part of a
balanced position. For exaraple, the taxpayer may enter into a forward contract to
purchase German marks i1 September 1982. On the same date, the taxpayer may
enter into a forward contract with another person to sell the same or similar
quantity of marks in December 1982. This is similar to the basic straddle transac-
tion discussed earlier with i's accompanying seesaw effect. With a fluctuation in the
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price of marks, there will be an unrealized gain with respect to one of the contracts
and an unrealized loss with respect to the other contract. The taxpayer will cancel
(in a disposition not amounting to a “sale or exchange”) the contract showing the
loes upon payment of an amount of money equal to the loss to the other party to the
contract. At the same time, the taxpayer will assign or sell to another party the
contract producing the unrealized appreciation. In this type of forward contract
straddle, the taxpayer will report an ordinary loss on the contract that was can-
celled equal to the amount paid to cancel the contract and a capital gain on the
contract that was assigned, which will be long term if the contract has been held for
more than one year and constitutes a capital asset in the hands of the taxpayer.
Thus, the transaction is used to convert an amount of ordinary income into long
term capital gain. Although the above example illustrates this transaction using
currency forward contracts, any form of forward contract where there is sufficient
volatility in the price of the underlying commodity can serve as a ready vehicle.

III. PROPOSALS FOR LEGISLATIVE CHANGES

The Treasury believes that legislative action is necessary to stem the growing use
of commodities and commodities related transactions for tax avoidance purposes. As
we stated earlier, the Internal Revenue Service is actively litigating the tax issues
involved in these transactions. Such litigation is likely to take many years to
achieve a definitive resolution that would prevent taxfa{ers from claiming the
benefit of these transations on their returns. isive and clear cut action is needed
to stogethese tax avoidance schemes. We estimate that adoption of the groposals set
forth below will increase budget receipts by $1.3 billion in fiscal year 1982

1. Straddle transactions

The Treasury proposal for the basic straddle transaction would establish a general
rule for commodities and commodities related transactions, similar in aprroach to
the “balanced position” rules of S. 626. It would also establish a special rule for
persons with a significant volume of transactions for whom the pairing of balanced
positions is difficult and for certain inventory transactions.

Under the general rule, a taxpayer could not recognize a loss from a balanced
position in excess of the gain recognized as part of the same transaction, unless the
taxpayer remained out of that position for 30 days. Any loss in excess of recognized
gain would be treated as sustained for tax purposes at the close of the 30 day period
unless the taxpayer disposes of all of the straddle positions before the running of
the 30 day period. In that case, the loss would be treated as sustained on the day the
person disposes of the last position.

A balanced position would be one in which the taxpayer’s risk of loss is substan-
tially reduced by reason of holding two or more positions in property. We propose
that the Internal Revenue Code set forth a series of presumptions that would
conclusively identify balanced positions. These positions are as follows:

(a) Positions in the same commodity, whether established in the actual commodity
or a futures contract for the commodity.

{b) Positions with respect to the same commaodity, but in a substantially altered
form (e.g., silver and silver coins; soybeans and soybean meal).

(c) Positions in commodities with respect to which the marfgin, required by any
exchange on which the commoditK is traded (or otherwise), for entering into the
balanced position, is less than the aggregate margin required for each of the
positions held separately.

(d) All positions in debt instruments and futures contracts for debt instruments.

(e) All such positions as the Secretary may, by regulation, prescribe.

The conclusive presumptions that would be set forth in (d) and (e} would not apply
in those cases where the taxpayer can establish, to the satisfaction of the Secretary,
that the positions are not offsetting.

Whenever a taxpayer is in a balanced position, the holding period for any proper-
ty that is part of the balanced position would be suspended for the period that the
position is considered balanced. Accordingly, a balanced position could no longer be
used as a vehicle for converting short term capital ﬁain into long term capital gain.

We also propose that a ggecial rule apply in the case of persons who have a
significant volume of commodities transactions. Most often, this rule would apply to
gersons who are traders in commodities. The volume of their transactions makes a

alanced position rule, reﬁuiring the identification of particular positions, cumber-
some to apply. There is also the risk that such a rule could be avoided by these
market participants.

In lieu of the balanced position rule, we propose that these persons be subject to a
mandatory “mark to market” rule for their positions in futures contracts traded on
an organized futures exchange. Under the normal operating rules of the futures
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exchanges, futures positions are marked to market daily. Actual cash settlements
are made on a daily basis to reflect the gains and losses in the futures position. The
daily cash payments are not loans and do not bear interest. Thus, the rule we
propose does no more than make the tax laws reflective of the underlying market
transactions.

The persons who would be subject to this special rule would be a class of traders
in commodities. For these purposes, we would define a “trader in commodities” as
any person who entered into more than 50 transactions in futures contracts traded
on an organized exchange in at least’ 3 of the 4 quarters of the taxable year. A
“transaction” would be defined as a single trade, regardless of the number of
contracts that are part of that trade. This mark to market rule would apply only to
positions in futures contracts on an established commodities exchange where there
18 marking to market and would apply to all persons who satisfy the volume test
even if they engage in no straddle transactions. For positions in property that are
not traded on such an exchange, the general rule, which requires the identification
of balanced positions, would apply. All exchange traded futures contracts for per-
sons subject to this special rule would be marked to market. There would be no need
to identify balanced positions for exchange traded futures transactions.

Persons subject to this rule would be required to mark all of their positions to
market at year end. As a practical matter, their net gain or loss will be approxi-
mately equal to the aggregate amount of variation margin to which they are
entitled, or with respect to which they must pay in, during the year. A special
valuation rule might have to be provided to discourage distortions in the settlement
price of particular contracts at year end.

Under our proposal, gains and losses would be ordinary and losses could be
carried over to prior and subsequent years under the current net operating loss
rules. As part of our proposal, a transitional rule might have to be provided to deal
with gains and losses accrued prior to the effective date.

Treasury does not intend for its proposal to interfere with the normal hedging
activities that are carried on as part of an active business, e.g., the farmer locking
in a price tor his crop or the grain merchant hedging his inventory. Accordingly, we
have incorporated a special exception for persons who use the futures markets to
hedge quantities of the physical or financial commodities that they use in their
trade or business. Those persons could designate certain of their futures contracts as
hedges at the time such positions are established. (A similar rule would also apply
for persons who use short sales of the actual commodity as hedges.) Designated
hedges would not be subject to the general balanced position rule and the futures
contracts that are a part of these positions would not be marked to market. The
futures contracts to which we are referring are already treated as ordinary income
assets under a decision of the Supreme Court. Thus, they offer no opportunity to
convert ordinary income into capital gain. Nevertheless, the opportunity to use such
transactions to defer ordinary income from year to year may still remain. We
expect that this opportunity will be limited, however, because the hedging exception
would be limited to designated positions that are actually being used as part of the
normal activities of the business and not for tax avoidance purposes. Moreover,
taxpayers must account for these hedges in a consistent manner from year to year.
Appropriate safeguards would be necessary to insure that this exception cannot be
exploited to create new tax shelters.

2. Cash and carry transactions

The Treasury proposal for cash and carry transactions adopts the approach of S.
626, with one modification. Carrying costs (such as storage and insurance, and
interest on indebtedness incurred or continued to purchase or carry the proTerty
during the period of time that it is held as part of the balanced position) would be
required to be added to the basis of the commodity. Thus, these costs would offset
the gain on the sale of the commodity, preventing taxpayers from rolling over or
deferring income to a later year and, in many tases, converting ordinary income to
long term capital gain.

The Treasury proposal on this point differs from S. 626 only in its treatment of
carrying costs for cash and carry transactions involving ordinary income assets (e.g.,

roperty held for sale to customers in the ordinary course of the taxpayer’s trade or

usiness). Our proposal would permit taxpayers to continue to deduct currently the
carrying costs related to these ordinary income assets even where the asset is
hedged and thus part of a balanced position. Because the sale or exchange of both
the futures position constituting the hedge and the asset result in ordinary gain or
loes, there is no opportunity for conversion.
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&. Treasury bills and treasury bill futures contracts

The Treasury proposal on this point is identical to S. 626. It would repeal the
exclusion for short term, discount obligations from the definition of a capital asset.
Thus, Treasux:; bills would be capital assets and gain or loss from sale or other
disposition of Treasury bills would constitute capital gain or loss, provided that the
security was a capital asset in the hands of the taxpayer. The holder of a Treasury
bill would be required to take into account, as interest income, that part of the
market discount accruing during the period of time the instrument was held.

For the vast majority of holders, this change will be of little consequence. Dealers
in Treasury bills would continue to recognize all of the gain or loss as ordinar
income or loss. Other persons who purchase bills would include as interest on suc
bills a ratable portion of the purchase discount on the bills. Thus, a person who
buys a bill with ten weeks to maturity at 96, and holds it for five weeks, would
include $2, half the market discount, as interest income. This rule is proposed in
order to avoid any negative impact on the Treasury’s debt management activities.
No change is suggested in the rules of current law which require inclusion of this
amount 1n income only upon the payment at maturity, sale, or other disposition of
the obligation.

Treasury does not believe that this change in the income tax treatment for
Treasuryrﬁills will be damaging to the market for U.S. government obligations or
have an adverse impact on the Treasury’'s debt management activities. In fact, the
change in the treatment of Treasury bills may eliminate one distortion in the
market which is now observed. In the month of December, deliveries of Treasury
bills against futures contracts are abnormally high and have, on occasion, caused a
squeeze in the deliverable supply of instruments. In December 1980, for example,
deliveries of Treasury bills on the Chicago Mercantile Exchange’s Treasury bill
futures contract amounted to approximately 55.6 percent of the deliverable supply.
This should be contrasted with deliveries in September 1980, where the relevant
percentage was 14.7 percent.!

4. Identification and segregation of assets by securities dealers

Under the pro 1, the 30 day period within which securities must be identified,
for purposes of the special treatment provided in section 1236, would be shortened.
For the gain from the sale or exchange of a security to qualify as capital gain under
S. 626, such security would have to be identified as held for investment by the close
of the day following its date of acquisition. Qur analysis indicates that this change
in the time required for the identification of investment assets is appropriate. The
requirement that the security not be held for sale to customers at any time follow-
ing the close of the identification period would be retained, as well as the rule
regarding the treatment of securities sold at a loss.

n addition, we propose that section 1236 be amended to provide explicitly that
any security constituting part of a balanced position will receive the unfavorable
. treatment mandated by section 1236 (i.e., capital loss and ordinary income), unless

all securities that are a part of the balanceg position are identified as investment
securities on the dealer’s records under the rules of section 1236. We believe that
this ci:ange would simply clarify the treatment under current law of such balanced .
positions.

5. Sale of exchange requirement

In order to eliminate the ability of taxpayers to convert ordinary income into
capital gain or loss through manipulation of the sale or exchange requirement, we
propose that the sale or exhange requirement of current law be eliminated. Thus,
any disposition of a capital asset would yield a capital 2gain or loss. Our proposal on
this point is identical to the provision contained in S. 626.

Although this change may appear far reaching, we believe that it reaches the
appropriate tax result without undue consequences. The character of the gain or
loss ought to depend on the character of the underlying assets, not the method of
disposition. This change might have consequences for the abandonment of assets
and for casualty losses. Casualty losses generally produce an ordinary loss under
current law and we would not pro changing this characterization. In the case of
abandonment losses, however, to the extent that such losses may be recharacterized
as ordinary under current law if a sale of exchange is avoided, we believe that the
pro change would achieve the proper tax result. The bulk of abandonments
typically involve property used in a trade or business where a sale or exchange of
such property also produces an ordinary loss. For property not covered by this

1 Source: Commodity Futures Trading Commission: lée;lport to the Congress in response to
section 21 of the Commodity Exchange Act, Pub. L. 96-276, 96th Cong., 2nd Sess. section 7, 94
stat. 542 (June 1980) table II-8.
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provision of current law, we see no reason to permit taxpayers to elect the character
of the gain or loss on disposition, dependiizg on the mode of disposition.

1V. CONCLUSION

While our proposals will certainly have some effect on the quantity of transac-
tions in the futures markets, we helieve that, in the final analysis, they will
improve, rather than detract from, the efficiency of these markets. It is incorrect to
argue that the value of a market to the economy is measured by the quantity of
transactions taking place there. In fact, a market 18 most valuable when the price of
its goods—be they futures or any other goods—reflects best their inherent economic
value. When values are distorted by tax considerations, the market is less efficient,
not more, and some persons who would enter an efficient market may remain
outside of an inefficient one. We believe that our pro Is improve the effi~iency of
futures markets by insuring that measured gains or losses from transactions reflect
economic gains or losses. We believe that they also improve eff.iency by in:zuring
that traders enter into financial arbitrage when they believe that price gifferences
between assets are too great, but not when they believe that tax arbitraﬁe offers
them the possibility of profit without reference to financial considerations. Although
we have reached these conclusions only after a process of careful analysis, we are
prepared to consider any evidence that some or all of these markets will suffer
significant harm from these proposals.

e believe that our proposals adequately deal with the problems that have
arisen, and are likel¥I to arise, with the use of the existing commodities contracts.
We must point out that there are proposals to permit trading in a broad range of
options (including options on Treasury bills), a futures contract based on the Stand-
ard & Poors stock average, and even options on futures. We will be reviewi
carefully the extent to which current law, and the new rules we have pro ,
operate to prevent the use of any new financial instruments for tax avocidance
purposes.

As | stated previously, the problem of the use of commodities related transactions
for tax avoidance purposes raises very serious problems in the administration of the
tax laws. The use of these transactions to defer the payment of tax and to convert
ordinary income to long term capital gain must be eliminated. We urge this Com-
mittee to act to eliminate this abuse.

Senator PAckwoop. Next, we will take the panel from the ex-
changes, Mr. Wilmouth, Mr. Berendt and Dr. Yeutter.

Then, when we finish that panel, we will hear Mr. Landau.

Senator SymMms. Mr. Chairman, I might just make a comment
that would follow what Senator Moynihan said. I am really more
concerned about the issue, than I am about who hired the account-
in% firm.

think, oftentimes, sometimes in Washington we miss the point
on, oftentimes it is the people who are involved in a particular
industry—I note, that Mr. Reagan has a very hard time getting
anybody that has any qualifications confirmed any more, because
of all the laws that the Congress has passed in the last year.

So, someone who really knows something about the subject, they
are automatically withdrawn from an appointment to the adminis-
tration.

If they happen to know about the oil business, they don’t want
him in the Department of Energy. _

If they know about trading commodities, they have a hard time
getting on the CFTC, because of our ethics in Government rules.

I hope we don’t allow ourselves to discount what may be or may
not be a very credible report, just because of who might have
engaged them to bring it about.

If it is going to cost us $2 to $3 billion more a year, to finance the
national debt, I think we should know that and then maybe we
ought to approach this problem from a broader base of having a
minimum tax on them or reduce the rates that people pay again.
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I think that would avoid most of the problem, anyway.

Senator Packwoop. Mr. Wilmouth, are you going to go first?
Mr. WiLmouTtH. Yes, I will.

Senator PAckwoob. Go right ahead.

PANEL OF: ROBERT K. WILMOUTH, PRESIDENT, THE CHICAGO
BOARD OF TRADE, CHICAGO, ILL.; LEE H. BERENDT, PRESI-
DENT, COMMODITY EXCHANGE, INC., NEW YORK, N.Y; AND
DR. CLAYTON YEUTTER, PRESIDENT, CHICAGO MERCANTILE
EXCHANGE, WASHINGTON, D.C.

Mr. WiLmouTH. In the past few years, there has been a prolifera-
tion of tax shelter devices involving commodity spreads. Their sole
purpose is to facilitate avoidance on income from activities having
absolutely nothing to do with commodity trading.

As to the enactment of legislation directed specifically at com-
modity transactions entered into for the sole purpose of sheltering
unrelated income, I can state our position quite simply. That is,
that we have no problem.

But, we do have a problem with legislative language so construct-
ed that it could virtually destroy the ability of commodity futures
markets to continue to perform their economic functions; namely,
those of risk transfer and price discovery.

This would clearly be the result, if legislation were adopted,
which taxed commodity futures on regulated U.S. commodity ex-
changes on a so-called mark-to-market basis, as explained just a
few moments ago, by the Assistant Secretary.

What is wrong with this approach? Many things, but let me note
just a few.

This concept, mark to market, should be recognized for what it
is; a fundamental departure from the concept of income realization
in the U.S. tax law. No one is taxed under accepted tax principles
until income is realized in a closed transaction.

All taxpayers can retain appreciated assets without being taxed
on that appreciation.

Moreover, the result is not changed by the receipt of cash on
account of that appreciation.

A homeowner can borrow against his increased equity.

A stock investor can draw from his margin account when his
stock appreciates.

Under this mark-to-market proposal the commodity industry
alone would be subjected to taxation on this phantom imputed
income—paper gains, on December 31, that can, and in volatile
commodity markets often do, disappear in early January.

The concept could also result in the creation of instruments to be
traded in nonregulated off exchange facilities, either here or
abroad, to avoid mark-to-market tax rules for futures.

The concept will result in chaos for the speculator who will have
various aspects of his business taxed in different ways.

For example, the relationship of the futures contract to the
underlying cash contract will distorted since the tax conse-
quences would differ for each.

Thus, the price relationships, which are so important would be
gn thedbasis of tax laws rather than on the basis of supply and

emand.
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This concept would cause the taxpayer to lose control of his
destiny. He couldn’t do any tax planning. Every trade would have
a tax impact.

The concept would cause settlement price wars on December 31,
and in the latter days of the year, when trading would be a battle
between the longs and the shorts, with taxable income being total-
ly dependent upon the closing price that day.

It would, therefore, diminish the viability of the market as a
hedging vehicle.

The concept will impact more than the futures market since the
world of commodities includes many other instruments—spot posi-
tions, forward contracts, options. All are essential to an economi-
cally efficient U.S. economy.

The concept will cause traders to flee the commodities market
and place their capital elsewhere since the incidence of taxation is
market related and not related to any decision made by the trader.

This will cause major economic problems for the country.

We feel, in conclusion, that there is a simple way in which
legislation to prevent continuation of a tax abuse can avoid disrup-
tion of commercially necessary trading activity, and that is by the
inclusion of a qualifying gains provision which would continue
existing rules, but permit them to be applicable only to the extent
that they apply to related commodity gains, or to spread transac-
tions which are an integral part of the trade or business of com-
mercial hedges.

This would effectively achieve what the Treasury Department
has officially stated it seeks to achieve—the elimination of ac-
knowledged abuse of commodity spreads, in such a way that will
not, and let me quote, “impede legitimate economic activity in this
area.”

Moreover, by such an approach, the examples of tax spread
abuse, the so-called horror stories cited by the Treasury, and I am
sure reviewed by this group, would be eliminated.

Thank you very much, Mr. Chairman.

Senator PaAckwoobp. Thank you, sir.

Mr. Berendt.

Mr. BERENDT. Thank you, Mr. Chairman.

Commodity Exchange, Inc., or COMEX, as you may know, is the
largest metal futures market in the world, and has become the
world-wide market place for hedging, by miners, producers, and
refiners of gold, silver and copper.

We welcome this opportunity to appear before you and present
our views on various proposals to modify the tax treatment of
transactions in the futures market.

The stated purpose of the various proposals has been to prohibit
persons who have absolutely no interest in or connect.on with our
Nation’s futures markets from using those markets solely for tax
avoidance.

We support that purpose and encourage a speedy deterinination
of the most effective method of achieving that goal.

There is absolutely no valid reason for suggesting that a person
with profits from real estate or oil or gas transactions or, more
poignantly, a person with a substantial amount of earuied income
should be able to convert those profits or income into long-term
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capital gains, merely because that person is fortunate enough to
know a commodities broker who is familiar with straddle tech-
niques.

However, in attempting to prevent those transactions, it is essen-
tial that the legitimate uses of straddles be understood in order to
avoid termination of those uses and the resulting destruction of our
markets.

There are many legitimate uses of straddles which are discussed
in our written testimony, and I urge you to read that testimony to
fully understand how straddles are used by commercial partici-
pants in our markets.

Why would the abolition of the current tax treatment of strad-
dles for market participants destroy our markets?

The answer is really quite simple. It must be recognized that
speculators are a critical ingredient in the functioning of our mar-
kets, since the markets are intended to afford hedging opportuni-
ties for producers, miners, refiners, and others similarly situated,
there must be a pool of capital willing to be on the other side of a
hedger’s transaction, in order to enable the hedger to shift his risk.

It is only the much-maligned and misunderstood speculator who
will utilize his capital to permit that risk transference.

It is also the speculator who supplies our market with a liquidity
necessary to permit easy entry to and exit from our markets by
hedgers while, at the same time, allowing minimum price adjust-
ment.

Volume equals liquidity which equals a market where economi-
cally realistic prices are constantly discovered.

However, those speculators recognize the dramatic risk that they
will experience in our futures markets. They are unwilling to
assume those risks without a reasonable opportunity to earn a
reasonable profit.

Short-term capital gains do not afford speculators a reasonable
profit inducement.

The only method by which speculators in the futures markets
can obtain long-term capital gains treatment, is through the use of
straddles.

Absent that ability, not only would straddle transactions disap-
pear from our market, but outright transactions by speculators
would similarly disappear.

This would require the commercial users of our markets to seek
other markets for their hedging activity.

With the current proliferation of foreign futures and similar
markets in London, Hong Kong, Amsterdam, Geneva, and other
centers, it would not take long for the United States to lose its
preeminence as the world center for futures trading.

Proposals have surfaced which would tax the speculators’ com-
modity gains at less than short-term rates, but at greater than
long-term rates.

Since futures speculators are now obtaining long-term treatment,
this would result in a tax increase.

These proposals, we believe, would discourage the important eco-
nomic function served by the commodity speculators, by increasing
his tax burden. '
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The Treasury Department has developed an alternative proposal
which has become known as the mark-to-market approach.

The defects of this proposal are dramatic. The proposal first
would result in different tax treatment for futures contracts and
for other types of contracts such as forward contracts which are a
regular part of the business of the commercial users in our market.

ince commercial enterprises can frequently use futures con-
tracts and forward contracts interchangeably, there would be no
reason to use the futures contracts and accept treatment less favor-
able than other similar instruments.

In addition, selecting an arbitrary date, such as December 31, for
evaluating all market positions would present persons with the
opportunity, in lightly traded maturities, to distort the market,
possibly on December 31, to reduce their tax obligation for the
entire year.

Various floor brokers have told me that if that proposal were
introduced, they would probably do their best to remain off the
floor on December 31, and avoid the problems that will result.

In an attempt to resolve the problem that I mentioned earlier
about the improper use of our markets by persons who have no
bona fide interest in our markets, our industry has developed a
proposal which we believe will resolve the problem and would
encourage you to look at it, and review it, in the time that you
have before you have to go to developing the bill.

Thank you, Mr. Chairman.

Senator PAckwoobp. Thank you, sir.

Dr. Yeutter.

Dr. YEUTTER. Yes, Mr. Chairman.

This subcommittee has already been exposed to some of the so-
called horror stories in the tax straddle area. I just want the record
tﬁ show initially and immediately, that we do not defend any of
those.

We in no way wish to defend the tax avoidance and tax deferral
schemes to which Senator Moynihan referred. That should be ap-
parent to all who are here today.

We are not in the tax avoidance business, we are in risk manage-
ment business. I hope the subcommittee and the committee will
appreciate and understand that as we work on a solution to the
problem.

Second, I want to add, Mr. Chairman, that this is an issue that
ought to be resolved in 1981. It is not an issue that can be resolved
judicially. We, that is, our members, are spending a lot of time in
court on these issues. The Internal Revenue Service is spending a
lot of time in audits and in courts. That is not the way to solve the
problem.

The way to solve the problem is to do so legislatively. The real
question involved here is how. No one disagrees that there is a
problem. No one disagrees that it is a problem that merits solution,
and solution immediately. The question is whether we can devise a
solution that is not worse than the problem, a cure that is not
worse than the disease. That is our concern.

There is no doubt that the mark-to-market proposal, for example,
will lead to the demise of the tax straddle device. Our concern is
that it may also lead to the demise of the industry. That would
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have immense consequences to our economy, as well as to our-
selves. That certainly would be most, most unfortunate.

Well, let’'s look at the proposed solutions. The first one that
surfaced was the so-called “balanced” or ‘“offsetting” position con-
cept to which Mr. Chapoton referred this morning. I really believe
that everybody who has looked at that concept thus far considers it
to be an absolutely impossible one to administer and enforce.

We could increase the size of the Internal Revenue Service by 10
times and it would still not be an efficient or viable solution.

The alternative suggested by Mr. Chapoton is to move to the
mark-to-the-market approach, which has simplicity to it and some
superficial appeal. I fear, however, that the Treasury is being much
too cavalier in its evaluation of this particular concept.

I was interested in Mr. Chapoton’s comment that he did not see
disastrous consequences to the industry if this concept were to
become law. I cannot speak with that high level of confidence. 1
wish I could. I fear that the Treasury Department is responding
here from a level of knowledge that is much too limited, not-
withstanding the high level of talent that is present in that Depart-
ment.

I have not seen many Treasury Department representatives in
Chicago, learning about this industry, in recent weeks and months.
I do not believe they can learn about the impact of this kind of
legislation and the effect it may have on our industry by sitting
behind their desks in Washington, D. C.

I am terribly concerned about the impact of the mark-to-market
concept. I will simply illustrate that in a couple of ways.

Senator Dole, you have a lot of wheat farmers in Kansas, as does
Senator Packwood in Oregon. I wonder how FARMARCO would
react to the mark-to-market concept, with a tremendous proportion
of futures market liquidity in December each year being represent-
ed by tax trades.

If mark-to-market trading distorts futures markets during the
months of November and December, FARMARCO will not be able
to effectively hedge that wheat, and neither will any of the other
growers in this country.

Your potato growers in Idaho, Mr. Symms; your potato growers
in Long Island, Senator Moynihan; and the soybean growers of
Virginia, Senator Byrd, will experience the same difficulty.

We cannot have an effective futures market that is distorted by
tax consequences late in the year or early in the following year, as
I am sure the mark-tc-market concept would do.

The other point, of course, that was mentioned by Mr. Wilmouth,
is the relationship to markets outside the futures area. What does
one do if that grain elevator operator in Kansas has a position in
the cash market in which he shows losses, and one in the futures
market which shows gains? Again, the tax situation will distort his
response.

I am concerned too with the negative comments about carving
out an area in the “basket” approach that would favor commodity
traders. There just has to be a way to give those traders a means of
income averaging. Under the mark-to-market concept, how would
you like to be a trader with $100,000 of income one year, and
$100,000 of loss the next year, paying perhaps 70 percent in taxes
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the first year, and taking a $3,000 loss deduction the next year?
That is not a very satisfactory proposition.

All in all, then, Mr. Chairman, I would simply say that I hope
the subcommittees will look at the alternatives here very, very
carefully, in terms of their potential impact on the industry, as you
attempt to solve a problem which clearly merits attention.

Senator PAckwoop. Thank you.

I had a chance to read all of your statements earlier. They were
very good and helpful.

I appreciate your abbreviating your statements and staying
within our time limits. It is very helpful to us.

Senator Dole.

Senator DoLE. I read the statements. We hope we can work with
the witnesses in figuring out some way to do this, and I must say,
without losing sight of the problem before us.

We are engaged right now, in this committee and others, in
cutting medicaid benefits, food stamp benefits, and every benefit
you can think of.

We were examining returns, yesterday, which show people with
millions in income paying no tax. Some were traders. So, we have a
problem. It may be good for the traders to say ‘“take care of all
those dentists and doctors and others who are avoiding tax; but
don't bother us.”

I am not certain it is quite that simple. So, we are going to be
taking a hard look at how we can be fair and across-the-board.

It may not be painless, but I don’t think anything we have done
around here so far this year has been painless.

If you have a solution that is painless—but one thing we can’t
tolerate is people making millions a year and paying no tax, when
we were arguing on the House floor a few days ago, whether we
should make poor people put up money for food stamps.

It is a real problem.

Senator PAckwoob. Bob, I would agree with your conclusion, but
for this. Year after year, we pass economic incentives for people to
do one thing or another, whether it be tax free municipal bonds or
in the old days, drilling for oil. We give incentives to do it. They do
it. They minimize their taxes by taking advantage of the law which
we pass. Then they come back and we browbeat them for taking
advantage of the law that we passed.

Senator DoLE. No, it is not illegal. It is perfectly legal. I guess
those who haven't done it are the ones who ought to be criticized.
[Laughter.]

There aren’t many of us left. Most people know about them.
[Laughter.]

Senator PAckwoop. Senator Symms.

Senator SymMs. Bob, in your testimony you mentioned a solu-
tion. I think you all agree with it, but I just want you to go
through that again. You say there is a simple way in which legisla-
tion can prevent the continuation of a tax abuse, can avoid disrup-
tion of the commercially necessary trading activities. This is by the
inclusion of a qualifying gains provision.

Could you explain that again to us in simple language?

Mr. WiLMouTH. Certainly. Let me try.
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Essentially, what we are saying is that people who are involved
in this marketplace are contributing a significant amount of capi-
tal, a very large amount of capital. The risks that are entailed in
this business are extremely great, and the price fluctuations are
very volatile.

So, it is an extremely risky business. We estimate that about 80
percent of the people who are involved in speculating in commod-
ities- markets lose some money.

These people, who are speculators and who are contributing to
the marketplace, give it its liquidity. That enables us to have the
best export program going.

That enables the farmer to be able to protect himself.

That enables the elevator operator to protect himself, speaking
in the grains area only.

Those people who are in the commodities market and who make
money in the commodities market may do so on a short-term basis.
It is possible for a commodity trader or speculator, professional
trader, or for somebody on the outside, to make a short-term profit,
overnight literally, or within a matter of a week or a month or
some time like that, a signficant profit.

We are saying because of the tremendous amount of risks that
are involved, if he makes profits in the commodity markets, and
only profits from the commodity markets, he should be entitled to
income average.

He should be entitled to a tax parity that is available to him in
other high-risk—in fact, less high risk—capital-intensive industries.

So, if you make money in the commodities market, you should be
allowed to income average that to protect it, to spread it out over a
period of time.

I would say that the tax abuses that you have looked at, all of
those you have examined, most of those, at least—in fact, all of
those we have seen, relate to income that is brought in from the
outside—even ordinary income or gains from securities sales or
something like that—is brought into the commodities market and
protected there.

We agree that that abuse should not be tolerated.

There are, yes, I think, Senator Dole, there are individual trad-
ers who perhaps are rolling forward, so as to speak, and not paying
taxes.

In some cases, that is probably necessary, because although they
made money in one year, when it comes time to pay their taxes
they may have lost all of that and then some. They may then roll
that previous gain forward for another year.

But it is our very strong feeling that, because of the economic
risks involved, and by taking a look at the amount of open interest
on our exchanges, that is not a very prevalent situation.

That is rare and if there is some way to stop it, we would
certainly want to stop that too. But we don’t believe it is a real
world problem.

Se}?abor SymMms. I guess if either one of you two want to comment
on that.

Dr. YEUTTER. Yes, if | may supplement just for a minute, in a
general way.
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It seems to me, Mr. Chairman and members of the subcommit-
tee, what we must do here is design a solution that will not force
risk takers out of the futures market. That is the difficult chal-
lenge that all of us face and the challenge that was reflected in Mr.
Wilmouth’s comments. If there are no risk takers in these markets,
there will be no hedgers. Those potato farmers, wheat farmers or
soybean farmers, urban businessmen, contractors, or people dealing
in Treasury instruments, will not be able to hedge, particularly in
the distant months.

That is a more important issue now agriculturally than it is in
the nonagricultural areas, because the agricultural contracts—ex-
ports, for example—traditionally extend many months into the
future. Much of the liquidity there comes from spread trading.

Senator SymMms. How much of the trades on all three of these
exchanges of legitimate trades, traders on the floor are making, are
actully hedges?

What percentage wguld you guess?

Mr. WiLmouTtH. I think it is very difficult to say. I will say this,
in our grain markets, which are our oldest markets—we are a 134-
year-old grain exchange—over 50 percent are hedges.

But, don’t forget, we need the speculators in there.

Let me give you——

Senator SymMms. I was told it was over 80 percent, at one time.
They were legitimate hedges, people trying to protect themselves
from risk.

Mr. WiLmouTH. I am talking about commercial participants. But
if you include the speculators who may have a hedge on in a cash-
and-carry situation, it does rise significantly above that.

Let me give you, if I can, in just one moment, one of the prob-
lems that we foresee. ‘

Let’s say that one of the major grain companies in this country
decides to contract for the sale of a million metric tons of wheat to
some foreign country, for delivery 15 months from now.

They come in to the marketplace, at the Chicago Board of Trade,
and protect that price that they have guaranteed in effect to the
foreign country.

If we don’t have speculators who are there willing to take that
price risk from them, and speculators won’t if they have enormous
taxation burdens, then our export program, which accounts for 22
percent of our balance of payments last year, is going to go out the
window.

That’s one of the big concerns we have. We need the speculators
there to take the risks for the commercial people such as the large
grain companies, et cetera.

Senator Symms. Thank you.

Senator PAckwoob. Senator Moynihan.

Senator MoyNiHAN. Thank you, Mr. Chairman.

Mr. Chairman, I think we should be more than grateful to the
three representatives of our three principal exchanges for coming
to us and saying they agree with the problem as we define it,
which is that there is an invasion of these markets for purposes
they were never intended to serve and needn’t serve and cannot be
of ang'd general public interest because it is pure distortion of the
tax code.
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You see we have a problem. We agree on the nature of the
problem and we agree we have to find an answer which produces a
_stgfficient 51 percent agreement among all the parties or something
if we can.

May I cite to you gentlemen, what you know, but for those who
might be listening, who might think we have some animus against
these markets, it was just 2 years ago, or 2'2, 3 years ago, in our
tax bill of 1978, Revenue Act of 1978, the issue arose whether some
kinds of commodity transactions should be included in the 12
months capital gains requirement.

There was strong sentiment that they should, and this committee
said they shouldn’t. With respect, if I could make a point, since I
am the villain here a little bit today, it was my proposal that
entitles you to a 6-month holding period on all commodity futures
contracts on your market, sir, yours and yours.

Now, that is of some advantage to you. Would you not agree?

Dr. YEUTTER. Absolutely.

Senator MoyNIHAN. You would rather have it then 18 months,
wouldn’t you?

And the stock exchanges took that with sufficient good humor.
But, you know, we have not been uninterested in your operations,
because we know how absolutely crucial they are.

In trying to find a solution, I think Mr. Wilmouth, what you
talked about was an arrangement, one that was referred to as like
to like, that you can only deduct a loss if you are going to offset a
gain in the commodity market, you have to have a loss in the
commodity market.

You just can’t bring in money from outside for purposes of defer-
ring or conversion.

I think that has a certain attraction. It means that people who
are in those markets, taking economic risks in those markets will
not find their situation changed in any way.

I think that is your object, isn’t it? If the people who have always
been in there could just stay in there and not have any bill passed
here at all, that would be fine for you?

Mr. WiLMOUTH. Yes.

Senator MoyNiHAN. Well, that would be fine by me too, if we
could figure out a way.

N Dr. YEUTTER. Yes. If I might comment on that, Senator Moyni-
an.

Senator MoyNIHAN. Certainly.

Dr. YEUTTER. The major criticism we have had from Members of
Congress on this is the fact that our proposal would still permit
this gontinuous rollover situation that Senator Dole had men-
tioned.

As we indicated earlier, we simply have not been able to design a
sound way of precluding that result.

We certainly have no objection to preventing continuous rollover
if there is a way to draft language that would do so.

Senator MoyYNIHAN. Thank you.

Senator PAckwoob. Senator Byrd.

Senator Byrp. Thank you, Mr. Chairman.

It seems to me that Congress will need to act to prevent the
abuse of straddles and butterflies, what have you.
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I think also it is important as you gentlemen point out, that in
doing that, we do not destroy or greatly diminish the effectiveness
of the commodity markets which are important.

Have you gentlemen attempted to work out an arrangement or
af:rieex(rilgnt with the Treasury where both objectives can be accom-
plished?

Dr. YEuTTER. We have been spending a lot of time at it, Senator,
not only with the Treasury, but particularly with members and
staff on the Ways and Means Committee because they began this
exercise a bit before you did on the Senate side. At the moment, we
still have not resolved the differences.

With respect to our proposal, the basket approach that Mr. Wil-
mouth discussed, the Treasury objection is that we still have a
continuous rollover potential.

With respect to the Treasury proposal, which is now the mark to
market concept, we simply say we have very grave conceptual
reservations about its impact on our industry and on the U.S.
economy. So, at the moment, we are at an impasse. I hope we can
resolve it. I believe we are all aiming at the same objective. We
simply haven’t reached that objective yet.

Senator BYrp. In the past, when we attempted to correct abuses,
it has become somewhat impossible, and then have to be re-
corrected.

Dr. YEUTTER. Yes. I am deeply concerned about that, Senator
Byrd. If I might comment please.

Because of the questions Senator Symms raised with respect to
debt management, that has to be a major concern to all of us as
Americans.

The Treasury Department indicated this morning that they felt
their proposal would not adversely affect management of the na-
tional debt. I am not so sure that is correct.

It seems to me that we must be very, very careful that the
solution that is designed here, does not lose a whole lot more
revenue for the Federal Treasury than it generates.

Mr. Berenprt. If I may comment, Senator, just on that point. You
are correct, there are situations that if the wrong decision is made,
you lhave to come back in an attempt to correct the problems that
result.

It took a long time for the markets in this country to develop
into what they are today and to maintain the positions in the
international commerce that they have.

They have developed over a period of years, because they have a
tremendous amount of participation, a tremendous pool of specula-
tive capital that is available so that commercial users can effective-
ly hedge their risk.

What we are saying is that the Treasury’s position, as was men-
tioned earlier, is that they disagree that people will flee our mar-
kets, as we are contending, that they will leave and go somewhere
else, that they will find other methogs of investment.

Our concern is that if they are wrong and we are right, the
g;image that will be done to our markets may almost be irrepara-

e.

To come back at a later date, and to try and revise the legisla-
tion, to recapture the business that has been lost to these markets,



(i

and to get the liquidity we have developed in these markets back,
is something which we are concerned we will never be able to do.

What we are saying through our proposal is, while it may not be,
the be all and the end all, the perfect cure, we believe it gives
something so that we can preserve the marketplace and maintain
our position as we have it today.

Senator Byrp. I think it is important. But, I also think it is very
important that the abuses that have taken place be prevented in
the future.

All of you agree with that?

Dr. YEUTTER. Yes; we agree.

Mr. WiLMouTH. Yes, sir.

Mr. BERENDT. Yes, sir.

Senator Byrp. You folks are the experts on this. I should not
admit it, but I don’t think I ever heard of a straddle or a butterfly
until recently. Perhaps we on this committee should have been
aware of it in the past.

But, I must say, frankly, I wasn’t.

Dr. YEUTTER. It is a very complicated industry, Mr. Byrd, as you
know. One of our concerns in dealing with this problem, Mr. Chair-
man, and members of the committee, is that there is simply not a
high level of knowledge anywhere in the country, either in Wash-
ington, D.C. or elsewhere on this subject. That makes it extremely
difficult to know what action should be taken. I am concerned that
people who have a relatively low level of knowledge are among
those who are attempting to design solutions to a problem they
really do not understand.

Senator Byrp. Thank you.

Senator Symms. Mr. Chairman, I just want to ask one more
question. I know the chairman wants to move this on. It relates to
the question I asked Mr. Chapoton. I want to direct this to you,
Bob. I think you trade these Treasury bills at the Board of Trade.

Dr. YeuTTER. We do.

Senator SymmMs. You touched on that, but I can’t see how you
could avoid causing more illiquidity in the market if you change
that to a capital gain instrument.

If you could explain that a little bit more. Maybe I don’t under-
stand it. But I don’t understand how the Treasury can sit there
and say they are not going to cause it to be illiquid if they make
the markets more illiquid, it looks to me like it is going to cost us
money as taxpayers to fund the national debt.

Dr. YEUTTER. Senator Symms, there is no question about that.
That was the reason for my earlier comment. It seems to me that
this is one element of the tax straddle issue that has had relatively
little attention. We have been paying so much attention to the
broader question of tax avoidance, that we really haven’t focused
in on Treasury bills or Treasury instruments specifically. All of us
agree that there is a situation prevalent there that needs to be
changed. Again, it is a question of how it should be changed,
because we are now dealing with hundreds of billions of dollars of
Treasury debt. The impact here could be very, very significant. If
we follow the wrong course in the treatment of Treasury bills, the
cost to the Government could be many times any income that
might be generated by this legislation.

81-237 O—8l——6
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Senator Symms. Let me ask one other question. I think, Lee, you
touched on it in your testimony about the fact we might drive
these markets to London or other places. We wouldn’t necessarily
have to go that far, if Canada, for example, wanted to take up
where the United States leaves off, couldn’t they become the major
grain marketing country very easily just by looking down here and
seeing what the potential interference that the U.S. Government
could do to their market, they could just pick it up over there and
take it and we wouldn’t get it back.

Mr. BEReENDT. Absolutely. I think the fact that so many centers
are looking to develop futures markets very similar to the ones
that operate in this country is evidence enough of what you say is
a valid threat.

Dr. YEUTTER. In fact, Senator Symms, it is not simply a matter of
going to foreign locations. It is a matter of shifting domestically as
well, because participants can simply shift from a futures market
to a cash-forward market, which is relatively unregulated.

I question whether there is any public policy benefit in having
that occur.

Senator Symms. Thank you very much, Mr. Chairman. Thank
you all very much for being here this morning.

Senator PAckwoop. Gentlemen, thank you very much for
coming.

Mr. WiLmouTH. Thank you.

Mr. BErRenDT. Thank you.

Dr. YEuTTER. Thank you.

Senator Packwoop. Thank you all.

[The prepared statements of the preceding panel follow:]

SuMMARY STATEMENT OF RoOBERT K. WiLMouUTH, PRESIDENT, CHICAGO BOARD OF
TRADE

I am Robert K. Wilmouth, President of the Chicago Board of Trade, the oldest and
largest commodity futures exchange in the country. Our members represent a cross-
section of America's economy—particularly its agricultural economy. Participatin
in our trade pits at any given time are representatives of farmers’ cooperatives, f
processors, exporters, grain storage firms, financial institutions, brokers represent-
mg the public, and professional risk takers known as speculative traders.

peaking on behalf of all of these groups—and the constituencies which they
serve—] wish to express our very serious concern about one specific legislative
proposal under consideration. Our overall concern is discussed in a separate detailed
statement which we request be entered into the record along with this summa
statement. We hope the Committee and its staff will thoughtfully consider bo{f‘;
statements.

In the past few years, there has been a proliferation—and unabashed promotion—
of tax shelter devices involving commodity spreads. Their sole pur is to facili-
tate tax avoidance on income from activities having absolutely nothing to do with
commodity trading.

As for the enactment of legislation directed specifically at commodity transactions
entered into for the sole pur of sheltering unrelated income, I can state our
position quite simply: No probm

What we do have a problem with is legislative language so constructed that it
could virtually destroy the ability of commodity futures markets to continue to
g‘erform their economic functions: the functions of risk transfer and price discovery.

his would clearly be the result if legislation was adopted which taxed commodity
futures on regulated U.S. Commodity Exchanges on a so-called “mark to market
basis”, whereby taxes are paid on net realized gains and losses plus or minus the
net unrealized gains and loses in positions open at taxable year end.

What's wrong with this approach? Many things, but let me note just a few:

(1) This concept is a radical departure from the underlying therory of the Tax
Code, which is to tax only realized gains and losses.
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(2) This concept imposes a tax on transactions which are still open, the results of
“Lhich are still uncertain, in fact are totally unknown and subject to over-night
change.

(3) This concept will result in the creation of “instruments” to be traded in non-
regulated off exchange facilities to avoid mark to market tax rules for futures.

(4) This concept will result in chaos for the speculator who will have various
aspects of his business taxed in different ways. For example, the relationship of the
futures contract to the underlying cash contract would be distorted since the tax
consequences would differ for each. Thus, the price relationship would be on the
basis of tax laws rather than that of supply and demand.

(5) This concept causes the taxpayer to lose control of his destiny as he cannot do
any tax planning, and every trade would have a tax impact.

{6) This concept will cause settlement price wars on December 31 and in the latter
days of the year when trading will be a battle between the longs and the shorts,
since taxable income will be totally dependent on the closing price that day. It
would diminish the viability of the market as a hedging vehicle.

(7) This concert will impact more than the futures markets since the world of
commodities includes many other instruments—-sl})ot positions, forward contracts,
options—all essential to an economically efficient- U.S. economy.

(8) This coricept will cause traders to flee the commodities market and place their
capital elsewhere, since the incidence of taxation is market related and not related
to decisions made by the trader. This will cause major economic problems for the
country:

(a) As futures markets grow more illiquid, the price discovery and risk transfer
mechanism they provide will be diminished in utility, resulting in higher prices to
consumers, lower prices to the farmer, and a reduction in exports and consequent
impact on balance of payments.

(E)i Less liquidity in futures markets will inhibit bond dealers and others from
swapping out of and into new treasury debt financings, thus impairing the ability of
the ury to fund U.S. debt.

(c) Banks will be reluctant to lend money on positions which cannot be hedged
because of an illiquid futures market. Credit users will have severe bank leveraging
problems, resulting from tax liability on futures positions.

(9) The cash and carry portion of the Treasury proposal will result in a reduction
in the amount of commodities carried for future consumption by the market. The
effects of this reduced carryover inventory are:

(a) The likelihood of reduced prices paid to producers and increased prices paid by
consumers.

(b) Material increase in the vulnerability of the U.S. Agricultural system to
external shocks.

(¢} Under today's tax system speculators in the commodities markets enjoy a tax
advantage as a reward for their willingness—at the risk of future price fluctu-
ation—to assume storage costs of currently produced commodities for future con-
sumption. If the taxation of this activity is punitive, this assumption of storage costs
will disappear and other providers of storage will not replace entirely this capacity.
We will then have higher costs for the storage capacity that is available, a material
reduction in overall capacity, and results as stated in (a) and (b) above.

Tax treatment that discriminated against persons who, day in and day out,
provide the bulk of the risk capital required for risk transfer would have a predict-
able and unavoidable result: it would diive risk capital out of the market and into
alternative investments that might not be as economically or socially beneficial but
which provide relief from inequitable taxation.

It is essential that Con recognize the far-ranging effects of such occurrences.
And, indeed, they would be far-ranging. Far-ranging and serious. Imracting on
farmers who may or may not use futures markets directly but who rely on their
existence and viability. Impacting on country grain elevators that could not afford
to store grain—and banks that could not afford to lend on stored grain—in the
absence of effective hedging. Impacting on merchants and food processors and
manufacturers who hedge in connection with inventories and merchandising. Im-
pacting on exporters who couldn’t sell for export in the cash market if they were
unable to buy for export in the futures market. And impacting, in the final analysis,
where higher marketing costs always impact in final analysis: on consumers.

Our detailed submission discusses spread or straddle transactions—and traders
known as spreaders—in considerable detail. Suffice it for here to emphasize that
spreads provide a major portion of market li%uiditg and—in the distant delivery
months in which many market users must trade—they provide virtually all of the
liquidity. Any diminution of bona fide spread trading at a time when futures
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exchanges are being called on to sharply expand their rigsk-transfer capabilities
would directly and critically affect the various iroups I have just mentioned.

In conclusion, there is a simple way in which legislation to prevent continuation
of a tax abuse can avoid disruption of commercially-necessary trading activities.
That is by the inclusion of a “‘qualifying gains’ provision which would continue
existing rules but permit them to be applicable only to the extent that they apply to
related commodities gains or to spread transactions which are an integral part of
the trade or business of commercial hedFers. This would effectively achieve the
Treasury Department’s stated intent of eliminating the use of certain commodity
spreads to create tax losses as an offset to unrelated income and yet will not—and I
quote—"impede legitimate economic activity” in this area. Moreover, by such an
approach, the examples of “tax spread” abuse cited by the Treasury in its Decem-
ber, 1980, report and recommendations should be eliminated.

If this appears to suggest that professional commodity traders be somehow treated
more favorably than other investors, such is definitely not the case. The fact is that
those who provide capital for risk transfer in the commodities market are—under
existing law—subject to other tax rules which operate in a particularly disadvanta-
geous way given the nature of the commodity business and the way their income is
treated for tax purposes.

It should be kept in mind, for one thing, that unlike other investment activities to
which risk is incidental, commodity futures markets exist for the specific purpose of
risk assumption. That is, the assumption of pre-existing price risks. The inherently
high risks involved subject commodity traders to inordinately wide and sudden
swings in their incomes. They might make $100,000 in December and lose it in
January. Another characteristic of commodity tradinf—also with obvious tax impli-
cations—-is that while other investors can and do defer gains simply by not selling,
commodity traders do not have that option. Every futures contract has a fixed
elea‘iration date.

his tax disadvantage is compounded by other factors. Unlike salary or business
income generally, the gains of a commodity exchange member are treated as ‘‘capi-
tal.” Which means that they are not eligible for the 50 percent maximum tax, but
are subject to the highest tax rate, currently 70 percent. It also means that losses
can’t be carried back—as ordinary losses can—to obtain a refund of previously paid
taxes. That means that if a trader makes $100,000 in December, but loses $100,000
in January, he is taxed on $100,000 although he really has a net of zero.

Only by being able to offset commodity-related gains by losses from spreads at the
time these losses are actually incurred is the commodity trader able to achieve any
measure of parity with other investors.

The Chicago Board of Trade seeks only to preserve this measure of parity—so as
to avoid an exodus of the risk capital upon which commodity markets are absolutely
dependent. And so as to avoid unintended and undesired economic consequences.

oreover—and finally—the inclusion of the “qualifying gains” provision which
we suggest would require no new precedents. Tax laws now include references to
“related business income.” In fact, the distinction between persons who engage in a
line of activity for profit and persons seeking tax-motivated losses is a familiar anti-
shelter technique—similar to the minimum tax on intangible drilling costs, the
limitations on deductibility of investment interest, the “at risk’’ rules, and the
“limitation on artificial losses” provision adopted in 1975.

Such a provision should end a tax abuse, produce significant revenue gains, and
preserve the viability and effectiveness of a marketing system that is—deservedly
so—the envy of the world.

DETAILED STATEMENT OF ROBERT K. WiLMoOUTH, PRESIDENT, CHICAGO BOARD OF
TRADE

INTRODUCTION

I am Robert K. Wilmouth, President of the Chicago Board of Trade, the world’s
oldest and largest futures exhange.

The Chicago Board of Trade apﬁreciates this opportunity to present its views
refarding pro legislation which, if enacted in this present form, would drasti-
cally reduce the viability and economic usefulness of the nation’s futures markets.
Moreover, for reasons which testimony will explain, the adverse impact would by no
means be limited to the markets themselves. Farmers, who may or may not utilize
futures markets directlgebut who continuously rely on their existence and their
efficacy, would clearly done grievous harm. So, too, would ten of thousands of
rural businesses: country grain elevators that would no longer be able to bid as
aggressively for farmers' crops or provide storage for such crops in the absence of
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the risk transfer capability provided by futures markets; agricultural banks that
routinely finance the storage of grain and other commodities only when these
commodities are properly hedged on a futures market; processors for whom inven-
torY ac%uisition and forward pricing would frequentl{l be impossible in the absence
of liquid, competitive futures markets; exporters who depend on futures market
pricing to compete effectively with the state-controlled exporting cartels of other
nations; and, ultimately, consumers who are the principal beneficiaries of a market-
ing system that is the envy of the world.

As the Congress is well aware, legislation affecting the taxation of capital has a
direct and often immediate influence on the use of capital. Indeed, much of the
existing tax legislation has been enacted after thoughtful consideration by Congress
for the specific purpose of affecting capital utilization. For example, investment tax
credits and accelerated depreciation to encourage investment in capital assets and
enhance industrial and agricultural efficiency. Other examples abound: long-term
capital gains to stimulate the flow of capital into equity markets; deductions and
credits permitted to attract capital into housing construction, energy development
and conservation, and employment opportunities for the disadvantaged; and a host
of other economic activities deemed to contribute to the public good.

While the economic benefits which can—and do—accrue from favorable tax treat-
ment are widely acknowledged, it is ironic and unfortunate that objections raised to
unfavorable tax changes tend too often to be dismissed as little more than an-
guished cries of those who stand to be fiscally wounded. Too often, somewhat
myopically, there is a tendency to focus on tax revenues that might or might not be
raised without adequate consideration of the certain and greater economic damage
that would be done. Or of who, in the final analysis, would be most damaged.

‘““Adequate risk capital is as essential to a (futures) market whose primary func-
tion is risk transfer as adequate equity capital is to a (stock) market whose primary
function is equity accumulation. Or as venture capital is to oil an gas evploration.
Or as development capital is to the housing industrﬁr."

Presently proposed tax legislation, by causing the flow of capital to be diverted
into other areas of investment, would seriously impair the ability of futures markets
to continue to provide risk transfer o nrtumties and meaningful price information
to those businesses which require an nefit from such opportunities and informa-
tion. The financial consequences would be calamitous and far-reaching. MNoreover,
projections of large sums of additional tax revenue may, in large measure, be
illusory, because the inevitable result of economic damage to any industry is less
rather than more tax revenue.

FUTURES MARKETS.: GROWING TO MEET A NEED

The rapid and relatively recent growth of futures trading—with its concurrent
requirements for adequate sums of risk capital—is best understood by vaderstand-
ing the reasons for growth.

‘From 1970 to 1980, trading volume on the Chicago Board of Trade—-he Nation's
oldest and largest futures exchange—increased nearly sixfold: From 7.9 million
contracts traded to 45.3 million contracts traded. e growth of other futures
tlaggl&t,ipges was comparable. In total, about 90 million contracts were traded in

The reasons for growth are numerious: educational efforts which have improved
the understanding of futures markets and these uses; the introduction of additional
futures contracts, particularly in the area of financial instruments; and an im-
proved ‘“delivery system” via an expanded brokerage capability. But one reason
clearly stands out above all others: futures trading has increased substantially
because the need for futures trading has increased substantially . . . primarily due
to increased production and increased grice volatility.

Case in point: during the 1969-1970 crop year, the U.S. produced 4.7 billion
bushels, of corn, exported 612 million bushels, and the price of corn fluctuated
between $1.16 and $1.59—a range of 43 cents. In sharp contrast, during the 1979-
1980 crop year, the U.S. produced 7.9 billion bushels of corn, expo 2.4 billion
bushels, and the price of corn fluctuated between $2.57 and $3.63—a range of $1.06.
This increased price volatility—today versus ten years ago—is tﬁaical of virtually
every agricultural commodity. And, indeed, most non-agricultural commodities as
well. For example, in the three decades prior to 1970, the price of money (as
indicated by the prime interest rate) had never fluctuated more than 1.5 percentage
points in any single year. In 1980 alone, it fluctuated from a low of 11.25 percent to
a lc‘ifh of 21.5 percent.

ithout belaboring the point, the prima?’ causes of greater price volatility for
agricultural commodities are worth noting. In 1970 and the prior decade, prices of
most such commodities were established directly or indirectly by the government,
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through production controls, non-recourse price support loans, and the management
of massive surpluses owned by Commodity Credit Corporation. Subsequent to 1970,
these programs were phased out, surpluses were sharply reduced, and major export

markets evelo%d. Consequently, prices began to reflect not the static and arbi-
3rary \(vihims of Washington but the everchanging realities of worldwide supply and
emand.

The inevitable companion of increased production and increased price volatility is
increased risk: for farmers who can no longer be certain at planting time what price
their crops will bring at harvest time; for grain elevators that stand to lose hun-
dreds of thousands and even millions of dollars if the market price of a stored crop
drops sharply during the period of storage; for processors if inventories acquired at
a high price were suddenly to decrease in value; for exporters if they enter into
commitments to ship grain at some future time and specified price without knowing
what they may eventually have to pay for the grain to be shégged.

Increased volatility in interest rates has likewise translated into increased risks:
for borrowers—ranging from small businesses to large corporations—who face
sharply higher costs when interest rates rise; and for lenders and investors—banks,
insurance companies and employee pension funds, to mention but a few—who face
lower returns when interest rates fall (as well as losses in portfolio values when
interest rates increase).

As greater price volatility and uncertainty led to steadily greater financial risks,
effective mesns of risk management became, increasingly and literally, a business
“gurvival skiil.” And the most effective available means of price risk management
was—and is—hedging. That is, the purchase or sale on the futures market of a
specific commeadity or financial instrument for delivi? at a specific future time at a
specific price. In so doing, the hedger is able to reduce the risk of adverse price
changes.

The growing requirement for risk management and the ability of hedging to meet
this requirement 1s reflected in the impressive statistics of futures trading volume.
In short, the volume of futures trading has increased because there has been a
necessity for it to. Fortunately, our markets have been able to respond to this
necessity. And, indeed, we believe we have responded well. A buyer anywhere in the
country can generally find willing sellers within a matter of minutes—usually at a
price within a fraction of a cent of the previous transaction and even 1if the
purchase is for delivery as much as two years in the future. Similarly, someone
wanting to sell a commodity for future delivery has immediate access to competitive
buyers. Quite obviously, the effectiveness of futures markets depends on the liquid-
ity of futures markets—on having an adequate number of competing buyers and
sellers at all times: When prices are low as well as when prices are high. When
prices are moving downward as well as when prices are moving upward. When
prices are vclatile as well as when prices are stable. When buy and sell orders
arrive in a trickle as well as when they arrive in a flood.

THE ROLE OF RISK CAPITAL

To some uxtent—but to only a limited extent—sellers wanting to hedge against
declining prices can and do sell to buyers wanting to hedge against rising prices.
And vice versa. Onli; rarely, however, is there an even “match-up” of hedgers who
want to sell and other hedgers who simultaneously want to buy. The real world
simply doesn’t work that neatly. At and following grain harvest, for example,
hedgers such as farmers and country grain elevators are predominantly sellers. At
other times, such as when there may be a surge in export demand, hedgers may
become predominantly buyers. Moreover, the actions of hedgers are influenced by
their price expectations. A manufacturer of breakfast cereal, for instance, is most
likely to hedge (as a buyer) at times when he expects corn or wheat prices to rise.
And, conversely, he is less likely to hedge if he expects prices of those raw materials
to decline. Similarly, a corporation planning a bond sale is most likely to hedge
when it fears rising interest rates. On the other hand, the management of a pension
fund expecting to have capital to invest would be most inclined to hedge if it
exggc interest rates to decline.

nsequently, no futures market could possibly remain continuously viable and
liquid if its only participants were hedgers. Prices that zoomed sharply upward
when a preponderance of hedgers wanted to buy and plummeted sharply downward
when a preponderance of hedgers wanted to sell would bear scant resemblance to
the realities of supply and demand. Such a market would be of little use to those
ggtempting to manage risks and even less use as a mechanism for competitive price
iscovery.

Futures markets can perform their economic functions only when there is ade-

quate and continuous availability of risk capital. That is, capital provided by specu-
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lative traders who—in the hope of realizing a profit—are willing and able to assume
those price risks that hedgers shun.

Because price forecasting is, at best, uncertain and subject to vagaries that pre-
clude prediction, speculative traders understandably differ in their expectations.
Some analyze current and prospective market conditions and conclude that prices
are likely to rise. Others analyze the same or different conditions and determine
that prices are likely to decline. Such differing expectations are, quite literally,
what “make a market''—a market in which there are at all times some persons
willing to buy and others willing to sell. This, simply put, is why hedgers seeking to
sell are almost always able to find an immediate buyer (at or near the current price)
and other hedgers seeking to buy are almost always able to find an immediate seller
(at or near the current price).

The market couldn’t work any other way. Indeed, it couldn’t survive any other
way.

SPECULATIVE TRADERS: WHO ARE THEY

Speculative traders can be classified in two ways: by whether they are public
traders or on-the-floor professional traders. Most so-called “public”’ traders are
individuals in other lines of work who generally speculate in commodity futures on
a limited and occasional basis. For the most part, such persons are seeking to
improve the returns from their overall investment portfolios by employing some
portion of their assets to assume large ' sks in pursuit of potentially large profits.
But most of the risk capital for futures tradier:ig-—particularly at certain times and in
connection with certain contracts—is provided by professional speculative traders. It
is the capital supplied by these persons, on a day-in and day-out basis, upon which
futures markets are principally dependent for their liquidity.

S(reculabors can be classified, secondly, by how they trade. Some are ‘position”
traders. They make a judgment as to which direction they expect prices to move
over a period of weeks or months and take a position in the market accordingly . . .
buying if they anticipate higher prices and selling if they anticipate lower prices. In
most cases, they hold these itions until such time as their price objectives are
realized or until the market has proven their expectations wrong. The large major-
ity of public speculation falls in the category of position trading, as does much of the
professional speculation.

Other speculative traders are known as “‘scalpers.” These traders usually buy and
sell continuously and quickly in the hope of realizing profits from a large number of
small price movements. Unlike “market makers” in securities markets, they have
no legal obliﬁation to either buy or sell (and thereby provide constant liquidity) but
that 1s clearly their function. Such traders are, almost without exception, on-the-
floor traders. Public traders, who must rely on a chain of phone communications to
and from their broker, lack the instant trade execution and constant market pres-
ence that scalping requires.

Scalpers are an important source of speculative capital and market liquidity,
especially during active markets when there are a large number of buy and sell
orders to be filled for commercial participants (i.e., hedgers).

A third cabegory of speculative trader is spreaders. Their trading techniques,
motivations and risks will be explained in somewbat greater detail since it is largely
a failure to understand spread trading that has prompted proposed tax legislation.

SPREADERS: A SPECIAL KIND OF TRADER

Speculative traders known as spreaders are among the most important sources of
risk capital and market liquidity on a day-to-day basis. In the absence of sufficient
“gpreading,” (or “straddles”) some commercial users of futures markets—such as
exporters of grain and long-term storers of agricultural commodities—would be
severely handicapped in their efforts to hedge cash market Furchases and sales. In
fact, they would at times find it impossible to hedge effectively.

Unlike position traders and pers whc = primary concern is with the up or
down direction of price movements, the spreader attempts to profit solely from
changes in price relationships. Or, more specifically, from a change in price differ-
ences. Such as the difference between the price of a futures contract for delivery of
soybeans in January and the price of a futures contract for delivery of soybeans in
May. d())r between the price of corn and the price of wheat (called an inter-market
spread).

The concept of spreading is relatively simple. A spreader expecting the difference
(the “spread”) between January soybeans and Mt:\{l soybeans to change over time
would purchase one futures contract and sell the other (the purchase and sale being
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d}ilctate()i by the present price differential and the way in which it is expected to
change).

Example.—The January soybean futures contract is currently $8.30 a bushel and
the May soybean contract is 30 cents a bushel higher at $8.60. A spreader expecting
the 30 cent difference to widen would sell January soybeans and purchase May
soybeans. If, over time, January soybeans increased in price to, say, 59.00 and May
soybeans to $9.35, the increase in the spread from 30 cents to 35 cents would yield
the spreader a profit of 5 cents a bushel. For each 5,000 bushel (standard) contract,
that would be a profit of $250. Had the spreader expected the initial 30 cent
difference to narrow rather than widen, he would have bought the January contract
and sold the May contract.

While the concept of spreading is relatively simple, the methodology and the
skills required are far from simple. To be successful in this complex and highl
competitive area of commodity trading, an individual must possess a thoroug
understanding of price relationships and a keen and constant sensitivity to anything
and everything which can change these relationships.

here is a commonly-held but completely erroneous view—since spreaders are
unaffected by any absolute Price level movements which leave the spread un-
changed—that spreading is a ‘“‘riskless” transaction. Nothing could be further from
the fact. As in any economic endeavor that offers a potential for profit, there are
commensurate risks. Spreading is no exception.

In a “normal” market for grains, the price difference, between, say, a contract for
January delivery and May delivery the same year is influenced by the “carr{ying
charges.” That is, the costs associated with owning and storing the commodity from
January until May. The principal costs involved are interest on the invested capital,
storage expense (of so much per bushel per day), and insurance on the stored
commodity. Thus the spread between January and May, to continue the illustration,
can be up to but seldom in excess of the cost of storing the actual commodity for
that period (otherwise, traders would simply take delivery of the grain in January
and hold it in storage until May). :

Although the spread cannot exceed the carrying costs, the spreader is continuous-
l¥| subject to the risk that—for a variety of possible reasons—the carr]ying costs
themselves may change. In either direction For example, if the availability of
storage space were to ome tight, the daily fees for storage might be increased.
Or, ir the supply of storage space were to exceed the demand for it, the owners
might well cut their storage fees to compete for business. Changes in interest rates
also have a predictable and obvious effect on carrying costs: Increasing carrying
gostig when interest rates rise and decreasing carrying costs when interest rates

ecline.

Additionally, changes in supply and demand circumstances can cause the spread
(between futures prices for two contract months) to be anywhere from nominally to
substantially less than the actual carrying costs. Indeed, as sometimes happens, a
strong demand for immediate delivery may actually cause the price of the nearby
futures contract to exceed the price of the diutant de ivexz month.

“In our earlier examﬂle, a particularly strong demand for immediate delivery of
soybeans could cause the price of the January futures contract to increase from
$8.30 to, say, $8.70 while the May futures contract remained at $8.60. The trader
who expected the spread (May over January) to widen from 30 cents would have a
loss of 40 cents a bushel: $2,000 per contract.”

The situation described above—i.e., a negative carrying charge—is known as an
“inverse market.” To the extent that such a market occurs, the spreader who did
not foresee it can incur huge losses.

The notion that spreads are somehow riskless is refuted by evidence as well as
logic. A detailed statistical analysis by Professor Douglas Breeden of Stanford exam-
ined, in 1979, whether spread transactions in gold futures and silver futures present
real economic risk. (These commodity futures were selected because the IRS, in a
1977 revenue ruling, had dealt with a silver futures transaction and because it was
felt that spreads in other commodities would be at least as risky amrobably more
so. This was later verified in 1980 by another study of Professor Breeden’s involvin
thirteen commodities.) Professor Breeden documented that spreads in gold an
silver futures have historically involved considerable economic risk. In fact, when
the leverage typically employed by futures traders is taken into account, the least
risky spreads In gold futures and silver futures involved greater risk than owning a
typical common stock.

preaders provide a substantial percentage of total market liquidity. But in
certain distant contract months, they provide practically all of the market liquidity.

The reason is apparent: most position trading is in the nearby contract months, as
very few such traders are willing to assume the high level of risk associated with
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trading in contract months about which very little is known of the supply and
demand. Spreaders, on the other hand, are willing and able to buy and sell in
distant contract months because their risks are reduced by having opposite positions
in nearby contract months.

In the abeence of spread trading in distant months, commercial users of the
market needing to hedge in these months would likely find “no takers.” Or certain-
ly not enough to fill larﬁe orders.

The ramifications of illiquidity in distant contract months would be immense and
far-reaching. For instance, assume that a major grain exporter were to receive an
order for several million bushels of corn—a portion to be shipped in three months,
another portion in nine months and the balance in fifteen months. Hedging thoee
purchases to be shipped in the first delivery would likely present no problem since
goeition traders generally provide adequate liquidity in the nearby contract months.

ut in the absence of spreaders, there would be substantially less liquidity in
contracts nine months into the future and virtually no liquidity at all in contracts
fifteen months into the future. If unable to hedge, the chances are the exporter
might be unwilling to accept the order and the associated risk. And the sales would
go to the farmers of some other nation (probably a nation where prices and export
contracts are government-managed).

As a footnote to the discussion of various speculative trading strategies, it should
be pointed out that very few grofessional, on-the-floor member traders fit exclusive-
ly into any one category. Rather, a speculator with “positions” may simultaneously
have spreads. Or he may have positions at one time and spreads at another.
Similarly, individuals who are primarily spreaders may, at times, have outright
market positions or rtici‘)‘ate in the market as scalpers. This is clearly one of the
strengths of a viable market: The fact that risk capital is mobile; it can move
rapidly to wherever it is currently needed.

t also bears noting that while most spreads involve a simultaneous purchase and
sale of different futures contracts, this iso? no means always the case. A trader
who has a position in a particular commodity may create a spread by “adding a
le%f." That 18, by taking an opposite position in a different delivery month or a
different commodity.

Such a trader may, at the time the leg is added, have either a profit or a loss in
his initial position. If he has a profit, the spread serves the purpose of attempting to
lock in his gain while allowing him to further profit from a favorable change in the
spread differential. If he has a loss in the initial position, the spread is likely to be
motivated by a conviction that the market price is still likely to move in the
anticipated direction; but until market conditions improve the spread reduces the
risk of additional losses.

TAX TREATMENT OF GAINS AND LOSSES FROM COMMODITY TRADING

Proposed straddle legislation should not be considered in isolation, but in the
context of the overall tax situation of commodity speculators. Some current provi-
sions in the Internal Revenue Code subject commodity speculators to substantial tax
disadvantages in comparison with persons who earn their living through other
investments, such as stock. The characteristics of spread have the effect of leaven-
in%‘ harsh tax results that would otherwise arise under present law.

irst, commodity speculation is distinguished by extreme volatility of profits and
losses. General tax rules apply harshly in such a volatile context. This volatility is a
function of risk. While there is virtually no investment activity that does not
involve some degree of risk, it must be recognized that futures trading is conducted
for the specific purpose of risk transfer. Through the commodities market, a pre-
existing risk—the risk that a commodity may change adversely in price—can be
shifted from those who are unable or unwilling to bear the risk to those who are
willing and able to assume it. There is more than just a subtle distinction between a
market in which risk is incidental to investment and a market where risk is the
principal function.

Commodity prices fluctuate dramatically in response to events which are beyond
the control and even the foresight of investors. For example, the sudden and sharp
rise in soybean prices in 1973 (and the attendant gains and losses) was trig?ered by
an event so remote and improbable that most people were unaware of it: the
disappearance of anchovies from the coastal waters of Peru (and the resultant
shortage of protein sources). Some months later and equally precipitous decline in
soybean prices (with more gains and losses) was caused primarily by the imposition
of an export embargo which the then current Administration had stated flatly was
not under consideration.

Because of this extreme exposure of futures prices to such unpredictable events,
and because of the leverage involved, the commodity speculator has far less opportu-
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nity than does the typical investor to stabilize net income or losses from year to
year. A commodity trader can earn large profits in one month only to see them
totally wiped out in the following month. A six-figure income for one year may be
offset by a six-figure loss the next.

As a result, commodity traders are peculiarly disadvantaﬁed by the limitation on
deductibility on capital losses. Under current law, capital losses can be used each
year to offset only capital gains plus $3,000 of ordinary income. Individuals cannot
carryback capital losses to offset income from g;ior years. There is a strong adminis-
trative argument against a capital loss carryback; tax return preparation for indi-
viduals would be complicated enormously if prior years’ returns of inviduals were
subject to amendment to account for the capital losses that can frequently be
incurred by average taxpayers. However, the economic effect of capital loss carry-
back restrictions can be devastating in the case of a commodity trader who is forced
to pay taxes on his net gains but to forego any current tax benefits from net losses.

second distinction between commodity traders and other investors is the more
limited ability of commodity traders to defer realization of gain on commmodity
futures. Unlike shares of common stock or a parcel of real estate, a commodity
futures contract cannot simply be held for whatever period of time happens to suit
the investor's tax situation. All futures contracts have fixed expiration date that is
seldom more than 2 years from the date of purchase. In fact, the average futures
contract is held for less then 7 days. Such is the nature of a marketplace requiring a
high and continuous level of liquidity.

A spread offers the commodity trader some measure of the tax planning available
to other investors. Consider a trader who has a spread consisting of 10 contracts
(50,000 bushels) of January soybeans sold short at $8.30 and 10 contracts of May
soybeans bought long at $8.60. He is expecting the 30¢ spread to widen. Assume that
weeks or months later the January soybean price has climbed by 40¢ to $8.70 and
the May soybean price has climbed by 45¢ to $9.05. The trader now has a loss of
$20,000.00 (40¢ x 50,000 bushels) in the January contract and gain of $22,500.00
(45¢ X 50,000 bushels) in the May contract.

By disposing of the loss contract in one year and the gain contract in the
following year, the commodity trader can ‘“‘average out” the wide and sudden
annual income swings which are especially characteristic of his business. The strat-
egy is similar to that employed by most stock investors who tyi)ically match losses
and gains. Likewise, if he holds the long May contract for at least 6 months, the
commodity trader may be able to obtain the benefits of favorable long-term capital
gains treatment routinely available to investors trading in assets having fewer
inherent constraints on the timing of gain realization.

The tax treatment of spreads not only serves to mitigate the unduly severe impact
the tax laws would otherwise have on traders; it also reflects the economic realities
of the marketplace. The legs of a spread frequently are separate transactions—in
economic intent as well as in fact. As already pointed out, the two legs of a spread
are often initiated separately and lifted separately solely on the basis of profit
considerations.

Furthermore, contrary to the apparent assumptions underlying the pending strad-
dle bills, th(;;rreads of traders typically involve substantial economic risks and
rewards. Indeed, the use of spreads is the essence of the business of many commod-
ity traders. A trader who speculates correctly on the price relationship between
commodity delivery months can reap a substantial economic gain. A trader who
speculates incorrectly can incur a substantial economic loss. If a trader is deprived
of any means of deferring gains until years in which the gains can be used to offset
losses and of cgéalifyigg or long-term gains treatment, the commodity trader’s risk
capital would be eroded very rapidly through a levy of up to 70 percent on net gains
with vitrually no current deduction for net losses.

In summary, present tax rules with respect to spreads offer commodity traders
some measure of tax parity with other investors—and commodity markets some
measure of parity in competing with other investment endeavors for necessary risk
capital. It is essential that this parity be preserved. It is essential to the viability of
our markets and essential in order to avoid far-ranging economic consequences
which are neither intended nor desired.

Unfortunately, in recent years, the tax treatment afforded commodity trading for
good and necessary reasons has become subject to some misuse as a number of firms
and merchants of tax shelters have unabashedly promoted commodity spread as a
wa{ for high-bracket persons to reduce or defer the taxation of income from unrelat-
ed us(iiness activities. That is, from gains having nothing at all to do with commod-
ity trading.

Participation in our markets for this pur has never been advocated or en-
dorsed by the Chicago Board of Trade or, to the best of our knowledge, by any other
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exchange. Moreover, we concur with these who view such transactions as an inap-
pmpriate market use and we au[f)%)ort legislation which would preclude so-called
‘tax spreads’’ from being used to offset profits from unrelated businesses.

To whatever extent such practices are being employed, it is possiblie that signifi-
cant additional tax revenue might be realized. An amendment of this nature would
involve no new precedents. Indeed, tax laws now include distinctions having to do
with “related business income.”

As presently drafted, however, proposed tax legislation would go far—and danger-
ously—beyond the correction of an acknowledged abuse. If enacted without amend-
ment to limit its application exclusively to the area of abuse, it would clearly have
disastrous consequences: disastrous for market liquidity, for markets users, and for
the national economy.

At the very least, thoughtful consideration mandates asking and answering such
questions as:

How, and why, would proposed tax rules affect the access of futures markets to
adequate risk capital?

Simply put, risk capital would be driven from the market. Or, more precisely,
other more attractive investment opportunities (those enjoying more favorable tax
treatment) would pull risk capital away from futures trading. As previously men-
tioned, investment capital in this country is highly mobile and, in a growing
economy, the competition for it is intense. Even the exposure to taxation as poten-
tially confiscatory as that which would result from proposed rules—i.e., having to
pay up to 70 percent of net annual gains in taxes with virtually no offsetting
deductions in years of net losses—would rapidly make other investment alternatives
much more inviting. Particularly those types of investment offering ready access to
long-term capital gains treatment, rapid depreciation write-offs, investment credits
and the like. In summary, tax treatment of the nature proposed would leave the
plr;;fes}fional trader with no prudent choice but to take his capital and invest it
elsewhere.

To what extent would an exodus of risk capital reduce market liquidity? i

While no precise projection of reduced liquidity is possible, it would certainly be
substantial.

As pointed out, spreaders are major providers of market liquidity and, in the
distant contract months, they provide virtually all of the liquidity for commercial
firms seeking to protect themselves against adverse price changes by buying or
selling futures contracts.

uced liquidity would by no means be limited to spread transactions or to
distant delivery months. As exodus of risk capital from futures markets would also
reduce the amount of capital devoted to position trading and scalping, which pro-
vide much of the liquidity in nearbly contract months.

What would be the effects of reduced market liquidity?

There would unquestionably be effects in three areas:

First, illiquidity resulting from insufficient risk capital would abruptly extinguish
the growth of futures trading and of the price risk transfer opportunities that
futures markets are providing to an ever-increasing number of commercial users.
Indeed, without adequate liquidity, there is no way in which the markets could
continue to serve, effectively, even their present users.

Second, many commercial firms would find hedging difficult and others—those
needing to buy or sell in distant contract months—would find it all but impossible.
There is abundant evidence, from both the past and the present—of the unwilling-
ness of hedgers to participate in illiquid markets. An individual or firm that buys a
futures contract wants assurance that there will be an activeness and competitive
market when the time comes to sell the futures contract.

Third, market illiquidity would severely impede the process of competitive price
discovery which (along with risk transfer) is a rimméy economic function of futures
markets. It is frequently overlooked that speculators do more than just contribute to
market competitiveness and liquidity. They are also the principle communicators of
supply and demand information. Unlike hedgers, who are primarily concerned with
achieving price protection, speculative traders depend for their livelihood on their
ability to quickly and accurately assess worldwide supply and demand conditions,
and to buy or sell accordingly. Price at any given time is thus a consensus arrived
at by thousands of individual analysts who are willing to put their capital where
their convictions are. Futures prices arrived at in this way reflect the best possible
determination of current value based on existing supply and demand knowledge.
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In an absence of liquid and competitive markets and the conduit they provide for
the collection and dissemination of information, the result would be what econo-
mists call price ‘“‘distortion.”

Still another consequence: Increased price volatility and wider bid-ask differences
would occur as traders, seeking to protect themselves in the environment of an
illiquid market, reduced the prices they were willing to pay and increased the prices
at whic'. they were willing to sell.

Who would be most harmed by illiquid and therefore inefficient futures markets?

Any inefficiency or distortion in the marketing system inevitably does the most
harm to those groups and individuals at the extremes of the system: That is,
producers at the one end of the system and consumers at the other end.

In the case of agricultural commodities, farmers would clearly suffer the greatest
harm and in the greatest number of ways. They would find it increasingly difficult
to hedge the prices of their own products, such as grains and livestock. And, to the
extent that iBiquid markets resulted in price distortion, they could receive lower
prices for their products. In addition, when country grain elevators and other
buyers such as cash grain brokers, processors, and exporters are unable to hedge
effectively against adverse price changes, or are able to hedge only at lower prices,
the result is predictable: they offer farmers less for their crops.

Consumers would be harmed for the simple reason that risk is a cost. If processors
and other middlemen are no longer able to transfer this cost through hedging, they
do the the only other thing they can do: They include the cost of risk in the prices
of their products. And consumers end up paying it.

Among commercial market users, who would be hurt by illiquid markets?

Anyone and everyone that uses futures markets to hedge:

Farmers who rely on hedging as a means of establishing the price of a crop
before, during, and after harvest. Banks are inclined to provide better financing
terms to a farmer who hedges.

Country grain elevators that cannot afford the risks of buying grain from farmers
and storing it until needed in the absence of the price protection hedging affords.
Additionally, the only way many elevators can borrow money to finance storage is if
the grain is currently am{ fully hedged.

Processors such as corn refiners and soybean crushers for whom hedging is an
integral Eart of both their buying and marketing strategies. In the absence of
effective hedging opportunities, they would have to have wider margins to cover the
price risks of commodity ownership.

Manufacturers who use such metals as copper and silver and who, like food
processors, rely on futures markets to minimize price risks.

Banks that rely on hedging by borrowers to proteci the market value of commod-
ities pledged as collateral. Also the rapidly growning number of banks that hedge
directly as a means of asset and liability management.

Exporters who could not make competitive long-term sales and price commitment
in the absence of effective hedging opportunities.

Savings and loan associations, mortga%e brokers and others who provide mortgage
funds for home construction and ownership. Hedging is increasingly being employed
as a way to reduce the risks inherent in volatile inierest rates.

Employee pension funds that find they can often realize higher returns and
minimize interest rate risks through hedging.

And the list goes on.

A SOLUTION TO THE PROBLEM OF TAX ABUSE

The Chicago Board of Trade supports the enactment of legislation which would
address, specifically, the use of futures markets solely for tax purposes: namelfy the
proliferation in recent years of schemes employing commodity spreads to defer or
reduce taxation on profits and incomes derived from unrelated business activities.
Changes made in the tax law should not, however, be allowed to disrupt either the
normal commercial utilization of spread transactions or the availability of risk
capital that is essential to the function of a futures market.

is can be achieved by the passage of a bill which essentially follows—with two
important exceptions—the recommendations of the prior Administration with re-
spect to restrictions that would be placed on the use of spreads to accelerate losses
or to convert short-term gains into long-term gains.

The first necessary exception: the restrictions should not a¥ply to the extent a
taxpayer has rela income which falls into the category of ‘“‘qualifying gains.”
That is, gains derived from purchases and sales of commodity futures contracts.
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Secondly, the restrictions should not apply to commercial hedgers who enter into
straddles as an integral part of their trade or business (such as in inventory
ac%x‘:lisition, storage or export transactions).

e ‘“‘qualifying gains” approach would rrevent the use of certain spreads as
gimmicks by persons seeking to create tax losses as an offset to unrelated income
while preserving what is universally recognized as an essential trading technique.
Persons using futures markets to derive economic ﬁroﬁt—whether as hedges or as
speculators providing risk capital—would not be subject to the tax restrictions. On
the other hand, such a bill would curtail the sheltering activities of those who enter
the market not for the purpose of producing an conomic profit but for the purpose
of generating paper losses. This distinction—between persons who engage in a line
of activity for profit and persons seeking tax-motivated losses—is a familiar anti-
shelter technique that has been used in such provisions as the minimum tax on
intangible drilling costs, the limitations on deductibility of investment interest, the
“at risk" rules, and the “limitation on artificial losses” (LAL) provision adopted by
the Wa‘ys and Means Committee in 1975.

The “qualifying Tiains” exception would also mitigate formidable “tracing’’ prob-
lems for the IES. at is, the all but impossible task of scrutinzing each transaction
of every professional commodity trader to ascertain which, if any, of hundreds of
thousands of purchases and sales during the year might possibly have had some
relationship to a spread that contributed to deferral of income or long-term capital
gains treatment. Such a situation would be an audit and litigation nightmare (with
incalculable costs to all concerned) since traders in commodities markets may have
hundreds of trades in a single day and one day’s trades may involve countless
permutations and combinations of offsetting and partially offsetting positions. One
can only imagine and cringe at the possible compounding of the nightmare if
intermarket as well as intramarket transactions also had to be examined.

Clearly the strongest argument for the “qualifying gains” approach is that it
would achieve, specifically, what the Treasury Department has officially stated it
seeks to achieve: the elimination of an acknowledged abuse of commodity spreads in
such a way that it will not “impede égitimate economic activit{;;cin this area.
Significantly, the examples of abuse cited by the Treasury in its ember, 1980,
report and recommendations concerning ‘‘tax spreads’” should be eliminated by the
leﬁislative approach endorsed by the Chicago Board of Trade. That is, by legislation
which focused solely on tax spreads utilized to offset unrelated business income.

Insofar as most other provisions of the proposals are concerned, we support their
enactment essentially as suggested. For example, whether the current law is amend-
ed to consider Treasury bills and other government obligations as capital assets
(rather than ordinary assets) is less important than that the actual obligations and
the futures contracts for these obligations be treated on a consistent basis.

In the case of “look back” time during which a securities dealer must identify
those securities to be held for investment, we support a reduction from the present
30 days to provide for more prompt identification. A period of settlement date plus 2
da'ﬁ'x would seem reasonable.

. ere is, however, one provision of the Treasury proposal which should be ex-
cluded from legislation. Specifically, that provision having to do with the current
tax treatment of what are known as ‘“cash and carry” transactions. Under the
Treasury’s proposal, a firm (or it could be a farmer) that held personal property
such as grain as one part of a spread (straddle) would be prohibited from deductin
the carrying costs of such storage. Expenses such as the storage fee, i».surance an
interest on borrowed capital used to finance storage would have to be capitalized
and added to the basis of the property.

This would be blatantly and indefensibly discriminatory since, to the best of our
knowledge, there is no cther business which is prevented from deducting the bona
fide expenses of financing its inventories. Moreover, it would—without any justifica-
tion whatsoever—discriminate against one particular t. of inventory financing:
The financing of inventory which is hedged. Deductibility of expenses would be
denied, for example, to a farmer who hedged the storage of his own grain. Or to a
country elevator which, as a condition for obtaining bank financing may be required
to hedge. Or to an investor, who, as an occasional facet of his business, may carry
and finance grain which such businesses as country elevators, merchants and ex-
porters would otherwise have to carry and finance.

Conclusion.—The legislative approach suggested by the Chicago Board of Trade
would fully achieve the mulitple goals of ending a tax abuse, Producing significant
revenue gains, and preserving the viability and effectiveness of a marketing system
that is . . . deservedly so . . . the envy of the world.
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StATEMENT OF Lke H. BERENDT, PrESIDENT, CoMMODITY EXCHANGE, INC.

Messrs. Chairman and members of the subcommittees, my name is Lee H. Ber-
endt. I am president of Commodity Exchange, Inc., generally known as Comex.
Comex is the largest metals futures market in the world and the third largest
futures market in the United States. Metal futures traded include gold, silver,
copper, and zinc. In addition, trading is conducted in 90-day Treasury bills, two-year
Treasury notes, and GNMA certificates. At present, Comex has 772 members, and
its volume is about 14 percent of the total United States futures market volume. I
welcome this opportunity to appear before you to present our views on the proposal
of Senator Moynihan (S. 626), and the various alternative proposals, which would
alter the tax treatment of commodity straddles.

I feel a special burden today. The particular transactions which led to the Inter-
nal Revenue Service’s 1977 revenue ruling and to litigation now in the Tax Court
were executed on Couicx. Moreover, press reports on the straddle controversy
always seem to be written exclusively in terms of transactions in silver futures. By
the close of today’s hearing, however, I trust the other witnesses and I will have
convinced you that the trading which takes place on Comex and other futures
exchanges, including straddle transactions, serves the valid needs of legitimate
business operations.

The commodit¥l futures markets, for many years a little known and less under-
stood, but nevertheless vital, segment of our American economy, have gone virtually
unnoticed. In recent months, however, with the ﬁublic and media focus on tax and
budget issues, attention has become focused on those markets in seeking out meth-
ods of generating additional tax revenues.

However, in seeking to fulfull the reasonable goal of fairly generating legitimate
tax revenues, oppressive legislation has been proposed which might temporarily
generate additional tax revenues but which, for the reasons discussed in this state-
ment, would also destroy the fabric of our delicate and finely-tuned futures markets.
On its face, this proposed legislation, focuses on commodity straddles, a seemingl
exotic and mysterious trading device. However, it will also dramaticallty curtail all
other futures trading by speculators because of the absolute inability of speculators
to obtain long-term capital gains in the futures markets. This would virtually dry
up liquidity in our futures markets and render those markets incapable of perform-
ing their statutorily mandated and socially desirable functions of enabling hegging
and facilitating price discovery. When one examines the scope of items traded on
these futures markets, it becomes very clear that they must be allowed to function
smoothly and efficiently.

When trading first began on the futures markets, it was conducted primarily in
grains and cotton. Over the years, the scope has broadened significantly. At present,
there are futures markets in existence for commodities as diverse as livestock,
lumber, precious and base metals, foreign currencies, and even orange juice. The
commodities traded on the futures markets are extremely important to many indus-
tries which comprise the American economy.

The markets for these items exist because there is sufficient liquidity in them.
There is no guarantee that a market will thrive once it is established. At one point
in time, for example, futures were traded for wool, rye and eggs. Those markets
vanished due to a lack of liquidity. Today’s markets would certainly meet the same
fate if the proposed legislation dealing with straddle transactions were to become
law in its present form.

The events with which the Congress and the public should be concerned involve
the employment of commodity straddles for the sole purpose of tax avoidance by
persons who do not otherwise utilize the futures markets. It has been estimated that
about one-half of the 92 million futures transactions executed in 1980 involved
straddles, a minute fraction of which were entered into by non-commodity traders
solely for tax avoidance. These dealings, although they comprise a de minimis
portion of all futures transactions, are nevertheless abusive and should be eliminat-
ed. they are engineered solely to avoid the payment of taxes by persons with no real
interest in our nation's futures markets and make no positive contribution to the
national economy. However, the need to terminate these abusive practices is not
sufficient justification for the destruction of our futures markets. That destruction
would almost certainly be the result of the proposed legislation. Furthermore, the
proposal has obscured the distinctions between legitimate straddle transactions and
the use of straddling to create improper and unsound tax advantages. This has
resulted in the wholesale condemnation of the use of straddles which would assured-
ly have serious repercussions if implemented.

The legislation which has been proposed to combat the tax avoidance accom-
plished by the illegitimate straddle scheme will render it economically unsound for
speculators to engage in any and all futures transactions, whether outright trades
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or straddles. As discussed below, the straddle serves to create markets for distant
months which would otherwise not exist for a lack of liquidity. Liquidity allows the
hedger to immediately find a willing trading partner for a transaction as far as two
years in the future. Unless speculators have sufficient incentive to participate in
such trading, the futures market will evaporate.

Why would the abolition of the current tax treatment of straddles for market
participants remove the economic activity of speculators from our markets? The
answer is really quite simple. It must be recognized that speculators are a critical
ingredient in the functioning of our futures markets. Since the markets are intend-
ed to afford hedging opportunities for tproducers, miners, refiners, and others simi-
larly situated, there must be a pool of capital willing to be invested on the other
side of a hedger’s transaction in order to enable the hedger to shift his risk.

It is only the much maligned and misunderstood speculator who will utilize his
capital to permit that risk transference. It is also the speculator who supplies our
market with the liquidity necessary to permit easy entry to and exit from our
markets by hedgers while at the same time allowing minimum price adjustments.
Price discovery must be accurate since according to one economic analysis, “* * *
just a 1 percent error in agricultural futures prices would result in a misallocation
of as much as $1.5 billion per year.” Volume equals liquicii:g which equals a market
where economically realistic prices are constantly discovered.

However, those speculators recognize the dramatic risks they will experience in
our futures markets. They are unwilling to assume those risks without a reasonable
opportunity to earn a reasonable profit. Short-term capital gains do not afford
speculators a reasonable profit inducement. The only method by which speculators
in the futures markets can obtain long-term capital gains treatment is through the
use of straddles. Absent that ability, not only would straddle transactions disappear
from our markets, but outright transactions by speculators would similarly disap-

ar. This would require the commercial users of our markets to seek other markets
or their hedging activities.

In the simplest of economies, two individuals can meet and agree to transact
business. One party may agree to provide certain goods which the other agrees to
purchase. The two individuals can then decide upon all the terms of their agree-
ment, or contract. Such terms may include but are not limited to price, quantity,
quality and date of performance.

However, the majority of today’s business transactions do not tran'sigire in that
fashion as the realities of the marketplace preclude such simﬂlicity. 'oday, when
use is made of the commodity futures market, one party to the contract will not
eve}r: }l;mow the identity of the other party to the contract, let alone communicate
with him.

Without a market for futures, individuals who desire to buy or sell goods at a
certain price and time would have to search for a willing party with whom to
contract. The transaction costs associated with this process would be so extreme as
to be prohibitive. Since all costs of production and manufacture inevitably are
absorbed by the consuming public, this would result in dramatic price increases for
all consumer goods that are, or include, commodities traded on our futures markets.

The elimination of these transaction costs is one of the functions performed with
virtuaeleserfection by the futures market. The efficiency of these markets obviates
the n to locate an actual trading partner in the physical marketplace. Individ-
uals, commonly referred to as hedgers, can enter into futures transactions to obtain
insurance for a certain revenue level or to place a limit on raw material costs. In
this manner they may conduct their business affairs while minimizing or eliminat-
ing the business risks that they would otherwise face, thus resulting in stabilized
and lower prices for the consumer when he purchases a loaf of bread or a jar of
coffee. A perfect example of the hedger is the farmer who would not plant his crops
without some assurance as to the price he will receive for his production. Such risk
management is made possible solely through the futures markets and particularly
through the participation of speculators.

Speculators, simply defined, are individuals who are willing to risk their capital
for the opportunity to earn a profit. They do not grow cro&, mine ore, or raise
livestock; but they perform a function of equal importance. Without the participa-
tion of speculators, the activities of producers would not be so easily undertaken.
The speculator is the faceless individual on the other side of the hedging transaction
who agrees to assume the hedger’'s risk. In an effort to survive in the futures
markets, the speculator must learn how to manage the risks inherent in futures
trading. The tax costs associated with any profits are clearly a part of that risk
management. Since commodity speculators are accustomed to long-term capital
gains treatment for their profits, a tax at any greater rate would 1esult in a

iminution of the conomic activity of commodity speculators. The increases in taxes
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and the diminution of economic activity are results that are totally inconsistent
with the stated goals of the Reagan administration.

One of the chief arguments upon which straddle opponents rely is the theory that
the straddle transaction is a riskless endeavor. Nothing could be further from the
truth. What the staddle neatly accomplishes is the conversion of the risk associated
with a change in commodity price over time into the risk that the monthly differ-
ence, or spread, in price for the same commodity will shift for or against him.

Unlike the hedger who enters into a futures contract because he fears a change in
commodity prices, the straddler is not concerned with price direction. He has
elimina this particular risk by executing the straddle. But the straddler is
preoccupied with the price spread between months which, in the metals and finan-
cial futures markets on Comex, is a function of the carrying costs associated with a
given commodity. The carrying costs consist of insurance, storage, and most signifi-
cantly, finance charges.

It would be ludicrous to suggest that no risk exists in expenses which are a
function of the prime interest rate. This indicator is no longer the passive measur-
ing device it was in previous times. A five point jump in the prime rate in a very
brief period of time i1s not unknown and can result in a financial debacle for one
who has borrowed to cover a major position in gold, silver or an{'1 other commodity.
The existence and magnitude of this risk has also been established statistically by
an analysis prepared by Professor Douglas Breeden of Stanford. These findings
demonstrate that the least risky spreads in gold and silver futures involve greater
risk than that associated with owning a typical common stock. Individuals will take
this risk because they perceive the potential for a meaningful reward. The proposed
legislation would eliminate this potential and would remove from the markets those
persons now willing to assume the hedger’s risk.

The transference of risk is accomplished at the same time that the futures
markets perform their price discovery function. The participation of a multitude of
hedgers, speculators, and arbitrageurs determines the value of a given commodity at
a given point in time. The interaction of all these market participants results in a
volume of trading which permits the maintenance of small differentials between bid
and asked quotations on the floor of our markets and makes for ease of entry and
exit into the market. This also results in a level of certainty about fair price
discovery which would not otherwise exist. The efficient operation of the market
with respect to risk transfer and price discovery depends upon one attribute of the
market—liquidity. The broad participation of speculators in the futures market
creates a degree of efficiency which would disappear under the restrictive conditions
which would exist under the pro legislation.

It should thus be apparent that the activity of speculators is required for the
markets to function smoothly. As has been noted, there is a direct relationship
between the level of trading volume and market efficiency. Increased volume results
in minimized price fluctuation and smaller transaction costs for market partici-
pants. Because straddling potential serves to attract capital to the futures market,
thereby enhancing liquidity, it should be the posture of Congress to support and
encourage these legitimate ativities, rather than effect their termination. The use of
tax policy to bring about desired economic benefits is not a new or unusual concept.
In other areas, tax benefits are conferred upon individuals willing to engage in the
inherently risky ventures of oil drilling and real estate development. These acitivi-
ties are perceived as beneficial to the overall national economy and a similar view
should be adopted regarding commodity futures trading.

It cannot be denied that this activity has been abused by certain individuals.
These abuses should be halted as quickly as possible. But care should be taken to
ensure that the costs of these corrective measures do not exceed the benefits. The
collapse of the futures markets is simplY too great a price to pay to eliminate tax
avoidance, particularly when alternate legislation has been proposed which would
eliminte the abusive transactions without driving the futures speculator out of our
market place.

While various leﬁislative proposals to deal with commodities straddles have been
formulated, that which receives perhaps the lion’s share of attention is the proposal
offered by the Treasury Department which has come to be known as the “mark to
market” approach. The plan, which is based upon the market’s practice of daily
payments of variation margins, stipulates that taxes be levied at ordinary income
tax rates on the sum of realized gains and losses for the year, plus or minus the net
unrealized gains or losses in any positions which remain open at the close of the
taxable year. While a cursory perusal of this plan, along with its contemplated
benefits, may lead to the conclusion that it is sound and beneficial, a more detailed
analysis reveals that it is based upon a gross distortion of the variation margin
concept and is plagued by a large number of significant drawbacks.
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It is an estabished practice of the commodity futures market that at the close of
day’s trading, there is a cash settlement which occurs on all futures contracts.
Decline in value of a position results in a variation magin call while an appreciation
in value of a position results in a payment or credit to the appreciated position. The
debits and credits are entered in the accounts on the morning after the price
change. The purpose of these variation margin payments is to insure the financial
integrity of outstanding futures contracts and the marektplace. Although this prac-
tice is following on all United States futures markets, it is no followed for similar
instruments, such as forward contracts that are not traded on regulated exchanges.
These other instruments are traded world-wide. This absence of symmetric treat-
ment gives rise to one of the problems with the Treasury proposal which will be
discussed below. Before identifying the numerous shortcomings of the “mark to
market” approach, it would be useful to examine the rationale for the daily pay-
ment of the variation margin.

When a trader undertakes to occupy a position in the futures market he is
required to deposit margin funds with the broker known as earnest money. Subse-
quent days’ gains and losses are paid in cash bf\‘r or to the trader. This is the daily
variation margin. The misconception upon which the “mark to market” approach is
founded is that each day's trading may be viewed individually, as a closed transac-
tion. Therefore, the Treasury proposal contemplates no problems, either theoreti-
cally or practically, with imposing a tax upon the net gains or losses in open
position at year-end. But such a procedure is fraught with numerous problems and
ignores the reasoning which underlies the payment of the variation margin.

The primary reason a daily variation margin is paid is to preserve the integrity of
commodity futures markets. If individuals were able to engage in a large volume of
futures transactions without being subject to a daily settlement, the potential for
financial failures would increase dramatically. When a trader’s position deteriorates
in a given trading session, he is forced to put up—in cash—the total losses he
sustains. If he can’t meet this demand, he must liquidate his position. Were this
demand not to be made upon him, he would be free to engage in more transactions,
regardless of the extent of his losses. When the day of reckoning finally arrives, the
trader would have to pay the aggregate amount of his losses. Were he unable 10 do
this, a default would occur with the potential for a “domino effect” resulting ia the
defaults of others.

Perhaps the most serious drawbacks of the “mark to market” approach is taat it
imposes a tax upon an unrealized gain which could conceivable exist on only the
last trading day of the taxable year. A taxpayer in a favorable position at year-end
would become liable for taxes assessed upon his gain. In the first trading sessions of
the following year, his position could be reversed. Where this to happen, he would
be forced to make daily cash payments equal to the losses he sustained. This would
drain him of the cash gains he was deemed to have earned in the previous year
while still requiring him to expend cash to pay the taxes assessed thereon. It would
not be unusual for a trader to be forced to liquidate some positions to simply pay
taxes. This would reduce the liquidity of the market in addition to requiring the
trader to pay tax on a gain he no longer holds.

The “mark to market” proposal thus represents a marked departure from prevail-
ing tax theory in that taxes are levied upon open transations where the ultimate

ain or loss has not yet been determine«fo This is true because the payment of a

aily cash margin is not reflected of a completed event. The trader is still at risk
and taxing him on what may prove to be temporary gains is very dangerous. This is
the reasoning which gave rise to the principle of realization of gains and losses,
which lies at the very foundation of our tax system. This realization concept enables
the taxation on other events which do not represent closed transactions to be
postponed. For example, taxes are never l1zr;:rosed on loan proceeds or deposits
received because no income has been realized. Similarly, in the case of straddle
transactions, no tax should be imposed until the transaction is finally closed.

Another difficulty spawned by the proposed straddle legislation concerns the
irrational distinction between futures contracts and other similar commercial in-
struments executed off the exchanges. Since other instruments such as forward
contracts do not require the daily margin J)ayment associated with futures con-
tracts, the “mark to market” approach would have no adverse impact upon trading
in those areas. The inevitable result would be that hedgers woulcf seek methods of
hedging other than that available on the domestic exchanges. With the current
proliferation of foreign exchanges around the world in such places as London,
Amsterdam, Switzerland and Hong Kong, these alternate markets would grow while
our American futures markets would lose their position as the world’s pre-eminent
futures markets. The potential for growth of these other markets is enhanced
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further by the fact that they are virtlt::ﬂanlf-mguhting and remain unhampered

by the impediments that the pe islation would create.
This expansion of activity on foreign markets would create an outflow of capital
from organised futures markets, thus reducing the liquidity on those markets

the
with the attendant impairment of the performance of the risk transfer and price
discovery functions. Surely, these results cannot be consistent with the new admin-
istration's stated goal of confirming America’s role as a world leader.

- An additional negative side-effect of “mark to market” should also be considered
at this point. In an effort to streamline and perfect the operations of the futures
markets, certain changes may be contemplated. Ultimatall{, it may be feasible to
eliminate the requirement of the daily margin payment while still fuaranteeing the
market’s integrity through the use of some form of reserve fund or insurance device.
This would avoid the iding problem which has béen discussed in other Con-

onal hearings relating to the silver market. However, the enactment of the

3 v : pmpo:gl would px;eco}utt}le this poagibililtty Mﬁm the tax sy':?m wc}uld l’b;e

ependent upon the paymen ese . It wo disadvantageous for the
futures markets to lamr under such inﬂexiEility. .

It is a fact of economic life that producers, miners, farmers, and other commercial
users of our markets must have the ability to freely engage in hedging transactions.
In response to the domestic liquidity problems stemming from the “mark to
market”’ plan, these hedgers would actively seek out other markets upon which to
trade. The effects of this movement ab: on our national economy would only be
detrimental. There is nothing to be gained domestically by exporting our futures
business. As a result of the certain liquidity problems, consumers would bear the
ultimate burden. The marketplace which has- come to be the envy of the world
would crumble and disappear. A reduction in the overall level of production and a
decrease in total tax revenue would certainly follow.

The considerations discussed above have not been develoﬁ in an attempt to
persuade the Congrees to ignore straddle abuses. Rather they have been highlighted
so that corrective legislation is not hastily enacted without consideration of viable
alternatives. It is the ﬁosition of the futures industry that these abuses should be
outlawed, but not at the expense of crippling the economy. These problems can be
corrected while simultaneously preserving the efficient functioning of the futures
markets. This could be accomplished under the futures industry pro .

The proposal suggested by the futures industry is one which addrésses the most
significant problems created by the alternative legislative plans, namely over-
breadth. If the other pro| were enacted into law, they would discourage market
participation by both the active trader as well as the individuals engaging in
abusive straddle schemes. The industry proposal however would discourage persons
who have no bona fide interest in our futures markets from distorting the market
purpose while simultaneously foeterix*hactive market participation and vital eco-
nomic activity by the futures trader. This would remove the destructive tax strad-
dler from the realm of futures trading without a sacrifice in liquidity and with a
probable improvement in price discovery.

The industry proposal, which has become known as the “basket” concept, address-
es the problems raised in the other proposals regarding the accelerated recognition
of losses and the conversion of short-term capital gain into long-term capital gain.
This proposal does 8o while allowing legitimate commodities trading to continue. At
the heart of the industry’s proposal is the concept of “qualified gains.”

The qualified gains approach would prevent the abusive offsetting of unrelated
income (e.g., real estate transaction profits) against commodities losses by grouping
together like transactions so that those who are engaging in futures and commod-
ities trading for a profit would not be adversely and unfairly affected. Income which
consists of the qualified gains going into the ‘‘basket” would not be subject to the
restrictions imposed upon other unrelated income. Furthermore, commercial hedg-
ers who engage in straddles in pursuit of their trade or business would also be
exﬂmft from the restrictions placed on straddle transactions. Thus, the proposal
would remove the incentive for certain individuals to execute improper tax shelter
straddles while allowing a sufficient volume of needed futures transactions to tran-
spire with the attendant economic benefits.

The oﬁlualiﬁed ‘fains “basket” would be composed of net gains from transactions in
commodities and evidences of indebtedness (together with any gains from straddles).

Straddle loeses could be used to offset these related gains, but could not be used to

shelter such unrelated income as that arising from real estate ventures, oil and gas

investments and even earned income. In essence, the merits of the industry proposal
lie in its sharpness of focus. It concentrates on the abuses which exist and excises
them while leaving the healthy remainder of the market to grow and flourish.
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The industry proposal izes and takes into account various aspects of the
futures markets which the other proposals seemingly ignore or fail to understand.
Fundamentally, our proposal recognizes that only a minute portion of all straddles
are tax avoidance schemes and that most are legitimately profit-motivated. Second-
_ ly, that industry pro accepts the indisputable notion that spread transactions
are essential if the futures markets are to perform the important functions with
which they have been charged.

While effectively achieving those goals to which the other p:;?osals aspire, the
industry’s approach results in none of the ill side-effects associated with the former.
For example, the cash flow problems certain to arise under the “mark to market”
approach would never crop up under the industry prc.)fosal. It is free from this
impediment because it does not employ the novel and rather bizarre device of
taxing gains before they are realized. In other words, our proposal raises none of the
theoretical and practical dilemmas associated with the departure from the realiza-
tion principles upon which our tax system is based.

Another obstacle which need not be confronted under the ‘“basket” approach is
the insurmountable tracing tasks which Senator Mognihan’s roposal, and similar
legislation introduced by Congressman Broadhead (H.R. 1293), contemplate. Since
all speculative spreads would be treated identically under these other pro , the
active trader whose annual transactions number in the thousands would be forced
to trace through all of his transactions to ascertain the tax ramifications. Similarly,
gt{a IRE in attempting to audit the day-to-day trader would face the same monumen-

tas

The industry’s proposal greatly reduces the amount of tracing effort which would
need to be expended under these proposals. Because our proposal groups all related
gains and losses together, tracing is necessary only under those conditions where a
taxpayer seeks to use spread losses against gains which are not qualified gains.
Unlike the individual who seeks only to abuse the straddle technique, the active
market trader is unlikely to occupy this position. Therefore, the tracing problem is
minimuzed or eliminated.

One problem that would not occur under the industry pro but which might
geresent serious problems under the Treasury proposal is market activity on Decem-

r 31. It is not inconceivable that some traders would attempt to manipulate the
prices in illiquid distant maturities on that date in order to obtain very significant
tax benefits. The marketplace would readjust on January 2, but that would not
chatx;ge the tax impact of market activity on December 31. Many floor traders have
stated their dun;ve% ingness to appear on the floor on December 31 if Treasury’s
pro is adopted.

ere are other benefits, perhaps less tangible, which may accrue under the
industry’s proposal. For example, it would provide for lFre&alt,er internal consistency-
within the taxation scheme than the other proposals. Under the “mark to market”
approach, there exists directly conflicting treatment of straddle gains with that
accorded similar gains in securities transactions. Securities gains are not taxed until
the underlying shares are sold and the proceeds are received by the trader. Under
“mark to market”, straddle “gains” are taxed even though the underlying position
is not liquidated and the trader remains entirely at risk. This confusion and incon-
sistency will hamper attempts to smoothly administer the taxation system.

This inconsistency gives rise to additional difficulty in that the investor is de-

ived of the ability to engage in effective tax planning. Whereas taxes are usually
imposed upon gains resulting from a taxpayer's investment decisions, the incidence
of taxation under the Treasury proposal is market-related (and in fact the result of
only one day's trading activity) and not within the taxpayers’s control. The inability
to control these tax expenses will incourage the taxpayer to leave the futures
market and investment elsewhere. None of these problems would arise under the

oach proposed by the futures industry.

e industry recognizes the problems which have arisen in the futures market
and its resgonsibility to cooperate in solving them. It is in that spirit of cooperation
and mutual benefit that the industry arroposals have been made. While the futures
markets may suffer no direct financial losses from improper tax straddling, it does
have to bear its share of the national loss caused by unnecessary tax avoidance.
Futhermore, the reputation of the industry is tarnished by the publicity which
abusive tax straddles have received. The commodities futures industry desires the
complete elimination of these loopholes and supports the efforts to do so. But a word
of caution may be appropriate.

This committee has broad jurisdiction and is one of the most powerful in Con-
fress. In exercising its authority, however, this committee must be careful not to
cgislate too broadly. The adverse effects on the economy and national welfare of
improperly designed legislation may far exceed the $1.3 billion which the Treasury
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has suﬁested it loses annually from straddle transactions. If the corrective meas-
ures which are adopted adversely affect legitimate futures transactions, the same
money which now supports the proper functioning of those markets will migrate to
other ventures which properly reward financial risk taking. If more than the
loophole is closed, legitimate futures trading will cease and those individuals engag-
ing in abusive transactions in this market will pursue their tax avoidance else-
where. Should speculative capital leave the futures markets, the decreased liquidity
will ultimately cost the national economy far more—in terms of reduced economic
activity and Kigher prices—than whatever tax revenues may be received by the

ury.
I again thank the committee for this opportunity to testify.

TeSTIMONY OF DR. CLAYTON YEUTTER!

Mr. Chairman, thank you for this opportunity to present the views of the Chicago
Mercantile Exchange on pro legislation dealing with the taxation of income
derived from commodity straddles.

We are here today to discuss an extremely complex matter caspsulized by the
terms ‘“‘silver butterfly spread” or “silver butterfly straddle.” I will venture that the
meaning of these terms is understood by few. For most ple they either have
something to do with last year’s collapse of the silver market or they refer to the
allegedly massive tax abuse schemes which have reeentli' been publicized. For
nﬁ;&leveryone the connotation these words carry is not a pleasent one.

Today I would like to focus on the word ‘“‘spread” (or “straddle” which is used
synonymously). I will separate it from the loaded headlines and describe as best I
can the routine and legitimate transactions it represents in the world of commodity
futures trading. An appreciation of the frequency and motives with which traders in
our markets “put on spreads” contrasted with the rarity of the creation of the
“gilver butterfly straddle” is necessary if the committee is to knowledgeably legis-
late in this area. In other words it is important—in fact, crucial—to separate the
“good guys” from the “bad guys.”

In recent years taxpayers who have never before participated in futures markets
have sought to postpone taxes on real estate gains or other similar activities
unrelated to the commodities markets. They have done this through use of the so-
called “tax straddle.” I will not in my presentation defend the public policy implica-
tion of these endeavors. As the chief executive of a large commodity futures ex-
change, I have no desire to see our markets used as conduits for such schemes. We
are in the risk management business, not the tax avoidance business.

In order to define spreads and spread traders, I will first briefly describe the
la.rger role of futures markets in our economy. Then after discussing the spread
traders’ function in the markets I will comment briefly on existing tax law as it
applies to commodity spreaders. Finally I will spend a few moments commenting on
some of the proposaﬂ before this committee.

I. PURPOSES OF FUTURES MARKETS—RISK TRANSFER AND PRICE DISCOVERY

Futures markets provide farmers, businessmen, and financial institutions with
.. opportunities to shift some of their price risk to individuals or firms willing to
accept that risk. One who wishes to transfer the risk is called a “hedger,” and one
who accepts the risk is called a “speculator.” Both are essential to the risk transfer

rocess. .
Risk transfer and risk management have never in our nation’s history been more
important. Farmers, business firms, and financial institutions are today operating
in a global market which is far more volatile than it was a few years ago. Our
economy is experiencing double digit inflation, double digit interest rates, unpredict-
able fluctuations in the price of imported crude and petroleum products, and politi-
cal upheavals among some of our major trading partners. All of this creates a level
of business uncertainty exceeding anything we have ever experienced in our free
entérprise system.

This unprecedented volatility has stimulated American business and financial
institutions to search for new mechanisms to reduce risk and provide stability for
their operations. Futures markets have evolved as an extremely effective and flexi-

“ble device to meet this need. This explains the dramatic growth of our industry,
which today trades several times the volume of five years ago. “Risk management”’
is becoming a byword of the 1980s, and futures markets have become synonymous

! President and Chief Executive Officer, Chicago Mercantile Exchange; former Deputy Special
Trade Representative and former Assistant Secretary of Agriculture.
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with that term. These markets work because they provide those who would transfer
risk (hedgers) with a ready reserve of risk transferees (speculators). ‘

Speculators also provide independent evaluations of prices for the future, thereby
providing producers and consumers with an estimate of supply and demand condi-
tions that would otherwise be unavailable. The more participation, the greater the
- accuracy of the weighted opinion. Through this process, futures markets provide
reference points for the consummation of business at competitively determined
prices. The rapid and wide dissemination of futures prices also fosters competition
In the establishment of cash prices in many local markets. This is the ‘‘price
discovery” function of futures markets, an important addendum to the traditional
risk transfer function. In addition, futures prices help to establish market values in
a wide range of auxiliary services such as storage, transportation, processing and, in
recent years, in the cost of money.

The primary pu of futures markets—risk transfer and price discovery—will
be thwarted if tax laws have the effect of discouraging the entry of risk capital to
the futures industry.

II. MARKET LIQUIDITY—VITAL FOR RISK TRANSFER

Market liquidity—the quantity of bids and offers ﬂowinﬁ to a given market—
determines that market’s success. Obviously, the greater the volume of bids and
offers competing with each other, the narrower the price range between them. The
narrower the range, the more viable and efficient the market. For a hedger, liquid-
ity contributes to the ease with which he can enter and exit the market at a price
level providing the risk protection he seeks.

For the speculator, liquidity is also critical. The greater the trading volume, the
smaller the impact a large buy or sell order will have on price. A speculator wishes
to buy or sell in the futures market without significantly affecting the price level,
lest he injure his own position in the process. llliquid markets are shunned by both
commercial hedgers and professional speculators.

Speculation (i.e., speculative liquidity) is a vital, beneficial force in futures mar-

ets.

III. SPREAD TRADING—VITAL FOR LIQUIDITY

Daily trading volume in some contract markets consists of 50 percent spread
trading—half the contract’s liquidity. In the more distant months, spread trading
may constitute as much as 90 or 95 percent of the liquidity. Obviously spreading is a
fundamental market function.

It is one of three basic trading techniques.! While all can be used by either
hedgers or speculators, spread. trading is overwhelmingly a speculative technique,
and by far the most productive contributor to market liquidity.

In a simple spread, the spreader trades the differential between two contract
months in the same commodity.? He buys a contract to accept delivery of a com-
modity in one month and sells a contract to make delivery of the same commodity
in a different month.® Thus, his profit potential is not based on whether the price of
the commodity goes up or down (as he is both long and short) but rather on the
narrowing or widening of the price differential between the two contract months
comprising his spread position. When the spreader beleives prices between months
are “‘out of line” he tries to make a profit upon realignment.

Spread trading’s most important addition to liquidity, and its most important
benefit to the commercial hedger, is that it provides essentially all of the market

1The three are position trading, scalping (market-making) and spreading. They are discussed
in detail in the appendix, provided for the record, authored by Leo Melamed, Esq., Special
Counsel to the Board, Chicago Mercantile Exchange, and a commodity trader by profession.

2There are many types of more complicated spreads. These include inter<ommodity spreads
such as long corn, short cattle; spreads between a commodity and the product derived from the
commodity, such as spreads between hogs and pork bellies; and intermarket spreads, such as
between l())lur gold contract and the contract in Hong Kong. Many more complicated variations
are ible.

3Each trader entering into a futures contract has an unconditional duty to make or accept
delivery when the contract matures. Once the traders, through the exchange members repre-
senting them, have entered into the contract, the contract is in effect split in two, with the
exchange or its clearinghouse assuming the rights and obligations of the opposite side of each of
the two trades. Thus, the contracts are ultimately between a trader and the exchange or its
clearinghouse. The trade who will accept delivery is said to have purchased the contract, i.e, to
have gone long; the other is said to have sold the content, i.e., gone short. Importantly, futures
contracts are rarely held to maturity. Instead, traders eliminate their respective rights and
obligations by liquidating their positions: a long position is liquidated by an offsetting sale; a
short position is liquidated by an offsetting purchase.
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. liquidity for the more distant contract months. Few speculators are willing to take

“naked”’ itions 12 or 18 months in the future because of the enormous risk
inherent in doing so. Yet many businesses wish to engage in transactions that far in
advance, and can only do so if they can hedge their positions. Without spread
traders to buy or sell hedgers' contracts such transactions could never take place.
What are the economic implications of this? Export trading provides the classic
example. How many lon(g term sales of U.S. soybeans or wheat could be consummat-
ed in the absence of a futures market with its spreading potential? The answer is
virtually none. Thus, the importance of spread trading to the American agricultural
economy should be self evident. One can readily provide comparable examples in
the industrial and financial sectors.

SPREAD TRADING—EXISTING TAX TREATMENT

“Tax straddles” are in exception in the spread trading world, not the rule. The
vast majority of all spread transactions have a profit motive; the participant seeks
to gain from the widening or narrowing of his spread.

I'm certain the intent of Congress is to deal with the exceptions, not to impose
unnecessary or improper tax burdens on legitimate, profit motivated spread transac-
tions. As you begin to consider this issue, it would be relevant to consider also
existing tax law as it a;:})lies to traders. -

For reasons that are difficult to perceive, the present tax code contains disparities
which work to discriminate against commodity traders (including spreaders) in a
variety of ways. This applies particularly when one compares tax provisions relating
to members of a commodity exchange such as ours with members of a stock or
o?tions exchange. The latter can be considered broker-dealers under the provisions
of the Internal Revenue Code, and can thereby characterize their transactions in
buying and selling securities or stock options as being that or an ordinary business.
Their gains are, therefore, considered to be ordinary income, and their losses ordi- -
na’ﬁ.rl loses. Such is not in the case of a spread trading member of our exchange.

e member of a stock or options exchange will also be able to take advantage of
the Net Operating Loss sections of the Internal Revenue Code in his years of
negative income. Our member, on the other hand, is likely to be taxed at the
maximum unearned income level in good years, and then be limited to a $3,000 loss
deduction in bad years. The stock or options exchange member is able to utilize the
more favorable earned income maximum tax rates.

The commodities trader is also denied long-term capital gains treatment on short
sales (no matter how long the position has been held).

With this formidable array of tax disadvantages already present, one must ques-
tion the public policy motivation of adding to the list. Spread traders, and other
participants in our industry have rolled with the punches of U.S. tax law for a long
time. For many, another punch would simply cause them to duck—they would move
their investment capital elsewhere. They would choose to leave an arena where they
could be taxed at maximum rates one year and denied most ‘“normal’ tax loss
deductions the next.

So as the Committee contemplates the array of proposals before it I urge you not
to throw another punch at the commodity trader. As the committee seeks to right
the abuses perpetrated by the ‘“bad guys” it is important that you not drive the
‘“‘good guys' from the markets.

You are well aware of the pro s before the committee; therefore, I will not
review them in detail. What I will do is briefly highlight some of the features of the
various proposals which are of greatest concern:

Cash and carry

A number of bills and proglosals would preclude the deduction of carrying costs on
hedged inventory. Instead they would require that such costs (e.g., storage, insur-
ance, and interest payments on wheat) be capitalized. This is an issue unrelated to
tax straddles and its inclusion here simply confuses an already difficult debate.
Farmers and other businessmen have been deducting carrying costs on their inven-
tories for decades, presumably without complaint. In these volatile times it seems
incongruous to recommend tax provisions that would discourage the holding of
inventories, a function which adds stability to our economy. The economic impact of
such provisions would be adverse to producers and consumers alike.

Tracing transactions '

Spreaders may establish and lift positions a dozen times per day, 200 days per
year. For these traders to reconstruct opposite or “offsetting’’ positions would be
extremely difficult and costly, if not impossible.
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Even with a penalty system, as envisioned in some proposals, the Internal Reve-
nue Service would face a monumental task in monitoring such transactions. There
has to be a better way!

Hedging exemptions

Hedging operations should clearly be exempted from any rules which are devel-
oped in this area. It should be noted also that dealers in currency and metals
"markets frequently construct complex hedges using other than regulated futures
markets. A hedging exemption should contemplate multi-part hedging combining
futures and other market transactions.

Timing of taxable events

While the mark to market approach suggested in some legislative proposals is
appealing because of its apparent simplicity, it also contains significant flaws which
could lead to problems not now envisioned.

Foremost among these would be the impact of having tax consequences deter-
mined while positions are still open, a major departure from the concepts of present
tax law. Because a trader would be forced to pay taxes on positions open at year end
- (positions still at risk) he will inevitably enter into some period of tax motivated
trading at year end. Because he would have lost much of his ability to affect timing
of incidences of taxation he might similarly be forced to enter periods of ‘“‘cash
motivated”’trading before tax paymeni due dates. While it is difficult to gauge the
possible effects of such aggregate trader behavior it seems certain that significant
market distortions would occur. Distorted markets would be of little value to either
the hedger or the commodity pricer.

A mixing of mark to market with other tax treatments for traders dealing in
regulated futures markets and in spot markets, options markets and forward con-
tracts could also lead to unforeseen problems. Not the least of these would be the
aforementioned tracing problem impacting both the taxpayer and the IRS.

CONCLUSION

In summary, it is important for this committee to realize that in dealing with the
subject of tax straddles, it is also dealing with an industry of major economic
relevance. Futures trading is probably the most effective risk management device
available to businesses and financial institutions today. It is used by thousands of
individuals and firms, including all those who are actively engaged in agricultural
exporting. Total annual turnover on our Exchange alone is now measured in tril-
lions of dollars.

If futures markets are to perform their essential function, the transfer of risk,
they must have speculative capital available. If the is to be a risk transferor, there
must be a rigk transferee. Spread traders provide a major proportion of the specula-
tive capital on all futures markets particularly in distant trading months. Without
spreaders, no futures market would be viable. Therefore, it is important that our
tax laws not discourage the movement of speculative capital into spread trading. At
a minimum, the tax laws should be neutral in this area; some would argue that
they should encourage the flow of speculative capital to these markets making them
more liquid and thereby more efficient in carrying out their hedging function.

At present, tax laws already place commodity traders at a disadvantage. They
receive less favorable treatment than many of their counterparts who provide
speculative capital to other industries. To carry that disadvantage even further is
impossible for us to rationalize or defend.

As you go about the business of correcting tax straddle abuses we encourage you
to take extreme care to pinpoint the corrective actions.

We in the futures industry will continue to work with the committee and its staff
on lanuguage that will respond to the prevailing abuses without adversely affecting
the vital role of spread trading in risk management.

Agtziin, Mr. Chairman, I thank the committee for the opportunity to appear before
you today.

Senator Packwoop. I want to ask Dr. Landau to testify now,
because he came at our invitation and could not appear on the day
we were having the hearings on research and development.

Then, we will move on to the panel of Mr. Oppenheim, Mr.
Schapiro, and Mr. Ginsburg.
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STATEMENT OF DR. RALPH LANDAU, CHAIRMAN OF THE
" BOARD, HALCON INTERNATIONAL, INC., NEW YORK, N.Y.

Senator Packwoop. Dr. Landau, thank you for accommodating
your schedule. I know you have been out of the country and you
could not come on the day we had the hearings. We appreciate
your coming this morning. ‘

Dr. LANDAU. Thank you very much, Senator.

I am apgearing today to acquaint this distinguished committee
for the publication next week, of a new and very important book
that relates to the current national debate on tax policy.

The title of the book is ‘“Taxation, Technology and the U.S.
Economy,” which will be Ypublished under the auspices of the Poly-
technic Institute of New York, as a special issue of the Internation-
al Journal, Technology in Society. : .

My statement today is drawn primarily from the contents of the
papers and treatise, plus a few synthesizing remarks by my co-
editor and myself.

I managed to extract one copy from the Fublisher, in loose-leaf
form for the purposes of this hearing which I will be glad to give to
the committee.

Next week we will have bound copies. Technology is the forgot-
ten subject in today’s headlines regarding tax policy and economic
policy, but it is the single most important contributor to the growth
of the American economy since the last century, accounting for
one-third to one-half of all economic growth. :

This new treatise contains 18 papers by prominent authors from
the economics profession such as Lawrence Klein, who is the Nobel
%xiige Winner in 1980, Dale Jorgenson, Michael Boskin, and Burton

ein. .

From the business technical world such as Arthur Bueche of
General Electric, Robert Dee of SmithKline, Thomas Vanderslice of
General Telephone, J. P. Grace of W. R. Grace.

Public officials such as Senator Bentsen, Dr. Charls Walker,
George Carlson and Gary Clyde Hufbauer.

Entrepreneurs, such as Edwin Zschau on electronics and myself
for chemicals, and venture capitalist Reed Dennis.

- It was edited by Dr. Bruce Hannay, of Bell Telephone Laborato-
ries and myself.

New economic data in the treatise indicate that the decline in
U.S. productivity and economic growth since the early 1970’s, has
been due to a dramatic decline in the rate of technical change and
that future development of new technology for all industries,
should be the primary focus of efforts to stimulate future U.S.
economic growth.

To offset the drag on the development of new technology for the
U.S. economy, immediate steps must be taken to reduce the effec-
tive rate of taxation on capital.

It is the e:épected after tax rate of return which governs decisions
to invest and to commercialize an innovation. Increases in invest-
ment rates, garticularly more modern and efficient technological

lants, would lead to better productivity growth, and therefore
ower inflation rates.

This is the fundamental apgroach which should be taken to our
current economic problems—the real way to combat inflation.
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Technological innovation, the key to productivity and economic
growth in the 1980’s, is performed by small and large companies as
. well as by individuals.

History shows that the small company or individual is responsi-
ble for a disproportionate share of the breakthrough innovations
such as computers, fibers, medicines, jet airplanes, xerography and
80 on which made possible much of the big ﬁ'rowth of the past.
These innovations also provide virtually all of the new jobs.

Large companies can undertake the really big innovations in
enex;i({, metals and materials, communications, aerospace and so
on. Their role is equally indispensable to the economic growth of-
the Nation. '

But each type of innovator needs different tax incentives.

For individuals, they include reductions in the capital gains
taxes, reductions in the top tax rate for dividend and interest
income, now at 70 percent, improvement in the capital loss provi-
sions, and reinstatement of favorable stock option rules. -

-For corporations, technology fostering incentives include acceler-
ated depreciation, improved investment tax credits, easing of the at -
risk rules, and deductibility of dividend payments.

For research and development there is widespread recognition
that some form of tax credit, both for additional research and
development by companies, and for research and development at
universities paid for by industry, is highly desirable to grow the
‘“seed corn” of the future. .

Today’s R. & D. portfolio may be tomorrow’s capital budget.

The contributing authors of the new treatise, strongly recom-
mend extensive business oriented and proinvestment personal tax
cuts, like those set forth above, all at once, not piecemeal. :

They contend the net cost to the economy, if all of the above tax
incentives, ,were adopted, would be quite small in dynamic terms,
“much smaller than Kemp-Roth or equivalent personal across-the-
board cuts.

But their effect would be highly targeted to savings, investment,
- risk taking and innovation. Hence, to productivity and noninfla-
tionary growth.

The authors reach no consensus regarding the Kemp-Roth type
of tax cuts, because they probably less directly affect the question
of technology.

Thank you very much for the privilege of being able to address
you.

Senator Packwoobp. Doctor, I do have a question. In looking at
your last two or three pages where you talk about taxation, you
say the authors are much less agreed among themselves on the use
of a Kemp-Roth tax cut, as opposed to some very targeted cuts
aimed toward capital gains, dividends, reinvestment dividend ex-
clusion and what not.

Dr. LANDAU. Yes.

Senator Packwoop. You touch upon the very sore point the
Congress is dealing with.

One, when we try to estimate how much revenue we are going to
lose or not lose anyway, and you are talking about 2 or 3 or 4 years
down the road, we can be off $50 or $100 billion in our estimates.
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I know the argument about the reflows, and if we cut every-
body’s taxes, indeed, it will pay for itself, eventually. ,

Dr. LANDAU. Yes. a

Senator Packwoop. -What you are saying is that—I want to
emphasize it once more, assuming we could accurately predict
what revenue losses might come from certain tax cuts, you would
" prefer that those tax cuts be targeted rather than across the board?

Dr. LANDAU. It is not I, who 1s speaking for myself. Dr. Hannay
and I are attempting to Fresent to you, the results of 18 authors
who have been working for a fye:a\r in their preparation of a trea-

tise, without any particular reference to this bill or any other bill.
* But, their conclusions are what I have given you.

Senator PAckwoob. Senator Wallop.

Senator WaALLoP. Thank you very much, Mr. Chairman.

Doctor, do you believe that further reductions in capital gains
generally has an important role to play in stimulating new invest-
ment in innovative firms which develop new technology?

Dr. LaANDAU. Some of the authors in this volume advocate the
complete abolition of the capital gains tax. They point out that a
number of countries, including some of our principal foreign com-
p(tat;lt;)rs, such as West Germany and Japan do not tax capital gains
a . .

One must therefore draw the inference that to a degree there is
a great deal to be said for further reduction in the capital gains
tax.
Senator WaLLoP. It might well have a fair effect on the R. & D.
firms then. They would be the likely growth areas. ‘

Dr. LaANDAuv. It would.

Senator PAckwoobp. Thank you.

Senator WaLLoP. Thank you.

Dr. LanpAu. Thank {)(:)lé.

Senator PACKwoOD. tor, thank you. If you can leave that free
book, we won’t have to buy one next week. [Laughter.]

Dr. LANDAU. It is your copy. It is a very rare copy.

Senator PAckwoop. Thank you for coming again, and for accom-
modating your schedule to us. -

[The prepared statement of Dr. Ralph Landau follows:]

STATEMENT BY DR. RALPH LANDAU,! CHAIRMAN, THE HaLcoN SD Grour, INC.

EXECUTIVE SUMMARY

The first treatise ever prepared on the subject of “Taxation Technology, and the
U.S. Economﬁr" will be published on June 19, under the aus{)ices of the Polytechnic
Isr‘t)ztitutae of New York, as a special issue of the international journal, Technology in

iety.

Tecgnol is the forgotten subject in today’s headlines regarding tax policy and
economic policy, but it is the single most important contributor to the growth of the
American economy since the last century—accounting for one-third to one-half of
all economic growth.

The new treatise on “Taxation, Technology and the U.S. Economy” contains 18

apers by prominent authors from the economics profession (such as Lawrence
lein, Nobel Prize Winner in 1980, Dale Jorgenson, Michael Boskin, and Burton
Klein), the business-technical world (Arthur Bueche of General Electric, Thomas

' Dr. Landau holds an Sc. D. in chemical engineering from M.IT. He is co-founder and long-
time chief executive officer of the Hatcon SD Group, Inc., an entrepreneurial-company, and a
prominent figure in his industry. He is also a director of a Dow Jones company and a trustee of
two leading universities.
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Vanderslice of General Telephone, and J. Peter Grace of W. R. Grace), public
officials (Senator Bentsen, Dr. Charls Walker, George Carlson, Gary Clyde Huf-
bauer), entrepreneurs (Edwin Zschau, electronics, and RalEh Landau, chemicals),
and venture capitalists (Reid Dennis). It was edited by Bruce Hannay of Bell
Telephone Labs and myself.

New economic data in the treatise indicate that the decline in U.S. productivity
and economic growth since the early 1970’s has been due to a dramatic decline in
the rate of technical change, and that future development of new technology for all
industhries should be the primery focus of efforts to stimulate future U.S. economic
growth.

To offset the drag on the development of new technology for the U.S. econom}',
immediate steps must be taken to reduce the effective rate of taxation on capital. It
is the expected after-tax rate of return which governs decisions to invest and to
commercialize an innovation. IncreaseJrates, rarticularl in more
modern and efficient technological plants, would lead to better productivity growth
and therefore lower inflation rates; this is the fundamental approach which should
be taken to our current economic problems—the real way to combat inflation.

Technological innovation, the key to productivity and economic growth in the
1980’s, is performed by small and large companies, as well as by individuals.

History shows that the small company or individual is responsible for a dispropor-
tionate share of the breakthrough innovations—such as computers, fibers, new
medicines, agricultural chemicals, jet airplanes, xerography, etc.—which made possi-
ble tp%s big growth of the past. These innovations also provide virtually all of the
new jobs.

Large companies can undertake the really big innovations: in energy, in metals
and materials, in communications, and so forth. Their role is equally indispensable
to the economic growth of the Nation. .

But each :zge of innovator needs different tax incentives. For individuals, they
. include: (1) uctions in the capital gains taxes; (2) reductions in the top rate for
dividend and interest income (now 70 percent); (3) improvement in the capital loss
provisions; and (4) reinstatement of favorable stock option rules.

For corporations, technology-fostering incentives include: (1) accelerated depreci-
ation; (2) improved investment tax credits; (3) easing of the at-risk rules; and (4)
deductibility of dividend payments.

For research and development, there is widesgread recognition that some form of
tax credit, both for additional research and evelopment by companies and for
research and development at universities paid for by industry, is highly desirable to
grow the “seed corn’ of the future.

The contributing authors of the new treatise strongly recommend extensive busi-
ness-oriented and pro-investment personal tax cuts, like those set forth above, all at
once—not piecemeal. They contend the net cost to the economy if all the above tax
.incentives were adopted would be quite small in dynamic terms—much smaller
than Kemp-Roth or equivalent personal across-the-board cuts—but their effect
would be highly targeted to savings, investment, risk taking, and innovation, and

hence to productivity and non-inflationary growth.

The authors reach no consensus concerning the Kemp-Roth type of tax cuts.

STATEMENT OF DR. RaLpH LANDAU, CHAIRMAN, THE HAaLcoN SD Groue, INc.

My name is Ralph Landau.’ I am appearing today to acquaint this distinguished
Committee with the publication next week of a new and very importat book that
relates directly to the current national debate on tax policy: ‘“Taxation, Technol
and the U.S. Economy,” which will be published under the auspices of the Polytech-
nic Institute of New York as a special 1ssue of the international journal Technology
in Society. My statement today is drawn primarily from the contents of the eighteen
papers in the treatise, plus some synthesizing remarks by my co-ditor and myself.

THE CURRENT STATE OF THE ECONOMY

Today’s economic headlines are dominated by issues such as: balancing the feder-
al budget by budget cuts; Federal Reserve monetary contro}; inflationary effects of
deficit spending; reducing the level of Government spending; general across-the-
board tax cuts; and high levels of interest rates.

'Dr. Landau holds an Sc. D. in Chemical Engineerinf from M.I.T. He is co-founder and long-
time Chief Executive Officer of the Halcon SD Group, Inc., an entre?reneurial chemical compa-
ny, and is a prominent figure in his industry. He is also a director of a Dow-Jones company and
. a trustee of two leading universities.
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The 1980 election results made clear that the American people were and appar-
ently still are dissatisfied; indeed, our fellow citizens share the widespread convic-
tion of economists and other specialists that there is “something rotten in the state
of the economy.”

What is wrong? Consider the unhappy facts: Inflation has been at unprecedented
heights; we have seen little or no growth in productivity; American companies have
lost market shares to overseas competitors; we are burdened with higher and higher
taxation; high unemployment persists.

The contrast with our principal foreign competitors—Japan and West Germany—
during the period 1962 to 1978 can be summarized as follows:

United West
States 3 Garmany

Average investment as a percent of GNP 175 320 46
Government spending (excluding transfer payments) as a percent of GNP..................ccccoreere 214 838 16.9
Productivity growth, average annual percent increase.......... 2.1 8.2 54
Reat economic growth per annum-—overall average snnual increase in real GNP, percent......... 35 83 37

By these commonly-accepted yardsticks of economic health, the U.S. ranks the
worst. This is further evidenced l!?' a dramatic difference in savings rates between
the three countries; in 1978, the U.S. net savings rate was 5.8 percent, compared to
16.9 percent for Japan and 12.5 percent for West Germany; this relative difference
generally persisted throughout the 1962-78 period.

Taxes on capital formation, coupled with big%er government spending which
hobbles the grivate sector’s performance, are surely a major part of the problems.
Since the U.S. inflation and interest rates are also higher, these differences under-
score the conclusion that the combined effect of our less favorable environment—in
particular, the discouraging short-term investment horizon—is to hamper invest-
ment, research and development, and innovation.

THE FAILURE IN TECHNOLOGY DEVELOPMENT

A disturbing aspect of the current debate on economic and tax policy is the
infrequent mention of (and perhaps an even greater lack of appreciation for) the
most important failure of all—in technology.

Ever since the industrial revolution, it is America’s technological progress which
has fueled our growth from a log cabin economy to the greatest industrial power in
the world. It should be remembered that:

At a growth rate of only 2 percent per year in real income per person, standards
of living can almost double between generations. (In fact, this feat was accomplished
from 1870 through 1950 by an average productivity increase of 1.8 percent per year.
It should ;lls;) be kept in mind that the population was increasing greatly over the
same period.

Since the middle of the last century, the United Kingdom, which was then the
wealthiest nation on earth, has grown absut 1 percent less per year than the U.S,
and is now a relatively poor member of tire Common Market; its productivity
increase was only 1.2 percent last year.

From one-third to one-half of all the growth of the American economy in this
griod has come from technological chax})fe; the rest was about evenly divided

tween capital and human investment. However, over shorter time periods, the
contribution of technological change has been much greater.

Between 1945 and the early 1970's, the U.S. real growth rate was slightly above
its historic average; but since then, real growth (measured as the annual rate of
growth in real G per employed worker) has been substantially zero—a worse
pei'fo:}rlnaﬁcle( than Japan, Germany, France, and many other nations, except for
only the UK.

Are we 6oing the way of the U.K.? After all, that 1 percent difference between the
U.‘Svhantd. K. g’;?owth rates equates approximately to the contribution of technology.

at is wro.

If technological progress has been the major factor in the growth of America’s
economy for 100 years, has it faltered since the early 1970’s? The latest data leads
clearly to the conclusion that it has.

One might look for other explanations for our r economic performance, such
as the tremendous increase in energy coets since 1978. However, other countries also
suffered from “oil shock'’—often, even more so than the U.S. So this is not the cause
of our relative decline.
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It has been found in recent and very careful studies that from 1973 to 1976, the
fall in the rate of economic growth was due to a dramatic decline in the rate of
technical change; the obvious conclusion is that future development of new technol-
ogy for all industries should be the primary focus of efforts to stimulate future U.S.
economic growth. These studies further indicate that to offset the drag on the
development of new technology for the U.S. economy, immediate steps must be
taken to reduce the effective rate of taxation on capital. The resulting increase in -
investment rates would lead to better productivity growth and therefore lower
inflation rates. Indeed, this must be the fundamental approach to our current
problems—it is the real way to combat inflation, reducing it gradually in time
through basic technological improvements in the economy. Close study of the decade
of the 1970’s, by contrast, shows that effective tax rates appeared to increase—and
hence to decrease after-tax return—and thus reduced the incentive to irvest and
innovate. These economic findings confirm the experience of many active partici-
pants in the economic process.

These are vital tpoints. Yet, little is being said or done explicitly about the all-
-important factor of technology.

THE TREATISE ON “TAXATION, TECHNOLOGY, AND THE U.S. ECONOMY"

Dr. Bruce Hannay, Vice President for Research of the Bell Laboratories, and I set
out to consult the experts on this subject last year, following up on our extensive
studies on these subjects over five years for the National Academy of Engineering,
where Dr. Hannay is Foreign Secretary and I was a Council member. We have
produced the first comprehensive treatise dedicated to the subject of the intimate
relationships between technology, taxation, and the U.S. economy.

thndid we do this? Because of the great national interest in innovation, especial-
ly technolcgical innovation (which, as shown earlier, lies at the heart of the growth
t‘gctor in the economy)—an interest which swelled in 1979 and 1980. Various promi-
nent private studies were undertaken at about the same time, as was the Presiden-
tial Policy Review of President Carter (the latter especially receiving wide national
attention{ but the two-year focus on this issue wound up limply at the end of 1980
without any tax policy actions—although the Senate Finance Committee Bill of late
summer 1980 was an exception to this neglect. Yet, as mentioned above, tax policies
are of special importance, for they can significantly affect incentives to save and
invest, and motivate industry to innovate. It is now virtually unchallenged that in
the advance economies of today, the bulk of technological advance comes from
decisions made in response to potential economic incentives—or disincentives.

Let us analyze this further by a more detailed explanation of the treatise.

The special issue of Technology in Society published for the Polytechnic Institute
of New York by Pergamon Press, which Bruce Hannay and I co-edited, deals
directly with this central issue affecting the current tax debate. The treatise on
“Taxation, Technology, and the U.S. Economy” contains 18 papers by prominent
experts from several areas. The contributors are:

nomists.—Professor Lawrence Klein, University of Pennsylvania; Nobel Prize
Winner in 1980; Dr. Roger Brinner, Vice President, Data Resources, Inc.; Professor
Michael Boskin, Stanford University; Professor Dale Jorgenson, Harvard Universi-
ty; Professor Burton Klein, California Institute of Technology; Professor Joseph
rdes, George Washington University; Dr. Alvin Jay Harman, International Insti-
tute for Applied Systems Analysis and the Rand Corporation.

Business-Technical Particiﬁ[mts in Technological Innovation.—Drs. Boyd J.
McKelvain and Dr. Arthur M. Bueche (Senior Vice President), General Electric
Com&an(’y; Robert F. Dee, Chairman, Smigh Kline Corp.; J. Peter Grace, Chairman,
W. R. Grace & Co.; Dr. Thomas A. Vanderslice, President, General Telephone &
Electronics Corp.

Public Officials.—Senator Lloyd Bentsen, Democrat, Texas; George N. Carlson,
International Economist, Office of International Tax Affairs, U.S. Treasury; Dr
Gary Clyde Hufbauer, former Deput}r Assistant Secretary for Trade & Investment
Policy, U.S. Treasury and Director, International Tax Staff; now Deputy Director,
International Law Institute, Georgetown Universit%; Dr. Kenneth McLennan, Vice
President, Committee for Economic Development; Charles E. Walker, former Deputy
Secretary of the Treasury under President Nixon. :

Entrepreneurs.—De. Ralph Landau, Chairmn, Halcon/SD Group, Chemicals; Dr.
Edwin V. W. Zschau, Chairman and President, System Industries, Electronics.

Venture Capitalists. —Reid W. Dennis, past President, National Venture Capital
Association, and President, Institutional Venture Partners.

While there are still others who could have enriched our volume, these authors
are distinguished and expert representatives of their fields—they are indeed
“heavyweights.” . .
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In the remainder of my remarks, I would like to briefly summarize for the
Committee some of the major issues raised,and conclusions reached, in the treatise.

THE EFFECTS OF TECHNOLOGY ON THE ECONOMY

The diffusion of technology into the economy, and its subsequenty growth and
productivity enhancement, occur in one of two ways:

By ‘deepening’—i.e., by capital expansion using existing technology. This can
still improve productivity. It is a quantitative change, and involves little or no
technological risk;

By innovation—i.e., qualitative change—when something technologically new is
tried for the first time. This is usually done to improve the economic efficiency of a
process, or to make a superior product which may improve the quality of life, or the
competitive position of a firm. It entails using resources more efficiently, rather
than simply using more and more resources. Innovation therefore involves a signifi-
cant technological and economic risk.

But innovation itself is of two kinds: Improvements—smaller, more gradual, less
risky; and Breakthroughs-—more revolutionary, much rigkier.

Both kinds of technological innovation consist of two phases: Research and devel-
o?ment (R. & D.)—which is less costly (usually less than 50 percent of the total cost
of an innovation, often as little as 10 percent), and less risky; and The first commer-
cialization or embodiment—usually representing more than 50 percent (up to 90
percent) of the total cost and the more risky phase, since it frequently involves
capital expenditures under a different set of tax and incentive systems than R. & D.

From the standpoint of productivity improvement, what counts is the incorpora-
tion of innovation in capital goods. A rapid rate of improvement needs high capital
investment, because it is the vehicle for the diffusion of technology into the econo-
my. -

Thus, we see that the capital formation associated with the riskier phases (such
as, in the most striking example, the first commercialization of breakthrough inno-
vations), is the key component of the innovative process. But all innovation is
inherently risky. Hence, tax policy affects decisions to innovate in a major way,
because it is the after-tax return on investment which governs decisions to invest
and therefore to commercialize. The riskier the innovation is perceived to be, the
greater the after-tax return that is demanded by the investor.

However, R. & D. is the vital precursor to innovation, even thcugh it is a cust,
while only commercialization can convert it into an economic benefit. Thus, today's
R. & D. portfolio may become tomorrow’s capital budget. R. & D. therefore may also
be sensitive to tax policy. In essence, R. & D. is not likely to be undertaken unless
an ultimate prospect of profitable return can be visuallzeti' , however dimly.

Some examples of technological innovation and its effects may be helpful in
demonstrating its importance throughout American history: Agriculture is the most
successful technological industry of all, continuing over a long time :Jeln and with
an extremely favorable balance of trade. At the time of the Civil War, a farmer
could feed only himself and two ot three others. By World War 1I, he had increased
his output four to six times. The 1980 farmer f 65 people at home and abroad.
That is productivity increase brought about by technology. The following chart
shows this clearly: :

[Manhours per bushels) X
' Corn for
Year Weat T, Coton

1800 . KIK] u 601
1840 233 276 438
1880 152 180 303
1900 108 147 284
1915-19 98 . 132 29
1925-29 L] 115 268
1935-39 . 67 108 209
1945-49 34 53 145
1955-59 17 20 L]
1965-69 11 1 30

1970 9 1 2%
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The result of this trend is that, whereas after the Revolution virtually all of
America was devoted to agriculture, now less than four percent are so occupied,
while fully 72 percent of employment is in the service sector.

The computer is seen as the quintessential American technological innovation of
the post-World War II era. The first one (ENIAC), built in the 1940’s for several
million dollars, could be purchased in 1978 for less than $100 in a micro-computer
which calculates 20 times faster, is 10,000 times more reliable, requires 3600 times
less power and 300,000 times less space. Twenty-five years ago, it cost $1.25 to do
100,000 multiplications by computer; today, it costs less than one cent.

In 1965, the first communication satellite was launched and could carry 240
te%gshone calls simultaneously. By the late 1970’s, improved satellites could handle
2{,‘1 X simultaneous calls. The next generation of satellites will handle 12,000-14,000

AY

THE BREAKTHROUGH INNOVATION

The breakthrough innovation is the kind that: changes the direction of a whole
industry; creates new industries; creates new jobs; or changes the rate of growth of
the economy significantly.

It is basically unpredictable, and certainly unforeseen as to scope, dimension, and
economic effects. Some of these have been mentioned previously. Let us list here
some more examples of breakthrough innovations since the nd World War
which have done all these things, and which, of course, were largely or entirely
unforeshadowed in advance:

Pharmaceuticals.—Antibiotics; Hypertension drugs; Anti-ulcer drugs; Birth con-
trol pills; Vaccines.

Chemicals.—Herbicides Synthetic fibers; Plastic films for papkaging.

Electronic devices.—Transistors; Integrated Circuits; Lasers; Solar Cells; Video-
tapes and Discs; Magnetic Recordings.
calCoTptt;tem.—Mainframe large computers; Minicomputers; Microprocessors; Hand

culators. ‘

Communications.—Optical Fibers; Satellite systems; Television; Stereo sound.

Transportation.—Jet airplanes; Space vehicles; Lead-free gasoline.

Reproduction.—Xerograpy; Instant photography.

Materials.—Plastics; Alloys, ceramics, etc.

Household appliances.—Air conditioners; Electric clothes washers and dishwash-

ers.

While this list is incomplete, it is still spectacular.

Could we continue to achieve breakthrough innovations, if the climate were right?
Yes, say the technologist! Today marks the leading edge of a revoluntionary change
in technol that began only a little more than a quarter of a century ago—a
technology drawn from an entirely new scientific base that bears little resemblance
to the science that engineers and scientists learned even three decades ago. Today,
one deals with ghenomena that were inconceivable and impossible in the world of
Newtonian mechanics. New industries are arising out of wave mechanics, quantum
electronics and the new physics of solids; their products are revolutionizing older
technologies both in efficiency and in function. And coming just over the horizon is

biology!

THE LIMITATIONS OF ECONOMETRIC MODELS IN PREDICTING QUALITATIVE
TECHNOLOGICAL CHANGE )

A study or the well known econometric models such as Wharton, Data Resources,
Chase Econometrics, etc., shows that they are unable to predict the arrival or effect
of breakthrought innovations. This inability to predict is understandable because
the models are based on extrapolating the past into the future, i.e., they are static
in concept, as indeed they must be except for smooth trends from the past. But
qualitative or breakthrough technical change introducts discontinuities—unforeseen
events—which no econometric equation can handle. Hence, one notes the caution
with which the authors of such models attempt to predict the future.

The same limitations exist on the effect of economic incentives on individuals and
corporations. These equations can extrapolate past performance, but cannot readily
predict changes in behavior when ground rules or perceptions change, without
reasoning from t behavior. An example of this was found in 1978 when the static
models predicted a $2 billion revenue loss to the Treasury from the reduction in the
Capital Gains Tax, but the actual results, based on the dynamic effects of people
taking individual actions based on the lower tax, wiped out the ‘“predicted loss.”

For these reasons, many of the authors in the treatise on “Taxation, Technology,
and the U.S. Economy” speak of a dynamic economy, one which is not readily
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predictable on a macroeconomic scale, but which depends on the constant interac-
tion and change of many dynamic components—in other words, the multitude of
feedbacks throughout the system which influence further actions and decisions. A
discontinuity caused by a breakthrough innovation is the most dynamic of changes;
it is a “loophole”’—indeed, a very happy loophole—in the static equilibrium law or
supply and demand, because it has been seen to actually expand the whole market
to unforeseen heights. ]

THE INDIVIDUAL, THE SMALL COMPANY, AND THE LARGE CORPORATION

The contribution to innovation of individuals, small companies and large corpora-
tions is often misunderstood. It is a fallacy to believe that innovation comes primar-
ily from any one of these three primary economic groupings. They all innovate, each
in its own way.

The large companies have the cash flow to un% ement the really large projects. In
1981, corporate cash flow is expected to be $186.5 billion, but corporations have a
physical investment need of $282.5 billion. This is virtually equal to all the long-
term capital provided (mostly for very different sypes of investment) by banks,
savings institutions, insurance companies, pension/retirement funds, and individ-
uals to mortgages, bond markets, and new equity issues—largely the annual pool of
personal savings and income from the non-profit sector. The corporate role in the
economy is obviously central, because the corporations can take significant risks,
and they provide the major international trade and balance of payments effects.
The total trade balance of technologically intensive industries is positive; that of the
nontechnological industries is negative.

Individuals and small companies are, however, equally important. Traditionally,
they are the original sources of a disproportionate number of breakthrough innova-
tions, and are the providere of the bulk of the new jobs in the U.S. Venture capital
pl%s a very important role in the financing of these activities.

th are also important for the defer.se effort. In many respects, the U.S. is not in
an arms race, but a technology race. -

FOSTERING INNOVATION AND TECHNOLOGICAL CHANGE

The perception of the contributors to the treatise, and indeed of knowledgeable
people in many walks of life, is that the pace of innovation has faltered in the last
decade, especially in the area of breakthrough innovations. Yet innovation cannot
be forced—it can only be fostered.

It is clear from the above, however, that capital formation, and the climate for its
stimulation, are the central prerequisites for technological change and innovation;
foremost among the “climate conditioners” is tax policy. The treatise therefore
places primary emphasis on policies to stimulate capital formation, and stresses
that, taimg the dynamic effects upon the economy into account, there will be little
loss to the government in static terms and very large potential gains in dynamic
terms.

Another important purpose (and effect) of tax policy, although admittedly of less
impact in the short run, can be to enhance research and development. In this
connection, the treatise emphasizes that tax policy considerations are important for
both large and small companies, as well as individuals.

What are the key findings? A summary can be found in the “Introduction and
Overview” which we have written for “Taxation, Technology and the U.S. Econo-
my.” We say with respect to tax policy that:

“In essence, then, our intuition is that there is a wide-spread consensus on the
need for far-reaching business and investment tax measures to stimulate R & D and
capital formation. This view extends to tax reduction on capital gains and present

igh marginal rates on investment income. There is no real agreement on the
extent of general personal income tax rate cuts, probably because the impact on
technology and innovation is less direct. If our interpretation of what the authors
are saying is correct, however, policy makers have a right to assume that extensive
business and pro-investment personal cuts—even of the broadest kinds envisioned
by the authors—will really cost the economy very little in static terms, but that it
may gain a great deal in dynamic terms as the economy grows and productivity
increases. Hence, the largest tax cuts currently under national consideration really
come down to the general across-the-board individual tax rate reductions and their
dynamic efiects on saving, on work, and on numerous other_ psychological and
political factors which are largely outside the scope of this special 1ssue. at the
authors are saying, in our opinion, to the policy makers is nevertheless clear: You
sre justified in making—indeed obliged to make in view of the national urgency—
extensive business-oriented and pro-investment personal tax cuts. It is better to
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include a very broad mix, all at once,.rather than piecemeal, as a real business
stimulus to investors; the bigger general across-the-board personal tax cuts must
involve additional considerations, some of which are discussed herein.”

Minor tinkering with tax rates is totally insufficient to stimulate innovation in
the 1980's. A sustained increase in the rate of innovation uires a much more
fundamental revision of the incentives to innovate, starting with capital investment
and greater risk taking.

The key tax policies that are mentioned in the papers in the treatise on “Tax-
ation, Technology, and the U.S. Economy" are, for individuals:

(1) reductions 1n the capital gains taxes
(@) re)ductions in the top tax rate for dividend and interest income (now 70

percent) -

(3) improvement in the capital loss provisions, and

(4) reinstatement of favorable stock options.

For corporations, the key tax policies are:

(1) accelerated depreciation

(2) improved investment tax credits

(3) easing of the at-risk rules, and

(4) deductibility of dividend payments

For research and development, there is widespread recognition that some form of
tax credit, both for additional research and development by companies and for
research and development at universities paid for by industry, is highly desirable to
grow the "‘seed corn of the future.”

The treatise also includes innovative tax-policy proposals, some based on perform-
ance of the firm.

There is much less agreement among the authors regarding the wisdom or urgen-
cy of general across-the-board tax reductions, but it is noted that the magnitude of
the presently-proposed reductions of this kind (Kemp-Roth or variations thereof) is
much greater than the sum of all the foregoing business-oriented and pro-invest-
ment personal cuts, particularly when seen in dynamic terms; this only underlines
the significance of the recommendations quoted above.

I appreciate this opportunity to contribute to the important work of this Commit-
tee.
Thank you very much.

Senator Packwoop. We will now move on to Mr. Oppenheim, Mr.
Schapiro, and Mr. Ginsburg.

Good morning, gentlemen.

Mr. Oppenheim, do you want to go first?

PANEL OF: STEVEN D. OPPENHEIM, CPA, MEMBER OF THE
COMMODITIES AS TAX SHELTERS TASK FORCE,  FEDERAL
TAX DIVISION AND PARTNER OF OPPENHEIM, APPEL, DIXON
& CO., NEW YORK, N.Y.,, REPRESENTING THE AMERICAN IN-
STITUTE OF CERTIFIED PUBLIC ACCOUNTANTS; DONALD
SCHAPIRO, TAX SECTION, NEW YORK STATE BAR ASSOCI-
ATION, NEW YORK, N.Y.; AND MARTIN D. GINSBURG, PROFES.
SOR OF LAW, GEORGETOWN UNIVERSITY LAW CENTER,
WASHINGTON, D.C.

Mr. OprPENHEIM. I wish to thank you for the opportunity you
allow me to testify.

The AICPA firmly supports legislation which will effectively cor-
rect tax abuses. We understand and believe that there are abuses
in the commodities area.

We believe that the proposed legislation addresses a real prob-
lem. However, some of the suggestions are either unworkable, be-
cause of their complexity, do not cure the problem or, in fact,
create more of a problem than the existing rules. ‘

We do not think that the use of the “balanced or offsetting”
concept is the correct approach, since it is administratively unwork-
able and is based on the notion that risk reduction is something
that should be discouraged. -

81-237 O—8i~——8
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It is not risk reduction that is the villain which Congress wishes
to catch. It is the lack of profit motive.

Our changes have been suggested with that in mind. Risk reduc-
tion is not wrong. Risk reduction is appropriate business and in-
vestment policy. ]

We recommend that, for taxpayers other than dealers or com-
mercial hedgers, a mark to market mechanism be applied to regu-
lated futures contracts at year end, with the net amount of gain or
loss being treated as long-term capital gain or loss.

We recognize that this constitutes a substantial change in tax
theory and moves away from the concept of income realization on
completed transactions.

Therefore, if enacted, it should be limited to regulated futures
contracts only. Here it would be consistent with the economic
practices of the industry, where gains and losses are settled on a
daily basis.

In the case of cash and carry, it appears to us that the invest-
ment interest expense limitations have removed a great deal of the
problem in this area and no change is necessary.

Furthermore, the way the proposed legislation is written, cash
and carry would apply to interest bearing obligations as well as
noninterest bearing commodities.

Thus, the taxpayer would be in the position of having the inter-
est expense treated as capital loss, but the interest income received
treated as taxable ordinary income.

This seems as unfair to us as the riskless conversion of ordinary
income to long-term capital gains.

Whatever changes are enacted into legislation, we recommend
that exemptions be made for bona fide dealers or hedgers who are
engaged in such transactions in the ordinary course of their busi-
ness. :

It is our position that the dealer rule should be clarified and
strengthened.

The concept of making a Treasury bill a capital asset is certainly
reasonable on its face. However, it is not reasonable in practice.

The calculations of capital gain and loss and of interest income
would be extremely burdensome. The changes are unnecessary,
since a simpler solution to achieve the same result is at hand.

Instead of making a Treasury bill a capital asset, all options and
futures contracts on Treasury bills should be made noncapital
assets, thus reducing the ability to convert gains and losses from
ordinary to capital by making or taking delivery of the underlying
asset. ,

The spread problem, that is the ability to take a loss in one year
and gain in another, would be dealt with by the use of the mark to
market, except that any gain or loss should be ordinary.

In conclusion, we think the purpose of the legislation is good. We
feel that the changes that we have suggested will make the legisla-
tion understandable, enforceable, and in keeping with the Govern-
ment’s policy of reducing interference without sacrificing revenue
or encouraging tax dodges.

In earlier testimony, a point was made that abuses encourage
other people to be abusive. That may be true. It is certainly true
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that complex legislation, which is neither understandable nor én-
forceable invites abuse.

Let me repeat the three positive recommendations we are
making orally—there are others in the written text: the use of
mark to marKet with long-term capital gain treatment, the treat-
ment of Treasury bill futures and options as noncapital assets and
leaving Treasury bills as noncapital assets, and strengthening and
clarifying the definition of what constitutes a dealer. '

We believe that enactment of legislation embodying these recom-
mendations would stop most if not all of the abuses we are con-
cerned about, but without the disruption of proper and normal
business activity that would result from the enactment of the
proposed legislation as it now stands.

We, of course, will assist any and all Members of Congress, the
Treasury Department, and the Internal Revenue Service, in what-
ever way possible, to accomplish the desired result of understanda-
ble, effective tax legislation.

Senator WaALLopP [acting chairman, presiding]. Thank you very
much, Mr. Oppenheim. I think what we will do is hear from the
entire panel and then direct questions to you.

Mr. ScHApPIRO. Mr. Chairman, gentlemen, my name is Donald
Schapiro. I am agepearing here in behalf of the New York State Bar
Association Tax Section. _

I would ask that my statement and the accompanying report,
dated May 27, which was prepared by our committee on financial
institutions and financial futures be included in the record of these
proceedings. : ,

The full statement of the Bar Association Tax Section is con-
tained in the report. I will just summarize here what seems to me
to be the most pertinent points to the discussion.

Senator WaLLoP. Your statement will be included in the record.

Mr. ScHAPIRO. Thank you, Mr. Chairman.

First of all, we recommend that legislation be enacted under
which traders and speculators entering into futures contracts, in
U.S. markets, regulated by the CFTC, that is regulated futures
contracts, be taxed on a mark to market basis, but with a tax rate
sufficiently favorable to attract capital necessary to make these
markets liquid.

We believe that long-term capital gain and loss treatment with-
out regard to holding periods, would be an appropriate method of
mng these contracts where they are not used as commercial

ges.

I might point out that our proposal differs from that of the
Treasury Dexﬁartment in two ways. First of all, the Treasury De-

artment, where it uses mark to market, would tax gains and
osses at ordinary income rates. We do not think that is sufficiently
favorable to attract the necessary liquidity.

Second, the Treasury Department uses mark to market for some,
less than all of the contracts traded by a taxpayer and we think
that the Treasury position would open itself to relatively easy
circumvention, would be administratively terribly difficult, and is
unnecessary.

Our second proposal is thet executory contracts, other than regu-
lated futures contracts, that is puts, calls, forward contracts, and
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futures transactions on foreign exchanges should not be taxed on a
mark to market basis, because they don’t involve daily transfers of
cash. They are not a sum zero system.

We are of the view, however, and we would favor legislation
which would set forth when these contracts will defer losses on
offsetting investment items, and when they will suspend holding
period for long-term capital gain.

That is essentially the problem we have now in short sales of
. stocks and securities. We have a sensible law for that. We think
that as the trading in investment type items increases—commodity
investments, gold, silver, agricultural products, whatever they may
be, that there should be equivalent rules cutting holding periods.

We recommend, third, that rules be adopted which would pre-
vent conversion of ordinary income to capital gain, through deduc-
tions for interest and other carrying costs on cash and carry trans-
actions where capital assets are held by a taxpayer without signifi- -
cant risk of loss of capital, that is, where the assets are hedged.

In this respect, our views differ from those of Mr. Oppenheim,
sitting on my left. We don’t believe that the investment interest-
rule is a sufficient protection here.

As far as averaging goes, we agree totally with the industry
representatives that it is manifestly unfair not to have an averag-
ing system for gains and losses and commodities.

We recommend that that averaging system be accomplished by
allowing capital loss carrybacks the way the averaging system is
handled for a variety of other kinds of items. The averaging prob-
lem is a problem for everyone.

Finally, we do recognize the importance of attracting risk capital
to the futures markets in the United States. )

We do recommend that they be treated favorably. .

We would like, however, to identify two methods which would
produce a favorable result with which we do not agree and we
think would represent bad tax policy. :

First, in our view, it is not sound tax policy to permit deferral to
subsequent years of gains in commodities transactions closed
during a year, or for the contracts marked to market.

Thus, we are opposed to a continuation of the tax straddles, even
if limited to offsetting commodity related income.

We therefore disagree with the industry position on that matter.

Second, we do not believe it is sound tax policy to permit conver-
- sion of ordinary income to capital gain through cash and carry
transactions.

I thank you very much for this opportunity to appear.

Senator WaLLop. Thank you very much, Mr. Schapiro.

Dr. Ginsburg.

Mr. GINSBURG. Good morning, Mr. Chairman.

My name is Martin D. Ginsburg. I am a professor of law, at
Georgetown University Law Center where I teach various subjects
in the field of Federal taxation.

Previously, before moving to the District of Columbia last year,
my wife having gotten a %ood job here, I was the Beckman Profes-
sor of Law at Columbia University Law School and, for some 20

ears before that, practiced law in New York City primarily in the

ederal tax field.
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I appear today on behalf of no group or client. I think no client
would have me. ] am merely here as an interested academic.

That commodity futures contracts and related animals are ex-
ploited in volume for undue tax advantage doesn’t really seem to
be a highly debatable proposition.

The field is more mysterious, perhaps, than other tax shelters in
that the terms are so strange and confusing. It is sometimes hard
to know what a commodity or commodity future or a commodity
futures contract or a forward contract is. I am not at all sure that
everybody knows what a butterfly is, and assuming they are not
lepidopterists, why they ought to care.

None of that seems, however, terribly significant here. The strad-
dle is not an awfully complicated notion. What is happening out
there is that, to no sound purpose you can perceive, lead is bein
turned into gold, in large amounts. :

In one commodity transaction or in a series of transactions, this
year’s ordinary income becomes next year’s long-term capital gain,
at worst, and maybe many years down the line long-term capital
gain, and maybe never any gain at all. )

The use of commodity transactions as the modern philosopher’s
stone is nothing new 1n tax planning. Conversion of short-term
gain to long-term gain, for example, has been a popular indoor
sport for a great many years. What has changed is the number of
players, the volume of transactions, and the not unfounded belief
that the special nature of Treasury bills invites conversion from
ordinary income to capital gain.

This kind of a thing having gone on, in one fashion or another,
time out of mind, one would think the Commissioner must have
had something to say about it.

Indeed, he did, but not until fairly recently and not, I am afraid,
in any cosmically effective way. The Commissioner has been vocal
in his belief that a commodity transaction created to minimize the
tax consequences of unrelated short-term capital gain or ordinary
income, if there is no realistic potential of significant economic
profit and the transaction results in no economic loss, produces
nothing that is deductible against anything.

I think there is a great deal to be said for the Commissioner’s
position, but in every case it requires knowledge of facts and reso-
lution of questions of fac. on which unreasonable men and women
" may and no doubt will differ.

A wise person once pointed out that if determination of a perva-
sive tax issue requires repeated resolution of a question of fact, it is
altogether likely the tax system is asking the wrong question.

It seems to me that the legislation that is before this committee
is an attempt to ask the right questions. Qught we change the tax
rules relative to Treasury bill transactions without regard to
motive, tainted or pure? Should a taxpayer be prevented from
using the futures market as a means of rolling over to a later year
a gain otherwise currently taxable? Or as a means of transmuting
short-term gain into long-term gain?

The legislation answers those questions, ‘“yes,” we ought to be
preventing this in a way that does not require a million audit
disputes a year and an impossibility of working it out.



114

The mark to market concept, and most of the balance of what -
Mr. Schapiro spoke to immediately before, are things with which I
am strongly in agreement. We had the pleasure of testifying to-
ge(tlher on the House side although, in that case, in the opposite
order. .

Mr. Chairman, it is great fun for an academic to attend hearings
on tax shelter transactions. This morning no one defends the abu-
sive tax avoidance use of commodities.

But, you know, at hearings no one ever defends the abusive tax
avoidance use of anything. Everyone at tax shelter hearings turns
out to be highly public spirited. Without fail, this is evidenced by
an intense desire to prevent the destruction of the Republic from

. the assured and horrendous side effects of whatever tax change is
going to be made.

But, in the end, we really have to make some of these tax
changes or the Republic will be in a great deal more difficulty,
simply because the tax system falls into disrepute.

Senator WaLLopr. Thank you very much, Mr.-Ginsburg.

Senator Moynihan., ‘

Senator MoyNIHAN. Thank you, Mr. Chairman. If I could just
respond to Professor Ginsburg’s last point. v

I have been in, quite a few hearings in these matters now. Yo
are right. Without exception, abuses of the Tax Code are con-
diem:ded, and without exception changes in the Tax Code are de-
plored.

It is a straddle, I think. [Laughter.]

This may seem a bit self-serving, but may I ask the panel, is it
not a real possibility that if we don’t do something here, these

.. - exchanges are going to.become discredited. The kinds of income tax
‘returns we examined yesterday are going—are not going to stay
unnoticed that long.

Every so often in the life of an industry or a business, it needs to
be told it is going to have a problem by people who are—who have

. its interest at heart; if you don’t do this, you are going to be seen
as a giant swindle.

Isn’t that possible? I have said, meaning no disrespect to H & R
Block, that if we don’t do something pretty soon, H & R Block is
gaing to be arranging straddles for you. [Laughter.]

We have had some suggestions from attorneys that never
would—tax attorneys who never would involve themselves in this,

. but it was almost a malpractice by a tax attorney not to say to
taxpayer, “You know, you don’t have to pay taxes this year. We
can roll them over.”

Isn’t that kind of problem coming upon us?

Mr. Ginsburg.

Mr. Schapiro.

Mr. ScHAPRIRO. As a practicing lawyer, I would say, Senator, it is
a very serious problem. In November of a year, I will get called up
by people who will say, for 16 percent or 20 percent, we can
convert ordinary income into capital gain or defer it forever.

Now, this isn't to say that as a practicing lawyer I would recom-
mend it to clients, I don’t. But it is a serious problem in terms of
an effective tax system. '
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I agree with you totally. I think that anything which permits
any class of taxpayers, absent the strongest possible legislative
need such as tax-exempt interest from municipalities, not to pay
taxes, at their election, is a very serious problem in the community
understanding of it.

It is very hard indeed, as a tax lawyer, to impress upon people
the need to report accurately and not to take positions where
things like this are going on. -

I think everyone would agree with that. But, certainly I believe
Professor Ginsburg would agree with me. I think Mr. Oppenheim
would agree with me.

Mr. OPPENHEIM. Senator, I agree in theory. The practice I think
is somewhat different. I think the abuse is real. I think the ability
to do so at a perceived economic cost that is very low on regulated
exchanges is overpublicized. I know of a great many cases where
people have entered into what we have discussed as riskless
spreads, only to find out that that was not the case, and that there
was enormous amount of risk. -

You have seen markets move in very strange and very quick
ways and the poor taxpayer who believed it was riskless found out
later it was not.

I think that is a very real problem. Legislation may be necessary
to prevent the taxpayer from being his own worst enemy.

ese are real trades and he finds out too late that they are.
P Senator WaLLop. I will have to say, if you will permit me,
at——

Senator MOYNIHAN. Surely.

Senator WaLLopr. Well, you have the floor and I will permit you
an extra minute on that basis, but it is absolutely not the business
of Government to protect the taxpayer or any other segment of
Government from his own worst self. o
" That is a matter of big brotherism that I find just totally and
abhorently offensive. If a guy wants to go out there and thinks he
is going to con the Government out of $100,000 of taxes and it ends
out costing him $200,000, I say hooray. [Laughter.]

He learned something and maybe he won’t be so anxious to get
at the Government again. We don’t need to protect ple from
themselves. We may need to protect the Government from people,
but not the people from themselves.

Mr. OrPENHEIM. Senator, I agree with that, but the perception
. that has permeated the room and has been expressed in much of

the proceeding is that these are riskless.

There are some trades. that are, in fact, riskless. Those I think
are eminently attackable under present law as not real.

Senator WaLLop. On that basis, I quite agree with you. But those
things that are riskless are relatively rare, too. The risk changes as
soon as they are discovered.

Go ahead. A

Senator MoYNIHAN. Still, one has the impression that the greater
number of these transactions arranged are successful. What would
be wrong-in that?

Mr. OPPENHEIM. Senator, I disagree. ]

One, I think that in order to have a long-term capital gain, in a
commodity transaction, one must stipulate a rising market. That

-
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is, the value of the commodity increases, and there is the capital
g%in. The long-term capital gain is on the long side, not the short
side.

Senator MoyYNIHAN. But on tax deferral, isn’t that a relatively
easy thing to do?

Mr. OprpENHEIM. Oh, excuse me, but in tax deferral there is a
cost. Ultimately, if you defer your gain at a cost of 10 percent a
year, and that is not necessarily the right number, after 10 years of
deferral you have gained nothing.

- Senator MoYNIHAN. Ten years of a tax free loan from the Gov-
ernment?

Mr. OrpENHEIM. Yes; you have that, but you then have the
element of risk in the transaction where you may end up losing
substantially more than the cost.

In real transactions the risk of loss can be very, very surprising
and very large.

Senator MoYNIHAN. I am sure of that. But, are we also witness-
ing an ever-widening practice? It was estimated by the Treasury
that 15 percent of transactions of commodity exchanges are now
for this purpose.

I take it that Professors Schapiro and Ginsburg—I didn’t hear
you, Mr. Oppenheim—but you think a mark to market arrange-
‘ment would work and would not disrupt the exchanges?

Mr. GINSBURG. Yes. :

. Mr. ScuAPIRO. I do also, provided that there is an effective favor-
able tax rate like long-term capital gain. :

I think a mark to market rule, with ordinary income, such as
being proposed by the Treasury is likely to have disruptive effects,
because it should have. People are taking risks. You are asking
people to invest money and take risks for a less favorable return
than they can get in other capital investments.

I think we just ought to assume people will do what is sensible, if
you would like people to take risks in the futures market. I think
our Bar Association Tax Section believes they should.

We think that liquid markets are terribly important to the econ-
omy. They serve a very useful purpose. We think they should be
encouraged. We think it should be done with long-term capital gain
rate. Everyone will pay taxes.

Our Bar Association says favor the commodities exchanges, but
have everyone pay taxes once a year. We just ought to have a rule
whatever the rate is. Actually, there is no revenue involved in
long-term capital gain, because the losses are equal to the gains. It
is a sum zero system.

You could put the entire thing on a long-term capital gain and
loss basis and there is not one penny of difference in revenue, as
compared with whether it is an ordinary income tax gain and loss
system.

Senator MoYNIHAN. Mr. Chairman, could I ask just one second,
to ask Mr. Schapiro, what would you think an appropriate rate
would be?

Mr. ScHAPIRo. Well, our Bar Association has recommended a
straight long-term rate. We understand that some people in the
Treasury Department and otherwise feel that is too favorable a
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rate as compared with people engaged in other activities. This is
not a revenue matter. It is a horizontal equity matter.

Our report points out why we think the disadvantages of mark to
market from a tax viewpoint justify the 28 percent, 20 percent,
whatever it is, if the top rate is reduced to 50 percent.

Senator MoyNIHAN. It is likely to be 20 percent.

Mr. ScHAPIRO. Fine. We would say yes on that. Because we think
there are a lot of disadvantages in the mark to market rule.

For example, there is no step up in basis on death. You can’t
make gifts of the thing. You can’t skip the tax on a corporate
liquida;:lion. There are many places where the mark to market rule
is tough.

The industry representatives have said it is. We agree. But we
think if you give it a long-term capital gain rate, that is fair and
appropriate. If you feel that you would like to give it a higher tax
rate, it has been suggested, for example, that some part of these
gains will be taxed without regard to holding period at long term,
and some at short term.

One suggestion that I have seen is that 20 percent of the gain be
treated as long-term gain and 80 percent be treated as short-term

ain.

Well, as I said to the people discussing it, gentlemen, that is a
matter of price. Everyone I think from the industry side would say,
you know, 99-percent long, 1-percent short, OK.

! Eve(x)'sl'gne at the Treasury would say 99-percent short, 1-percent
ong, OK.

I am through as a lawyer now. I say, gentlemen, you just set
your own price and the system will work. I think those losses, and
there will be losses equal to gains, ought to be offset against other
income. I think we ought to have a system in which people are
attracted to speculate in the commodity markets. They do a great
thing for our economy.

Senator WaALLoP. Senator Symms.

Senator Symms. I wanted to ask Mr. Oppenheim a question. You
mentioned that this is not risk free. We have heard a lot of talk
from Treasury about how safe it is to play a silver straddle and
defer your income. )

But, if you happen to try to get into this when the price of silver
on the spot month, which is the nearby month, and it hit $48 an
ounce. Three months later, and it was way ahead of the far out
month, so the next day there was a $6 or $8 correction, I believe in
silver on the spot price.

Now, if you were trying to put a straddle on for a clieat, and you
got involved in a situation where the price in the 3-month period
went from $48 an ounce down to $10.80, and at that time the
nearby months were ahead of the far out months, and when it hit
$10.80, it reversed the position.

What happens to all those tax straddles?

a Mr. OrPENHEIM. Senator, first, I don’t put clients into tax strad-
es. ‘

Senator Symms. Well, I didn’t mean that you did, but say that
somebody does it. Say a CPA or somebody tries to help his client
get a tax straddle. What happens to that person? ,
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Mr. OppENHEIM. First of all a CPA will say that you have short-
term capital gains, and that you ought to think about ways of
planning for the tax.

Assuming that the client finds his way into the commodities
arena and does a trade, similar to the one you have outlined, he
stands to lose a great deal of very real money.

Because, when you have done a spread transaction, you have
based your prices on a relationship between the nearby and the far
out month.

As soon as that relationship changes, you have either made or
lost money, real money. And, in fact, as the relationship changes to
your detriment, as you have heard earlier, you must continue to
put up money to maintain that position.

Then, if the market does move the limit, as it often does, you

-may be unable to get out of those positions, but continue to have to
put up money. When markets move down the limit or up the limit,
you may not be able to execute a transaction. You will hear that

_ from others.

Therefore, you will stay there increasing your loss with no way
to get out. :

.Senator WALLOP. That loss is daily and rather real.

Mr. OppENHEIM. Oh, yes. There are stories about people losing
millions, professionals, because they cannot get out. It happened
during the silver run up and down. You just could not get out.

As 1 said earlier, you may not like the tax consequences of the
trades, but those trades are very real.

Senator Symms. Do you disagree with what the—you said you
like the mark to market rule?

Mr. OppENHEIM. I like the mark to market approach, as you will
see in detail in our written statement. At long-term capital gains
rates, with 1l-year-end adjustment, as we have suggested in our
:lvritten statement, in lieu of a basis adjustment; yes I do, or yes, we

0.

Senator Symms. What about the comment that Dr. Yeutter made
about the question I asked, I don’t know if you were in the room
then and heard it, about the financing of the national debt and the
debt servicing. ,

Do you agree with his conclusion on that?

Mr. OprpENHEIM. | have no ability to either agree or disagree.
Practical experience tells me that there are so many changes that
occur, that they may be unpredictable.

I am more concerned in terms of the national debt with the
proposed change in the status of Treasurv bills. I think that——
* Senator Symms. That is what I am talking about.

Mr. OppENHEIM. Oh, I firmly believe there will be a change. I
* believe that liquidity will suffer from the proposed change to make
a Treasury bill a capital asset.

Senator SymMms. So you don’t favor that then.

Mr. OrPENHEIM. No, sir.

Senator Symms. Well, am I correct in saying on this mark to
market point of view, we would end up on December 31, with the
tax considerations what was regulating the market rather than
other factors, if you go to mark to market?
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Mr. OrpENHEIM. Yes, but in the case of Treasury bills, we have
recommended Treasury bill futures be treated as ordinary. So,
thus, any gain or loss on the mark to market basis would parallel
the existing Treasury bills.

Senator Symms. Let's go back to the soybeans then. If you go
mark to market on soybeans, what happens on December 31 or in
the later part of December?

Do you have people in there involved in the markets that are
thinkivng about taxes instead of the supply and demand of soy-

Mr. OPPENHEIM. In my opinion, that would be very difficult. At
that time, since your positions will be tax neutral, that is, you will
be taxed on your ending positions whatever they are, you are then
saying in my opinion, the only way I could affect the tax treatment
of my positions would be to manipulate the market.

Senator Symms. Do you want to comment?

Mr. ScHAPIRO. Yes, Senator. I don’t quite see why that would be
true. The commodity markets are an absolutely neutral system.
The tugs and hauls ought to be exactly equal on every day. Anyone
who was going to benefit from a price increase will have an oppo-
site number who is losing from the price increase.

This is an absolutely sum zero system. I can’t conceive why there
would be any tax manipulation. To put it differently, I can’t con-
ceive how it would be possible, and if it were possible, the CFTC
ought to change the rules.

If we accept the basic economic concept of movement of money
back and forth, every win has a loss and every loss has a win. I
don’t see why anything should happen on December 31.

Senator Symms. Mr. Wilmouth said and let me quote what he
said. It bothered me somewhat. It bothers me to hiear you—I would
just like to try to understand here. .

The concept will cause settlement price wars on December 31, and later days of
the year when trading will be a battle between the longs and the shorts since

taxable income will be totally dependent upon the closing price that day and it
would diminish the viability of the market hedging vehicle.

As a farmer, if I thought that people were going to settle the
price of soybeans or wheat based on the taxing code, not on what
the price of soybeans were, I would sure want to stay out of that
market and figure out some other way. I would go contract with
‘the private dealers or something and stay out of the—I can see
w}g they would be concerned with this.

i]%h: now, we are the center of the world on the soybean
market. :

Mr. ScHAPIRO. Senator Symms, I agree. I would be concerned too,
if I thought it was so. But every day is a war between the longs
and the shorts. This is what the whole discovery of price is. This
happens all the time. That is what the markets are all about.

can’t quite see what distortion anyone is talking about on a
particular day during the year, December 31 or not.

Now, it may be so, but I haven’t heard any explanation of it from
anybody, nor does it seem to me as a reasonable person that there
would be one.

Now, I may be wrong, but certainly it would have to be ex-
plained in some way that I haven’t yet heard.
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Senator Symms. He says the concept will result in chaos for the
speculator who will have various aspects of his business taxed in
different ways.

For example, the relationship of the futures contract to the
underlying cash contract would be distorted since the tax conse-
quence would differ for each.

Thus, the price relationship would be on the basis of tax laws
rather than on supply and demand.

That is what they are talking about.

Mr. ScHAPirO. Well, I think everyone agrees that for the com-
mercial hedger, the farmer, the grain operator, these rules
wouldn’t work. We would continue the same rules we now have. I
am just not sure I understand why this would happen.

I could understand that the present tax system is favorable. Of
course, it is. It is desirable. We have a great market, under a
favorable tax system.

The question before this committee and the Congress is whether
there ought to be an alternative favorable, or almost as favorable,
system put in which will also agree with basic tax concepts that
people should pay tax once & year on their income.

That is what we are talking about. We ought to accomplish
everything that people want to do, and to keep the markets, to
avoid anything going wrong with them. But we should do it in a

: was\;in which people pay tax once a year. That is all.
nator WaALLop. Senator Dole.

Senator DoLE. I have no questions.

Senator WarLLop. The first panel testified that the marked to
market approach would violate long-standing tax rules requiring
the realization of gain before a tax was imposed.

I just ask generally, as a panel, what ‘is your judgment on that?
Would it violate long-standing concepts?

Mr. GINSBURG. No, I don’t think so. My friend Mr. Schapiro has
a wonderful ‘poker game illustration, if I can get him to give it.

Mr. ScuAPiro. No. I don’t think it would do anything like that.
Cash moves back and forth. This is the only market that I know of
in which cash moves back and forth every day. Really what we are
taxing is the cash moving back and forth.

When your house goes up in value,-you just can’t get cash from
anybody without interest, cash without interest.

If you margin stocks, you have to pay interest on the borrowing.
You are liable to return it.

Here you get your cash. You can close your position out. That is
the end of it. .

On the question of whether there are losses and gains, I talk to
my good friend, Marty, and I say, it is like a poker game. I mean,
do you win at the end of every hand, at the end of every session.
Or if you win or lose money at the end of a whole weekend, at
what point do you -measure it?

I would say that any time you can quit, you have had your gains
or losses.

Senator WaLLopr. What happeas if that isn’t in the year that you
are talking about. You are saging anytime that they quit. But, if
somebody starts on December 31, isn’t that the principle of what is
going on here anyway?
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Mr. ScHAPIRO. No. The rule is that once you get the cash, you are
able to withdraw it and it is an appropriate time to tax when
people have cash which they can keep.

Our suggestion is that you tax the cash received when the con-
tract is performed or on December 31.

Senator WaLLoP. December 31 is not necessarily when a gain has
been realized.

Mr. ScHAPIRO. Our view would be that it is appropriate to tax
the gain at that time, because you have the cash at hand and you
can say, I want to keep the cash. I want to end my transaction.

We think that is appropriate, and that it is unlike other things.
It isk not like taxing a house and not like taxing appreciation in
stock.

On December 31, when everything is all over, if I am long, and
Marty is short, we have exchanged cash. We can stop. That is the
end of it. One of us has the cash and can keep it.

If we would like to remain in on January 1 and January 2, that
is fine. At that point, once again we are making a decision to stay
in or go out.

We recognize of course, it is a little different than normal real-
ization concepts, but for example, there are many other cases like
this. Securities dealers, for accounting purposes have to record
their securities on a mark to market basis at year end. That’s
standard accounting, sometimes for taxes, sometimes not.

Gold and silver which is produced is valued at market by mining
cgmpanies at yearend. It is not at all unusual for highly liquid
things.

Senator WALLoP. I guess what causes me concern is that quota-
tion that Senator Symms just read, as to what it might do to the
commodity markets, the longs and shorts on the last day of the
year, and the total distortion of the ordinary forces that are at
work on it.

If you are going to cash in everything on December 31, longs and
shorts, what happens to the poor guys for whom the commodity
markets theoretically were designed in the first place, namely, the
producers and the millers.

For instance, in the case of wheat, the producers, and in the case
of cattle, the butchers.

Mr. ScHAPIRO. They are left exactly as they were. The only thing
we are doing is——

Senator WaLLopr. Except forces which have nothing to do with
the value of their commodity are at work on it there.

Mr. ScHAPIRO. No. All the producers are left in exactly the same
position. They are not marked to market. They are taxed as com-
nlllercial hedgers. There are no changes made to the tax rules for
them.

Senator WaLLopr. No changes made in the tax rules, but there
may be a hell of a change in the price and who cares about tax
rules if somebody has got your goodies.

Mr. ScHAPIRO. But why——

Senator WALLOP. That is what you are in it for, if you are a
hedger. It is different to be a speculator and a hedger; that is what
I am trying to get at.
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What happens to the hedger, theoretically, for whom these mar-
kets were put up? The hedger is in existence because of the specu-
lator. There is no question about that. But if the speculator has all
kinds of forces at work on him, on a last day of the year, which
have nothing to do with the commodity at hand, the supply or
futures forecast or anything else, what happens then to the people
for whom these markets were originally set up?

Mr. OrPPENHEIM. Senator, what happens now?

Senator WarLLop. What happens right now is that there isn’t a
tax settlement date on December 31.

Senator Symms. Lots ~f trading right now.

Mr. GINsBURG. What there is now, let’s go back to the folks that
Mr. Schapiro had. One of them has a loss situation, and one of
them has a gain.

If you come down to yearend and can make use of a loss, you will
close out that transaction in order to get the loss. Since you don’t
want the gain, you won’t close out that part, the gain end of it, if
you are on the gain side.

The markets have been operating ‘and people have been operat-
ing this way for a long time, except that currently the system is a
great deal more artificial, I think, than it would be in a realistic
mark to market world.

If I may just comment on one other thing, the question of being
abl% to take the gains and isn’t that an appropriate time for taxing
you?

Last year this committee was very active in putting through the
Installment Sales Revision Act of 1980. It is a lovely thing and
postpones gains all over the place. But the one time that you don't
defer is when the seller holds a demand note given by the buyer.
- The 1980 legislation reconfirmed the position, in the law since
1969, that if you have a demand note we are going to tax you now,
because you can take the money out, you can demand it.

It .doesn’t seem to me mark to market is cosmically different
from that rule.

Senator WaLLor. Does any other member of the panel have
another comment?

Senator Symms. I want to pursue your question. Maybe it was
‘going over my head here. You are talking about this termination
or at the end of the year and having the finalization. What about
the guy that goes in there and he has gotten ahead on a contract, a
trader, say. At the yearend, you mean it is cash, he can sell it that
day if he chooses to.

Mr. ScuAPIRO. He doesn’t have to sell it. He has the cash wheth-
er or not he sells it. The cash is credited to his account and he can
withdraw it whether or not he sells it.

Senator Symms. In other words, you want to put him on an
accrual basis?

Mr. ScHAPIRO. I want to put him on a cash basis. [Laughter.] -

-Senator Symms. Well, he may not have the cash the next day. If
the price goes down, he has lost it.

Mr. ScHAPIRO. He has lost it the next day.

Senator Symms. You want to tax him on the dead horse then?
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Mr. ScuaPiro. Well, no, I want to tax him on his gains and 1
(vivant to give him a loss carryback just like everybody else in life

0es.

If I am engaged in the widget business, and I make money in
widgets this year, and I lose money in widgets next year, I get a
loss carryback.

If I am a lawyer and I make money this year and I lose money
next year, I get a loss carryback.

Senator Symms. That never happens to lawyers. [Laughter.]

If I understood correctly what the situation is, if the trader today
makes $100,000 this year, pays taxes on it, next year he loses
$100 000, he doesn’t get paid back by the Government. You are
saying you would like for him to be able to do that.

Mr. ScuAPIRO. Absolutely. The law should be changed to do that.
The people who are in the commodities industry are totally right,
that the present law is terribly unfair in that regard.

It is also incidentally, unfair in allowing short-term gain only for
short positions. There is no earthly reason why someone who is at
the risk of the market, in a short position, for more than 6 months,
under today’s law, should not be entitled to long-term gain. The
law doesn’t provide it. It is a mistake. We think the law should be
* changed.

The people who were speaking about the defects of present law
are entirely right. Their remedy of allowing people to roll things
over forever we don’t think is right. We think it should be cured in
a different way.

Senator Symms. I think I understand better what your position is
now. I appreciate that. But there is so much risk involved in the
volatility of these markets, if we do anything to remove the trad-
ers, you have to assume that the risk is going to be greater then,
bﬁcause the price is going to fluctuate more as those markets get
thinner.

Mr. ScHAPIRO. Absolutely. I would assume, incidentally, if you
enacted a bill allowing long-term capital gains for the commodity
speculators and traders that you would flood the market. I am
guessing now, but in comparison to alternative investments I can
see, at least in my mind’s eye, the newspaper advertising. You
know, stocks have to be held for a year to get long-term gains.
Optil({)ns have to be held for a year. Come to the commodities
market.

There is a very favorable tax rate. The reason it doesn’t cost the
Government any money is because there are losses equal to every
gain. For everyone who wins, there is a loser.

The loser only gets a long-term capital loss, which is a very, very
undesirable kind of loss.

Senator Symms. Thank you, Mr. Chairman.

Senator MoyNiHAN. Mr. Chairman, could I just press one more
question to this panel?

Is there a possibility of a distortion in attracting too much money
to these markets?

Mr. ScHAPIRO. Senator, I really don’t know. But I say, it would
seem to me within the confines of what is predictable and the
studies that can be made and the ability of the economic system to
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grov}ide information and to set a tax rate, it ought to be possible to
o that.

I just don’t know, but it seems to me you could find it out.

Senator MoYNIHAN. Your point being, you are arguing about
price.

Mr. ScHAPIRO. Exactly, sir.

Senator MoyNIHAN. Your principle, and I think it ought to be
heard, is that persons should pay taxes once a year. Any person
with a position in the commodities market, at the end of the year,
if he has gained on that, he has the cash available to do so.

If he chooses to keep his position not liquidated, well, that’s his
choice; right?

Mr. SCHAPIRO. Exactlr\i.

Sﬁnator MoyNIiHAN. He is in a position to pay taxes. He has the
cash.

Mr. Scrariro. Exactly.

Senator MOYNmAN.‘gnce a year to do so. You would like to see a
change whereby losses could be carried forward and back in ways
that are normal.

Mr. ScHAPIRO. Yes.

Senator MoyNIHAN. I gather the panel all agrees with that?

Mr. OPPENHEIM. Yes.

Mr. GINSBURG. Yes. :

Senator MoyNIHAN. That would substantially improve the posi-
tion of traders who might indeed have big losses and big gains in
glternate years and can’t use them now as other businessmen can

0.

Mr. OppPENHEIM. That is correct.

Senator MoyNIHAN. I think this is very illuminating. I thank the
panel very much.

Senator WaLLor. There may be questions the committee or staff
may have to submit to you. It would be very helpful if you would
respond to those.

Thank you very much.

Mr. ScHAPIRO. Mr. Chairman, with all respect to the Moynihan
bill, we think in that form it really would be virtually impossible to
operate under. We are suggesting a system we think will operate
very simply and it will be easy to audit.

e believe very strongly the Treasury proposal is not sound. We
have explained why in our report. We don’t think it will work. We
think it will lead to more tax avoidance.

Basically, the Treasury says more than 50 trades in three out of
four quarters, you get ordinary income or loss.

Less than 50 trades out of three of four quarters, you get capital
gain or loss.

Supposing I run my portfolio just until the end of the year, so
that was 2 more trades, I go over the line and I get ordinary
income and loss treatment.

Well, it is not very hard for me to see that if I am a winner, I
will stay on the side of the capital line. If I am a loser, I will go
over and get ordinary loss. Then I begin to think about how about
myself and my brother, he takes one side of every trade, I take
another. At the end of the year one of us is going to win and one of
us is going to lose, exactly the same amount. The winner stays
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short of the mark and achieves capital gain. The loser goes over
the edge and is treated as an ordinary loss.

Treasury says they really can’t police a taxpayer with a lot of
trades. Well, you could have 10,000 trades in two out of the four
quarters and still not be mark to market. :

We don’t think it is a good idea.

Senator MoyNIHAN. Could I just ask, Mr. Schapiro, you know
that the bill we put in originally was put in for discussion pur-
poses. We have discussed at that general meeting we had a while
ago a second proposal which we called Proposal A.

I gather you find that in the range of the kind of a thing you
would like to see done?

Mr. ScHAPIRO. Yes; that'’s correct. .

Senator MoyYNIHAN. There is a round 1 proposal. I thank you
very much, gentlemen.

Senator Symms. Thank you very much.

[The prepared statements of the preceding panel follow.]

STATEMENT OF STEVEN D. OPPENHEIM ON BEHALF OF THE CoMMODITIES TAX SHEL-
TER TASK FORCE OF THE AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNT-
ANTS, FEDERAL Tax DivisioN

I wish to thank the Committee for allowing me the opportunity to testify on
behalf of the Commodities Task Force of the AICPA Federal Tax Division. OQur
report will be considered by the Executive Committee of the Tax Division at its next
meeting and if there are any changes to our recommendations or conclusions, we
well inform you promptly.

The AICPA firmly supports legislation which will effectively correct tax abuses.
We understand and believe that there are abuses in the commodities area. We
believe that the pro legislation addresses a real problem. However, some of the
suggestions are either unworkable because of their complexity, do not cure the
problem, or, in fact, create more of a problem then the existing rules. In that
regard, let me be specific about certain provisions.

e do not think that the use of the ‘“balanced or offsetting” concept is the correct
apﬁroach since it is administratively unworkable and is based on the notion that
risk reduction is a bad thing.

It is not risk reduction that is the villian that Congress wishes to catch, it is the
lack of profit motive. Our changes have been suggested with that in mind. Risk
reduction is not wrong. Risk reduction is appropriate business and investment
policy. One should always encourage individuals in business to maximize revenues
and minimize losses.

A statistical measurement of risk as a test can lead to some very erroneous
conclusions. Physical commodities trade as a function of both scarcity and carrying
cost. The major carrying cost is interest. Thus, for example, if the weather is good
and a good crop of soybeans is expected and there is no political unrest in the world
to prevent copper from being mined, it is possible that copper and soy beans will
have parallel movement. Statistical anaylysis could lead the IRS to conclude that
soy beans and copper are similar enough that a long position in one should be
considered as balanced by a short position in the other. This does not take into
account that when the underlying factors become disparate there will be substantial
differences and the economic consequences could be disastrous if the two positions
were treated as offsetting.

Because the approach of the proposed legislation is inappropriate and far too
broad in its scope, we expect that it would be administratively unworkable. The
items of balance are almost without limit to one’s imagination. The Internal Reve-
nue Service, even though it intends to enforce these rules fairly, has had a history
of being unable to extricate itseif from the morass of detail, and thus, in the past,
has issued some very quetionable and perhaps erroneous rulings and conclusions as
to the nature of risk in these types of transactions.

We recommend that, for taxpayers other than dealers or commercial hedgers, a
mark to market mechanism be applied to regulated futures contracts at year end,
with the net amount of gain or loss being treated as long term capital gain or loss.
We recognize that this constitutes a substantial change in tax tgeory and moves
away from the concept of income realization on completed transactions. Therefore,

81-237 O0—81—9
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if enacted, it should be limited to regulated futures contracts only. Here it would be
consistent with the economic practice of the industry, where gains and loeses are
settled on a daily basis.

There has been other testimony in other hearings as to the effectivenss of this

. proml. We would like to make a suggestion which we believe would make it more
workable. Once the mark to market has taken place, you are faced with the
problem of the gain having been realized and there needh;g to be a basis adjustment
or some other form of adjustment in the subsequent period to allow for the already
taxed income. Rather than using a difficult procedure, such as marking each of the
appreciated contracts to market (i.e., the gain contracts up only to the extent of the
net gain'in the futures market), we recommend that the entire amount of the long
term capital gain generated by the mark to market be reversed in the subsequent
year as a long term capital loss. Thus, no basis adustment is necessary, no compli-
cated recordkeeping is required, and dipsosal of the underlying contracts will then
result in mglam or loss as if the mark to market had not taken place. However, the
income will have been taxed in the earlier period to the extent that the economic
gain was deemed realized at year end. It seems to us that this has the advantage of
recognizing the gain or loss on regulated futures contracts on a daily basis, just as
the industry does. Yet it keeps in place the mechanics of historical cost income
realization, and the ease of recordkeeping will enable us, as accountants, to prepare
tax returns without %"I":&t difficulty to ourselves or our clients and the Internal
Revenue Service will have a relatively easy audit procedure rather than a compli-
cated set of records to review.

In the case of forward contracts, we feel no such procedure is warranted since
there are a number of substantial differences between forward contracts (non-
exc trade contracts for future delivery) and futures:

1. A forward contract recﬁl:ires a more than one year holding period for long term
capital ctgam rather than the six month period used for exchange traded futures
contracts. -

2. In practice, a forward contract is not marked to the market daily, but is a
credit risk assumed between the buyer and the seller. The buyer of a forward
contract has to be sure that the seller will deliver. Converg::f', the seller has to be
sure the buyer will pay at the time of delivery. Each will act accordingly. In
commercial practice, it is evaluation of the credit risk that determines one’s willing-
ness to deal in private forward transactions and we think the possiblity of tax
abuse, given the commercial risks, is relatively low. :

If Congress wishes to pass legislation applying a balanced or offsetting ition
tyl;p:a of test, a better approach would be to utilize the test of substantially identical,
which has a long history of understanding and application. That test could be
broadened to include, for all non-dealers in the underlying commodities, making the

hysical commodity, that is deliverable against the futures contract, substantially
identical to the futures contract. In that regard, for the non-converter (that is other
than one who changes the form of a commodity in the ordinary course of its
delivery or business) the same result could apply to mere changes in form. The best
example of those might be soy beans, soy Lean oil, and crush, or copper ingots
against copper wire.

Further, if Congress decides to use the balanced or offsetting concept we think
that, as a matter of policy, existing sections should be amended rather than new
sections created. The creation of new sections might cause inconsistency among the
various sections. The proposed legislation does exactly that; create new sections
layered upon old sections. We think that a better result than creating new section
1092 would be to amend both sections 1091 and 1233 to deal with the problem.

In the case of cash and carry, it appears to us that the investment interest
expense limitations have removed a great deal of the problem in this area and no
change is necessary. Furthermore, the way the pronosed legislation is written, cash
and carry would gﬁllaly to interest bearing obligations, as well as non-interest bear-
ing commodities. Thus, under the present wording, the taxpayer would be in the
position of having the interest expense treated as capital loss, but the interest
income received as taxable ordinary income. This seems as unfair to us as the
riskless conversion of ordinary income to long term capital gains. If there is a
provision for capitalization of interest expense, it should be reduced (that is not
capitalized), to the extent that the taxfayer receives interest income.

tever changes are enacted into legislation, we recommend that exemptions be
made for bonafide dealers or hedgers engajed in such transactions in the ordinary
course of their business. These taxpayers already have a complete set of rules and
all income or loses is ordinary in nature. There has been no demonstration of abuses
in these areas other than what constitutes a dealer in the underlying commodity.
Let us remember that there is no such thing as a dealer in futures contracts.
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It is our position that the dealer rules should be clarified and strengthened and
one should not throw the proverbial baby out with the bath water by complicating
an already difficult and complex area. A dealer should be defined as one who in the
ordinary course of business on a continuous basis maintains a two sided market (is
ready to buy or sell to or from customers).

The concept of making a treasury bill a capital asset is certainly reasonable on its
face. However, it is not reasonable in practice. The calculations of capital gain and
loss and of interest income would be extremely burdensome. The changes are
unnecessary since a simpler solution to achieve the same result is at hand. Instead
of making a treasurzebill a capital asset, all options and futures contracts on
treasury bills should be made noncapital assets, thus reducing the ability of one to
convert gains and losses from ordinary to capital by making or taking delivery of
the underlying asset. The spread problem, that is, the ability to take a loss in one
year and a gain in another, would be dealt with by the use of mark to market,
except that any gain or loss should be ordinary.

ere the taxpayer owns the physical and is short the future contract, the mark
to market concept would apply only to the futures position and not to the physical
asset. The taxpayer would not be able to know what the effect of this situation
would be at the time he initiated it, and thus the opportunity for effective conver-
sion or deferral would be virtually eliminated. Of course these rules should not
apply to dealers since any gain or loss on T bills or related hedging transactions will
be ordinary in any event.

In the case of a 30-day look back rule, one must remember that the securities
industry already has a most elaborate mechanism for preventing the willy nilly
conversion of gains to caglital and losses to ordinary. In fact, the rule is stricter than
in any other industry which has both inventory and investment iblities. We do
not think the 30-day period is too long in view of the volume and scope of transac-
tions taking place. Again, we believe that this is a problem that can best be dealt
with by clarifying and strengthening the definition of who is a dealer and what is
inventory, rather than by changing the basic rule. If, however, the rule must be
changed, we recommend that the period be shortened to not less than a two week
period, thus allowing some time after the settlement date for taxpayers to deter-
mine the status of what they have acquired. -

Any change in the investment account classification under section 1236 would
have a substantial economic effect on dealers in securities, beyond the tax conse-
guenees. The Federal Reserve rules in margin specifically refer to this section in

etermining what is adequate or inadequate margin. Therefore, any change in this
area should be made with consideration of the possible adverse impact on a dealer’s
financing of his inventory.

Eliminating the sale or exchange requirement to generate capital gain or loss
seems to have a number of problems. This would be a substantial change in existing
law and have a sweeping effect well bei;ond that of curing tax shelter abuse. The
proposed legislation would deal only with dispositions of capital assets. What about
the obligation or “short” side of a transaction? Would the nature of the gain or loss
be long term or short term? There is a substantial difference of opinion between the
judiciary and Treasury regarding whether disposing of the short side of a forward
contract results in long term or short term capital gain or loss.

In any event, we believe form should not rule over substance. There are signifi-
cant differences between selling a contractural obligation, pairing off a contractural
obligation, (that is, entering into an offsetting transaction with the same person)
and making a payment to be relieved of a contractural obligation. Each will result
in a substantially different debtor/creditor relationship, and thus the form does
have substance. -

We recommend that this particular proposal be subject to further consideration
and not be enacted at this time, since the unanswered questions far exceed the
abuse that is deemed to take place. It is possible that the abuse can be attacked
under current law since the test for deductible payment is not met, and there is
merely an increase in liabilities. ,

In conclusion, I wish to thank you for allowing me to testify. We think the
purpose of the legislation is good. We feel the changes that we have suggested will
make the legislation understandable, enforceable and in keeping with the govern-
ment’s policg' of reducing interference without sacrificing revenues or encouraging
tax ‘“‘dodges’. In earlier testimony, a point was made that abuses encourage other
people to be abusive. That may be true. It is certainly true that complex legislation
which is neither understandable nor enforceable, invites abuse. We of course will
assist any and all members of Congress, the Treasury Department and the Internal
Revenue Service in whatever way possible to accomplish the desired result of
understandable, effective tax legislation.
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STATEMENT OF DONALD SCHAPIRO

My name is Donald Schapiro. I am agupearing on behalf of the New York State
Bar Association Tax Section, and res lly request that the accomsanying Reﬁort
on Pending Legislation Dealing with Commodity Tax Straddles and Related Mat-
ters, dated May 27, 1981, prepared by the Committee on Financial Institutions and
Fti;ancialt Futures of the Tax Section, be included in the record as a part of my
statement.

A summary of the State Bar Tax Section recommendations is set forth at the
start of the Report.

The Report discusses a Bill introduced by Senator Moynihan (S. 626), a Bill
introduced by Representatives Benjamin S. Rosenthal and William Brodhead (H.R.
1293 and 1338) and the proposal of the Treasury Department presented by the
Assistant Secretary for Tax Policy, John E. Chapoton, in testimony before the
House Ways and Means Committee on April 30, 1981. Since the date of the Wa
and Means Committee hearinog, there have been a number of other proposals for
legislation to deal with commodities tax straddles and related matters.

e full ‘position of the State Bar Tax Section is contained in the Report. A
summary of its position regarding factors common to all of the various proposals is
set forth below:

1. We recommend that legislation be enacted under which traders and speculators
entering into futures contracts on markets regulated by the Commodity Futures
Trading Commission in the United States (** lated futures contracts” or “RFCs")
would be taxed on a mark-to-market basis with a tax rate sufficiently favorable to
attract the capital necessar¥ to make these futures markets liquid. We believe that
long-term capital gain and loss treatment, without regard to holding period, would
be an a&;))ropriate method of taxing RFCs which are not used as commercial hedges.

2. If Congress should choose to treat a fixed part of the gain from RFCs as short-
term capital gain, with the balance being treated as long-term gain, without regard
to holding period, we recommend that parallel treatment be allowed for losses.
There should be no restriction on using RFC losses to offset capital gain from other
activities.

3. We are of the view that executory contracts other than RFCs (e.g. puts, calls,
forward contracts and futures transactions on foreign exchanges) should not be
taxed on a mark-to-market basis because they do not involve daily transfers of cash.
We are of the view, however, that these executory contracts in some circumstances
should cause (a) deferral of losses on offsetting investment type items (including
other executory contracts) and (b) suspension (including termination) of holding
Feriods in offsetting investment type items in relationship to their qualification for
ong-term capital gain.

4. We urge that Congress (a) specify with particularity which ty(fes of executo
contracts will be endowed with the ability to defer loss and suspend holding period,
(b) specify with particularity which type of investment items will be subject to loss
deferral and holding period suspension rules, (c) specify in general when executory
contracts are offsetting to investment type items (including other executory con-
tracts) and (d) inte&r)gte any new holding period suspension rules with the existing
short sale rules of Code Section 1233.

5. We recommend that any set of new rules be made easy for the Revenue Service
to audit and simple for the average commodity trader or speculator to observe when
dealing only in RFCs. We also recommend that the more complex rules described in
paragraphs 3 and 4, above, be drafted with clarity sufficient to permit their policy
and interrelationship with other interlocking e provisions to be understood by
the Treasury Department, tax practitioners and the courts.

6. We recommend that rules be adopted which would prevent conversion of
ordinary income to capital gain through deductions for interest and other carrying
costs on ‘“‘cash-and-carry” transactions where capital assets are held by a taxpayer
without significant risk of loss of capital because the assets are hedged through
RFCs or otherwise.

7. We recommend that gain and loss in different years from commodities related
fransactions be subject to averaging through carryovers and carrybacks of capital

osses.
8. We rwogmze the importance of attracting risk capital to the futures markets in
the United States, and accordingly recommend that the tax treatment of RFCs be
sufficiently favorable to attract the capital needed for market liquidity. While other
appropriate methods of ﬁzoviding favorable tax results may be available, we recom-
mend, as noted above, that this result be achieved by treating all gains and losses
on non-commercial hedging RFCs as long-term capital gain or loss without regard to
holding period. We also wish to identify two possible methods for producing favora-
ble tax results for traders and speculators in RFCs which should not be adopted
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because they do not represent sound tax policx. First, it is not sound tax policy to
permit deferral to a sul uent year of gains from commodities transactions closed
during a year, or from marked-to-market during a year. Further, we do not
believe it is sound tax policy to permit conversion of ordinary income to capital gain
through cash-and-carry transactions in investment type items which are protected
against market risk through hedging.

On behalf of the New York Bar Association Tax Section I express my appreciation
for this opportunity to appear before your Subcommittee.
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INTRODUCTION-

The purpose of this Report is to comment angd
offer recommendations on three legislative proposals
concerning the tax treatment of commodities transactions:
(1) a bill introduced by Representatives Benjamin S.
Rosenthal (D-NY) and William Brodhead (D-Mich)l/(z)

a bill introduced by Senator Moynihan (D—NY)E/and (3)
the proposal of the Treasury Department, presented

by Assistant Secretary @or Tax Policy, John E. Chapoton
in testimony before the House Ways and Means Committeg
on April 30,°1981. These legislative proposals are
intended to prevent taxpayers from using commodity and
commodity-related transactions to (a) convert ordinary
income to capital gain, (b) convert short-term capital

gain to long-term capital gain, and (c) defer recogni-

tion of income from the year in which it is realized

1/ 1Introduced as H.R. 1293 and H.R. 1338, "To Prohibit
Tax-Motivated Commodity Straddles". A copy of the
Rosenthal/Brodhead Bill is attached to this Report.

2/ Introduced on March 5, 1981 as S. 626, the "Commodity
Straddle Tax Act of 1981". A copy of the Moynihan
Bill is attached to this Report.



133

until a subsequent year. The tax avoidance strategies
against which these bills are aimed, as well as the
history and mechanics of the futures markets, are
described in Assistant Secretary Chapoton's statement
and in a pamphlet providing background for the hearing

3/
prepared by the Joint Committee Staff (April 28, 1981).

SUMMARY OF RECOMMENDATIONS

The Committee on Financial Institutions and
Financial Futures (the "Committee") agrees with the goals
of these proposals, but feels that the recommendations
summarized below would better achieve these objectives.

(a) Taxpayers, other than persons engaged
in "cash and carry" transactions and certain hedg-
ers, should recognize gain or loss on futures
transactions on U.S. commodities exchanges on a
mark to market basis at year-end and immediately
before futures contracts are closed-out by taking
or making delivery or by entering into offsetting
transactions.

(b) For taxpayers who are not hedging
inventory or other ordinary income assets, gain
or loss recognized under this mark to market
rule should be treated as long-term gain or loss
regardless of how long positions are held. For
taxpayers who are hedging inventory or other '
ordinary income assets, such gain or loss should
be treated as ordinary income or loss.

3/ The Treasury Testimony and the Joint Committee Staff
Pamphlet are reproduced in B.N.A. Daily Tax Report
No. 83 (April 30, 1981), J-1 to J~12.
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(c) The short sale rules of Section 1233
and the wash sale rules of Section 1091 should
be amended to prevent taxpayers from using trans-
actions in futures contracts, forward contracts
and other executory contracts, whether or not
traded on U,.S. commodities exchanges, to shift
gain or loss (whether ordinary or capital) be-
tween years or to shift between long-term and
short-term capital gain or loss. For these pur-
poses, attribution rules should be provided to
attribute ownership between spouses and from
pass-through entities (such as partnerships,
trusts and Subchapter S corporations) to indi-
vidual owners.

(d) Taxpayers should be required to capital-
ize interest paid or accrued on indebtedness
secured by any non-inventory physical commodity,
the holding period of which is suspended under
the short sale rules as amended under paragraph
(c) above.

{(e) Realized gains attributable to market
discount on certain U.S. obligations purchased with
‘borrowed funds secured by the obligations should
beitreated as ordinary income rather than capital
gain,

(f) 1Individuals should be permitted a capital
loss carryback or, as a minimum, should be permitted
to carry back any net capital loss arising from
transactions on U.S. commodities exchanges subject
to the mark to market rule against any capital gain
arising from such transactions in prior years.

(g) Forward currency contracts and other
executory contracts not traded on U.S. commodities
exchanges should give rise to the same type of
gain or loss, whether ordinary or capital, ir-
respective of the manner in which they are closed-
out or performed.

(h) The rules permitting ordinary income

" ~and loss for commercial hedging transactions
should be broadened and made more flexible, par-
ticularly as they relate to interest rate futures
contracts (a) traded by banks to hedge against
risk of loss on securities portfolios, which give
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rise to ordinary income or loss when held by a
bank, and (b) traded by business taxpayers to
hedge against changes in interest rates,

(i) Taxpayers who would be entitled to
ordinary income or loss treatment on futures con-
tracts under the commercial hedging rules of exist-
ing law as they may be expanded under paragraph (h)
above, should be required to identify hedge trans-
actions at the time they are entered into under
rules similar to those adopted under Code Section
1236, as it may be amended.

I. The Rosenthal/Brodhead & Moynihan Bills
: [ Y4 5/
The Rosenthal/Brodhead” and Moynihan Bills™

would provide rules regarding the tax treatment of cer-
tain "offsetting positions" in "personal property", in-
cluding straddles and other balanced transactions, would
change the tax characterization of Treasury bills and
othé} short~term governmental discount obligations, would

require capitalization of carrying expenses incurred in

4/ The Rosenthal/Brodhead Bill (except for the amendment

to section 1236) would apply to property acquired after

January 27, 1981, in taxable years ending after that
date. The amendment to section 1236 would apply to

property acquired after the date of enactment of the
Bill, in taxable years ending after that date,

S5/ The loss deferral and holding period suspension rules

of the Moynihan Bill would apply to offsetting positions

established after May 5, 1981, in taxable years ending

after that date. The capitalization of carrying expense
rule would apply to expenditures made after May 5, 1981,

in taxable years ending after that date. The deletion
of section 1221(5) would apply to obligations issued

after May 5, 1981. The amendment of section 1236 would
apply to securities acquired after May 5, 1981, in tax-

able years ending after that date. The elimination of
the sale or exchange requirement would apply to post-
May 5, 1981 dispositions.,

-4-
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&6/
carrying transactions in "personal property"  and would

also shorten the 30-day period for identifying securities
acquisitions as held for investment. Additionally, the
Moynihan proposal would eliminate the requirement that
a capital asset must be disposed of by "sale or exchange;
in order to qualify for capital gain or loss treatment.
Integral to the loss deferral, holding period
suspension and capitalization of carrying expense rules
of both Bills is the concept of "offsetting positions"
in "personal ptoperty'.Z/ Both Bills define a "position"®
as "an interest (including a futures contract or option)".
Under the Rosenthal/Brodhead Bill, "personal property"
includes all types of personal property; the Moynihan
Bill contains the same definition, but excludes corporate.
stock.
Both Bills contain a general rul? which defines
"offsetting positions"” as any combination of positions
which substantially diminishes the risk of loss of any

one of the positions.

&/ Carrying transactions (or cash and carry transactions)
involve the purchase of a physical commodity offset
by a short futures or forward contract or by a put
option.

1/ The Rosenthal/Brodhead Bill uses the term, "straddles"
to describe such offsetting positions,
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The Rosenthal/Brodhead Bill provides a rebuttable
presumption under which positions would be deemed to be
of fsetting if (i) the positions are customarily treated
as offsetting positions; (ii) the combined nature of the
positions entitles the taxpayer to reduced margin require-
ments; or (iii) the positions are deemed to be offsetting
under factors prescribed in regulations to be issued by
the Internal Revenue Service. To defeat this presumption,
a taxpayer must establish to the satisfaction of the
Internal Revenue Service that the pos{tions were not off-
setting.

Under the Moynihan Bill, positions would be
treated as offsetting "if such positions include substan-
tially equivalent long and short positions"g/and (i) the
positions are in the same commodity (regardless of phy-
sical form); (ii) the combined nature of the positions
entitles the taxpayer to reduced margin requirements;
{iii) the positions are in "debt instruments" (interest

bearing obligations); or (iv) the positions are deter-

mined to be offsetting under regulations to be promulgated

8/ A "long position" is "a position which increases in
value when the personal property to which it relates
increases in value."™ A "short position” is one
which increases in value when the related personal
property decreases in value.

-6-
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8/

by the internal Revenue Service. However, the Moynihan
Bill contains a safe harbor under which positions are
treated as not offsetting unless the standard deviation
of the change in price of any one of the positions is at
least five times the standard deviation of the change in
price of the combined positions during any two year period
occurring during the five year period preceding the tax-
payer's establishment of the positions.

Both Bills provide attribution rules for purposes
of determining whether positions held by related taxpayers
are "offsetting positions". The Rosenthal/Brodhead Bill re-
fers to the rules contained in sections 267, 707(b) and 414;
the Moynihan Bill refers to section 318. Both Bills limit
family attribution to a person, his spouse, and minor chil-
dren; the Moynihan Bill limits entity attribution to situa-
tions in which a person has "at least an 80 percent interest”
in the entity. Both Bills also provide a special attribu-
tion rule for any person who has an ownership interest in
any pass-~through entity regardless of the size of the per-
son's ownership interest (e.g., partnerships, estates,

trusts and regulated investment companies).

S/ A taxpayer would be allowed to escape these latter
two rules if he established to the satisfaction of
the Internal Revenue Service that positions were
not offsetting.

-7~
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The loss deferral rule of both Bills is designed
to prevent taxpayers who enter into "offsetting positions”
from recognizing losses in years earlier than the years in
which offsetting gains are recognized. Under this rule,
as contained in the Rosenthal/Brodhead Bill, a taxpayer
would not recognize a loss incurred on closing out one side
of an offsetting position (in excess of gains realized
on positions which offset the loss position) until he
either closes out the offsetting position or leaves the
offsetting position unprotected for 30 days.lg/ Under the
Moynihan Bill, the deferral period would not expire, in
any event, until 30 days after the taxpayer has closed.
out the loss position. A taxpayer who does not close
out the offsetting gain position would be required to
leave it unprotected during this 30-day period.

The holding period suspension rule of both Bills
is designed to prevent taxpayers from using straddles and
other balanced transactions to convert short-term capital
gain into long-term capital gain. Under this rule, a tax-
payer's holding period in any position which forms part

of an offsetting position would be suspended during the

10/ Both Bills refer to the period during which losses
are deferred and holding period is suspended as the
"balanced period".
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time he would not recognize a loss under the loss deferral
rule.

Both Bills contain a rule which is designed to
prevent taxpayers from claiming current deductions for
expenses incurred in commodity carrying transactions (i.e.,
interest, storage and insurance expenses incurred in trans-
actions in wﬁich a taxpayer owns a physical commodity pro-
tected as to price change by a short futures or forward
contract or by a put option) while reporting the offsett-
ing commodities gain as capital gain. Under both Bills,

a taxpayer who holds "personal property® offset by another
"position®™ would be disallowed deductions for carrying
'expenses (including interest) and would be required to

add these expenses to the cost basis of the "personal
property". These expenses would thus reduce any capital
gain (or inérease any capital loss) recognized on disposi-
tion of the "personal property".

A further rule of both B;;ls is aimed at pre-
venting taxpa&ers from using QE£§;¥ting positions in
T-bills to convert oriigat§”incohe into capital gain by
realizing ordiniﬁx/téss upon sale of the T-bill (or
T-bill cpsigps/held by the taxpayer) and capital gain

on thg/dfsposition of offsetting futures contracts (or

/
tions written by the taxpayer). This rule would accom-
////////Zjish this result by eliminating the current exclusion
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(contained in section 1221(5)) from capital asset status
of Treasury bills and other short-term governmental
discount obligations. Under this amendment and current
Code and judicial rules, T-bills would be treated as
capital assets, accruing original discount (as opposed
to market discount) as interest. However, a holder of a
T-bill would report no income until sale, e&change or
other disposition of the obligation. At that time, the
holder would be deemed to have received interest attri-
butable to the original issue discount (as opposed to
market discount) which accrued during his holding period.ii/‘
If the holder disposes of the obligation by sale or
exchange, any excess of the sales proceeds over the sum
of the cost of the obligation plus accrued original
issue discount would be treated as short-term capital
gain; any deficit of the sales proceeds over this sum

12/
would be short-term capital loss.

1ll/ TI.R.C. § 454(b) (original discount on such obligations
*shall- not be considered to accrue" until the date of
disposition of the obligations).

12/ Although this latter result (i.e., interest income
and short-term capital loss) might seem harsh, it
is supported by both the legislative history which
accompanied the introduction of section 1221(5) (1941
Act § 115(b)), S. Rep. No. 673, 77th Cong., lst Sess,
30-31, and the Service's ruling position at the time,
I.T. 3486, 1941-2 C.B. 76, declared obsolete by Rev,
Rul. 69-43, 1969-1 C.B, 310, and T.D. 4276, VIII-2
C.B. 83 (1929), declared obsolete by Rev. Rul 67-406,
1967-2 C.B. 420.

-10-
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Both Bills contain a rule which is designed to
prevent securities dealers from using the 30-day identifi-
cation period of section 1236 to designate loss positions
as held for inventory (ordinary loss) and gain positions
as held for investment (capital gain). Both Bills would
require securities dealers to identify securities as held
for investment within one day after acquiring the securi-
ties, Additionally, the Moynihan Bill would require
securities dealers to identify all securities involved
in an offsetting position as held for investment in
order to qualify any of the securities for capital
treatment.,

The Moynihan Bill, but not the Rosenthal/Brodhead
Bill, contains an additional rule which would eliminate
the "sale or exchange" requirement for capital gain or loss
treatment. This rule is intended to prevent taxpayers from
claiming ordinary losses on certain dispositions of capital
assets (e.g., closing out a forward contract by private
settlement). Under this rule, gain or loss realized on
the disposition of a capital asset would be treated as
capital gain or loss, regardless of whether the disposition

were by sale, exchange or some other kind of disposition.
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II. The Treasury Proposal

The Treasury proposal contains both a "general”
and a "special® rule to eliminate tax-abusive straddle
transactions. The general rule, a "balanced position" rule
similar to the "offsetting position” rules of the proposed
Bills, is intended to cover "the basic straddle transac-
tion". The special rule is a mark to market rule which
is intended to apply to persons whose significant volume
of commodities transactions would render difficult the
task of pairing balanced positions.

The Treasury proposal defines "balanced posi-
tions" in the same manner as the Moynihan Bill defines
"of fsetting positions".lg/ Under the Treasury proposal,
a taxpayer who enters into "balanced positions"™ would be
required to defer losses and suspend holding periods
under rules identical to the loss deferral and holding
period suspension rules of the Rosenthal/Brodhead Bill.li/
The Treasury proposal, unlike the Rosenthal/

Brodhead and Moynihan Bills, contains a rule under which

persons who engage in a significant volume of commodities

13/ See discussion at pp. 5-7, supra. Mr. Chapoton's
testimony did not indicate whether attribution rules
would be applied to determine whether positions are
"balanced".

14/ See discussion at pp. 8-9, supra.

-]2-~
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transactions (usually traders) would be required to mark
open futures transactions to market at tax year-end and
treat the resulting gain or loss as ordinary gain or loss.
Agsistant Secretary Chapoton stated in his testimony,

"The volume of their transactions makes a balanced position
rule, requiring identification of particular positions,
cumbersome to apply. There is also a risk that such a

rule could be avoided by these market participants."

This mark to market, ordinary income and loss
rule would apply to any person who enters into more than
fifty transactions in futures contracts traded on organ-
ized exchanges in at least three of the four quarters of
the taxable year. The Treasury proposal refers to per-
sons who satisfy this numerical test as "traders in com-
modities”, This Report will refer to such persons as
"futures traders".

The Treasury proposal also contains a special
rule for futures traders who use the futures markets to
hedge physical commodities. These persons would be per-
mitted to identify certain futures positions as hedges
and avoid marking these futures positions to market.

The testimony states that "an exception such as this
would apply only to the extent that designated positions

are not being used for tax avoidence purposes."

-13-
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In addition to the rules which are designed to
deal with tax straddles, the Treasury proposal, like the
proposed Bills, would require capitalization of carrying
expenses (including interest) incurred in cash and carry
transactionsié/ and would change the tax status of T-bills
and other short-term governmental discount obligations to
capital asset status.lﬁ/ In order to alleviate the problem
of computing original issue discount on T-bills purchased
after their auction, the Treasury proposal would deter-
mine the amount of original discount on a T-bill purchased
after its auction with less than 13 weeks remaining to
maturity at the time of its purchase by reference to the
original discount on 13-week bills maturing on the same
date as the purchased bill. A bill with more than 13 weeks,
but less than 26 weeks, remaining at the time of purchase
would be treated as having the same original discount as
a 26-week bil; maturing on the same date as the purchased
bill. Thus, a single one-year T-bill which changes hands
between the 26th and 13th week preceding maturity, and
again after the 13th week preceding maturi?y, would be
treated as having the original discount of similar

maturity 26-week bills when acquired by the first sub-

sequent holder, and would be treated as having the original

15/ See discussion at p. 9, supra.
16/ See discussion at pp. 9-10, supra.
-l4~-
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discount of l3-week bills maturing on the maturity date
of the actual bill, when acquired by the second subsegquent
holder.

The Treasury proposal also follows the proposed
rules of the Moynihan Bill which would shorten the identi-
fication period of section 1236 from thirty days to one
dayll/and would eliminate the "sale or exchange" require-

18/
ment for capital gain or loss treatment.

III. Committee Comments

Both the concepts of "offsetting positions",
as defined in the Bills, and that of "balanced positionsf,
as defined in the Treasury proposal, would introduce a
new statutory concept. This concept would be loosely
defined becausé of the difficulty of deciding, in a myriad
of different factual circumstances, when there is, and
when there is not, a "substantial diminution of the tax-
payer's risk of loss from holding any position by reason
of his holding"™ one or more other positions. The question
would be presented concerning the extent to which risk
must be diminished to qualify as a "substantial diminution"
as well as whether risk could be considered "substantially"”

diminished if a substantial risk remained.

17/ sSee discussion at p. 11, supra.

18/ See discussion at p. 11, supra.
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These ambiguities might make it difficult to
enforce any new statute, and could also create uncertain-
ties in the operation of the commodities markets. Thus,
it is possible that if the "offsetting"™ or "balanced”
position approach were adopted, the promoters of tax
shelters might attempt to design and market "strategies"
and transactions which they would contend d4id not "sub-
stantially diminish" a taxpayer's risk of loss., Further-
more, such promoters might attempt to "bury" such trans-
actions in a welter of other transactions, making it
difficult to select and match up so-called "offsetting"
or "balanced"” positions. On the other hand, from the
point of view of legitimate commodity futures traders,
the introduction of such an uncertain test might create
sufficient doubt regarding the tax results of transactions
€6‘3§scourage traders from remaining in the marketplace
to provide risk-shifting and liquidity.

Several additional difficulties inherent in the
proposed Bills and the Treasury proposal become evident
when they are viewed in conjunction with the existing tax
treatment of commodities transactions. Under present law,
transactions in futures contracts traded on oryanized U.S.
commodities exchanges (referred to as "Requlated Futures
Contracts", or "RFCs"), may be divided into three

classes:

-16-
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(a) The first class of RFC transactions
consists of inventory hedges, that is, RFCs which
are used to shift risks of price changes in physical
inventories. RFCs used to hedge inventories are
treated as giving rise to ordinary income and loss.
Sometimes these inventory-hedge RFCs are marked to
market as part of the taxpayer's inventory method.

(b) The second class of RFCs are business
hedges that do not involve inventories. These
hedges include RFCs entered into to shift risks
of adverse fluctuations in foreign exchange or
interest rates. The tax law treatment of these
non-inventory Susiness hedges is not entirely
clear, but some of these transactions are treated
as giving rise to ordinary income and ordinary
loss, -

(c) The third class of RFC transactions
consists of speculative (i.e., non-~hedging) RFC
transactions. Speculative RFCs give rise to
capital gain or loss, with a six months long-term
ﬁolding period for long positions. Short positions

in speculative RFCs under existing law always give

-17=~
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rise to short-term capital gain and loss if closed by
offset.ig/
For purposes of this Report, RFCs which give rise to ordi-
nary income and loss will be termed, "commercial hedges",
The unmodified term. "RFCs", will be used to indicate RFCs
which give rise to capital gain and loss under existing law,.
As an initial matter, it should be noted that
neither the proposed Bills nor the Treasury proposal attempt
to rationalize the tax treatment accorded commercial hedging
transactions by re~examining the proper scope of the con-
cept of commercial hedges. As explained more fully below,
this Committee feels that a re-examination of the rules
in this area would be appropriate at this time.
Furthermore, the rules of the proposed Bills
relating to RFCszg/and those of the Treasury proposal

relating to RFCs traded by persons who are not futures

traders provide no changes in the current tax treatment

19/ A taxpayer who enters into a short RFC has made a

T  short sale of an RFC. When he closes the short
sale by entering into a long RFC, he is at once
purchasing an RFC equivalent to the RFC previously
sold short and delivering it to close out his
short position, His instantaneous holding period
in the RFC results in gain or loss from the closing
transaction being treated as short-term capital
gain or loss if the RFC is a capital asset in his
hands.

32/ That is, non-commercial hedging RFCs as defined above.

-18=-
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of RFCs other than the loss deferral and holding period
suspension rules. Apparently, therefore, all gain or loss
on short RFCs would continue to be treated as short-term
capital gain or loss irrespective of holding period, and
no capital loss carryback would be available for indivi-
duals.

Representatives of the futures industry have
pointed to these characteristics of present law, that
is, automatic short term capital gain on short positions
without a capital loss carryback as being inequitable.

In the judgment of this Committee, these provisions of
existing law are, indeed, inequitable and should be
changed.

Furthermore, the proposed Bills and the Treas-
ury proposal fail to eliminate many of the tax planning
choices available under existing law. For example, since
gain or loss would not be recognized on taking delivery
under a long RFC, taxpayers would be able to (a) convert
long=-term loss on an RFC held for more ;han six months
into short-term loss by taking delivery of the underlying
commodity and selling it before 1z months has elapsed from
the time he entered into the RFC, and (b) postpone recog-~
nition of gain or loss on a long RFC to a following year
by taking delivery of the commodity and not disposing of

it until a later year. Furthermore, a person who has

-19-
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held an appreciated physical commodity for more than
twelve months could sell a balancing short RFC and, if
market prices continue to rise, take a short-term

loss on the RFC by closing it out, while reporting the
offsetting gain on the underlying commodity as long term
capital gain.gi/

The tax avoidance potential of straddles would
be met under the general rule of the Treasury proposal
by a process of identifying and pairing "balanced posi-
tions". As noted above, the Treasury testimony states
that such pairing could be "cumbersome to apply"” and, in
connection with the application of a balanced position
rule to transactions of futures traders, the Treasgry
proposal states that "the risk [exists] that such rule
could be avoided by these market participants." Addi-

tionally, it seems reasonable to predict that persons

21/ This illustration assumes the RFC is in a commodity
other than stock or securities to which the short
sale rules of Section 1233 (b) & (d) would not be
applicable if the taxpayer closed the RFC by making
delivery of the underlying commodity.

The consequences illustrated by the example - i.e.,
short~-term loss and long-term gain =-- may be viewed
as fortuitous, since, if prices had decreased after
the short position was entered into, the taxpayer
would have generated short-term gain and a lesser
amount of long-term gain (or possibily long-term
loss). Nevertheless, the mark to market rule pro-
posed in the following part of this Report would
eliminate the possibility of this fortuitous
result,

-20-
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who have a significant volume of futures transactions,
albeit not enough to qualify as futures traders (e.qg.,
1,000 transactions in each of the last two calendar
quarters and less than 50 transactions in the first two
calendar quarters) might also be able to find ways to
avoid the balanced position rules.

As noted above, under the Treasury's special
rule, transactions in RFCs entered into by futures
traders would be marked to market at year-end and taxed
at ordinary income and loss rates. It appears to this
Committee that treating RFC transactions as capital or
ordinary transactions depending on the volume of a tax-
payer's transactions, would effectively result in allowing
many taxpayers to elect either capital or ordina}y treat-
ment by choosing whether to enter into a few year-end
transactions. Therefore, this approach would allow
such taxpayers to continue tax avoidance strategies and
could present administrative difficulties. For example:

1. The Treasury proposal does not state whether

RFCs held by a futures trader (a person with more
than 50 RFC transactions in three out of four
quarters of the taxable year) would be marked to
market, with ordinary income and loss, immediately
before closing out the RFCs by taking or making

delivery, If RFCs are not so marked to market,

-21-
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appreciated long RFCs could be terminated by taking
delivery, with the possibility of realizing capital
gain (possibly in a later year) on a subsequent sale
of the underlying commodity, while depreciated long
RFCs would generate current ordinary losses under
the mark to market rule upon entering into offsetting
transactions. On the other hand, a rule requiring
such RFCs to be marked to ﬁarket upon taking or
making delivery, would be difficult to apply because
it would be impossible to tell whether a particular
taxpayer was a futures trader until, at the earliest,
sometime during the third quarter of his taxable
year, and, possibly not until the very last day of
his taxable year. l

2. An individual could conduct his RFC trading
in a manner which would enable him to qualify or not
qualify as a futures trader by virtue of a few trades
at year-end. If the taxpayer had a net gain in
RFCs, he could choose to not qualify as a futures
trader, and thus report all transactions as capital
gain. On the other hand, if he had a net loss, he
could choose to qualify as a futures trader by exe-
cuting a few extra trades and consequently report
his losses as ordinary losses under the mark to

market rule,
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3. The Treasury proposal in its current form
does not provide attribution rules for its special
rule. Absent attribution rules, related parties
could adopt a tax strategy of entering into equal
and opposite RFC transactions, while keeping
their annual volume of transactions near the level
required for qualification as a futures trader.

The member of the pair with net gains could receive
capital gain treatment by choosing to not qualify

as a futures trader; the other member of the pair,
with offsetting losses, could receive ordinary loss
treatment by executing the necessary number of
year-end transactions to qualify as a futures trader.
The related parties might be a husband and wife, or
two partnerships with the same members, or an individ-
ual and his wholly-owned corporation, or two sister
corporationé, or two siblings, or two business
partners, or even two friends.

4. The séecial rule would seem to be incon-
sistent with allowing a futures trader to maintain
an identified capital gain investment account
under principles similar to those of Code Section
1236. Could the failure to permit taxpayers to

speculate for capital gain be justified? If an

-23-
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investment account were allowed, how would it be
possible to establish a sensible rule for prompt
identification of investment transactions in such
a volatile market?

5. Absent attribution rulés, would a futures
trader's spouse who is not a futures trader be
allowed to have an RFC investment account? How
would the Revenue Service effectively police the
movement of transactions between the couple?

These questions, we suspect, illustrate only a
few of the many issues which would be raised by allowing,
in effect, elective treatment of RFC losses as ordinary
losses. Perhaps many of the problems referred to above
would be addressed by generalized rules against "tax
avoidance” in the statute or the regulations, but general-
ized prohibitions on tax avoidance have not proved success-
ful in the past. This form of statutory provision is not,
in the judgment of the Committee, a proper method to meet
such problems.

We also note that the Treasury proposal states
that "there would be no need to identify balanced positions
for exchange traded [RFC] transactions" in the case of
futures traders. However, the problem of pairing balanced

positions would remain with regard to RFC positions of
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futures traders which are "balanced" by transactions in
physical commodities, options, forward contracts and
futures contracts on exchanges outside the United States,
For example, suppose a futures trader has held for less
than twelve mqnths silver bullion, or a long forward silver
hullion contract, or a Swiss franc deposit, which has
appreciated in value. Absent a "balance&" or "offsetting”
position rule, this futures trader would be able to sell
an offsetting short RFC, and, if the price of silver or
francs continues to rise, report an ordinary loss on his
depreciated short RFC while reporting the offsetting gain
on his long position as long;term capital gain (in the
same, or possibly a later, year) after holding the
position for more than one year. Although a subsequent
drop in market prices could result in ordinary gain and
long~term loss, the futures trader would nevertheless
have succeeded in protecting himself from the subsequent

22/
drop in prices.

22/ The example discussed in footnote 21, supra, illus-
strates a similar transaction in which™ a continued
rise in prices would provide the taxpayer with tax
benefits while a drop in prices would create dis-
advantageous tax consequences. Although the poss-
ibility of achieving such tax benefits could be
viewed as being too fortuitous to constitute "tax
abuse", it would be preferable neither to sustain
nor to foster fortuitous tax windfalls.
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This example and others which experienced arbi-
trageurs no doubt could construct suggest to the Committee
that the proposed mark to market, ordinary income or loss
rule would not obviate the need for a balanced position
rule with respect to futures traders.

It is the view of this Committee that the Treas-
ury proposal, in differentiating the tax treatment of
RFCs as ordinary or capital on the basis of something as
elective as the number of a person's transactions, would
not prevent taxpayers from manufacturing offsetting ordi-
nary loss and capital gain. As one knowledgeable and arti-
culate expert in the area of futures trading has expressed
the maxim known -as Laraye's Law; "Give the tax shelter
market any investment producing ordinary loss, against
which a hedge can be constructed, and the shelter promoters
will beat the fisc every time."

For the reasons stated more fully below, the
Committee recommends that all non-commercial hedging
RFCs be taxed in the same fashion, at long-term capital
gain and loss rates, and that all RFCs be marked to
market prior to being closed out by offset or delivery
as well as at the end of the tax year. The Committee
recommendations are discussed in more detail in the

subsequent section of this report.
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Neither the proposed Bills nor the Treasury
proposal suggest amendments to the short sale rules of
Section 1233, As explained below, the Committee believes
that the short sale rules should be updated and expanded
to cover investment-type items other than stock and
securities. For example, as noted above, the "balanced"
-and “offsetting"™ position rules, while suspending holding
period, would not convert short-term loss to long-term
loss where a taxpayer enters into a short position, not
meeting the requirements of 1233, which offsets an
unrealized long-term gain in a physical commodity held
by the taxpayer and the market continues to rise. More-
over, where the existing short sale rules might overlap
with the new "balanced™ or "offsetting"™ position rules,
there could be inconsistent holding periods, since under
the short sale rules, holding period is totally eliminated,
while under the proposed rules, holding period is merely

interrupted.

1v, Committee Recommendations

A. Tax Straddles

N

It is suggested that the objectives sought to
be achieved by the Bills and the Treasury proposal could

be better accomplished by a different statutory approach.
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The alternative approach suggested below would minimize
the areas of ambiguity and interfere less with the orderly
functioning of commodity futures exchanges, which provide
business with important and liquid markets for shifting
otherwise uninsurable price change risks.

To avoid introducing the novel and somewhat
ambiguous concept of "offsetting® or "balanced" positions
into futures trading on United States exchanges, it is
suggested that futures transactions on organized U.S. com-
modities exchanges, which are regulated by the Commodity
Futures Trading Commission and which involve daily varia- »
tion margin, be taxed under a set og special rules to be
explained below. In the case of transactions not conducted
on regular futures exchanges in the United States, such as
transactions in forward foreign exchange contracts,
other forward contracts, options, and futures transactions
on exchanges outside the United States, it is suggested
that the rules necessary to eliminate tax avoidance be
developed by amending Internal Revenue Code Section 1233
(dealing with short sales) and Section 1091 (dealing with
wash sales). As noted above, this Report will refer to
regulated futures contracts on United States commodities

exchanges, which involve daily cash variation margin,
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as "regulated futures contracts" (or RFCs), and will
refer to all other executory contracts to be made the
subject of changes in the tax law as "non-RFC contracts.”
Non-RFC contracts would thus include forward foreign
exchange contracts and futures contracts on exchanges
outside the United States.

1. Rule Suggested for RFCs

(a) Mark to Market Proposal

Since daily variation margin is required for
transactions in RFCs, gain and loss on open RFCs is re-
flected in cash on a daily basis. 1In these circumstances,
it is suggested that taxpayers, other than persons engaged
in cash-and-carry transactions, be required to mark opeﬁ~
RFCs to market (viz., recognize the gain or loss reflected
in debits or credits for variation margin) at the end of
each taxable year and immediately before closing out RFCs
by taking or making delivery or by entering into offsetting
transactions, The existence of variation margin payable
in cash would assure that all gains and losses which were
recognized under the proposed mark to market rule had in
fact been reflected by the taxpayer in cash receipts or

payments.
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The Committee proposes two limited exceptions
to this mark to market rule. #irst, although commercial
hedgers would generally be subject to the rule (with gains
and losses taxed at ordinary income rates), certain com-
mercial hedgers, like grain dealers, who hedge inven-
tories of physical commodities and who elect to utilize
existing acceptable inventory methods in accounting for
price changes in RFCs would be excepted from this rule,
However, all commercial hedging transactions in RFCs
would be subject to record-keeping and identification
rules, as explained below. Second, cash-and-carry trans-
actions, identified as such, would not be marked to mar=-
ket because the cash item to which the futures contract
relates is not marked to market.

The mark to market rule would be applied on
closing out RFCs by taking or making delivery or by enter-
ing into of fsetting transactions., This would prevent
taxpayers from deferring gains and losses by taking
delivery and from converting long-~term loss into short-

term loss by making or taking delivery.

-30-



162

(b) Character of Gain or Loss under
Mark to Market Rule

Commercial hedgers who use RFCs to hedge price
changes of inventory or other ordinary income items they
hold or intend to acquire would be required to treat
hedging gains and losses as ordinary income or loss be-
cause items offset by such hedges receive ordinary income
or loss treatment upon disposition. As explained above,
all commercial hedging transactions in RFCs would be sub-
ject to record-keeping and identification requirements in
order to prevent hedgers from designating loss transactions
as hedges and gain transactions as investments after the
losses or gains have accrued.

All persons other than commercial hedgers would
receive capital gain or loss treatment on RFC transactions.
‘This recommendation, therefore, does not follow the Treas-
ury proposal of distinguishing futures traders from other
speculators in RFCs.

This Committee further recommends that all
capital gains and losses recognized by non-commercial
hadgers under the mark to market proposal be treated as
long~-term gain or loss, regardless of holding period.

The long-term gain or loss rule for non-commercial

hedgers would not be expected to result in any revenue
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loss because RFCs are traded under a sum-zero system in
which each day's gains on all RFCs exactly equal each
day's losses.zé/ Indeed, this aspect of RFC trading
underlies the mark to market accounting system employed
on U.S. futures exchanges.

When the recommendations contained in this Report
were circulated in proposed form among experienced lawyers
in the Government and in private practice, some of the
persons reviewing the materials raised the question whether
it was right as a matter of equity and tax policy to adopt
a rule under which persons trading in RFCs could derive
long-term capital gain without any holding period require-
ment, These reviewers pointed out that under the rule
proposed by the Committee, gain on transactions opened
and closed within a single day would be taxed at a max-

imum rate of 28% under the existing rate schedule, and

