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Tax analysts often observe that our realization-
based tax system is the root of many tax evils, from
....... 817 administrative complexity to the understatement of in-
817 come.! In the view of these analysts, tax policy and tax
"""" administration would be substantially enhanced were
------- 819 our tax laws to impose tax on a taxpayer’s net accretion

to wealth each year, regardless of whether that accretion
was “realized” in the technical tax sense.? Phrased in the

! Professor William Andrews has char-
acterized the realization doctrine as the
“Achilles’ Heel” of the income tax. An-
drews, “The Achilles’ Heel of the Compre-
hensive Income Tax,” printed in NEw
DIRECTIONS IN FEDERAL INCOME TAX POL-
ICY FOR THE 1980’s at 278 (Bloomfield &
Walker, eds., 1983). The realization doc-
trine possesses two primary defects: (i) it
presents opportunities for deferral of tax
on gain, and (ii) it allows for the recogni-
tion of artificlal losses. The doctrine
presents opportunities for deferral of tax
in that taxFayers are allowed to delay the
payment of taxes on gains until those gains
are realized. This deferral of tax reduces
the effective rate of tax that is imposed on
the gain, which causes the tax system to
operate in an inherently non-neutral and
arguably unfair manner, See Shuldiner, “A
General Approach to the Taxation of Fi-
nancial Instruments,” 71 Tex. L. Rev. 243,
246 (1992) (stating that both equntﬁ' an
efficiency norms are violated by the re-
duction ‘of effective tax rates caused by
deferral). Assets which produce deferred
income are taxed at a lower rate than as-
sets which produce income which is cur-
rently recognized. For general recognition
of the value of deferring tax, see, e.g., An-
drews, “A Consumption-Type or Cash
Flow Personal Income Tax,” 87 Harv. L.
Rev. 1113, 1123-24 (1974); Johnson, “Soft
Money Investing Under the Income Tax,”
1989 U. IIl. L. Rev. 1019, 1021; Cunning-
ham & Schenk, “How to Tax the House
that Jack Built,” 43 Tax L. Rev. 447,
451-56 (1988) (deferral of imputed in-
come). Under another view of deferral,
develo&;ed by economist E. Cary Brown,
deferral of gain under the realization doc-
trine may, under certain circumstances,
be equivalent to exemﬂt_mg from tax the
additional earnings which subsequently
accrue on this deferred gain. For an illus-
tration of this point, see Hanna, “The Vir-
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tual Reality of Eliminating Tax Deferral,”
12 The Amer. J. of Tax. Pol. 449, 459
(1995).
. The second problem with the doctrine
is that it provides taxpayers with opportu-
nities to recognize artificial losses, i.e.,
losses that exceed the economic losses ac-
tually incurred. This may be achieved by
choosing to realize losses on depreciated
property, while simultaneously delaying
realization of gains on property which has
a%precxated. This is a form of tax arbitrage
which may very well create negative rates
of tax on a person’s income. Several provi-
sions of the Code, such as the capital loss
limitations, restrictions on deducting in-
vestment interest expense, wash sale rules,
straddle rules, and rules on related party
sales have been enacteld }n an explicit at-
tempt to prevent people from engaging in
tax grbitrage through the realmt%n cFoo
trine. For recognition that these provi-
sions are necessitated by the realization
doctrine, see Graetz & Schenk, FEDERAL
INCOME TAXATION at 390-392, 576 (3d ed.
1995); Scarborough, “Risk, Diversifica-
tion and the Design of Loss Limitations
under a Realization-Based Income Tax,”
48 Tax L. Rev. 677, 680, note 12 (1993)
(capital loss limitations); Shuldiner, 71
Tex. L. Rev. at 273-276; Evans, “The Re-
alization Doctrine After Cotta%e Savings,”
70 TAXES 897, 898 (Dec., 1992).

2Such a tax on accretion (a mark-to-
market approach) is generally viewed ‘as
the most theoretically desirable of all the
various systems of taxing income, since
only mark-to-market will consistently
measure and levy tax on a person’s “eco-
nomic income” or Haig-Simons income.
Brown & Bulow, “The Definition of Taxa-
ble Business Income,” in COMPREHENSIVE
INCOME TAXATION at 241, 242-243
(Pechman ed. 1977); Halperin, “Interest in
Disguise: Taxing the Time Value of
Money,” 95 Yale L.J. 506, 508-09 (1986);
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Fellows, “A Comprehensive Attack on
Tax Deferral,” 88 Mich. L. Rev. 722, 723
(1990). In the literature dealing with the
taxation of financial products, in particu-
lar, commentators almost invariably ac-
knowledge mark-to-market’s theoretical
superiority, while at the same time noting
the inevitable problems that result when
the tax system fails to require the use of
mark-to-market in practice. See, e.g., War-
ren, “Financial Contract Innovation and
Income Tax Policy,” 107 Harv. L. Rev.
460 (1993) (considering a number of pro-
posals to tax financial instruments, the
most theoretically optimal of which is
mark-to-market); New York State Bar As-
sociation, Tax Section, Commiittee on Fi-
nancial Instruments, Report on Tax
Accounting for Notional Principal Con-
tra_cts.(gept. 28, 1989) regrmted in 36
Hzgh119g ts and Documents 7185, 786 (Oct.
20, 1989), Shuldiner, “Consistency and
the Taxation of Financial Products,” 70
TAXES 781 (Dec., 1992) (stating that
“once one forsakes mark-to-market taxa-
tion, it becomes_extremely difficult to
evaluate alternative principles of taxa-
tion); Schenk, “Taxation of Equity Deriv-
atives: A Partial Integration Proposal,” 50
Tax L. Rev. 571, 573 (1995) (noting that
the ]global approach that has the most ap-
peal for taxing income is universal mark-
to-market _accounting); Cunningham &
Schenk, “Taxation Without Realization: A
‘Revolutionary’ Azpsproach to Ownership,”
47 Tax. L. Rev. 725, 733-34 (1992); Evans,
“Clear Reflection of Income: Using Finan-
cial Product Principles in Other Areas of
the Tax Law,” 73 TAXES 659, 664 (Dec.,
1995); Scarborough, “Different Rules for
Different Players and Products: The
Patchwork Taxation of Derivatives,” 72
TAXES 1031, 1049 (Dec., 1994) (stating
that no reform short of mandatory mark-
to-market accounting would eliminate all
inconsistencies in the taxation of deriva-
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more pragmatic alternative, many tax legislative propos-
als are judged by whether they move our measurement
of annual income closer to this (admittedly unattaina-
ble) ideal.3

This ideal state—sometimes confusingly referred to
as an “accrual” model of taxation 4—is most commonly
described by practitioners as a “mark-to-market” ac-
counting system. In the more limited sense in which the
concept in fact has been adopted by the Internal Reve-
nue Code (the “Code”), marking to market today con-
notes a system in which a taxpayer’s core business
assets—inventories and other stock in trade, for exam-
ple—are treated as if sold on the last day of the tax-
payer’s taxable year for their market value (and
immediately repurchased at that same price).> To date,
mark-to-market accounting as actually applied by the
Code does not extend to marking to market value a
taxpayer’s goodwill, fixed assets used in its trade or
business, or liabilities.

This article considers the consequences that follow
when tax theorists get half their wish—mark-to-market
regimes for some (but not all) taxpayers, in respect of
some (but not all) of the factors relevant to the produc-
tion of such taxpayers’ income. This topic has become
more urgent with the passage of the Taxpayer Relief Act
of 1997 (the “1997 Act”),® which extends mark-to-mar-
ket tax accounting to several new classes of taxpayers.
Following the passage of this Act, mark-to-market can

now apply (at a minimum) to securities dealers (in turn
broadly defined to include many non-traditional securi-
ties businesses, such as originating and selling loans),
securities traders, commodities dealers, commodities
traders, some segments of the life insurance business,
and investors in regulated futures contracts and other
specified financial instruments.?

This article attempts to examine the practical policy
issues raised by mark-to-market tax accounting in the
world we actually occupy. In contrast to much of the
academic analysis in this area, we therefore do not con-
template tax regimes in which holders and issuers of
instruments are taxed symmetrically,® or liabilities are
marked to market,® although we respect the value of
such work in developing tax theory and policy.!® From
the other direction, we have not attempted to produce a
comprehensive operator’s manual to Code Sec. 475—a
job that, in any event, has already been performed admi-
rably by others. !!

B. Summary of Major Points Made in this
Article

The differences between mark-to-market account-
ing and traditional methods of measuring annual income
inevitably lead to important conflicts. Those conflicts in
turn can be resolved only by developing a coherent view
of the purposes served by mark-to-market accounting,

(Footnote Continued)

tives). For a contrastinF view, see Strnad,
“Taxing New Financial Products: A Con-
ceptual Framework,” 46 Stan. L. Rev. 569,
574, 604 (1994) (noting that “global pat-
tern taxation,” ie., the most optimal ap-

A Pro
Penn.

Shakow, “Taxation Without Realization:
sal for Accrual Taxation,” 134
. Rev. 1111, 1118-20 (1986). For a
more recent proposal to agi)_ly mark-to-
market accounting to pu

9 Bradford, UNTANGLING THE INCOME
TAX at 38-46 (1986) (adjusting interest ex-
pense for inflation).

10 See Gergen, “Apocalypse Not?” 50

icly traded  Tax L. Rev. 833, 834-40 (1995). Professor

proach which achieves consistent and
universal results, can be achieved not only
by mark-to-market (accretion tax) but by
other alternatives including but not lim-
ited to a cash flow consumption tax);
Kleinbard, “Beyond Good and Evil Debt
(and Debt Hedges): A Cost of Capital Al-
lowance System,” 67 TAXES 943, 955-56
(Dec., 1989) (relj)ecting a mark-to-market
approach for debt because such a system
fails to address problems in valuing liabili-
ties, creates countercyclical effects in the
economy, and fails to address the tension
in the law between debt and equity); Zolt,
“The Uneasy Case for Uniform Taxa-
tion,” 16 Va. Tax Rev, 39, 42 (1996) (sug-
gesting that optimal taxation, whic

eparts from a uniform mark-to-market
system, might be more economically
efficient). )

3 Robert Haig and Henry Simons each
realized that it was impossible, as a practi-
cal matter, to implement a comprehensive
tax system which taxed persons on unreal-
ized "gains. Haig, “The Concept of In-
come—Economic and Legal Aspects,”
THE FEDERAL INCOME TAX (1921) reprinted
in READINGS IN THE ECOMONICS OF TAXA-
TION at 68-69 (1959); Simons, PERSONAL
INCOME TAXATION at 103 (1938?. Professor
David Shakow, in his seminal article on
the subject, dealt at length with practical

roblems in implementing mark-to-mar-
Eet in an administrable fashion, including
the necessity to exclude some activities
from mark-to-market accounting.
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stock, as part of a corporate integration
regime where the corporate tax would be
eliminated or drastically reduced, see
Dodge, “A Combined Mark-to-Market
and Pass-Through Corporate-Shareholder
Integration Proposal,” 50 Tax L. Rev. 265,
309-311 (1994).

4 For the use of the term *“accrual” in
this context, see, e.g., Shakow, note 3,
supra.

In order to coordinate a mark-to-mar-
ket system with existing rules for the inclu-
sion of income and loss from the sale of
inventoriable goods, the mark-to-market
process usually is phrased as a technical
matter as (i) valuing inventories at market,
and (ii) treating non-inventoriable goods
as if sold on the last day of the taxpayer’s
taxable year for fair market value. "See,
e.g., Code Secs. 475(a)(1), (a)(2).

Unless otherwise noted, all statutory ref-
erences herein are to the Internal Revenue
Code of 1986 (the “Code™) or to the Trea-
sury regulations promulgated thereunder.

S Taxpayer Relief Act of 1997, P.L.

105-34, 105th Cong,, 1st Sess.
. TCode Sec. 475 (for dealers and traders
in securities and commodities); Code
Secs. 817 and 817A (for certain life insur-
ance contracts); Code Sec. 1256 (for regu-
lated futures contracts and other specified
financial instruments).

8 Bradford, ‘“Fixing Realization Ac-
counting;- Symmetry, Consistency and
Correctness In the Taxation of Financial
Instruments,” 50 Tax L. Rev. 731 (1995).
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Gergen critiques these theoretical ap-
proaches, which frequently predict dire
consequences for the income tax resulting
from inaccuracies in income measure-
ment, on the grounds that such ap-
proaches fail to take into account real
world factors such as transaction costs,
legal risks, and credit risk. For another
approach to the intractable problems of
income mismeasurement, especially in the
context of financial products, see
Kleinbard, “Equity Derivative Products:
Financial Innovation’s Newest Challen%e
to the Tax System,” 69 Tex. L. Rev. 1319
(1991) (recommending, inter alia, broad
delegation of authority by Congress to the
Treasury Department to address all tax
aspects of financial products); cf., Gergen,
supra, at 856-59 (proposing an expande:
role for the Treasury Department in this
area through increased use of rulings).

Il See, e.g., Caginalp et al., “Section 475
After the 1997 Act and Final(?) Regs—The
Makeover Continues,” 76 Tax Notes
1071, 1092 (Aug. 25, 1997); Levy et al.,
“Mark-to-Market Final Regs. Contain Sig-
nificant Changes and Gaps Requiring Fur-
ther Guidance,” 11 J. Bank Tax'n 1 (Fall
1997); Rosenthal & Rainey, “Final Mark-
to-Market Regulations Offer More Guid-
ance and More Choices,” 86 J. Tax'n 158
(Mar., 1997); Scarborough, “How To Sort
Out Tax Rules for Related Party Hedging”
2 Derivatives 279 %uly/Aug., 1997); heg;
gard, “Who’s Marking What to Market?

6 Tax Notes 12 (July 7, 1997).
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and then by measuring the respective claims of the
conflicting models against that benchmark.,

A major thesis of this article is that realization-
based tax accounting models, which attempt (in their
most sophisticated forms) to approximate mark-to-mar-
ket results through the use of capitalization systems and
other anti-deferral regimes, are useful (and more palat-
able) surrogates for mark-to-market in most cases, but
fall down when applied to businesses where one cannot
identify with any reasonable precision the future income
(or loss) item to which the current period items of loss
(or income) relate.

The compelling examples of such businesses are
securities and commodities dealers, because those tax-
payers operate as hedged businesses.!? (Indeed, as dis-
cussed in Part II of this article, the use of mark-to-
market in the tax system originated in response to pleas
from dealers in the 1920s to be allowed to use mark-to-
market in their hedged businesses.) Taxing income from
a hedged business under a realization model inevitably
produces whipsaws and distortions resulting from differ-
ences in the timing of income recognition for hedges
themselves and the underlying property being hedged. !
Deferral principles cannot deal with this problem, be-
cause those rules do not apply to aggregate hedges and
similar risk reduction techniques that modern dealers
frequently utilize in their business operations.

Thus, the presence of hedged activities is the most
compelling reason to apply mark-to-market in today’s
tax laws. The usual justification of mark-to-market ac-
counting based on the presence of liquid and easily-
valued assets is inadequate. It fails to explain, for exam-

ple, the mandatory application of Code Sec. 475 to se-
curities dealers but not to mutual funds—both of which
usually hold liquid and easily-valued securities. 4

A principal corollary that follows from this theme is
that, when mark-to-market accounting is limited to its
proper scope, taxpayers and the government have a
common interest in implementing the method. Taxpay-
ers that operate hedged businesses discover that they
need mark-to-market accounting to tame the otherwise
uncontrollable fluctuations in taxable income that flow
from the application of unfettered realization principles
to positions that economically hedge one another, but
which may be realized, in the tax sense, in different
periods. The government in turn desires mark-to-market
accounting to prevent such taxpayers from selectively
using realization principles whenever feasible to acceler-
ate losses—particularly given the Code’s early acknowl-
edgment that deferral mechanisms (such as the wash sale
rules of Code Sec. 1091) are inappropriate when applied
to hedged businesses. !5

The second major theme of this article is that mark-
to-market accounting, while narrow in scope, must run
deep in application: applying mark-to-market in a piece-
meal and fragmented manner will frequently distort in-
come measurement and produce a situation that is worse
than the results under a realization-based model.!¢ This
is a classic example of the “second best problem,” which
constantly occurs when tax policy is implemented in an
incremental and ad hoc manner. 7

This article then draws several other conclusions
that logically flow from the two principal themes stated
above. One such conclusion is that the definition of

12 Throughout this article, we use the
term “hedge” colloq[uially, unless other-
wise indicated by reference to the more
technical use of that term under tax law.

13 See Sections ILA and IILB.1, infra,
for detailed discussion of this point. The
rules governing hedges in Reg. § 1.446-4
do not function in an effective manner
when applied to global hedges and other
a%gregate risk reduction techniques em-
ployed by large-scale securities dealers. Al-
though “the hedging rules apply to
aggregate risk reduction techniques, the;
require, for example, that taxpayers matc
the timing of tax recognition events for
hedges with the timing of such events for
the underlying property being hedged.
Reg. ? l.446-4él)€1). t is impracticable to
comply with such a requirement using a
realization-based method of accounting in
a dynamic environment involving billions
of dollars of securities spread out over nu-
merous profit centers in different parts of
the world. The only administrable manner
that such matching can be achieved is by
mark-to-market accounting, for both the
hedFes and the underlying properties as
well.

14 As active traders, mutual funds pre-
sumably can elect mark-to-market treat-
ment under new Code Sec. 475(f). )

15 See note 38, infra, and accompanying
text for detailed discussion of this point.

16 See Gergen, “The Effects of Price Vol-
atility and Strategic Trading Under Reali-
zation, Expected Return and
Retrospective Taxation,” 49 Tax L. Rev.
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209, 216 (1994) for the proposition that
piecemeal application of mark-to-market
can create discontinuities between the tax-
ation of financial products, in turn pro-
ducing turbulence in financial markets
and dead-weight loss. For an interesting
and persuasive discussion of specific sec-
ond best problems involved in marking to
market only hybrid securities (with a con-
clusion that mark-to-market accounting
should not be applied to hybrid securities
in such a piecemeal fashion), see Weis-
bach, “Tax Responses to Financial Con-
tract Innovation,” 50 Tax L. Rev. 491,
509-11 (1995).

17The General Theory of the Second
Best deals with the fact that we live in a
imperfect, “second best” world, and as a
result, the effects of any particular propo-
sal or program on the allocation of re-
sources cannot be judged by evaluatin
the proposal in isolation. It may very well
turn out that a proposal which, by itself,
would appear to increase the efticiency of
the allocation of resources (“allocative ef-
ficiency”), may, because of its interaction
with other imperfect phenomena, produce
inefficient results. Lipsey & Lancaster,
“The General Theory of the Second Best,”
24 Rev. Econ. Stud. 11(1956). .

Applied to our particular situation, this
second best analzsw suggests that requir-
ing mark-to-market for some, but not all
assets, may not achieve an overall im-
provement in allocative efficiency (or in
other desirable outcomes) because the re-
alization-based treatment of other assets
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may interact with mark-to-market treat-
ment to produce even more distorted re-
sults than what occurred before mark-to-
market was adopted. It is now common-
place in tax scholarship to acknowledge
this problem and the difficulties 1t
presents in analyzing tax proposals.

For thoughtful consideration of second
best problems in evaluating a capital gains
preference, see Cunningham & Schenk,
‘The Case for a Capital Gains Prefer-
ence,” 48 Tax L. Rev. 319 (1993). For
general recognition of second best

roblems in formulating tax policy, see
haviro, ‘“‘Selective Limitations on Tax
Benefits,”” 56 U. Chi. L. Rev. 1189,
1218-20 (1989); Mundstock, “Taxation of
Business Intanflble Capital,” 135 U. Pa.
L. Rev. 1179, 1183, note 14 (1987); Scar-
borough, “Different Rules for Different
Players and Products: The Patchwork
Taxation of Derivatives,” 72 TAXES
1031, 1047-49 (Dec., 1994) (discussin,
specific second best problems that woul
result from aj plymg mark-to-market and
“expected value™ taxation proposals to fi-
nancial derivatives but not to other finan-
cial instruments). For analysis of the type
of approach necessary to take second best
roblems into account when formulating
egal rules, see Markovits, “A Basic Struc-
ture for Microeconomic Policy Analysis
in our Worse-Than-Second-Best World: A
Proposal and Related Critique of the Chi-
cago Approach to the Study of Law and
Igigg%gmxcs," 1975 Wis. L. Rev. 950,
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dealer in Code Sec. 475 is overbroad and should be
narrowed to apply to dealers as the term has been com-
monly, understood, i.e., those who both buy and sell
property to customers in the ordinary course of business
and who typically hedge their activities in an extensive
manner. In this regard, the application of Code Sec. 475
should be mandatory to commodities dealers, not elec-
tive as it is under present law.

The importance of applying mark-to-market com-
prehensively leads us to observe that the failure of the
system to mark the liabilities of a taxpayer to market is a
critical shortcoming of the present rules. Subjecting the
assets of a taxpayer to mark-to-market, while not sub-
jecting its liabilities, is a one-sided approach that is
extremely vulnerable to distortions in income measure-
ment—the very distortions that mark-to-market is meant
to prevent. Fortuitously, this failure has had no material
impact on the application of mark-to-market accounting
to securities dealers (properly defined), because those
taxpayers almost invariably finance their operations
with short-term liabilities, which are not subject to sig-
nificant fluctuations in value. This result would not,
however, apply to the lending activities of commercial
banks and other taxpayers with long-term liabilities, and
hence mark-to-market cannot be successfully applied in
those situations, absent some satisfactory resolution of
the liabilities problem. 18

A classic example of the dangers of piecemeal appli-
cation of mark-to-market is the lower-of-cost-or-market
method, which applies market valuation to items that
have depreciated and cost valuation to items that have
appreciated. As we discuss in the article, Congressional
reaction to this overly generous method was one histori-
cal catalyst to the enactment of Code Sec. 475, and may
have contributed to the overly broad definition of dealer
in that statute. In any event, the lower-of-cost-or-market
method should be repealed for all taxpayers. The method
is a testimony to the dangers of the tax system adopting
conservative financial accounting principles that are not
consistent with sound tax policy.

The article also recommends that Code Sec. 1256 be
repealed, on the grounds that it represents a non-uniform
application of mark-to-market in an ad hoc manner.!?
On its face, Code Sec. 1256 falls outside of our construct
of mark-to-market accounting as a special case of in-
terperiod income matching when future items of income
or loss cannot be identified with precision. At a more
mundane level, we think it is indefensible that full-time
traders who make their daily living on the floors of
exchanges treat 60% of their day-to-day business profits
as long-term capital gains. Short-term investors also
inappropriately receive the benefits of long-term capital
gains, under the arbitrary “60/40” rule in present Code
Sec. 1256. This preference skews short-term investment
decisions—encouraging investment in Standard &
Poor’s 500 futures contracts, for example, at the expense
of investment in equity index mutual funds. The solu-
tion is to repeal Code Sec. 1256, and to rely, in its place,

on the pure mark-to-market rules of Code Sec. 475 for
taxpayers within its scope, and on the straddle rules that
apply to other taxpayers under present law.

The article also deals with a number of narrower

technical issues, and makes the following points.

(i) The exclusion of residual interests in REMICs
(a form of toxic tax waste) under Code Sec. 475
is justified, on the grounds that allowing taxpay-
ers to mark residual interests to market would
undermine an important policy objective of the
REMIC rules, which is the taxation of phantom
income.20

(ii) We defend what others have criticized as the
existence of de facto “bad debt reserves” under
Code Sec. 475, on the grounds that proper valu-
ation of securities is achieved under Code Sec.
475.21 For securities dealers (properly defined)
with physical inventories, credit adjustments
generally should not be necessary, because the
market value of those securities is discounted
for the ongoing risk of default. In contrast,
marking to market a swap dealer’s over-the-
counter derivatives book has the effect of accel-
erating multi-period income into the year that a
derivative contract is entered into, thus necessi-
tating the use of adjustments properly to mea-
sure the dealer’s income.

(iii) The intercompany rules of the consolidated re-
turn regulations invoke mark-to-market in an
inappropriate fashion by applying a permanent
mark-to-market taint to property that is trans-
ferred from a dealer to a non-dealer member of
the same group, and by applying mark-to-mar-
ket in an unnecessarily complex manner to
dealers on their intercompany obligations with
non-dealer members. 22

(iv) Proposed regulations coordinate the interaction
of market discount on bonds with mark-to-
market accounting by requiring that the rules
for market discount be applied before bonds
are marked to market. We argue that this sys-
tem is unnecessary and unduly complex, and
suggest instead that the separate treatment of
market discount should recede in favor of a
mark-to-market regime applicable to the entire
bond.23

(v) The difficulty in dealing with securities “trad-
ers” is that the term encompasses two funda-
mentally different types of investment
strategies: trading based on directional views of
asset prices on one hand, and relative-value
trading that utilizes elaborate hedging methods
on the other. For the latter group of traders
(such as hedge funds), mark-to-market account-
ing is appropriate, since the presence of hedging
creates the risk of distorted results under a reali-
zation system. In contrast, directional traders
should not be subjected to mark-to-market ac-

18 See Section I11.B.2, infra, for detailed

discussion of this point. | )
19 See Section 1V.D, infra, for detailed

discussion of this point.
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W See Section 111.C.4, infra, for detailed
discussion of this point.

2! See Section IILE.1, infra, for detailed
discussion of this point.

.22 See Section 111.D.2, infra, for detailed
discussion of this point. .

.8 See Section I1L.E.2, infra, for detailed
discussion of this point.
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counting unless all publicly traded securities
are marked to market, because this is essen-
tially the type of activity engaged in by most
investors.2* Thus, the present system of al-
lowing traders to elect mark-to-market is ra-
tional, in that it prevents potential distortions
for hedge funds, while preserving realization-
based tax accounting for generally unhedged
traders. Finally, we believe that hedge funds
and other traders adopting mark-to-market
should probably be treated as recognizing
short-term capital gain (as opposed to ordinary
income) under Code Sec. 475 in order to avoid
the potential whipsaw that might occur from
incurring capital losses on other investment ac-
tivities that are not subject to mark-to-
market.2
The remainder of this article is organized as follows.
Section C below concludes Part I by suggesting that
alternative accounting methods, primarily capitalization
rules, can approximate the same results as achieved by a
mark-to-market system. Section C concludes, however,
that these mark-to-market surrogates cannot be effec-
tively employed by modern day securities and commod-
ities dealers, thus dictating that such dealers adopt
explicit mark-to-market conventions such as those
found under Code Sec. 475. Part II reviews the history
and current implementation of mark-to-market tax ac-
counting, with a view to identifying the particular fac-
tors that were thought in each case to justify a departure
from a realization-based model. Parts III and IV then
analyze some of the major points of conflict between
mark-to-market and realization tax models today, and
attempts to develop principled resolutions of those
conflicts.

C. Actual and Surrogate Mark-to-Market
Accounting

Every tax advisor (and most every taxpayer) un_der-
stands, at least intuitively, the economic distortions

caused by the realization principles of the Code, whether
those distortions are reflected in a decision to sell depre-
ciated investment securities at year-end and hold appre-
ciated positions until January, or in the tax return of a
dance studio whose gross receipts are received in periods
prior to incurring the related expenses.?6 The Code’s
three fundamental responses to such interperiod distor-
tions have been (i) to do nothing, when the distortions
run invariably in the government’s favor;?’ (ii) to de-
velop interperiod matching systems, usually when the
distortions produce uncertain results or would otherwise
accelerate deductions; and (iii) to develop asymmetrical
pro-fisc rules in those cases where the taxpayer otherwise
would have excessive freedom to apply realization prin-
ciples selectively.28

In most cases, mark-to-market accounting as it is
employed today—Code Sec. 1256 being the principal
exception—falls into the second of these categories, as
an interperiod income-matching strategy adopted by the
Code to tax related components of an integrated activity
in one time period, rather than in the different periods in
which those components would be accorded tax signifi-
cance under traditional realization principles. Mark-to-
market accounting, however, is just one of several mech-
anisms employed by the Code to accomplish this
result.??

By far the more common interperiod matching de-
vice employed by the Code is the mechanism of deferral.
One good example of a deferral approach is the uniform
capitalization rules of Code Sec. 263A, where interperiod
matching results are simulated by capitalizing all costs
associated with producing property and recovering those
costs only when the property is sold. A key factor here is
the capitalization of interest expense in a manner inten-
tionally designed 3 to achieve the same results as if a
return on equity (i.e., unrealized profit) had been im-
puted and currently taxed—exactly what a mark-to-mar-
ket system accomplishes.3! In effect, this is an example
of “stealth” mark-to-market accounting commonly re-
ferred to as “‘expected value” taxation in the academic
literature.32 Similarly, Reg. § 1.446-4 effectively adopts

2 With respect to publicly-traded secur-

which apply only to losses and not to

assets of the taxpayer, since the taxpayer’s

ities, it would be difficult to justify mark-
ing to market the portfolio of a
professional “directional” trader and not
the portfolio of an investor. For a descrip-
tion of the distinction between traders and
investors Sgenerally, see Part I, infra.

. See Section 1V.C, infra, for detailed
discussion of this point.

% Schlude v, Com., 63-1 ustcC {9284,
372 U.S. 128 (1963). .

. 7 Hence the absence of comprehensive
timing rules for “prepaid” services in-
come. But ¢f. Rev. Proc. 71-21, 1971-2
C.B. 549 (allowing one year deferral of
E?ﬁpald' income in certain situations). The

ge timing rules of Reg. § 1.446-4 stand

out as a heroic exception to this general
rule, For a contrasting view which argues,
for example, that taxing prepaid income
when received is not a distortion, see
Johnson, “The Illegitimate ‘Earned’ Re-
quirement in Tax and Non-Tax Account-
lngh" 50 Tax L. Rev. 373 (1995).

. % Hence the existence of the asymmet-
ric wash sale rules of Code Sec. 1091,
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ins.
] See, e.g., Shaviro, “Risk-Based Rules
and the Taxation of Capital Income,” 50
Tax L. Rev. 643, 721 (1995) (summarizin,

the methods listed in the text as “indirect’

ways to tax economic accrual, as opposed
to the direct approach of mark-to-market
accounting); Warren, note 2, supra, at 474
(listing five different ap;lxroaches used in
the taxation of financial products, only
one of which is mark-to-market).

30 Evans, “The Evolution of Federal In-
come Tax Accounting-A Growing Trend
Towards Mark-to-Market?” 67 TAXES
824, 826, n. 24 (Dec., 1989) (quoting Trea-
sury Department officials who were heav-
ily involved in formulating these rules and
who confirmed that a simulated mark-to-
market result was intended). .

31 1f all of a taxpayer’s costs are capital-
ized and if unrealized profit is also added
to income and capitalized as well, then a
mark-to-market result has been attained.
(Admittedly, this equivalence to mark-to-
market would only be achieved for the
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liabilities would remain subject to the re-
alization doctrine.) The cost capitalization
rules under Code Sec. 263A attempt to
achieve this result b reqqirinﬁ capitaliza-
tion of all costs, and by using the “avoided
cost” method of capitalizing interest
under Code Sec. 263A(f)(2)(A)(ii). This
method stacks all debt first against a tax-
payer’s activities involving the production
of property, thus typically resulting in
100% of those activities being viewed as
financed with debt, which in turn attracts
interest which is capitalized. Reg.

1.263A-9. Of course, to the extent that
the interest rate on the debt is less than the
rate of profit on the production activities,
the method will fall short and fail to
achieve the same results as mark-to-mar-
ket. For discussion of this shortcoming
and other defects with these capitalization
rules, see Evans, note 30, supra, at 830-33,

32 Shuldiner, “A General Approach to
the Taxation of Financial Instruments,”
note 1, supra, at 246, 284-87, Warren, note
2, supra, at 478-79 (including expected
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an analogous deferral approach for hedging transactions
within its scope, by requiring taxpayers to adopt timing
conventions for hedge gains and losses that correspond
to the timing of income/loss realization in respect of the
item being hedged. 33 Other deferral mechanisms are less
sophisticated, but the overall theme is the same.

Another surrogate mark-to-market regime is “retro-
spective” taxation, in which gains are taxed when real-
ized, but that tax is subject to an implicit interest charge
to compensate the fisc for the multi-year deferral of
realization of those gains.3* An example of retrospective
taxation in the Code today is the basic tax regime im-
posed on U.S. holders of stock in a “passive foreign
investment company” (PFIC).35 That regime imposes an
incremental tax on gains from the disposition of such
stock, calculated as if the taxpayer had earned its net
gain ratably over the life of the investment.

This straight-line accrual rule probably is necessary
as an administrative matter, but is a key weakness of
retrospective taxation in practice. For example, if a tax-
payer invested $1 in a PFIC in 1987, and sells that
investment for $101 in 1997, the resulting $100 gain will
be treated as if earned at the rate of $10 per year. If in
fact the investment languished for 9 years, and achieved
all of its appreciation in the tenth year, the PFIC re-
gime’s simplifying assumption will produce a very high
effective rate of tax, which in theory can exceed 100%. 36

Deferral schemes raise the effective tax rate applied
to a transaction by the after-tax financing cost of the
deferred expenses from the period they are incurred to
the period they are recognized for tax purposes. Mark-to-
market accounting, by contrast, accelerates future in-
come (or loss) into the current period, with a resulting
tax liability that is smaller than the result obtained by

deferral mechanisms to a degree that reflects the time
value of money. When deferral mechanisms are imple-
mented correctly, they have the same economic effect as
mark-to-market—that is, the two approaches produce
identical present values of tax liabilities. 3

The Code generally applies deferral mechanisms to
defer current period expenses to a future period in which
the income attributable to those expenses is realized.
Deferral regimes accordingly require a matching of cur-
rent period income or loss recognition with the future
transactions to which they relate. Such regimes thus only
operate successfully where there is a one-to-one corre-
spondence between discrete transactions. As this article
demonstrates, however, when applied to large-scale se-
curities or commodities dealers in particular, this
matching is simply impossible to perform. A securities
dealer today can have hundreds of billions of dollars of
positions, and enter into thousands of trades every day,
undertaken by different trading and hedging centers.
Similarly, a dealer’s hedges frequently relate to the aggre-
gation of many different underlying positions, rather
than to one identified position. In such circumstances, a
cardinal virtue of a mark-to-market accounting regime is
that it obviates the need to identify the particular future
item of income or loss to which a current item relates.

The Code today recognizes the impossibility of link-
ing a dealer’s current and future trades on a one-to-one
basis, and therefore exempts securities dealers, for exam-
ple, from the wash sale and straddle rules.38 (At the same
time, very large-scale traders are fully subject to the
straddle rules, thereby imposing on them an enormously
(and unfavorably) distorted deferral regime.) Mark-to-
market accounting thus is an advantage to dealers,
hedged traders and to the fisc, because (for the reasons

(Footnote Continued)

value taxation as an example of a “for-
mulaic” taxation of contingent returns);
Scarborough, note 2, supra, at 1032 (pro-
posing expected value taxation as one of
three regimes to achieve more appropriate
tax treatment of derivatives); Cunningham
& Schenk, note 2, supra, at 733-37 (pro-
posing a modified expected value system);
Gergen, note 16, supra, at 217 (proposing
an expected value system for assets which
trade at prohibitive transaction costs,
since such a system is vulnerable to strate-
gic trading where assets may be traded at
more moderate costs). For a general pro-
posal to adopt an expected value system
involving the imputation of interest in
cases where assets were not susceptible to
valuation, see Dodge, THE LOGIC OF TAX
316 (1989). For a proposal to apply ex-
pected value taxation to the construction
of property, involving an imputed return
to equity, see Cunningham & Schenk, note
1, supra. Finally, for an alternative system,
where imputed returns to equity as well as
interest on debt would be deductible, thus
achieving a form of corporate mt%gratlon,
see Kleinbard, note 2, supra, at 957-61.

33 The timing rules for hedging transac-
tions provide a general rule that a tax-
payer’s method of accounting for hedging
transactions must clearly reflect income
and, accordingly, must “reasonably
match” the timing of income, deduction,
gain or Joss from a hedging transaction
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with the timing of those items from the
position being hedged. Reg. § 1.446-4(b).

The limited experience of taxpayers
with Reg. § 1.446-4 already has raised dif-
ficult interpretational questions, including
(i) problems in identifying the position be-
ing hedged versus the hedge itself, (ii) the
timing asymmetry that occurs under the
regulation because the regulation ad-
dresses only hedge timing (so that recog-
nizing income on the item being hedged
does not trigger loss in respect of the
hedge, in the absence of an actual disposi-
tion of the hedge), and (iii) uncertainties
as to the timing conventions that should
be adopted in particular cases.

M For discussion of such a system, see
Fellows, note 2, supra; Meade, THE INSTI-
TUTE FOR FISCAL STUDIES, THE STRUCTURE
AND REFORM OF DIRECT TAXATION at
132-35 (1978); Dodge, note 32, supra at
316-17. For criticism of such a system as
creating the potential for tax-oriented
trading strategies, see Auerbach, “Retro-
spective Capital Gains Taxation,” 81

mer. Econ. Rev. 167, 168 (1991). Profes-
sor Auerbach would remedy this problem
of strategic trading by taxing all invest-
ments as if they earned a certain rate of
return, and not allowing losses to be recog-
nized if that rate of return was not
achieved.

35 See Code Sec. 1291(c).
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36 For other criticisms of the retrospec-
tive method, see Strnad, “Periodicity and
Accretion Taxation; Norms and Imple-
mentation,” 99 Yale L.J. 1817, 1864-65,
1893-99 (1990) (discussing the problems
of such a system, which Professor Strnad
terms an “exponential approximation,”
including the fact that asset values move
in “f'e_rky”_ways); Evans, “The Taxation of
Multi-Period” Projects: An Analysis of
Competing Models,” 69 Tex. L. Rev.
1109, 1150-55 (1991) (discussing arbitrage
behavior that may result from the use of
such methods, which are inherently
inaccurate).

37 See, eg., Gergen, note 16, supra, at
217, where he states, on the basis of an
empirical study, that a retrospective re-
turn method may aiproximate results
achieved under a_mark-to-market regime
for certain types of assets (assets trading at
moderate transaction costs whose prices
are not extremely volatile). For a compa-
rable approach, see Halperin, note 2,
sur , at 521-24, discussing equivalent re-
sults that are obtained by subjecting a
transaction to different tax treatments, in-
cluding the use of surrogate approaches
such as substitute taxation (taxing another
person in lieu of taxing the primary person
accruing the economic income).

38 Code Secs. 1091(a), 1092(e) and
1256(e).
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developed above) surrogates for mark-to-market ac-
counting expose both sides to complete uncertainty of
application in practice.

This article seeks to demonstrate that mark-to-mar-
ket accounting is on firmest policy ground when that
acceleration is employed to achieve matching of related
items of income and loss, just as in the deferral case. As
noted earlier, properly-implemented mark-to-market ac-
counting and properly-implemented deferral mecha-
nisms. produce economically equivalent tax liabilities. 3
The fundamental challenge, therefore, is to identify those
cases where mark-to-market accounting is superior to a
deferral system, presumably on administrative
grounds—particularly in light of our collective habitual
(if not strictly logical) tendencies to characterize mark-
to-market accounting as a troubling exception to realiza-
tion principles, while regarding methods that defer de-
ductions as just good tax accounting.

IL HISTORY OF MARK-TO-MARKET
ACCOUNTING FOR TAX PURPOSES

Mark-to-market accounting has been used by tax-
payers and the government to address similar problems
arising in different circumstances. This Part II describes
those problems and the use of mark-to-market account-
ing in the attempts to resolve them. Because the con-
cemns driving mark-to-market accounting for dealers
have been very different from the those driving mark-to-
market accounting for traders and investors, the discus-
sion that follows considers separately the development
and use of this accounting method for each class of
taxpayers.

This mode of organization presupposes that one can
adequately distinguish, for example, a securities dealer
from a securities trader. In fact, since its inception the
tax law has required just such a distinction to be made,
and, while the issue is regularly litigated, the basic legal
standards are well established. Under case law, whether

a taxpayer is a dealer with respect to particular securities
it owns generally depends upon the use of such securities
by the taxpayer; the taxpayer’s general status as a dealer
in securities (e.g., by being registered as a broker/dealer)
is not dispositive with respect to any particular securi-
ties. In other words, a registered dealer in securities can
be deemed a dealer with respect to some securities it
holds and an investor or trader with respect to others.*0

The traditional touchstone for determining if a tax-
payer is a dealer with respect to physical securities (i.e.,
stocks and bonds) is whether it holds such securities
“primarily for sale to customers in the ordinary course
of [its] trade or business.” [Emphasis added.]*! The anal-
ogy drawn in applying this test is that of a merchant or
middleman that purchases its “stock in trade, in this
case securities, with the expectation of re-selling at a
profit, not because of a rise in value during the interval
of time between purchase and resale [but rather from the
mark-up in the selling price] . . . [t]his excess or mark-up
represents remuneration for their labors as a middle-
man bringing together buyer and seller . . ..”” 42

Traders and investors, by contrast, do not perform
merchandising or market-making functions, because
they lack customers.4® For example, floor traders are
members of securities or commodities exchanges that
actually trade on the floor of such exchanges for their
own account. When they do so, such traders are under
no obligation to make or maintain markets for what they
are trading; as such, they are treated as traders for tax
purposes, regardless of the volume of their trading activ-
ity.# On the other hand, floor specialists also trade on
the floor of a securities exchange for their own accounts,
but because of their explicit obligation to provide liquid-
ity in certain securities, they are treated as dealers for tax
purposes.*S Thus, despite what may be practical difficul-
ties in determining whether a taxpayer is a dealer or
trader in securities, conceptually that distinction has
been made for tax purposes since the early days of the
Code.

3 Others believe that the administrative
impracticality of mark-to-market, com-
bined with the imperfect nature of other
surrogate approaches, portends real crisis
in the income tax system. For a discussion
of these views and a response that the
crisis is not as severe as portrayed, see
Gergen, note 10, supra, at 833 (arguin,
that the presence of transaction costs an
both credit and legal risks act in a prophy-
lactic manner to reduce the extent of tax-
oriented transactions which exploit inac-
curacies in the tax system).

“ George R. Kemon, et al, CCH Dec.
18,271, 16 T.C. 1026 (1951) taxpayer’s
firm was registered securities dealer, but
court distinguished between securities 1t
held for sale to customers, which were
treated as ordinary assets, and those it held
for investment or speculation, which were
treated as capital assets).

4 Kemon, 16 T.C. at 1032 (citing Code
Sec. 117(a)(1) of the 1939 Code—the pred-
ecessor to Code Sec. 1221(1), which re-
tains the quoted language).
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Recent cases continue to apply the
“customer” requirement. E.g., Stephen
Marrin, et ux., CCH Dec. 51,826(M), 73
T.C.M. 1748 (1997); Humes Houston
Hart, CCH Dec. 51,812(M), 73 T.C.M.
1684 (1997); Lewis Fuhrer, CCH Dec.
48,987(M), 65 T.C.M. 2420 (1993).

See Raby & Raby, “Ordinary Deduc-
tions, but Capital Losses for Securities
Traders,” 74 Tax Notes 611 (Feb. 3, 1997)
(discussing recent cases and trader/dealer
distinction).

42 Kemon, 16 T.C. at 1032-33. Treasury
regulations that previously permitted se-
curities dealers to value their securities
inventory at lower-of-cost-or-market in-
corporated this notion of merchandising
securities as the hallmark of a securities
dealer. Reg. § 1.471-5 (adopted in 1958)
(“[A] dealer in securities is a merchant of
securities . . . regularly engaged in the
purchase of securities and their resale to
customers; that is one who as a merchant
buys securities and sells them to
customers.. ..”).
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43 Kemon, 16 T.C. at 1026, As such, a
trader is not compensated by a spread or
mark-up in its securities bought and sold,
nor does it receive commissions. Secley v.
Helvering, 35-1 ustc 19362, 77 F.2d 323
(CA-21935).

44 Faroll v. Jarecki, 56-1 ustC {9367,
231 F.2d 281 (CA-7), cert. denied, 352
U.S. 830 (1956). See also Frank J. Laureys,
Jr., CCH Dec. 45,446, 92 T.C. 101 (1989),
acq. and nonacg. 1990-1 C.B. 1 (applying
same test to %ptlons market makers); cases
cited in note 41, supra.

For a comprehensive description of the
tax_treatment of the different participants
in financial and commodities markets, see
Kramer, FINANCIAL PRODUCTS: TAXATION,
REGULATION, AND DESIGN § § 8.1-8.3 (Re-
vised ed., 1991).

45 Helvering v. Fried, 36-2 usTC {9538,
299 U.S. 175 (1936); Stokes v. Rothensies,
45-2 ustc {9360, 61 F.Supp 444 (ED Pa.
1945), aff’d per curiam, 46-1 usTC { 9251,
154 F.2d 1022 (CA-3 1946); Rev. Rul.
71-30, 1971-1 C.B. 226; Rev. Rul. 60-321,
1960-2 C.B. 166.
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A. Mark-to-Market for Dealers

1. The Early Commodities Dealer Rulings. Mark-to-
market tax accounting has been a feature of the income
tax system since its earliest years. Moreover, while re-
lated to inventory valuation, mark-to-market accounting
has always been understood as more than just an inven-
tory valuation method.

The earliest Income Tax Acts did not address inven-
tories at all, but the Revenue Act of 1918 added Code
Sec. 203 to the tax law—the almost word-for-word lineal
antecedent of current Code Sec. 471(a).% The earliest
administrative practice apparently was to permit inven-
tories to be valued only at cost, but when the first formal
rules were adopted, inventories could be valued either at
cost or at the lower-of-cost-or-market value.4

The use of an inventory valuation other than cost
might have been thought to violate realization princi-
ples, but the Treasury regulation appears to have been
only mildly controversial.*8 It did, however, raise at this
early date the possibility that some but not all of a
taxpayer’s business results would be measured on an
(asymmetrical) nonrealization model—a point whose
implications, when understood a few years later, led to
mark-to-market accounting.

Two of the very earliest administrative rulings ad-
dressing inventories related to the securities industry.
The first simply confirmed that securities dealers, like
other taxpayers, indeed could value their inventories at
the lower-of-cost-or-market value, if they so elected.*®
The other ruling—which lies at the heart of much of the
real impetus for mark-to-market accounting—concluded
that a securities dealer’s open short sales could not be
valued at year-end under the dealer’s inventory account-
ing methods, because an open short position was a con-
tractual liability, not an asset. That ruling stated that:

The statute nowhere authorizes the inventorying of
liabilities, and this is true even though the liability is
one to return specific property in kind on demand.
Such a liability is exceptional in character. How-
ever, the word “inventory” in its commonly ac-
cepted commercial usage, refers to the inventorying
of assets only.%0
Thus, from the income tax system’s earliest days,
securities dealers found themselves with different annual
income-measurement concepts applying to different
parts of what the dealers must have viewed as an inte-
grated business: “longs,” as inventory, could be valued

at the lower-of-cost-or-market, while “shorts” could only
be valued at cost (i.e., reflected only through traditional
realization events). Of course, securities dealers at the
time had no reason to complain,?! but one core problem
that led to mark-to-market accounting systems—Trea-
sury’s unwillingness to create consistent timing rules for
the “long” and “short” sides of an integrated business—
was already in place.

At around the same time as these securities rulings,
cotton and wheat dealers sought administrative permis-
sion to adopt a more comprehensive mark-to-market tax
accounting system for their operations. Although the
regulatory basis for doing so is not clear, these commod-
ities dealers apparently valued their physical (“spot™”)
inventories at market, in part because they maintained
that the complex nature of their business made it impos-
sible to ascribe a “cost” to individual purchases, and in
part because marking to market was the long-time indus-
try practice.52 The commodities dealers carefully hedged
all their “long” positions with “short” futures and for-
ward contracts; these hedges were necessary not only as
a risk control matter but also to obtain bank financing
for their highly leveraged businesses.3

The Service required the dealers to report their
hedge contracts on a realization basis, thereby exposing
the dealers to enormous and unpredictable fluctuations
in their taxable income, because mark-to-market inven-
tory gains would be offset economically, but not in a
taxable income sense, by unrealized hedge losses. The
dealers, who clearly viewed this problem as threatening
their survival, first petitioned to include the unrealized
gains and losses from their open futures contracts as
adjustments to their mark-to-market inventory values.5*
This request was rejected, on the grounds that the futures
contracts were separate from the dealer’s purchases of
“spot” commodities, and therefore could not figure into
inventory valuations of those spot positions.>

The dealers then proposed simply to value their
open contractual hedges at market—that is, to adopt a
mark-to-market accounting method for their futures
contracts used as hedges. The Committee on Appeals
and Review set out the dealers’ brief in its entirety in the
Committee’s memorandum resolving the issue. It is
worth quoting from that brief, because it sets the stage
for much of the discussion that follows:

In the keeping of books in the cotton business, it has
been the custom, existing over a period of approxi-
mately 50 years, for the cotton merchant to take

46 The early history of inventory meth-
ods is summarized in Schneider, FEDERAL
INCOME TAXATION OF INVENTORIES
§7.01[2] (1997).

47 Advisory Tax Board Recommenda-
tion 48, 1 C.B. 47 (1919) (describing prior
practice and then-current regulations).

48 Cf, AY eals and Review Memoran-
dum 100, P-3 C.B. 66 (1920) (describin
opinion of Attorney General on validity o
these inventory methods).

4 Office Decision 8, 1 C.B. 56 (1919).
One wonders today whether the impetus
for the ruling was the natural incredulity
of the dealers that they had been handed
so munificent a gift—one that would en-
dure until 1993.
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30 Solicitor’s Memorandum S-1179, 1
C.B. 60, 62 (1919). See also Mimeograph
Letter (Mim.) 2703, 4 C.B. 52 (1921),

51 So long as inventories were on lower-
of-cost-or-market, a dealer that was both
long and short on securities of similar
tenor would in some cases obtain a tax
windfall, and in no case suffer a tax
detriment,

52 “At the close of the year, either fiscal
or calendar, the cotton merchant takes an
inventory of the cotton on hand. This cot-
ton consists of bales purchased from the
first day of the season to the last and repre-
sents a wide difference in price paid. The
universal practice has been to inventory at
market, because that tells the real value of
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his commodity; further, because the iden-
tity of the bale and the matter of cost
cannot be determined, hence it is impossi-
ble to take it other than at the market
price.” Appeals and Review Memoran-
dum 135, 4 C.B. 67, 69 (1921). See also
Solicitor’s Memorandum 5693, V-2 C.B.
20 (1926) (amending and clarifying
A.R.M. 135 in this regard).

53 Appeals and Review Memorandum
100, I11-3 C.B. 66 (1920); A.R.M. 135.

54 A.R.M. 100. Decades later this
method was approved by one court.
Monfort of Colorado, Inc. v. Com., 77-2
USTC 19572, 561 F.2d 190 (CA-10 1977).

55 A.R.M. 100.
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into consideration at market his forward sales,
purchases, and hedges, and if they show a profit,
that is added to the season’s business. If, on the
other hand, they show a loss, it is deducted from the
season’s business. His real profit, or loss, is thereby
determined for the year. This system of bookkeep-
ing is the only accurate and correct system that has
been devised that truly reflects the net profit or loss
of any given year’s business, either fiscal or calen-
dar. It is the system in vogue, approved by auditors
who certify to the correctness of his financial state-
ments which are the basis of his credit, and is the
system accepted by his bankers for all his financial
transactions and the only system which would not
be false and misleading.

There was no difficulty in the transaction of the
cotton business or the determination of the gains, or
losses, for the fiscal or calendar year of the respec-
tive cotton merchants until the passage of the in-
come-tax law. It appears, however, that in the
practical application of the tax and the provisions
for its enforcement, that the cotton and grain busi-
ness were not considered in the making of regula-
tions that would tend to protect those businesses
from the imposition of taxes on unearned profits.
* k ok k

Conformable to the law as set forth in the above
provisions, which are applicable to the question up
for consideration, the cotton men ask that they be
permitted to show in their balance sheet as reflect-
ing their real losses or gains, such losses or gains as
may be, in their open hedges, unfilled forward sales,
or forward purchases, because unless they are in-
cluded in such balance sheet their real profit is not
truly reflected.

In the matter of hedges, ...so far as transactions
through the exchange are had, these transactions are
made in the following manner: [Futures exchange
variation margin system described.] So, in real prac-
tice, so far as hedges are concerned, the cotton
merchant has in hand, if he has a profit in the
transaction, his profit from day to day. On the other
hand, if he loses in the transaction he actually pays
the loss incurred from day to day.

The same is true relative to his forward sales, or
forward purchases; that is, the amount of his loss is
absolutely determined from day to day and the
amount of his profit is determined from day to day,
so that his loss or profit in those transactions is a
loss or profit which is definitely ascertainable and
determinable with mathematical precision and ac-
curacy at the close of his fiscal or calendar year, or
any day during the year.

It occurs to us that the question before the Commit-
tee for determination is simply a matter of account-
ing or bookkeeping, and the making of regulations
as to the manner in which the cotton merchants are
to keep their books so as to conform to the rule of
the Department and to show their real profits or real
losses in their fiscal or calendar year.56

The Committee on Appeals and Review agreed with
the dealers’ arguments, and therefore permitted the deal-
ers to mark their open contractual hedges (but not their
speculative positions) to market at year-end. The Com-
mittee also implicitly endorsed the dealers’ use of market
(rather than cost or lower-of-cost-or-market) accounting
for their “spot” inventory.’? The Committee’s resolution
of this issue (as well as the Committee’s rejection of the
related proposal to fold unrealized gains and losses from
hedging contracts into the dealers’ inventory costs) re-
main the view of the Service today.5

Mark-to-market tax accounting thus was born, not
as an anti-abuse measure introduced by Treasury or
Congress, but rather in response to a taxpayer initiative.
The themes advanced by the cotton dealers—in particu-
lar, their emphasis on mark-to-market accounting for
open contractual positions as a cure for the timing mis-
matches that otherwise would result from reporting the
income of a hedged trading business on a nonrealization
basis for inventory and a realization basis for everything
else—remains one essential touchstone in identifying the
proper scope of mark-to-market accounting today.

2. Rise of Derivative Markets. Little changed in the
application of mark-to-market accounting principles to
dealers in more than 6 decades from the resolution of the
cotton dealers’ issues to the mid-1980s. Securities deal-
ers were permitted to use mark-to-market (in addition to
cost or lower-of-cost-or-market) accounting for their in-
ventories,> but in the absence of any compelling reason
to do so, virtually all securities dealers continued to rely
on lower-of-cost-or-market, which yielded results that
were skewed in the dealers’ favor.

This cozy arrangement fell apart in the mid-1980s;
by the end of that decade, large securities dealers, like
cotton dealers decades earlier, found themselves clamor-
ing for a mark-to-market regime for at least part of their
business.® The reason, of course, was the surge in the
use of over-the-counter derivatives products, particu-
larly swaps and other notional principal contracts.

Dealers in swaps and similar over-the-counter de-
rivatives do not hold their derivatives positions primar-
ily for resale; instead, they provide the same economic
service (providing liquidity to the marketplace) by
standing ready to enter into either side of a new contract
with customers, As such, a dealer’s swap book, while
giving rise to ordinary income or loss, probably is not
inventory in the classical sense.! If that hypothesis is

% A.R.M. 135,4 C.B. at 69-71.

5T A taxpayer’s ability to use mark-to-
market for unhedged commodities inven-
tories was confirmed by Solicitor’s Memo-
randum 5693, V-2 C.B. 20 (1926).

58 Rev. Rul. 74-223, 1974-1 C.B. 23 (re-
stating A.R.M, 135); Rev. Rul. 74-227,
1974-1 C.B. 119 (restating A.R.M. 100).
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59 Reg. §1.471-5 (adopted under T.D.
6336, 1958-2 C.B. 176).

& See, e.g., Letter from C. Beerbower on
behalf of nine interest rate cap dealers to
K. Dolan, Associate Chief Counsel (Tech-
nical and International), Internal Revenue
Service (Mar. 4, 1988), reprinted in 88 Tax
Notes Today 69-29 (Mar. 28, 1988).
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6! Fundamentally, inventories are neces-
sary for tax purposes “in every case in
which the production, purchase, or sale of
merchandise is an income—lgroducin fac-
tor.” [Emphasis added.] Reg. §1.471-1.
Furthermore, under those regulations, “in-
ventory should include all finished or
partly finished goods and, in the case of
raw materials and supplies, only those
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correct, then swap dealers probably cannot avail them-
selves of any inventory accounting method for swaps,
and instead arguably could be compelled—in the ab-
sence of some statutory or regulatory permission to do
otherwise—to rely on traditional realization principles in
accounting for swaps gains and losses.

A dealer’s swap book, like the cotton dealer’s books
decades earlier, is always hedged, at least with respect to
first-order economic risks. These hedges in turn fre-
quently include futures contracts and exchange-traded
options. In the 1980s, most dealers reported their in-
come from those contracts on a realization basis, just
like their swaps,®2 but nonetheless found themselves
with enormous and uncontrollable fluctuations in taxa-
ble income, because their swaps typically were multi-
year contracts, while their exchange-traded hedge con-
tracts had terms of only a few months. Although the
cause of the problem (short-dated hedges versus long-
dated customer positions) was different from the original
cotton dealer’s dilemma (mark-to-market inventory
method versus realization-based hedge method) the re-

sult was the same—and so too was the proposed
solution.

Taxpayers—typically large-scale over-the-counter
derivatives dealers—stepped forward to urge the Trea-
sury to adopt an elective mark-to-market regime for
their derivatives books (including hedges).¢* The argu-
ments advanced were essentially identical to those set
out in the cotton dealers’ briefs ¢4—mark-to-market is
the only system that accurately measures the income of a
business with offsetting long and short positions (and
thus prevents timing mismatches), mark-to-market is
required for financial accounting purposes and for re-
porting a regulated dealer’s results to the Securities and
Exchange Commission, and the individual positions can
be valued with satisfactory precision. 65

The over-the-counter derivatives dealers gained ex-
tra force for their argument from the fact that they were
willing to make some sacrifices to be able to mark their
positions to market. In particular, to the extent that a

(Footnote Continued)

which have been acquired for sale or
which will physically me a part of
merchandise intended for sale, . .. if title
thereto will pass to the purchaser of the
product to be sold therein.” [Emphasis
added ] o .

Although the definition of inventory is
broad (and, as Reg. § 1.471-5 demon-
strates, countenances intangible property
such as securities), it is difficult to charac-
terize the business of an over-the-counter
derivatives dealer as buying and selling
merchandise from and to customers.
While its business is a customer business,
an over-the-counter derivatives dealer typ-
ically “sells” a derivatives contract to a
customer, not by assigning an existin

contract sitting on the dealer’s shelf o
merchandise, but rather by entering into a
new contract with the counterparty. As a
dealer’s derivatives business grows, so too
does its “book™ of open contractual posi-
tions. A derivatives dealer thus does not
primarily hold merchandise for sale, but
rather holds itself out as having the will-
ingness and capacity to enter into speci-
fied financial contracts with customers.

It is true, of course, that dealers do on
some occasions assxﬂg an existing deriva-
tives contract to a third party. More fre-
quently, however, a dealer or a customer
terminates a derivatives contract by direct
negotiation with the counterparty (and
payment of a termination fee), or by enter-
ng into an offsetting contract. Moreover,
the assignments that are made by a dealer
typically are executed among dealers and
not with customers (and form a relatively
small part of their business). An analogy
can be drawn between an over-the-
counter derivatives dealer’s contract posi-
tions with its customers and accounts p?'-
able and receivable, and receivables do
not constitute inventory. Westfield & Fall
River Lumber Co., CCH Dec. 1460, 4
B.T.A. 135 (1926?.

In order to include over-the-counter de-
rivatives dealers, Code Sec. 475 (which
places a securities dealer’s inventory on
mark-to-market accounting) provides that
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a “dealer” is also a taxpayer who “regu-
larly offers to enter into, assume, offset,
assign or otherwise terminate positions in
securities with customers in the ordinary
course of a trade or business.” Code Sec.
475(c)31)(B)._ Similarly, Code_Sec.
475(a)(2) specifically includes non-inven-
tory securities (i.e., over-the-counter de-
rivatives) held by a dealer. Cf. Reg.
§ 1.954—2(a)(4)(1v? defmmyg for subpart
yurposes a “regular dealer” as a merchant
in the traditional sense) or a person that
“makes a market in derivative financial
roducts . . . by regularly and actively of-
ering to enter into positions in such prod-
ucts to the public in the ordinary course of
business”). The same regulation adopts
the new term “dealer property” precisely
to include derivatives and other non-in-
ventory property within_its scope. Reg.
§ 1.954-2(a)(4)(ii1) (definition of “inven-
tory"); Reg. §1.954-2(a)(4)(v) (definition
of “dealer property™).

62 Code Sec. 1256 does not aggly to
hedsging transactions. Code Sec. 1256(¢).

63'Some taxpayers, particularly com-
mercial banks active in_swaps, simply
adoEted a mark-to-market accounting
method for their swap books, either on the
theory that swaps were sufficiently inven-
tory-like that they should be able to be
valued under an inventory method, or on
the theory that, as A.R.M. 135 itself im-
plicitly concluded, mark-to-market ac-
counting in these circumstances is so
plainly the correct answer that no court
would ever sustain a challenge to its use.

We readily agree that this self-help led to
a result that clearly reflected income, and
that realization did not do so—at least in
an economic sense, We therefore conclude
that, whatever the technical authority for
this approach, taxpayers should not be
faulted today for pioneering the methodol-
oga/‘that the tax law now requires.

See, e.g., C. Beerbower’s letter, note

60, supra; Letter from Salomon Brothers
Inc. to K. Walli, Internal Revenue Service
(Dec. 6, 1991), reprinted in 91 Tax Notes
Today 255-37 (Dec. 17, 1991),
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65 The valuation of over-the-counter de-

rivatives is not as simple as looking up the
price of a publicly-traded security on a
?uote screen or newspaper. Advances in
inance theory, which provided the so-
phisticated financial models, paired with
exponential increases in computer (Fower,
have enabled dealers to price such deriva-
tives using prevailing market inputs and
their own mathematical models. But cf.,
“Bank of E:iland Examines Options,” Fi-
nancial Products 6 (Oct. 23, 1997) (news
brief describing results of Bank of England
survey of options valuations by market
participants, revealing wide variation in
valuations, particularly for exotic
options).

These gro(frietary valuation systems de-
veloped by derivatives dealers have raised
the concern that on audit, the Service
would have to rely upon the dealers’ own
valuations of their positions. Derivatives
dealers have strong incentives to be objec-
tive in their valuations because they are
used for pricing, risk management, finan-
cial and regulatory reporting, and com-
pensation purposes.

. Notwithstanding these facts, and indica-
tive of the complexity of these valuation
models, the Service has engaged the Los
Alamos National Laboratory to develop
valuation software for its agents to use on
audit. This project has been extensively
criticized. See, e.g., Letter from D. Aaron,
Wall Street Tax Association, to the Inter-
nal Revenue Service, reprinted in 97 Tax
Notes Today 69-63 (Apr. 10, 1997); Letter
from L. Uhlick, Institute of International
Bankers, to the Internal Revenue Service,
reprinted in 97 Tax Notes Today 186-43
(Sept. 25, 1997); Letter from J. Considine,
New York Clearing House Association, to
the Department of Treasury and the Inter-
nal Revenue Service, reprinted in 97 Tax
Notes Today 206-19 (Oct. 24, 1997); Let-
ter from H. Gann, Miller & Chevalier, to
the Internal Revenue Service, reprinted in
?;lg_}];ax Notes Today 162-27 (Aug. 21,
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dealer ran a “matched book,” % marking its positions to
market would require that the dealer’s spread—repre-
senting income that would be otherwise realized over the
life of the matched swaps—be recognized in the year the
contracts are entered into. 67

These arguments persuaded Treasury to respond,
although not with the same alacrity with which matters
were handled in 1921. Eventually, however, Treasury
proposed Reg. §1.446-4, which permitted dealers to
place their over-the-counter derivatives businesses onto
a mark-to-market system.

Reg. §1.446-4, as originally proposed in 1991,68
caused a storm of protest among dealers in over-the-
counter derivatives, because Treasury insisted on extri-
cating a concession as the price of allowing derivatives
dealers to mark their positions to market. Specifically,
proposed Reg. § 1.446-4(a)(1) required that:

The dealer or trader and all persons related to the
dealer or trader within the meaning of Sections
267(b) and 707(b)(1) account for the securities and
commodities that they hold in their capacity as
dealers or traders (or as hedges of such securities or
commodities) on their income tax returns either on
the basis of cost or on the basis of market value, but
not at the lower-of-cost-or-market value.

Although securities firms and banks were willing to
make some sacrifices, they were not prepared to give up
lower-of-cost-or-market accounting for their physical in-
ventories to be able to mark their derivatives positions
to market.”

As it turned out, the enactment of Code Sec. 475
made moot the disagreements between over-the-counter
derivatives dealers and the Treasury.”! As discussed in
more detail below, Code Sec. 475 eliminated lower-of-
cost-or-market accounting for a dealer’s securities inven-
tory by placing such securities on mark-to-market, and it

also extended mark-to-market accounting to “interest
rate, currency, or equity notional principal
contract[s].” 72

In response to criticism of the original proposed
regulations, Treasury re?roposed Reg. §1.446-4 in en-
tirely new form in 1993.73 As reproposed, the regulation
served a different (and larger) agenda, by requiring that
the timing of inclusion of gains and losses from “hedging
transactions” be matched. Reproposed Reg. §1.446-4
was promulgated together with Prop. Reg. §1.1221-2;
together, the two regulations represented Treasury’s re-
sponse to the problems of taxing business hedges after
Arkansas Best Corp. v. Commissioner.” While ex-
tremely important, Reg. §1.446-4 does not adopt a
mandatory mark-to-market regime (although the regula-
tion contemplates its use in certain cases),”” but rather
articulates general principles of income and loss match-
ing, and leaves it largely to taxpayers to implement those
principles in particular hedging strategies.

3. Code Sec. 475. To this point, this article has
argued that much of the original impetus for mark-to-
market accounting systems came not from Congress or
the Treasury, but rather from dealers with large hedged
positions in property, where the “longs” and ‘‘shorts”
comprising those hedged positions were subject to differ-
ent timing rules under traditional inventory and realiza-
tion principles. The addition of Code Sec. 475 to the
Code in 1993, however, introduces a second theme: the
use of mark-to-market accounting as an anti-abuse mea-
sure to curb perceived excessive taxpayer electivity in
timing gains and losses under a realization-based system.

Any realization regime inherently offers a taxpayer
considerable freedom in choosing when gains and losses
from assets held by the taxpayer will be includible in
taxable income. Indeed, this electivity (the so-called
“timing option”) is often described as the principal
weakness of realization systems.” As applied to inves-

. %1In a “matched book,” a dealer hedges
its position, for example, in a 5-year swap
with one counterparty with a mirror swap
with another counterparty. In contrast,
swaps in a “hedged book™ are hedged with

points out that:

Digest 22 (Sept. 23, 1991). Pratt, however,

“There is little controversy over
whether or not LCM [lower-of-cost-or-
market] is a lopsided, pro-taxpayer ac-

counting for Notional Principal
Contracts,” reprinted in 24 Highlights &
Documents 633 (Jan. 16, 1992); American
Bar Association rgport, note 69, supra.

71 Code Sec. 475 was enacted under Sec-

short-term derivative instruments. In a
lalf'ge swap book, there will %merally be
offsetting swap positions, so that only the
net risk exposure on the entire book needs
to be hedged. .

67 See, e.g., Letter from Securities Indus-
try Association to F, Goldberg, Commis-
sioner, Internal Revenue Service (Sept. 20,
1991), reprinted in 91 Tax Notes Today
209-58 (Oct. 9, 1991); Salomon Brothers’
letter, note 64, supra. This acceleration of
income r ition is described in greater
detail in Section II1.E.1., infra. .

5% Notice of Proposed Rulemaking
FI-16-89, 1991-2 C.B. 951. .

69 1991-2 C.B. at 962 (emphasis added).

Some commentators referred to this
conditioned use of mark-to-market ac-
counting for derivatives held by dealers as
“blackmail.” American Bar Association—
Section of Taxation’s “Comments Regard-
ing Proposed Treasury Regulations 1.443,
1, , 1.512(b)(1)(aj-1 and 1.1092(d)-1"
(June 10, 1992), refrmted in 92 Tax Notes
Today 139-25 (July 8, 1992); Pratt,
“Beltway Blackmail,” Investment Dealers’
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counting technique. Most of the industry’s
a‘l"\%uments in favor of LCM boil down to
‘Why single us out?—rather than ‘This is
a fair, accurate measurement of our
income.”” i
Pratt also notes that the “blackmail”
arose from the Service’s exaggerated per-
ception that swaps were hedged with cash
positions In securities, and vice versa,
which generally was not the case. Id. at 24.
70 See, e.g., Securities Industry Associa-
tion’s letter, note 67, supra; Letter from
International Swa]p Dealers Association to
K. Walli, Internal Revenue Service (Se:}‘)t.
27, 1991), reprinted in 91 Tax Notes To-
day 210-50 &)ct. 10, 1991); Letter from
American Bankers Association to F.
Goldberg, Commissioner, Interna] Reve-
nue Service (Sept. 23, 1991), reprinted in
91 Tax Notes Today 203-34 (Oct. 1, 1991);
Salomon Brothers’ letter, note 64, supra.
The tax bar also weighed in on the side
of the dealers. Sec New York State Bar
Association—Tax Section Committee on
Financial Instruments’ “Report on Pro-
posed Regulations on Methods of Ac-
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tion 13223 of the Revenue Reconciliation
Act of 1993, P.L. 103-66, 103d Cong., 1st
Sess. (Aug. 10, 1993).

2 Code Sec. 475(c)(2)(§D).

3 Notice of Proposed Rulemaking and
Notice for Public Hearing FI-54-93,
1993-2 C.B. 615.

74 88-1 usTc 1 9210, 485 U.S. 212 (1988).

S Cf. Reg. § 1.446-4(eﬂg? (providing
that marking to market ges of items
that are marked to market ‘“clearly reflects
income”). This regulation, however, is not
retroactive, and hence does not answer the
question of whether dealers were author-
ized to mark their swap books to market
prior to the enactment of the 1993 Act.
See note 63, sugm‘

76 See, e.g., huldiner, note 1, supra, at
250, Strnad, note 36, supra, at 1882-84
(discussing the costs of the timing option
to the tax _slystem); Strnad, *“The Taxation
of Bonds: The Tax Trading Dimensions,”
81 Va. L. Rev. 47, 53 (1995) (suggesting
that it may be necessary to move to a
mark-to-market system in accounting for
bonds, because of problems created by the
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tors, tax analysts often describe the Code’s limitations
on the deductibility of capital losses (as well as the
straddle rules of Code Sec. 1092, described below) as
rough-and-ready limits on excessive electivity, although
most commentators agree that those rules accomplish
this objective imperfectly, at best. 77

Dealers, by contrast, are not constrained by capital
loss limitations or the straddle rules.’® In such circum-
stances, the only constraints on taxpayer electivity in a
realization regime are, at most, transaction costs—and a
lower-of-cost-or-market accounting system for inventory
eliminates even those frictions.” What is most surpris-
ing about Code Sec. 475, then, is not that it became law,
but rather that it did so as late as 1993.

Perhaps it was the obviousness of both the issue and
the solution that explains the brevity of Code Sec. 475’s
legislative history, which adds to the statute’s ongoing
interpretative problems. Code Sec. 475 originated in
President Bush’s 1992 tax bill, % which emerged in essen-
tially the same form as Section 3001 of the Revenue Bill
of 1992.31 The Conference Report on the Revenue Bill of
1992 only states matter-of-factly that the then prevailing
law allowing lower-of-cost-or-market valuation of inven-
tory securities resulted in an asymmetric recognition of
unrealized losses on such securities, whereas both un-
realized losses and gains would be recognized under
mark-to-market.82 The Conference Report also states
that inventory securities are valued at market for finan-
cial accounting purposes. The Revenue Bill of 1992 was
passed by Congress but ultimately vetoed by President
Bush.

The legislative history to Code Sec. 475, as enacted
by the Revenue Reconciliation Act of 1993, 33 is simi-
larly sparse in its description of the reasons for change.
The House Report, for example, states that inventories
of securities generally are easily valued at year-end, and
in fact are valued on a mark-to-market basis for finan-
cial accounting purposes. 3¢ The Report then goes on to
state that simply eliminating lower-of-cost-or-market ac-
counting for securities inventories would not go far
enough, because securities dealers are not subject to
wash sale limitations on selling securities at a (deducti-
ble) loss and then immediately repurchasing them.

Congress, then, saw securities dealers’ positions as
satisfying two criteria that made mark-to-market look
both fair and necessary: those positions are easily val-
ued, and they are highly liquid (thus allowing dealers to
employ ‘‘self help” lower-of-cost-or-market results
through year-end sales of loss positions). This premise is
true in respect of some dealer positions, but is demon-
strably false (or at least exaggerated) in respect of others,
such as over-the-counter derivatives—as the govern-
ment itself knew, from its years of deliberation on the
swap dealers’ request for an elective mark-to-market
swap accounting system.

These objections were not advanced with any great
passion by the securities dealers, because they recog-
nized the 1nevitability of mark-to-market accounting for
their core physical inventory positions, and because the
derivatives accounting problems of the prior decade had
taught them that the only truly unworkable system
would be one in which part, but not all, of their core
business activities would be on mark-to-market. Once
the inevitability of legislation had been accepted, the
securities dealers advocated a broad application of
mark-to-market to their core dealer activities (subject
only to clarifying that nondealer investment positions
would remain outside of mark-to-market), and concen-
trated their energies instead on (i) transition relief, (ii) a
congressional commitment to resolve the problem sur-
rounding the taxation of hedging transactions in the
aftermath of Arkansas Best Corp. v. Commissioner,}
and—most important—(iii) creating a presumption that
their mark-to-market activities give rise to ordinary in-
come and loss.86

This last point deserves some elaboration, because
it actually relates to the purpose of mark-to-market ac-
counting. Code Sec. 475(d)(3) basically provides that a
securities dealer’s securities positions (other than those
identified as investments) give rise to ordinary income
or loss, unless the security is held ‘“‘other than in connec-
tion with its activities as a dealer in securities.” The “in
connection with” standard is deliberately broad in
scope, and encompasses everything that a dealer does
that is in furtherance of its securities dealing trade or
business. The test does not require, for example, that a

(Footnote Continued)

timing option). For an important study of
the effects of this “timing” option on re-
turns from investing, see Gergen, note 16,
supra, at 210.

77 See note 1, supra. As an example, Pro-
fessor Gergen, note 16, supra, at 213-14
(and sources cited therein), has suggested
that the capital loss limitation is signifi-
cantly flawed, basing his conclusion on
three factors: (i) studies that show a siinif-
icant increase in year-end trading, which
is believed to be partly tax motivated; (ii)
studies that show that price volatility posi-
tively affects asset prices, which is pre-
sumably caused by the tax advantages
obtained by selling depreciated assets
while retaining appreciated assets (thp tim-
ing option); and (iii) the availability of
various ways to produce capital gains
which may be offset by capital losses.
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78 Code Secs. 1091(a), 1092(e) and
1256(e).

7 One interesting question underlying
the history of Code Sec. 475 is why the
Treasur{ chose not to address the bulk of
the problem decades earlier, by simply
eliminating lower-of-cost-or-market as a
permissible inventory valuation method
under Reg. § 1.471-5, Concerns about im-
plicit Congressional reenactment seem
particularly misplaced where Congress left
inventory methods generally entirely up to
51")7(1((1)1801'&10!1 of Treasury. Code Sec.

a).

80 Section 372 of the Long-Term
Growth Act of 1992, H.R. 4150, 102d
Cong., Ist Sess. (1992).

81 H.R. 11, 102d Cong., 2d Sess. (1992).

52 H.R. Rep. No. 102-1034, 102d Cong.,
2d Sess., 770 (Oct. 5, 1992).
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$PpL. 103-66, 103d Cong., Ist Sess.
(Aug. 10, 1993).

84 H.R. Rep. No. 103-111, 103d Cong,,
1st Sess., 660 (May 25, 1993).

85 88-1 usTC § 9210, 485 U.S. 212 (1988).
As described immediately above, shortly
after the 1993 Act became law, Reg.
g§l..l221-2 and 1.446-4 resolved the

edging transactions dilemma without the

for further congressional action.

See House Budget Committee Report,
H.R. Rep. No. 103-111, 103d Cong., Ist
Sess., 666 (May 23, 1993); House-Senate
Conference Committee Report, H.R. Relp.
No. 103-213, 103d Cong., 1st Sess., 616
(Aug. 4, 1993), .

See also, Kleinbard & Greenberg, “Busi-
ness Hedges After Arkansas Best,” 43 Tax
L. Rev. 393 (1988) (discussing problems
for hedging caused by the decision).

8 Code Sec. 475(d)(3).
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dealer demonstrate that every security it holds is sold to
or bought from a customer.

This broad character rule—that all of a securities
dealer’s business activities give rise to ordinary income
or loss—is intimately connected to the application of
mark-to-market accounting, As described earlier, the
Code’s limitations on the deductibility of capital losses
can best be viewed as a modest, but nonetheless essen-
tial, limit on taxpayers’ ability to realize investment
losses while deferring the realization of investment gains.
When this limit is applied, however, to a mark-to-market
taxpayer whose activities (e.g., inventory sales and in-
ventory hedges) generally give rise to ordinary income or
loss, the possibility of capital losses arising on some
fragment of the taxpayer’s business exposes the taxpayer
to a different sort of whipsaw, but one that could be
equally devastating to a hedged business strategy.

Congress saw mark-to-market accounting as a sys-
tem that both reflected economic measures of income
and could not be gamed by taxpayers. In a world in
which net capital loss cannot offset ordinary income,
character mismatches, like timing mismatches, expose a
taxpayer to the rules of noneconomic taxable income
and audit gaming—in this case, by revenue agents. By
eliminating the practical pressures of the audit process,
Code Sec. 475(d)(3) essentially ensures that the statute
will apply evenhandedly, viewed from all perspectives.

4, Commodities Dealers Revisited. In drafting Code
Sec. 475, Congress was careful to exclude commodities
and commodity-linked over-the-counter derivatives
from the statute’s scope. No sooner was the ink dry on
the new legislation, however, when many commodities
dealers—particularly those that specialized in over-the-
counter commodities derivatives—realized that life
without mark-to-market was more painful than life with
it, for the same reasons that swap dealers had discovered
a few years earlier. Dealers in physical commodities, of
course, have been able to use mark-to-market account-
ing since 1921, but commodities derivatives dealers, like
commodities swap dealers, arguably do not have inven-
tories to which the long-standing rule applied.

The result was eerily reminiscent of the earliest
years of the income tax, but reflected much more poorly
on the current state of tax administration. Several com-
modities derivatives dealers, with the support of their
local District Offices, applied to the Service to change
their accounting methods to a mark-to-market system.
In light of the strong support of both Treasury and
Congress for mark-to-market, as evidenced by Reg.
§ 1.446-4 and the passage of Code Sec. 475, the commod-
ities derivatives dealers no doubt expected to receive
permission to adopt a mark-to-market accounting sys-
tem by return mail, but in fact years passed without the
National Office being able to come to terms with the
requests,

In the end, the commodities derivatives dealers
took their case to Congress. The 1997 Act now permits
commodities dealers to elect into a mark-to-market re-
gime, by applying the operative rules of Code Sec. 475 to
commodities, commodities derivatives, and certain
other interests or financial instruments therein, in the
same manner that those rules apply to securities.3

The most extraordinary aspect of new Code Sec.
475(e) is that it is elective. The statute’s legislative his-
tory lists the same factors supporting mark-to-market for
commodities dealers as Congress listed in 1993 in re-
spect of securities dealers, and even notes that “many”
commodities dealers today employ lower-of-cost-or-
market accounting for their inventories. 38 Had the Presi-
dent’s proposal to eliminate lower-of-cost-or-market ac-
counting in all cases been adopted, # the elective nature
of Code Sec. 475(e) might not have been quite so puz-
zling, because many commodities derivatives dealers,
once required to hold inventories at cost (or at market),
might have opted for a mark-to-market system to elimi-
nate timing whipsaws. As it is, Code Sec. 475(e) perhaps
serves as a forceful reminder that not every component
of tax legislation is shaped by tax policy agendas.

B. Life Insurers

Life insurance companies are taxed under a regime
that arguably is even more abstruse than, and certainly
is completely different from, the rules applicable to se-
curities dealers. Nonetheless, the Code relies on mark-to-
market accounting for life insurers to solve precisely the
same sort of taxpayer-driven timing whipsaw concerns
that first led to the adoption of mark-to-market account-
ing for commodities and securities dealers.

Life insurance premiums give rise to liabilities on
the part of life insurers—in particular, the obligation to
pay death benefits. Unlike the taxation of classic liabili-
ties, however, the Code treats life insurance premiums
entirely as gross income.? Since, by definition, the off-
setting liability (the payment of which gives rise to a
deduction) does not mature into a current claim until
some indeterminate date in the future, the fundamental
premise of life insurance taxation (that premiums consti-
tute income) would, if uncorrected, expose life insurers
to a substantial acceleration of net income.

The solution adopted by the Code, of course, is to
permit life insurers to deduct annual additions to their
reserves to meet future insurance claims. The determina-
tion of a life insurer’s reserves, then, plays a critical role
in accurately measuring an insurer’s annual net income.
Phrased differently, the annual addition to reserves
serves in practice to divide an insurer’s gross receipts
into two streams—amounts received in respect of liabili-
ties assumed by the insurer (for which the premium
gross income and corresponding reserve deduction net
to zero, just as a deposit with a bank does not give rise to

¥ Code Sec. 475(e), as added by
§ 1801(b) of the 1997 Act. _

8 House Ways and Means Committee
Report on the Revenue Reconciliation
Bill of 1997, H.R. 2014, 105th Cong., st
Sess. 195, as reprinted in Special 4, No. 27
Standard Federal Tax Reports (CCH)
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(June 18, 1997). The legislative history is
silent as to the accounting method em-
ployed by such lower-of-cost-or-market
dealers in 1physxcal commodities for their
contractual hedges, .

8 Staff of the Joint Committee on Taxa-
tion, “Description of Revenue Provisions
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Contained in the President’s Fiscal Year
1998 Budget Proposal” (Feb, 10, 1997),
reprinted at 44 HJghIJghts and Documents
1863, 1897 (Feb. 11, 1997).

% Code Sec. 803(a)(1).

801



income to the bank), and amounts received in respect of
the insurer’s economic role of intermediation (which
represents true gross income).

In the 1960s, life insurance companies began mar-
keting variable annuities to customers.°! Variable annui-
ties essentially enable a policyholder to determine
overall investment philosophy in return for assuming all
investment risk.%? In traditional annuities, by contrast,
the insurance company in effect guarantees a rate of
return paid to the policyholder. To accommodate this
change in investment strategy, life insurance companies
set up special, segregated accounts for variable annuities,
to record amounts held in respect of these contracts
separately from the insurer’s other assets held for tradi-
tional insurance policies. The theory underlying the seg-
regation was that the insurer’s “‘general” investment
account was managed under an entirely different set of
risk factors than were the insurer’s various variable ac-
counts, and that “new money” invested by the insured
in a variable account should earn a return that would
not be affected by the return on the insurer’s existing
pool of investment assets.??

Similarly, beginning in the 1970s, separate accounts
were formed for variable life insurance, which differs
from traditional insurance in that policyholders bear the
investment risk on the policies, as opposed to traditional
insurance where the insurance company guarantees cer-
tain minimum returns.?* Finally, separate accounts were
also established for pension plan assets managed by
insurance companies, for which the insurance company
likewise did not guarantee any particular rate of return
on the assets invested on behalf of the beneficiary.

Variable life products (whether annuities or whole
life) simply did not fit with traditional insurance reserve
calculation methodologies, which effectively applied a
single rate of interest to the insurer’s entire pool of
reserves held to satisfy insurance claims for annuities
and life policies.?> Since the entire purpose of variable
policies was to treat an insured’s investment as “new
money” whose net investment results effectively be-
longed to the insured, the Code’s use of an insurer-wide
blended result and an assumed rate of return measured

by interest rates would almost guarantee a mismatch
between the insured’s ultimate benefits and the insurer’s
increases to its reserves.%

The tax law responded to this timing whipsaw in
1984 by adopting Code Sec. 817. That provision, and the
recently-enacted analogous rules of Code Sec. 817A
(dealing with “modified guaranteed contracts™), resolve
timing whipsaw issues by adopting a mark-to-market
accounting regime for additions to an insurer’s reserves
(and the related investment assets) for variable insur-
ance products, where those products are treated for state
law purposes as a segregated account whose earnings
inure to the benefit of the insured.®” The insureds in turn
pay tax on these amounts as part of their investment
return on the product when these amounts are distrib-
uted, under the rules generally applicable to the taxation
of insurance products.

The net result of Code Sec. 817’s mark-to-market
system for variable insurance product reserves (and as-
sets) is to exempt appreciation in a segregated account
from corporate level taxation. This result, which may
seem counterintuitive at first, in fact follows from the
role of life insurance reserves as the mechanism for
distinguishing an insurer’s liability to its insureds from
the insurer’s own earnings. Variable life segregated ac-
counts typically are valued at fair market value for regu-
latory and financial accounting purposes and
economically are viewed as owned by the policyholder
or beneficiary. (Any reader who owns a variable annuity
will appreciate the truth of this statement, since all state-
ments received from the insurance company on the an-
nuity account provide the account’s current fair market
value, based on a mark-to-market methodology.) Since
gain (or loss) inside the account accrues to the benefit of
the owner, it is appropriate that the insurance company,
which lacks an economic stake in the appreciation, not
pay tax on these amounts.

Code Secs. 817 and 817A thus use mark-to-market
accounting to resolve a possible timing whipsaw (in this
case, the possible overinclusion of premium income net
of additions to reserves that would result from the
Code’s general reserve calculation methodologies) that

9! Anderson, ANDERSON ON LIFE INSUR-
ANCE § § 1.12, 7.3 (1991). The first author-
ized variable annuity was offered by the
Teachers Insurance and Annuity Assacia-
tion of America (TIAA), when 1t received
permission from the New York legislature
to form the College Retirement Equities
Fund (CREF) in 1952. The value of the
CREF annuities was largeg' determined by
the value of the stocks held by CREF.

92 See generally Black & Skipper, LIFE
INSURANCE, Ch. 7 at 13 (12th ed. 1994) (for
description of variable annuities and
traditional annuities).

3 Id.

94 Id., Ch. 6 at 127.

9 Id., Ch. 6 at 128.

% Life insurance reserves generally are
calculated under Code Sec. 807(d). As a

ractical matter, in most cases Code Sec.
07(d2,(2) requires that reserves be calcu-
lated by using state insurance law method-
ologies (including mortality tables) and
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the Code’s applicable federal rate as the
discount rate.

97 This result is achieved through two
different mechanisms by Code Secs. 817
and 817A. Code Sec. 817A, enacted by the
Small Business Job Protection Act of 1996
(P.L. 104-188, 104th Cong,, 2d Sess.), pro-
vides that assets held by a segregated ac-
count within its scope are marked to
market, and gain or loss is taken into ac-
count for the current taxable year. Code
Sec. 817A(b)(1). The effect of this on the
insurance company’s taxable income is
immediately offset, however, through an
increase in the amount of the company’s
reserves (deductible, for tax purposes)
which reflects the increased fair market
value of the assets. In particular, Code
Sec. 817A(a) Jaroyldes that, in the case of a
contract under its purview, Code Sec.
SOZég)(l)(A)(W) shall not apply. The refer-
enced clause provides that the net surren-
der value of any contract (which forms
part of the reserve) shall be calculated
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without any regard to any market value
adjustment of the contract. Thus, Code
Sec. 817A(a) indirectly provides that in-
creases in market value also increase life
insurance company reserves, which results
in an offsetting deduction against the in-
come created when the assets are marked-
to-market. .

The same result is achieved in a differ-
ent manner under Code Sec. 817, which
provides for a tax-free, mark-to-market
adjustment of basis to the extent that the
amount of the adjustment is included in
reserves established for the account. Code
Sec. 817(b). Increases in reserves generall
result in increases in deductions, whicl
would be inappropriate here since the
mark-to-market adjustment was not ini-
tially taxed; Code Sec. 817(a) corrects this
by eliminating the additional deduction.
Thus, the net result under Code Sec. 817 is
that assets are marked to market, but re-
sulting gain or loss is not taxed to the
insurance company.
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insurers otherwise would face.?® Although the reasons for
that whipsaw are different from those for the whipsaws
faced by dealers, both the fundamental nature of the
problem and the solution adopted are directly
analogous.

C. Mark-to-Market for Traders and Investors

The tax law also permits or requires mark-to-market
accounting for traders and investors in limited circum-
stances. The history of the use of mark-to-market in
these cases is largely the mirror image of the develop-
ment of mark-to-market for dealers, in the sense that its
application for traders and investors was driven origi-
nally by anti-abuse concerns, and only more recently by
taxpayers seeking relief from timing whipsaws.

1. Code Sec. 1256. It is difficult today to recall just
how serious a threat tax straddles once were to the
collection of tax revenues, to the integrity of the tax
system, and to the Service’s ability to administer the
Code.”” The mark-to-market provisions of Code Sec.
1256 can best be understood, however, by reminding
ourselves of the sense of urgency motivating Congress
and Treasury alike in 1981 to eliminate the use of tax
straddles by individual holders and investors to shelter
both ordinary income and unrelated capital gains. 100

Straddle schemes utilizing various futures contracts
effectively allowed individuals of even moderate income
levels to defer and convert their ordinary income and
short-term capital gains into long-term capital gains.'0!
Under such schemes, a taxpayer who realized short-term
capital gain in Year 1 would, during that year, sell a
futures contract for the delivery of a certain amount of a

commodity (such as silver) in a certain month (eg,
April) of Year 2, and simultaneously buy a futures con-
tract for the same quantity of that commodity for deliv-
ery in another month (e.g., February) of Year 2.192 These
two positions combined would largely (but not perfectly)
shield the taxpayer from exposure to fluctuations in the
price of the underlying commodity. The two contracts
taken together would expose the taxpayer to some ‘‘basis
risk” between the long and short positions, because the
delivery dates under each of the contracts were different,
but that risk was small relative to the risk represented by
the -volatility in the spot price of the underlying
commodity. 103

During Year 1, when the price of the underlying
commodity moved in either direction in an amount
sufficient to create a loss in one of the contract positions
that offset the taxpayer’s unrelated short-term capital
gain, that loss position was closed out. If, for example,
the price of the commodity rose, then the taxpayer
would close out its short futures position by purchasing
an offsetting future for delivery of the same quantity of
the underlying commodity on the same date, thereby
creating a short-term capital loss. If the price of the
commodity fell, then the taxpayer would sell its long
futures position at a short-term capital loss. In either
case, once the loss-producing futures position was closed
out, the taxpayer immediately entered into a replace-
ment contract so that the taxpayer locked in the gain on
its other position. In Year 2 the taxpayer would liquidate
both of its futures positions, and potentially realize a
long-term capital gain, which could be deferred even
longer by entering into another straddle. 104

% The phenomenon is a timing differ-
ence rather than a permanent ditference,
use any net difference in payouts
under a life contract and the reserves at-
tributable to that contract effectively are
reflected as deductions or income in the
year the payout takes place. Mechanically,
that result is achieved by tak“cllg the pay-
out as a deduction and including in in-
come the reduction in reserves
attributable to the payments made under
the contract. .

% “The use of commodities and com-
modities futures in various tax avoidance
schemes raises very serious problems in
the administration of the tax law.” State-
ment of J. Chapoton, Assistant Secretary
for Tax Policy, Department of the Trea-
sury, at the Hearing on Commodity Tax
Straddles before the Committee on Ways
and Means, House of Representatives,
97th Cor’17g., 1st Sess., (Apr. 30, 1981), H.R.
Rep. 97-15, 60 (the ‘1981 House
Hearings”™). .

*“Based on my 3 1/2 years experience as
Commissioner ‘of Internal Revenue, the
schemes which these bills address are do-
ing more to undermine the fairness of the
tax system than any others.” Statement of
1. Kurtz, at the Hearing before the Sub-
committee on Taxation and Debt Man-
agement and the Subcommittee on Energy
and Agricultural Taxation of the Commit-
tee on Finance, United States Senate, on
8. 626, 97th Cong., 1st Sess., 197 (June 12,
1981) (the “1981 Senate Hearings™).
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100 The history of the anti-straddle legis-
lation is summarized in Thompson, “An
Examination of the Effect of Recent Legis-
lation on Commodity Tax Straddles,” 2
Va. Tax Rev. 165 (1983); Strauss, “An
Analysis of the Tax Straddle Provisions of
the Economic Recovery Tax Act of 1981,”
60 TAXES 163 (March, 1982).

101 The difference in marginal rates for
individuals prevailing at the time these
straddles were actively marketed made
such conversion very lucrative. In 1980,
for example, the highest marginal rate on
ordinary income was 70%, while the maxi-
glsl‘l%m rate on long-term capital gain was

102 Generally any nonseasonal, nonper-
ishable commodity for which futures con-
tracts existed could be used for these
straddles. Precious metals, particularly sil-
ver, were the most popular choice for
straddle positions. L

103 Normally the difference in prices be-
tween the two offsetting contracts would
reflect the incremental cost of carrying the
commodity for the additional time period
under the longer-term contract. Changes
in short-term interest rates, for examg!ee,
would affect this price difference, but be-
cause the longer-dated contract usually
settled one or two months after the
shorter-term contract, this difference was
not substantial. =

If even this basis risk was unacceptable,
the taxpayer could enter into a “butterfly
straddle,” whereby another pair of long-
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short contract positions, that mirrored the
original straddle in terms of directional
exposure on the delivery date spread,
could be added that would offset any
changes in the spread on the first straddle.
Using the example given in the text,
above, by selling April contracts and buy-
ing June contracts, the taxpayer could ef-
fectively eliminate any basis risk (but
would incur more fees and also give up the
opportunity to gain from such basis risk).

Short-term capital gain could be con-
verted into long-term capital gain only if
the taxpayer’s long position in the straddle
appreciated, and such long position was
held for longer than six months. Under
then Code Sec. 1223(8), futures contracts
held more than six months qualified for
long-term capital gain or loss treatment.
Under Code Sec. 1233(b), however, any
gain from closing out a short position in a
commodities futures contract was treated
as short-term capital gain. Thus if the tax-
payer’s short egosmon had appreciated,
and if it wanted to convert (in addition to
deferring) its income, the taxpayer would
have needed to enter into another straddle
in hoges that the long position thereunder
would appreciate.

Another popular straddle utilized Trea-
sury bill futures, which achieved the effect
of converting a taxpayer’s ordinary in-
come into capital gain. This result was
possible because Treasury bills and other
short-term government obligations issued
at a discount were at the time explicitly
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The Service attempted to clamp down on the wide-
spread use of tax straddles by publishing Revenue Rul-
ing 77-185.105 The facts of that ruling involved a silver
straddle that operated in the manner described above,
and through which the taxpayer attempted to defer and
convert short-term capital gain into long-term capital
gain. The Service denied a deduction for the taxpayer’s
short-term capital loss under the straddle on the theory
that (i) the liquidation of the loss position followed im-
mediately by the replacement of essentially the same
position “resulted in no real change of position in a true
economic sense, and [did] not represent a closed and
completed transaction,” 1% and (ii) the transaction was
not one entered into for profit, as required under Code
Sec. 165(c)(2) for a loss to be deductible by an individ-
ual taxpayer.107

The Service did not have a particularly strong tech-
nical case for its “common law” wash-sale argument, in
light of the fact that the Code provided clear statutory
wash sale rules that did not reach straddle transac-
tions.!08 Similarly, the short sale rule of Code Sec. 1233,
which would have characterized the eventual straddle
gain as short-term capital gain (and thus prevent conver-
sion) did not apply to commodity futures requiring de-
livery in different calendar months.!% The inadequacies
of these Code provisions in respect of commodities
straddles made expansion of the scope of these rules an
obvious potential solution to the straddle problem. !1¢

In the 1980-1981 period, two different approaches
emerged to address these problems. One approach was
introduced in Congress in different forms (but centered

on the same theme) by Congressmen Brodhead and Ro-
senthal in the House of Representatives 11! and Senator
Moynihan in the Senate.!!Z These bills basically would
have extended the “wash sale” rules of Code Sec. 1091
(which eventually were enacted as the straddle rules of
Code Sec. 1092) by expanding the range of transactions
to which such rules would apply. This expansion was
achieved by invoking the then new concept of “offset-
ting positions with respect to personal property.” Thus
both bills would have provided that if a taxpayer held
such offsetting positions, the portion of any loss which
exceeded recognized gain (which would be all of such
loss if no gain were yet recognized) from such positions
would not be recognized until thirty days after the posi-
tions ceased to be offsetting.

The other approach was to put regulated futures
contracts (the most common and visible vehicles for tax
straddles) on a mandatory mark-to-market system for all
investors. This idea originally was championed by the
tireless efforts of Donald Schapiro, both individually
and through the New York State Bar Association,!!3 and
later was adopted by Treasury.!!4 This mark-to-market
approach was ultimately adopted as Code Sec. 1256.115

“Code Sec. 1256 contracts” (referred to as “regu-
lated futures contracts” in 1981) are marked to market
annually, and 60% of the gains or losses are treated as
long-term capital gain or loss, and 40% as short-term
capital gain or loss. This “60/40” treatment under Code
Sec. 1256 results in a blended marginal tax rate, which at
the time of enactment was a maximum of 32%, and
today is roughly 28%.116

(Footnote Continued)

excluded from the definition of capital as-
sets under then Code Sec. 1221(5%._ In con-
trast, futures in Treasury bills, as
commodities contracts, were treated as
capital assets. Rev. Rul. 78-414, 1978-2
C.B. 213. Like other commodities futures
straddles, a taxpayer would take Jong and
short positions on Treasury bill future
contracts for delivery in different months
(e.g., long on an October contract and
short on a December contract). With a
change in interest rates, one of the con-
tracts would lose value, while the other
one would appreciate by an approximately
offsetting amount. The loss position was
closed out by physical delivery—creating
an ordinary loss—whereas the gain posi-
tion was closed out by entering into an
exactly offsetting contract—creating a
short-term capital gain, which in turn
could be converted into long-term capital
in by entering into another straddle.

105 1977.1 C.B. 49. )

106 Id, at 50. The Service relied upon
Gordon MacRae, CCH Dec. 24,128, 34
T.C. 20 (1960) and Frederick R. Horne,
CCH Dec. 14,610, 5 T.C. 250 (1945), to
su?‘gort thisargument.

Whether commodities straddles of-
fered any reasonable expectation of pre-
tax profit to satisfy the requirement of
Code Sec. 165(c)(2) was not easy to deter-
mine. Some commentators thought that
such straddles did offer a reasonable pros-

ect for pre-tax profit. See, e.F., Goldfein
gz Hochberg, “An Analysis of IRS’ Ruling
that Straddle Transactions Lack Requisite
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Profit Motive,” 47 J. Tax’n 142 (1977),
cited in Strauss, note 100, supra, n. 33.
Experts commissioned by the Service
opined that the chances for making a pre-
tax profit on such tax-driven straddles
were Very slim, See “Silver Butterfly: Best
Tax Dodge in America,” Washington Post
(Mar. 15, 1981), cited in Strauss, note 100,
supra, n. 34.
108 Rev. Rul. 71-568, 1971-2 C.B. 312.

19 Code Sec. 1233(e)(2)(B). Code Sec.
1233 did, however, limit the effectiveness
of the straddle (in terms of conversion) by
treating any gain on the short position of
the straddle as short-term capital gain. See
note 104, supra.

. 110The Service did have a chance to
litigate its position on commaodities strad-
dles in Harry Lee Smith, CCH Dec.
38,835, 78 T.C. 350 (1982), in which the
Tax Court rejected the Service’s argu-
ments that (i) the straddle losses were not
genuine, (ii) the transactions should be
stepped together and losses recognized
only upon conclusion of the straddle
scheme, and (iii) the transactions lacked
economic substance. The court did, how-
ever, uphold the Service’s argument that
straddle losses were not deductible under
Code Sec. 165(c)(2) because they did not
result from transactions entered into for
profit.

111 H.R. 1293, 97th Cong,, 1st Sess. (Jan.
21, 1981),

12§, 626, 97th Cong., 1st Sess. (Mar. 5,
1981).
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113 Schapiro, “Commodities, Forwards,
Puts and Calls—Things Equal to the Same
Things Are Sometimes Not Equal to Each
Other,” 34 Tax Lawyer 581, 602 (1981);
Statement of D. Schapiro at the 1981
House Hearings, note 99, supra, at 199;
Statement of D. Schapiro (on behalf of the
New York State Bar Association) at the
1981 Senate Hearings, note 99, supra, at
128; New York State Bar Association Tax
Section Committee on Financial Institu-
tions and Financial Futures-—Report on
Pending Legislation Dealing with Com-
modity Tax™ Straddles and Related Mat-
terf,3 (1)981 Senate Hearings, note 99, supra,
at X

114 Statement of J. Chapoton, Assistant
Secretary for Tax Policy, Department of
the Treasury, at the 1981 House Hearings,
note 99, supra, at 60; Statement of J.
Chapoton at the 1981 Senate Hearings, 58;
Thompson, note 99, supra, at 177.

115The 1981 Act, P.L. 97-34, 97th
Con§.. Ist Sess. § 503 (Aug. 13, 1981).

115 Today, the maximum *“60/40” rate
would be 27.84% (ie., 60% of the maxi-
mum long-term capital gains rate of 20%,
and 40% of the maximum short-term capi-
tal gains rate of 39.6%). )

IRS Notice 97-59, 1997-45 L.R.B,, is-
sued to resolve certain issues arising from
the new capital gains rates and holding
period requirements under the 1997 Act,
provides that “jglain or loss from a Sec-
tion 1256 contract, to the extent that it is
treated as long-term capital gain or loss
under Section 1256(a)(3), is now treated as

TAXES/December 1997



As originally adopted in 1981, Code Sec. 1256 ap-
plied only to “regulated futures contracts.” There are
essentially two basic elements to the definition of this
term: (i) such contracts are traded on a regulated ex-
change, and (ii) are subject to a system of mark-to-
market on such exchange whereby the taxpayer’s ac-
count with such exchange is credited and debited ac-
cording to the change in the market value of the
contract. '

This latter feature of regulated futures contracts—
“variation margin”—has been proffered as a reason to
permit or require mark-to-market accounting since the
Service’s early rulings allowing the use of mark-to-mar-
ket for cotton futures held by cotton dealers. 1?7 While
the existence of a system of variation margin provided a
pretext for departing from realization principles in the
case of cotton dealers in 1921, Code Sec. 1256 as origi-
nally adopted appears to have relied heavily on the vari-
ation margin argument to defeat anticipated
constitutional challenges.!!® The concern about violat-
ing traditional realization principles presumably was
greater in the Code Sec. 1256 case because mark-to-
market was imposed as an anti-abuse measure, whereas
in the cotton dealer case it was demanded by the taxpay-
ers themselves to prevent whipsaws against them.

Even with its long-established (if relatively little
known) precedents, mark-to-market under Code Sec.
1256 has nonetheless been controversial from the start—
surviving, for example, in Murphy v. United States,'"® a
serious challenge to its constitutionality on the grounds
that Code Sec. 1256 taxed a taxpayer’s unrealized in-
come. Despite the apparent lack of concern over the
constitutionality of mark-to-market accounting today,
the case raised a fundamental question over its legality
that has yet to be resolved directly.

In Murphy, the taxpayer was an individual investor
in futures contracts, who realized gain on his contract
positions when they were marked to market under Code
Sec. 1256. There is no indication in the facts of the case
that the taxpayer pursued a spread or straddle strategy
with such futures contracts, or speculated on the direc-
tional movements in the prices of the underlying com-
modities. The taxpayer paid the tax thereon under
protest, and ultimately filed suit in district court seeking

a refund for the tax on the basis that Code Sec. 1256 was
unconstitutional because it taxed unrealized gain. 20 The
district court granted the government’s motion for sum-
mary judgment.!2!

The Ninth Circuit was similarly decisive in its dis-
position of the appeal. The Murphy Court affirmed the
constitutionality of Code Sec. 1256 by approving the
theory that the variation margin system to which futures
contracts were subject allowed the taxpayer to construc-
tively receive the gain arising from such contracts when
marked to market. The court found that:

Although Murphy did not sell his futures contracts,
his gains could be treated as realized because he was
entitled to withdraw those gains daily. There were
no restrictions, and his failure to receive cash was
entirely due to his own volition [citation omitted].
Murphy’s failure to withdraw his gains immediately
was little different from a failure to withdraw inter-
est which has been credited to a bank account.
Absent substantial limitations, the interest is taxa-
ble, whether withdrawn or not [citation omitted].
So, too, with Murphy’s commodity gains. Of course,
today’s gain could be eliminated by tomorrow’s
loss, but that would not change the fact that today’s
gain was available today. That the investment re-
mains at risk is inconsequential; so do loaned or
deposited funds. [Emphasis added.]'??
Murphy’s analogy between variation margin and
amounts loaned or deposited in a savings account is not
very convincing, because there is a fundamental differ-
ence between the risks involved in the two situations. In
the case of a loan or demand deposit, the risk to which
the investor is exposed is the creditworthiness of the
debtor or bank; once the interest is earned and paid, the
investor is no longer exposed to any risk with respect
that amount. In the case of a futures contract, a positive
balance in the variation margin one day can be wiped
out (and even turn into a liability, i.e., a margin call) the
next day by a fluctuation in the price of the underlying
commodity, and if that should occur, the investor has no
rights or remedies to claim the previous positive bal-
ance. Alternatively, if the investor withdraws a positive
balance, that balance is subject to the contingency of a
margin call, which might require such amount to be

(Footnote Continued)
attributable to property held for more

Supreme Court’s decision in Eisner v. Ma-

The Murphy Court did not address the

tzhan 18 months anﬁhus subject to tax at

The “60/40” character rule is generall
described to have been a politica
compromise.

17 See Section ILA.1, supra.

118 Because credits and debits were
made daily to a trader’s account with the
exchanﬁe, and any balance therein could
be withdrawn (to the extent it exceeded
margin requirements), the balance was
said to be “realized” under the construc-
tive receipt doctrine, even if the trader
never actually withdrew such balance, and
even if such balance could be wiped out
by marking to market the next day.

1993.1 "ystc 50,270, 992 F.2d 929
(CA-9 1993). o

.10 The genesis of the realization re-
quirement is generally attributed to the
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comber, 1 ustC { 32, 252 U.S. 189 (1920),
wherein the Court ruled that a stock divi-
dend (i.e., a pro-rata dividend on stock of
a company paid with additional stock of
that company) did not constitute taxable
income to a shareholder. Commentators
disagree, however, as to whether the reali-
zation requirement is a constitutional re-
quirement or simply a matter of
administrative convenience. Compare
Surrey, “The Supreme Court and the Fed-
eral income Tax: Some Implications of
the Recent Decisions,” 35 IIl. L. Rev. Nw.
U. 779 (1941) (arguing that realization is
an administrative requirement), with
Ordower, “Revisiting Realization: Accre-
tion Taxation, the Constitution, Ma-
comber, and Mark to Market,” 13 Va. Tax
Rev. 1 (1993) (arguing that realization is a
constitutional requirement).
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status of the realization requirement, since
it ruled that Code Sec. 1256 did not vio-
late such requirement in the first place.
Murphy, 992 F.2d at 931 (“Because of the
unique accounting method governing fu-
tures contracts [i.e., mark-to-market with
variation margin], the gains inherent in
them are properly treated as construc-
tively received. ... We need not, and do
not, decide the broader issue of whether
Congress could tax the gains inherent in
capital assets prior to realization or con-
structive receipt.”).

121 The district court decision was
neither officially reported nor published
by tax news services.

122 Murphy, 992 F.2d at 931.
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redeposited into the margin account. Moreover, Murphy
does not address the post-1981 extension of Code Sec.
1256 to instruments that do not provide for variation
margin.

The scope of Code Sec. 1256 itself was expanded
considerably in 1984 in order fill some gaps left by the
1981 Act, and in order to tax economically similar trans-
actions in a consistent manner. 123 Mark-to-market under
Code Sec. 1256 was expanded to cover “nonequity op-
tions”—which in fact can be options on equity indices
(but not on individual stocks)—in the hands of traders
and investors, and equity options in the hands of options
dealers. The issue of how options should be treated was
already raised in 1981, because the economics of a fu-
tures contract on an underlying asset can be replicated
by a combination of options on such asset. At first,
Congress accepted the arguments of the affected indus-
tries that such instruments were not utilized in tax strad-
dles; by 1983, however, it was clear that options were
being so used.12* Congress therefore swept such options,
with certain exceptions, under the scope of Code Sec.
1256 in 1984.125

It is odd that none of the industry groups affected by
the expansion of Code Sec. 1256 challenged the constitu-
tionality of imposing mark-to-market tax accounting on
their financial products, because listed options are not
subject to the same non-tax mark-to-market system that
is required for regulated futures contracts (i.e., involving
variation margin).126 It was, after all, the very existence
of variation margin for regulated futures contracts that
formed the basis for upholding the constitutionality of
Code Sec. 1256 as it applied to such contracts.

On balance, however, the options industry decided
not to challenge the expansion of Code Sec. 1256, be-
cause it wanted its products to be subject to Code Sec.
1256 so that traders and investors therein could obtain

favorable “60/40” capital treatment.?” The willingness
of the options industry to embrace mark-to-market for
the sake of obtaining ““60/40” treatment thereunder
marked the transformation of Code Sec. 1256 from an
anti-abuse measure to essentially a quid pro quo for
certain taxpayers.

Code Sec. 1256 raises several technical concerns
that arise because its mark-to-market rules conflict with
the timing rules applicable to other investments, and
lead in the straddle arena to the infamous mixed straddle
problem. A “mixed straddle” is a straddle where at least
one, but not all, of the positions is a Code Sec. 1256
contract.!?® Because of the disparity between the tax
treatment of Code Sec. 1256 contracts and other types of
transactions, a “mixed straddle” presented another pos-
sibility for a taxpayer to convert unrelated short-term
capital gain (albeit only 60% thereof) into long-term
capital gain (by obtaining Code Sec. 1256 *“60/40” capi-
tal treatment). For example, if a taxpayer had $1000 of
short-term capital gain, it could enter into a mixed strad-
dle where only one of the offsetting positions was a Code
Sec. 1256 contract. If the non-Code Sec. 1256 contract
position depreciated in value by $1000, the taxpayer
could dispose of that position and realize a capital loss,
which would offset its $1000 short-term capital gain. At
the same time, however, the taxpayer would realize a
gain of approximately $1000 on its Code Sec. 1256 con-
tract, which would be treated as *“60/40” capital gain,
thereby achieving the conversion.

In order to prevent such conversion through mixed
straddles, Treasury regulations provide that the short-
term capital loss realized from one or more non-Code
Sec. 1256 positions in a mixed straddle is also given
“60/40” capital treatment.'? This provision is com-
monly referred to as the “killer rule” because it is asym-
metric and cuts only against the taxpayer.13? To avoid

123 The scg!ae of Code Sec. 1256 was
first expanded in 1982 to include foreign

125 Deficit Reduction Act of 1984, P.L.
98-369, 98th Cong., 2d Sess., § 102(a)(2)

like taxing unrealized appreciation in a

currency contracts. Technical Corrections
Act of 1982, P.L. 97-448, 97th Cong., 2d
Sess., § 105(c)(5)(A)

Under Code Sec. 1256 as originally en-
acted in 1981, a foreign currency futures
contract would have been treated as a reg-
ulated futures contract, but a foreign cur-
rency forward contract with a commercial
bank would not have been so treated, be-
cause the latter was not subject to varia-
tion margin or traded on a designated
exchange. Foreign currency futures and
forwards are essentially the same contracts
economically, and are used interchangea-
bly by traders. As noted in the House
Ways and Means Committee Report, the
volume of forward currency trading in the
interbank market greatly exceeded forei
currency futures trading. H. Rep. 97-794,
97th Cong., 2d Sess., 23 (Sept. 8, 1982).
Thus in order to tax the two types of con-
tracts consistently, foreign currency for-
ward contracts were added to the
definition of “regulated futures contract”
under then Code Sec. 1256(b).

124 Wetzler, “The Tax Treatment of Se-
curities Transactions Under the Tax Re-
form Act of 1984,” 25 Tax Notes 453, 455
(Oct. 29, 1984).
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(adding nonequity options and dealer
equity options to the definition of “Code
Sec. 1256 contract”).

126 The seller of a listed (i.e., exchange-
traded) option is subject to variation mar-
gin in its account with the exchange, but
not the bualer of an option. See, e.g., Chi-
cago Board of Trade’s Commodity Trad-
ing Manual at 177 (1994). Unlike futures
contracts, which can be either an asset or
a liability to either the buyer or seller of
such contracts, depending upon the price
of the underlying asset, an option is always
an asset to the buyer and a liability to the
seller. As such, only the option seller is
subject to variation margin on a listed
option.

By contrast, the fact that futures con-
tracts require the imposition of variation
margin on both buyer and seller was an
argument made in 1981 in favor of impos-
ing mark-to-market accounting, See State-
ment of D. Schapiro at the %981 House
Hearings, note 99, supra, at 199 (“The
sum of the daily ({;ams is exactly equal to
the sum of the daily losses on the U.S.
exchanges, and cash moves backwards
and forwards. Taxing this cash as giving
rise to gain or loss does not seem to me
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use.”).

127 “The CBOE [Chicago Board Options
Excl}a_ngeﬂ viewed the 60/40 treatment as
sufficiently enticing both to investors and
to dealers to overcome the acceleration of
tax liability that results from markiqﬁ.to
market. Moreover, the CBOE was willing
to have its customers placed under a
mark-to-market system for tax purposes
despite its not using a system of variation
Lrgzggm ...."” Wetzler, note 124, supra, at

15 Tome e 1255?(?())(9“2) A))'2T(b)(2)
emp. Reg. § 1. - .

130 The “killer rule” does not provide
that short-term capital gain from the non-
Code Sec. 1256 position in a mixed strad-
dle is treated as “‘60/40” capital gain. As a
result, in the absence of some other miti-
gating rule, a mixed straddle in which the
non-Code Sec. 1256 position is profitable
and the Code Sec. 1256 position unprofit-
able can convert unrelated long-term capi-
tal gain into short-term capital gain.

e “killer rule” was essentially man-
dated by the legislative history of 1981 Act
itself. The Senate Finance Committee Re-
port states that: )

“If a taxpayer fails [to make a mixed
straddle election] . . ., [a}ll positions in the
straddle, both futures contracts and other
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the “killer rule,” a taxpayer with a mixed straddle must
make one of two elections, 3! or establish a mixed strad-
dle account.!3 Under any of these elections, the mark-
to-market treatment under Code Sec. 1256 is either
avoided or mitigated for mixed straddles. There is some
irony at work here, since straddles employing futures
contracts were what stirred Congress to enact Code Sec.
1256 in the first place. 133

In retrospect, and in light of all its complexity, it is
not obvious why Congress thought it desirable to intro-
duce both the straddle rules of Code Sec. 1092 and the
mark-to-market rules of Code Sec. 1256 into the Code in
1981. The reason seems to be rooted in the desperate
nature of the anti-straddle struggle, and a concern that
the straddle rules would be unenforceable when applied
to an active futures trader’s hundreds or thousands of
trades each year.’34 In fact, Congress’s fears in this regard
were misplaced, because the straddle rules loom larger
and larger in the tax planning of investors and traders, as
complex hedged investments become more common
and as taxpayers become more familiar with the full
force of the straddle rules.

Ironically, Code Sec. 1256 today is a rule favorable
to most taxpayers. For example, purchasing a call option
on the Standard & Poor’s 500 equity index will subject
the holder to a maximum blended “60/40” rate of
27.84%, even if the option is held for only a few days.
The maximum rate on gain from a direct investment in a
Standard & Poor’s 500 equity index fund, by contrast, is
39.6%, unless the fund interest is held for more than one
year.!35 While the “60/40” treatment may have origi-
nally served as a palliative for the imposition of mark-to-

market on futures contracts, it has now become a
sought-after tax benefit in itself,

2. Mixed Straddle Accounts. Large-scale traders and
investors (such as hedge funds) that engage in complex
“hedge” or “arbitrage” trading strategies are subject to
even greater tax timing whipsaws than are dealers.!3
First, of course, such traders have the same issues of
hedging long-term positions with short-term contracts
that bedeviled derivatives dealers for years prior to the
enactment of Code Sec. 475. Second, unlike dealers,
traders and investors are fully subject to the rigors of the
loss deferral principles of the straddle rules, which (when
applied to hedged trading strategies) operate to defer
realized losses, but not realized gains. Finally, as de-
scribed above, the “killer rule” can subject a taxpayer to
a whipsaw from the application of the “60/40” character
treatment under Code Sec. 1256. The mixed straddle
elections under Code Sec. 1256(d) and Code Sec.
1092(b) provide relief from the last of these whipsaws,
but require specifically identifying offsetting positions
that make up a straddle. Such elections thus are simply
too cumbersome—if not impossible—to make for all but
the simplest trading strategies. For such taxpayers, Con-
gress added another election under Code Sec. 1092(b)(2)
in 1984 whereby they could establish a segregated mixed
straddle account. 137

To a tax theorist, the mixed straddle account is
another manifestation of the inherent problem of requir-
ing mark-to-market accounting on a piecemeal, unsys-
tematic basis. Because of the internal netting mechanism
of mixed straddle accounts,!38 a taxpayer theoretically
can convert some of its short-term capital gain inside its

(Footnote Continued)

property, are subject to the loss deferral
rule in Section 1092, ... The application
of Section 1092 to such unidentified,
mixed straddles will result in the deferral

Under the C

offsetting  unrealized gain, so
that... losses on property outside the
mark-to-market_system are deductible to
the extent of gains on futures contracts in
the mark-to-market system (provided
there are no unrealized gains in other off-

is entered into, does not qualify for the
Code Sec. 1256(d) election. .

e Sec. 1092(b)(2YAXXD
election, the effects of mark-to-market are
of all losses with respect to which there is  mitigated, because, although Code Sec.
1256 contracts are still marked to market,
gains and losses on the positions identified
as comprising a mixed straddle are netted.
For example, if a ta
on _the disposition of il
1256 position of a mixed straddle for

ayer realizes a loss
its non-Code Sec.

1092(b) to grant Treasury broad regula-
tory authority to prescribe rules concern-
ing treatment of mixed straddles). In fact,
Section 103(b) of the Deficit Reduction
Act required Treasury to issue such regu-
lations within six months of the date of
enactment. The rules Fovemmg the treat-
ment of mixed straddle accounts were is-
sued under Temp. Reg. § 1.1092(b)-4T.

138 Generally, gains and losses on Code
Sec. 1256 contracts and non-Code Sec.

settin itions).” [Emphasis added.}
S, ﬁggs 97-144, 97thp Cong., Ist Sess.,

-59.

Bl Under Code Sec. 1256(d) or Code
Sec. 1092(b)(2)(AX(i)(I), as implemented
by Temp. Reg. § 1.1092(b)-3T. .

132 Code Sec. 1092(b)(2)(A)(i)(II);
Temp. Reg. §1092(b)-4T. The mixed
straddle account is described in Section
IL.B.2, infra.

13]f a taxpayer makes a_Code Sec.
1256(d) election for an identified mixed
straddle, mark-to-market treatment under
Code Sec. 1256 will not apply to any Code
Sec. 1256 contract that forms part of such
straddle. Code Sec. 1256(d)(1). The diffi-
culty with the Code Sec. 1256(d) election
is that each position forming the mixed
straddle must be identified by the close of
the daiz that the first Code Sec. 1256 con-
tract that forms a 2part thereof is entered
into. Code Sec. 1256(d)(4)(B). Thus any
mixed straddle on which positions are
added after the day that the first Code Sec.
1256 contract component of the straddle
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which a Code Sec. 1092(b)(2)(A)(1)(I) elec-
tion has been made, the taxpayer offsets
that loss to the extent of corresponding
unrealized gain on its Code Sec. 1256 con-
tract. At the end of the tax year, the Code
Sec. 1256 contract is marked to market,
but any resulting gain is reduced by the
amount of loss on the non-Code Sec. 1256
osition that was offset earlier in the year
gy unrealized gain on the Code Sec. 1256
contract. Temp. Reg. § 1.1092(b)-3T.

134 Strauss, note 100, supra, at 170.

135 Listed options on broad stock indi-
ces such as the Standard & Poor’s 500 are
considered ‘‘nonequity options” under
Code Sec. 1256(g)(6)(B), and are therefore
Code Sec. 1256 contracts that receive
“60/40” capital treatment.

136 Because their gains and losses are
capital, traders and investors do not qual-
ify for the hedgmg transaction exception
og Code Secs. 1092(e) and 1256(e), or the
hedsging rules of Reg. § 1.446-4.

137 Deficit Reduction Act of 1984, note
125, supra, 103(a) (amending Code Sec.
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1256 contracts are netted separately (and
based on a daily mark-to-market). The net
gain or loss on Code Sec. 1256 contracts is
then netted with non-Code Sec. 1256 con-
tracts, if there is any offset. If there is no
offset (because both types of contracts
show a net gain or loss{, then net gain or
loss on the Code Sec. 1256 contracts is
accorded ‘“60/40 capital treatment,
whereas the net gain or loss on non-Code
Sec. 1256 contracts is treated as short-
term capital. Finally, at the end of the tax
year, the daily net amounts are netted
once more to arrive at a total long-term
and short-term capital gain or loss
amounts. TemF. Reg. § 1.1092(b)-4T(c).
In order to limit the potential for con-
version of short-term ca'pital gains into
long-term gain, a limit of 50% of the an-
nual net gain from a mixed straddle ac-
count can be long-term capital gain; the
amount of gain above 50% is recharacter-
ized as short-term gain. Similarly, short-
term capital loss is limited to 40% of the
total net loss, and losses in excess thereof
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mixed straddle account into long-term gain—precisely
the result that the “killer rule” was designed to pre-
vent.!? (A mixed straddle account, however, does not
offer even a theoretical opportunity to convert short-
term gain on assets outside the account into long-term
gain.)

In practice, however, high-volume traders with
hedged positions, such as hedge funds, typically utilize
mixed straddle accounts not to obtain any tax rate ad-
vantage, but as a defensive measure. By establishing a
mixed straddle account, a taxpayer can preclude the
Service on audit from matching up positions from
among the hundreds or thousands entered into by the
taxpayer and deeming them to have been unidentified
mixed straddles subject to the dreaded killer rule. More-
over, the mixed straddle account effectively allows such
traders and investors to expand mark-to-market treat-
ment to investments beyond Code Sec. 1256 contracts,
because the mixed straddle account rules technically
require only one Code Sec. 1256 contract to be included
in the account. 140

In fact, many hedge funds utilize mixed straddle
accounts today, not for the potentially favorable conver-
sion of short-term capital gains into “60/40” gains, but
rather to place their investments on mark-to-market, and
thereby avoid the otherwise inevitable (and uncontrolla-
ble) application of the loss deferral principles of the
straddle rules to their (definitionally) hedged trading
strategies. Indeed, in some cases a hedge fund, realizing
the asymmetrical and devastating consequences of ap-
plying the straddle rules to its hedged trading strategies,
will deliberately introduce some Code Sec. 1256 con-
tracts as hedges fof the purpose of enabling a trading
strategy to be put onto mark-to-market. The hedge fund
does so because it otherwise faces an environment in
which a hedged trader or investor is often hurt, and
never helped, by the vagaries of our realization system,
as modified by the straddle rules. The mixed straddle
account thus operates under such circumstances as the

proverbial tail (mark-to-market treatment) that wags the
dog (realization treatment), or the exception that swal-
lows the rule.

3. The 1997 Act’s Extension of Code Sec. 475 to
Securities and Commodities Traders. Perhaps recogniz-
ing the fundamental distortions of applying realization
principles and the asymmetrical straddle rules to hedged
securities traders (whose magnitude and volume of ac-
tivity can rival that of the major dealers), Congress, in
the 1997 Act, permitted both traders in securities and
traders and dealers in commodities to elect to mark their
positions to market.’¥! Once the election is made, all
positions held by such dealer or trader and used in its
business are marked to market, except those positions
that represent investments and are identified as such,42
Moreover, gains and losses on such positions that are
marked to market are treated as ordinary income or
loss.!43 Under Code Sec. 475(c)(2), which defines “secu-
rity” for purposes of Code Sec. 475, Code Sec. 1256
contracts (to the extent not used as a hedge and not
described under Code Sec. 475(c)(2)(F)), are excluded
from the scope of Code Sec. 475 mark-to-market, and
thus continue to be accorded “60/40” capital treatment.

Mixed straddle accounts are not affected by the
amendments to Code Sec. 475, and remain an alterna-
tive method of tax accounting for traders that utilize
Code Sec. 1256 contracts. In many cases, of course, a
sophisticated trader will be able to season an arbitrage
strategy with a sprinkling of Code Sec. 1256 contracts,
thereby effectively obtaining 2 elections: the ordinary
income/loss regime of new Code Sec. 475(f), or what is
in practice a short-term capital gain/loss regime under
the mixed straddle account rules.4 The decision will
depend in part, on the character of the taxpayer’s other
activities. The decision also may be affected by the fact
that the Code Sec. 475(f) election is permanent, while the
mixed straddle account election is made annually. !4
Most fundamentally, however, the decision as to which
regime to elect may be driven by the fact that Code Sec.

(Footnote Continued)

are recharacterized as long-term capital  standard.
loss. Code Sec. 1092(b)(2)(B)(i); Temp.

Reg. § 1.1092(b)-4T(c)(4).

139 As a practical matter, the claim that
mixed straddle accounts can be used to
obtain a tax rate advantage is overstated.
Treasury regulations require marking all
positions in a mixed straddle account (in-
cluding non-Code Sec. 1256 contract posi-
tions) to market on a daily basis. Temp.
Reg. § 1.1092(b)-4T(c)(1). This limits the
alfﬁity of a taxpayer to use Code Sec. 1256
contracts to shelter a short-term gain
within a mixed straddle account. Markin
to market daily reduces the likelihood o
taxpayer-favorable conversion because
the fluctuations in values on a daily basis

t"

tract,

Temp.
§8 1.10920)4T®)A)0, ().
140 The definition of “mixed straddle ac-
cou under
§ 1.1092(b)-4T(b)(1) do
quire a Code Sec. 1256 contract to be
included in such account. Code Sec.
1256(d)(4) defines “mixed straddle” as in-
cludmg at least one Code Sec. 1256 con-
ut that definition applies only for
purposes of the Code Sec. 1256(d) mixed
straddle election. Given the rules for net-
ting non-Code Sec. 1256 contract posi-
tions with Code Sec. 1256 contract
positions, a mixed straddle account must
necessarily contain at least one Code Sec.
1256 contract, as the term clearly implies.
141 The election for dealers in commodi-

Reg. ence the rules applicable to securities trad-
ers to traders in commodities).
143 For commodities dealers, the refer-

Temp. Reg. ence in new Code Sec. 475§e)(1) to rules

es not expressly re- anlimble to securities dealers makes it
c

ear that ordinary treatment applies to
positions that are marked to market. For
traders in securities or commodities, how-
ever, no similar explicit reference provides
for ordinary treatment, but the Confer-
ence Report on the 1997 Act provides that
“[glain or loss recognized by the electing
taxpayer under the provision is ordinary

in or loss.” Statement of Managers on

.R. 2014, 105th Cong., 1st Sess., 1745, as
reprinted in 46 Highlights & Documents
1667 (Aug. 1, 1997); Caginalp et al., supra,
note 11, at 1092.

should be lower than on a less frequent
basis.

Finally, the Service has the broad au-
thority to add or remove a taxpayer’s posi-
tion in a mixed straddle account, or to
move such position between different
mixed straddle accounts, provided that it
deems the taxpayer’s original designation
not to have met a “reasonable person”
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ties is provided under new Code Sec.
475(e), and the election for traders in com-
modities or securities is provided under
new Code Sec. 475(f).

142 Code Sec. 475((?(1) (extending by
reference the rules applicable to securities
dealers to commodities dealers); Code Sec.
475(H)(1)(B) (for traders in securities);
Code Sec. 475(f)(2) (extending by refer-
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144 The text assumes that, if a trader has
relatively few Code Sec. 1256 contracts in
its mixed straddle account, its net gain
from its arbitrage strategy is likely to be
attributable to its non-Code Sec. 1256 po-
sitions, and thus be wholly or largely
short-term., .

145 Compare Code Sec. 475(f)(3) with
Temp. Reg. § 1.1092(b)-4T({)(1).
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475(f) applies to all activities within the scope of the
taxpayer’s trade or business, while the mixed straddle
account rules apply on a strategy-by-strategy basis. 146
For a taxpayer that hedges all of its activities, the distinc-
tion has little significance, but for a taxpayer that is an
active trader of unhedged positions as well as of hedged
positions, the mixed straddle account does not require
the trader to forego capital character for its unhedged
trading activities as the price of mark-to-market ac-
counting for its hedged strategies.

III. CURRENT CONFLICTS IN APPLYING
MARK-TO-MARKET ACCOUNTING TO
DEALERS

A. Overview

1. Income Matching for Specific Cases. One lesson
that follows from the history of mark-to-market account-
ing summarized in Part II is that the Code today requires
mark-to-market accounting, not on the basis that it is an
inherently superior measure of income and therefore
should be adopted wherever political opposition is sur-
mountable, but rather as a response to specific failings of
our normative tax accounting rules in particular applica-
tions. As Part II demonstrated, in the case of securities
dealers, commodities dealers and insurance companies,
those pressures originally came from taxpayers them-
selves. These dealers and insurers relied extensively on
hedging (or asset/liability matching) to conduct their
businesses, but found that, for tax purposes, they were
the victims of random timing whipsaws when gains and
losses on their offsetting positions were realized in differ-
ent periods. The reasons for those timing whipsaws dif-
fered from case to case—mark-to-market accounting for
physical inventories, in one case; differing maturities for
over-the-counter derivatives and the positions used to
hedge those derivatives, in the second; and different
measuring rules for premium income and the reserves
associated with that income, in the third—but the phe-
nomenon itself and the motivation for reform remained
essentially constant.

As discussed in Part I, mark-to-market accounting
is most firmly grounded when it serves as an alternative
to traditional deferral principles in those unusual cases
where interperiod matching rules are required, but where
deferral principles break down. As the rest of this Part

IIT demonstrates, the Code gets in trouble when it forgets
this narrow role, and instead unrealistically treats mark-
to-market accounting for dealers as the opening wedge of
a drive to apply mark-to-market accounting for the

-economy as a whole, or as a way of putting one class of

taxpayers beyond the temptations of lower-of-cost-or-
market inventory methods.

This Part I1I therefore expands on the themes iden-
tified in Part II by identifying specific points of conflict
between mark-to-market accounting, on the one hand,
and realization principles, on the other, as applied to
dealers. This discussion addresses, in particular, con-
flicts raised by Code Sec. 475, but is not intended as a
comprehensive review of the operation of Code Sec. 475,
which has ably been addressed by a number of other
articles.!4? In each case, the article draws on the histori-
cal setting developed earlier to help identify the problem
that mark-to-market was intended to address, and
thereby to illuminate how those current conflicts should
be resolved.

B. The Scope of Code Sec. 475—Who Should
Be Marked to Market?

1. The Overbreadth of Code Sec. 475. The first and
most fundamental conflict between mark-to-market ac-
counting and realization principles, of course, is simply
deciding which taxpayers should fall within the mark-to-
market scheme, particularly where (as in the case of
securities dealers) that system is mandatory. The histori-
cal perspective developed in Part II helps to answer this
question—and the sorry history of Code Sec. 475 since
1993 serves as an almost-slapstick reminder of the con-
sequences of losing sight of mark-to-market accounting’s
proper role.

Code Sec. 475(c)(1) applies to taxpayers that regu-
larly buy or sell securities from customers. As exten-
sively developed in the many articles dissecting the
operation of Code Sec. 475, the effect of this definition is
to sweep into mark-to-market accounting entire classes
of‘taxpayers that do not suffer from the timing whipsaws
that spurred the development of mark-to-market ac-
counting in the first place.!® The resulting furor has
required the adoption of a wide range of regulatory relief
measures.!4? The very titles of some of these relief mea-
sures—the *‘negligible sales” exception, or the “‘customer
paper” exception—hint at the ludicrousness of the origi-
nal statutory definition of “securities dealer.”!® The

_ 16 Compare Code Sec. 475(f)(1) (elec-
tion applies to “any security held in con-
nection with such trade or business”) with
Temp. Reg. § 1.1902(b)-4T(b)(1) (a mixed
straddle account includes only a “desig-
nated class of activities). It is true that
Code Sec. 475(f)(3) contemplates separate
elections for each trade or business of a
taxpayer, but we do not believe that each
investment strategy constitutes a separate
trade or business.

147 See note 11, supra.

148 See, e.g., Caginalp et al, note 11,
supra, at 1073-1074; Levy et al., note 11,
supra, at 14-16; Rosenthal & Rainey, note
11, supra, at 158; Scarborough, note 11,

December 1997\TAXES

supra, at 301; Sheppard, note 11, supra, at
13.

149 Temporary regulations to Code Sec.
475 were issued on Dec. 29, 1993 (T.D.
8505, 1994-1 C.B. 152), and final regula-
tions were issued on Dec. 12, 1996 (T.D.
8700, L.R.B. 1997-7, 5). Proposed regula-
tions were also issued on Jan. 4, 1995 (60
Fed. Reg. 397) and on June 20, 1996 (61
Fed. Reg. 31474). Sec also Rev. Proc.
97-43, L.R.B. 1997-39, 12 (discussing pro-
cedure for obtaining consent to change
accounting method to comply with elec-
tions out of certain exemptions from
dealer status).
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150 These exceptions exclude certain tax-
payers from the swee; ing statutory defini-
tion of “securities dealer.”

Under the “negligible sales” exception,
a taxpayer who regu arl{‘ purchases securi-
ties from customers in the ordinary course
of a trade or business, but makes no more
than negligible sales of the purchased se-
curities, is not treated as a dealer in securi-
ties unless the taxpayer elects to be so
treated or the taxpayer accounts for an
security as inventory for Furposes of Code
Sec. 471. Reg. § 1.475(c)-1(i). A taxpayer is
deemed to engage in no more than negl'ﬁi-
ble sales of debt instruments if, during the
taxable year, either the taxpayer sells fewer
than 60 debt instruments (in whole or in

809



breadth of the statute also exposes the fisc to unintended
results, as demonstrated, for example, by the current
trend among industrial firms not to elect the “customer
paper”15! exception. Instead, these firms treat them-
selves as securities dealers in respect of the financing
they provide their customers, in order to use mark-to-
market valuations to reduce the face amount of their
receivables otherwise currently includible in income, by
reflecting in the year the receivables are originated valu-
ations that reflect both time value of money discounts
and customer credit risks.

In Part 11, we discussed the traditional tax definition
of a securities dealer as a “‘merchant” in securities, prof-
iting by earning a middleman’s spread from buying and
selling from customers. A securities dealer (in this clas-
sic sense) as an economic matter is compensated for
providing liquidity to the marketplace: the dealer buys,
not what it thinks will appreciate, but what the customer
wishes to sell, and the dealer sells, not property that it
fears will depreciate, but rather whatever the customer
wishes to buy.!2 True dealers generally hedge their in-
ventories from first-order price risk, both because of the
absolute size of the inventories relative to their capital,
and because those inventories reflect the collective re-
quirements of the dealer’s customers, not the dealer’s
own market views. For this service the dealer charges a
price, which is reflected in over-the-counter markets
(where the dealer holds inventories and is a principal to
its customers) in the bid-ask spread.

The fundamental flaw in Code Sec. 475 is that the
drafters lost sight of the original problem—timing whip-
saws for true dealers (which inevitably rely extensively
on hedging)—in their zeal to address a secondary prob-
lem—the astonishingly generous lower-of-cost-or-market
inventory accounting system. The solution that we be-
lieve would have resulted in a stronger statute would
have been to repeal lower-of-cost-or-market generally for
all taxpayers, and to apply the more extensive mark-to-

market regime only to “true” dealers—that is, taxpayers
that buy and sell securities from customers. Instead,
Congress in 1993 (and again in 1997) avoided the larger
issue of lower-of-cost-or-market, and adopted an over-
broad definition of securities dealing, in order to force as
many taxpayers as possible off lower-of-cost-or-market
and onto mark-to-market accounting.

What, then, should be the criteria for determining
the scope of Code Sec. 475’s mandatory mark-to-market
regime? In this regard, it should first be noted that the
reasons proffered by Code Sec. 475’s legislative history
for placing dealers on mark-to market—ease of valuation
and liquidity 33—are overrated and do not justify the
imposition of the method. As the government knew from
its past experience with derivative dealers, many con-
tracts owned by these dealers were neither easily valued
nor liquid, in any reasonable sense of the word. If ease of
valuation and liquidity were the criteria justifying the
use of mark-to-market, then taxpayers owning publicly-
traded securities (at least mutual funds and other corpo-
rate taxpayers) would have been placed on this method
years ago, because publicly-traded securities quintessen-
tially satisfy these criteria.

We would, instead, submit that a more compelling
rationale for the use of mark-to-market is that taxpayers
running a business that by necessity consists of hedged
positions need a mark-to-market system to avoid distor-
tions and whipsaws created by timing differences be-
tween their long and short positions, or between their
long-dated and short-dated positions.!3* The need for
some sort of interperiod income matching methodology
for such taxpayers has been demonstrated through the
history of mark-to-market accounting for dealers. More-
over, for the reasons developed in Part I, traditional
deferral-based interperiod income matching schemes
break down when applied to hedged dealer business,
because a one-to-one correspondence between an item
of current period income (or loss) and a future item of

(Footnote Continued)

art), or the total of the debt instruments
?or parts thereof) that the taxpayer sells is
less than 5% of the debt instruments that it
acquired (from customers or otherwise).
Reg. § l.475(c)-1(c)(?. The example most
frequently proffered of a taxpayer for
which the negligible sales rule was in-
tended is a community bank, which
makes loans (and hence is treated as
purchasing securities), but which infre-
quently sells them. )

The “customer paper” exception ex-
cludes from the dealer definition taxpayers
who would not be dealers in securities but
for their purchase and sale of debt instru-
ments that are “customer paper” of the
taxpayer or a member of the same consoli-
dated group at the time of purchase or
sale. Reg. § 1.475(c)-1(b)(1). A debt instru-
ment is “customer a%er” as to a person at
a point in time if: (s the person’s principal
activity is selling non-financial goods or
providing nonfinancial services; (ii) the
debt instrument was issued by a purchase
of the goods or services at the time of the
purchase of those goods or services in or-
der to finance the purchase; and (iii) at all
times since the debt instrument was is-
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sued, it has been held either by the person
selling those goods or services or by a
member of the same consolidated group.
Reg. § 1.475(c)-1(b)(2). An industrial firm
that sells goods on credit is an example of
a taxpayer that can elect the customer pa-
per exception.

151 A taxpayer may elect to disregard the
*“customer paper” exception under Reg.
§ 1.475(c)-15))(4). Once made, the elec-
tion can be revoked only with the Ser-
vices’s  express consent. Reg.
§ 1.475(c)-1(b)(4)(ii).

152 George R. Kemon, note 40, supra, at
1032; J.C. Bradford v. U.S., 71-2 usTC
19542, 444 F.2d 1133, 1135 (CICY); Ste-
phen Marrin, et ux. note 41, supra, at
1752. See Raby & Raby, note 41, supra
discussing recent cases and trader/dealer

istinction). See also discussion note 42,
supra (quoting definition of a dealer in
securities under Re%. § 1.471-5).

153 See notes 80-84, supra, and accom-
panying text for detailed discussion.

154 Professor Gergen, note 16, supra, at
217, has suggested an alternative rationale
for mark-to-market accounting, based on
his important study of the influence of
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different tax systems on the effective rate
of tax assessed on historical returns in the
marketplace. Professor Gergen would im-

ose mark-to-market accounting on secur-
ities that may be traded with low
transaction costs, on the grounds that
ownership of such securities renders the
tax system especially vulnerable to strate-
gic trading utilizing the timing option.
While we regard this proposal as cogent
and, in many respects, theoretically per-
suasive, as Professor Gergen notes his pro-
posal would result in imposing mark-to-
market accounting on most publicly-
traded securities and on over-the-counter
products that may be traded with low
costs. We think it unlikely that mark-to-
market accounting will, in the foreseeable
future, be imposed on individual inves-
tors, or for that matter mutual funds, own-
ing stocks traded on the various
exchanges. As a result, we prefer the hedg-
ing rationale for mark-to-market offered in
the text above, on the grounds that it more
closely corresponds to present law and
what we believe to be the likely near-term
future of the tax system.
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loss (or income) cannot be established. Mark-to-market
accounting thus emerges as the only feasible system for
addressing the timing issues inherent in such hedged
businesses, as the securities dealers learned to their cha-
grin through the over-the-counter derivatives experience
of the mid-1980s.

Our proposed alternative—mandatory mark-to-
market for all true dealers, including securities and com-
modities dealers (i.e., dealers that make genuine 2-way
markets), and the elimination of lower-of-cost-or-market
accounting for all taxpayers—obviates the need to write
exceptions for banks that simply lend money, or for
industrial firms that simply finance customer purchases
(or, conversely, eliminates the possibility of using mark-
to-market accounting to reduce year of sale income at-
tributable to such financing). Our alternative might be
criticized, however, as leaving intact the taxpayer self-
help available in cost-based realization systems, in
which economic losses might be realized at year-end and
gains deferred.

Our answer to this criticism is that an ersatz defini-
tion of the term “securities dealer,” adopted in the hopes
of limiting taxpayer timing electivity, applies almost ran-
domly, and certainly to only a fraction of relevant cases.
Taxpayer timing electivity is already addressed by the
straddle rules, capital loss limitations, the hedge timing
rules of Reg. § 1.446-4, and other safeguards. Given the
reality that Congress is not likely to adopt an economy-
wide mark-to-market system of federal income taxation,
it asks too much of a rule aimed at securities dealers to
cure the economy-wide timing electivity issues with
which the Code has wrestled for generations. 5

2. The Importance of Liabilities. An important de-
fect with the present mark-to-market system is that only
a taxpayer’s assets are marked to market, while liabilities
of the taxpayer are accounted for under traditional reali-
zation standards. This reality limits the usefulness of the
method and prevents its application to other taxpayers
whose capital structures differ from those of securities
dealers. 136

The problem can be illustrated by a simple exam-
ple. Assume that a taxpayer purchases a fixed rate invest-
ment instrument for $100, while financing the purchase
of this instrument by borrowing $100 from a creditor.
There is a subsequent decrease in interest rates, which

results in the taxpayer having an economic gain of $10
on the asset, and an economic loss of $10 on the liabil-
ity. Under the present mark-to-market system, the $10 of
gain on the asset would be currently taken into account

at year-end, while the $10 loss on the liability would only
be recognized in subsequent periods, either through de-
duction of interest expense (at now premium rates), or in
a deduction if the liability were redeemed at a premium
price. Of course, the opposite fact pattern may occur,

where the taxpayer benefits from this distortion if inter-
est rates increase, resulting in a taxable loss on the assets,

and unrealized gain on the liability. 157

In short, the failure to mark to market liabilities is a
systematic shortcoming of our present system, and cre-
ates the potential for significant distortion of income. 158
We do not anticipate that this shortcoming will be ad-
dressed in the near future, but it is worth considering
whether these distortions are occurring to a significant
extent in the case of securities dealers using mark-to-
market under present law.

Fortuitously, such distortions do not occur today,
for the simple reason that true securities dealers and
commodities dealers, to an overwhelming extent, fi-
nance their businesses with short-term liabilities, i.e.,
debt that is typically overnight (or no more than a few
days) in duration to match the high turnover of their
inventories. In the case of securities dealers, for example,
government securities inventories overwhelmingly are
funded through overnight sales-repurchase (‘‘repo™)
transactions, which for this purpose are analogous to
overnight secured borrowings. Short-term liabilities are
less vulnerable to price swings that are due to changes in
interest rates, and thus result in only minimal distortions
under a system that marks only assets to market.

Mark-to-market accounting cannot successfully be
applied to other taxpayers with long-term liabilities, ab-
sent changes in the method to include liabilities. For
example, we believe that mark-to-market accounting
cannot successfully be applied to the lending activities
of a commercial bank, because of the significant long-
term labilities present in the bank’s capital structure,
which are used to fund its loans. Phrased differently,
those matching liabilities function as natural hedges for
the interest rate risks inherent in the bank’s loan portfo-
lio. To mark one leg of a hedged transaction to market,

155 See Schenk, note 2, supra (discussing
possible alternatives to an economy-wide
mark-to-market system).

_ 156 Ironically, similar difficulties in deal-
ing with liabilities have plagued proposals
to Index the Code for inflation, for reasons
uite similar to those described below.
huldiner, “Indexing the Tax Code,” 48
Tax L. Rev. 537, 540, 641-48 (1993).

157 One of the controversies concerning
the Financial Accounting Standards
Board’s (FASB) proposals to require mark-
to-market financial accounting for deriva-
tives relates to this problem of inconsis-
fent application. Banks and other
institutions could be whipsawed by the
FASB’s proposals if they attempted to pro-
tect themselves against increases in inter-
est rates on their future borrowings by
currently engaging in derivative transac-
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tions which would create “short” posi-
tions in interest rate-sensitive instruments.
Under such a strategy, for example, if in-
terest rates subsee:guently increased, banks
would be required to pay a higher rate of
interest on their new borrowings, thus in-
curring an economic loss. However, the
increase in interest rates would also de-
crease the value of the interest rate sensi-
tive instruments, which would result in a

in to the banks since they were short in
those instruments. (In effect, by engaging
in these transactions, banks and other in-
stitutions would be hedging themselves
against such interest rate risks.) Unfortu-
nately, under the FASB’s proposals, if in-
teresi rates were to fall, banks would be
required to report financial accounting
losses on their short positions, while the
offsetting economic gains (consisting of
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lower future borrowing costs) would not
be reported as accounting gains since such
items are merely an “expectation” and
presumably too speculative to be recog-
nized under generally accepted accounting
principles. Lowenstein, ‘‘Corporate
America Bullies FASB, Part 11,” Wall
Street Journal at C1 (Sept. 11, 1997). Once
again, piecemeal application of mark-to-
market accounting produces distortive re-
sults, here in the context of financial re~
Eorting where incentives are to report
ook profits, not losses.

158 For recognition of this problem, and
a resulting conclusion that mark-to-mar-
ket accounting may not represent a desir-
ablgesgegime, see Kleinbard, note 2, supra,
at .



while leaving the other leg valued at cost, is a fundamen-
tal error that is inherently distortive.!59

Code Sec. 475 loses sight of this potential distortion,
and sweeps large classes of assets that in fact are funded
by long-term liabilities—for example, bank loans—into
its scope.!®0 Bank loans are relatively easy to value—
certainly easier than exotic over-the-counter option-
based derivatives—but that relative ease of valuation
does not mean that those assets necessarily should be
subjected to a mark-to-market regime, when the natural
hedges of those assets (the liabilities used to fund the
loans) are themselves subject to interest rate risk and are
not within any mark-to-market system currently permit-
ted by the Code.

The mark-to-market accounting rules for variable
insurance products described earlier ¢! is an instructive
application of this thesis, and not (as it might at first
appear) an exception thereto. A life insurer’s insurance
obligations are, of course, long-term, but the insurer’s
annual additions to reserves effectively mark those obli-
gations to market—in a simplified and appropriate man-
ner for the insurer’s general account, and in a precise
manner for the insurer’s segregated variable accounts.
The Code adopts this unique mark-to-market approach
to the liability side of an insurer’s balance sheet (along
with the mark-to-market of the assets held in the in-
surer’s segregated variable accounts) in order to acceler-
ate the deduction into the same period into which the
relevant income (the gross amount of premiums) is in-
cluded. In this one case, then, and in contrast to the one-
sided mark-to-market of a portfolio of bank loans (but
not the related liabilities incurred to fund the loans),
mark-to-market principles are applied in a consistent
manner to both assets and liabilities (albeit in the sense
of contractual obligations, not indebtedness for money
borrowed).

The ambiguous and potentially expansive definition
of “dealer” and “‘securities” in Code Sec. 475 creates a
real risk of inappropriate application of Code Sec. 475 to
other taxpayers whose liability structures are not amena-
ble to mark-to-market as it exists under the Code.!¢2
Mark-to-market accounting is desirable only if it is ap-
plied in a uniform and broad manner; piecemeal appli-
cation of mark-to-market may actually result in a system

which is more distortive than its realization-based
predecessors.

3. Should Mark-to-Market Be Elective for Commod-
ities Dealers? As previously described, the 1997 Act
amended Code Sec. 475 to permit commodities dealers
to elect to apply mark-to-market accounting to their
dealer businesses.!63 The expansion itself makes perfect
sense, of course, but leaves unanswered the question of
whether that extension should have been on a
mandatory basis. We believe that the answer must be
yes.

The legislative history to the 1997 Act does not
explain this extraordinary decision to offer commaodities
dealers electivity (and continued lower-of-cost-or-mar-
ket inventory methods), while requiring securities deal-
ers to adopt mark-to-market accounting. In light,
however, of (i) the inherent policy problems raised by
lower-of-cost-or-market (which at least some commodi-
ties dealers appear to employ); (ii) the fairness of the
results reached under mark-to-market, and (iii) the ap-
propriateness of applying those rules to commodities
dealers under our tests developed above (hedged busi-
nesses subject to timing whipsaws and heavy reliance on
short-term funding), there is every reason to require
commodities dealers to mark-to-market.

Commodities dealers are vulnerable to timing dis-
tortions created by hedging in a manner that is similar to
securities dealers. In the absence of mandatory mark-to-
market for commodities dealers, however, the only can-
didates for elective mark-to-market will be those dealers
that cannot rely on lower-of-cost-or-market to remedy
their timing distortions in a one-sided manner. Those
taxpayers presumably will include over-the-counter de-
rivatives dealers (which are likely to conclude that their
derivatives books are not inventory)!64 and taxpayers
unfortunate enough to have elected an inventory ac-
counting method other than lower-of-cost-or-market at
the inception of their businesses.

The issues raised by electivity seem to us particu-
larly forceful when one combines electivity concerns
with the point developed earlier, that the Code’s existing
surrogate forms of mark-to-market accounting—the va-
rious deferral mechanisms that link current income or
expense to its future corresponding amounts—generally
do not apply to dealers,!6% and, in light of the absolute

159 See Weisbach, note 16, supra, at 510,
for discussion of the distortions created
when mark-to-market and realization-
based accounting methods are applied to
separate legs of offsetting positions, such
as a hedge. Professor Weisbach’s conclu-
sion, with which we concur, is that consis-
tent use of a realization-based approach is
preferable to piecemeal application of
mark-to-market in such a situation.

160 Regularly making loans to customers
in the ordinary course of a trade or busi-
ness is considered a purchase of a security
for Code Sec. 475(c)2) purposes, so that
banks may be considered dealers in secur-
ities. Reg. § 1.475(c)-1(c)(1)(D). Rev. Rul.
93-76 specifically does not exclude banks
from_being dealers in_securities, noting
that its activities may bring it within the
definition of a dealer in securities in Code
Sec. 475(c)(1). Rev. Rul. 93-76, 1993-2
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C.B. 235. Indeed, the legislative history of
Code Sec. 475 provides the following ex-
ample of a dealer in securities:

“For example, assume that, in the ordi-
nary course of a trade or business, a bank
originates loans that are sold if the loans
satisfy certain conditions. In addition, as-
sume that (1) the bank determines
whether a loan satisfies the conditions
within 30 days after the loan is made, and
(2) if a loan satisfies the condition for sale,
the bank records the loan in a separate
account on the date that the determina-
tion is made. For purposes of the bill, the
bank is a dealer in securities with respect
to the loans that it holds for sale.”

H. Reéa. No. 103-11, 103d Cong., Ist
Sess. 226 (1993) (Conference Report). See
be\a' etal,, note 11, supra, at 15-16.

161 See Section ILB, supra, for detailed
discussion of this point.
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62 Bank lending, for example, fits
within the Code Sec. 475 definition of se-
curities dealers. See note 160, supra, for a
discussion on banks as securities dealers.

163 Code Sec. 475()(2).
164 See note 61, supra.

165 Code Secs. 1092(e) and 1256(e) ex-
empt dealers from the straddle rules. Code
Sec. 1091(a) excludes securities dealer ac-
tivities from the wash sale rules, as does
Reg. § 1.446-4(a)(2)(i) for such dealer ac-
tivity (including activities of electing com-
modities dealers) from the hedge
transaction rules (by providing that the
regulation does not a gly to any position
to which Code Sec. 475(a) applies). In ad-
dition, the interest capitalization rules of
Code Sec. 2§3A_(a)(1)&) do not apgly to
property which is inventory in the hands
of the taxpayer.
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size and value of a typical dealer’s trades, are very diffi-
cult to apply to dealers with any degree of reliability.
Given that many commodities dealer positions are by
definition liquid assets, the ease of self-help in such
circumstances to accelerate unrealized losses, and the
ineffectiveness of the Code’s surrogate mark-to-market
mechanisms, commodities dealers should be required to
adopt the real thing.166

C. What Positions Should Be Marked to
Market Under Code Sec. 475?

1. General Rule. If the principal purpose of Code
Sec. 475, as applied to true dealers, is to eliminate timing
whipsaws (as well as to curb the taxpayer electivity
inherent in realization-based systems), it must follow
inexorably that Code Sec. 475 should be drafted to bring
within its scope all of the positions directly connected
with that dealer business. In general, Code Sec. 475 does
just that, and moreover treats the resulting gain or loss as
ordinary, to prevent character whipsaws as well.!67
Nonetheless, Code Sec. 475 does contain a number of
exceptions to its application. This Section II1.C explores
those exceptions to see what underlying conflicts those
exceptions reflect, and to determine whether those un-
derlying conflicts in fact have been resolved.

2. The Interaction of Two Mark-to-Market Re-
gimes—Code Secs. 475 and 1256. Code Sec. 475 ex-
cludes from its coverage commodities futures and other
contracts accounted for under the mark-to-market rules
of Code Sec. 1256(a).'%8 Although at first blush this may
appear as a mere drafting issue involving priorities
among two competing mark-to-market models, its impli-
cations are quite important. Essentially, under current
law, dealers in equity options on the floor of the options
exchanges and ‘“floor traders” on the commodities and
options exchanges are allowed capital gains treatment
for ordinary business profits realized through day-to-day
operations, to the extent they engage in those operations
through Code Sec. 1256 contracts. 6% This is an astound-
ingly generous result.

As we discuss later in the article, Code Sec. 1256
seems outmoded and inappropriately generous, even for
investors.!” But its application to full-time dealers and
floor traders who are engaged in day-to-day operations
on the floors of exchanges is one of the more puzzling
anomalies in the tax laws. How can one justify allowing
such a full-time entrepreneur to report 60% of its ordi-
nary profits from Code Sec. 1256 contracts as long-term
capital gains,!7! while this same type of profit (assuming
it is realized outside of Code Sec. 1256) is taxed as
ordinary income to securities dealers (and dealers in all
other property, for that matter),!72 and short-term capital
gains to other traders?!73

Later in this article we discuss the application of
Code Sec. 1256 more generally to traders and investors,
and recommend changes in the statute from that per-
spective. But confining the discussion here to dealers, we
believe Code Sec. 475 should be amended, so that it
applies to Code Sec. 1256 contracts owned by persons
otherwise subject to Code Sec. 475’s provisions. Code
Sec. 475 should trump Code Sec. 1256 in instances
where both statutes apply, on the grounds that the mark-
to-market mechanics of Code Sec. 475 are far more
sensible than the ad hoc, politically inspired provisions
of Code Sec. 1256.

3. Investment Positions and Code Sec. 1092. Code
Sec. 475 effectively carves investment assets out of its
scope, thereby preserving the Code’s traditional concept
of Code Sec. 1236 investment accounts for securities
dealers.!” By ceding ground to Code Sec. 1236, the
mark-to-market rules simply acknowledge that the same
financial asset can take on different characteristics for a
taxpayer (e.g., as stock in trade or as an investment)
depending on the context in which it is held, and that it
would be anomalous to conclude that the Code should
require some taxpayers to forfeit the benefits of the
Code’s investment incentives (particularly long-term
capital gains tax rates) in respect of classic investment
activities as the price of pursuing their chosen business
profession.175

166 As an aside, in the past, we under-
stand that some commodities dealers (for
example, integrated oil and gas compa-
nies) have expressed concern that a
mandatory mark-to-market regime would
require them to mark to market, for exam-
ple, their petroleum reserves in the
ground, under the theory that those
reserves could be viewed as commodities.
We would agree that subjecting reserves to
mark-to-market accounting would be in-
appropriate—those reserves pertain to the
business of exploiting and extracting natu-
ral resources, not the business of dealing
in commaodities. The solution to this prob-
lem lies, however, in accurately defining
what constitutes a dealer business, not in
taxeayer electivity. )

157 Code Secs. 475(a), (b) (applying the

rovisions of the section to securities held
5/ a securities dealer in such capacity);
ode Sec. 475(d)(3)(A) (treating gain or
loss under the section generally as ordi-
na?' gain or loss).

168 Code Sec. 475(c)(2).

169 Code Sec. 1256(a)(3).
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In general, an ec}uity option” is an op-
tion to buy or sell stock, or an option
whose value is determined, directly or in-
directly, by reference to any stock or stock
index. Code Sec. 1256(F) 6)(A). An “op-
tions dealer” is generally a person regis-
tered with an appropriate national
securities exchange as a market maker or
specialist in_listed options. Code Sec.
1256(g)(8)(A). “'Dealer equity options”
are, with respect to an options dealer,
equity options purchased or g]ranted by
the options dealer in the normal course of
its activity of dealing in options, and listed
on the qualified board or exchange in
which the ogtlons dealer is registered.
Code Sec. 1256(g)(4). For a discussion on
floor traders as dealers, see §enerally
Frank J. Laureys, Jr., note 44, supra,
Kramer, note 44, supra, at § 8.2(a).

170 See Section IV.D, infra.

171 Code Sec. 1256(a)(3)(B).

172 Code Sec. 475(d)(3)(A).

173 Code Sec. 1256(a)(3)(A). .

174 Code Sec. 475(b)(1)(A) carves securi-
ties held for investment out of the scope of
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the section. Code Sec. 475(b)(1)(B) does
the same for debt which is not held for
sale. Reg. § 1.475(b)-1(a) excludes securi-
ties from the scope of the mark-to-market
requirement if they are held for invest-
ment or not held for sale, and appropriate
identification is made. Investment assets
held by a dealer thus fall outside the mark-
to-market rules of Code Sec. 475, and will
give rise to capital gain or loss, if the iden-
tification rules of Code Sec. 475 and 1236
are complied with. The Service takes the
view that the identification rules of Code
Sec. 1236 are conceptually different from
those of Code Sec. 475. See Rev. Rul.
97-39, .R.B. 1997-39, 4.
_'75 An underlying premise of this dis-
tinction is that investment activities can
be adequately identified, which explains
the same-day identification rules of Code
Secs. 1236(a)(1) and 475(b)(2). See Reg.
g§ 1.1236-1(d), l.475(b)-2§b). Under Reg.
1.475(b)(4), taxpayers effectively cannot
elect investment results for notional prin-
cipal contracts. This appears to have been
motivated by the view that notional prin-
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Investment positions, whether held by an investor
or by a dealer in its Code Sec. 1236 account, are subject
to the asymmetrical surrogate mark-to-market principles
of the wash sale and straddle rules, which operate to
defer realized losses, but not realized gains.!”6 In particu-
lar, the straddle rules of Code Sec. 1092 require a tax-
payer to defer realized loss in respect of a position in
personal property to the extent that the taxpayer has at
year-end unrealized gains in respect of offsetting posi-
tions (or certain successor positions) in such property. 177

By its terms, Code Sec. 1092’s loss deferral rules
would appear to have no relevance to dealers covered by
Code Sec. 475. Code Sec. 1092(e) provides that the strad-
dle rules do not apply to hedging transactions (within the
meaning of Code Sec. 1256(¢)), and, more dramatically,
Code Sec. 475 itself requires a dealer to mark all of its
dealer positions to market, thereby guaranteeing that
there can be no unrealized gain in respect of dealer
positions at year-end, and therefore nothing to which
Code Sec. 1092’s loss deferral rules could apply.

Interestingly, however, Code Sec. 475(d)(1) provides
that Code Sec. 1092’s loss deferral rules do apply to any
loss realized under Code Sec. 475(a). Since by definition
a dealer will have no unrecognized gain in respect of its
dealer activity, we believe that the only case to which
Code Sec. 475(d)(1) can be addressed is the case of a
dealer that realizes a net loss in respect of its dealer
activities and has at year-end an unrealized gain in a
Code Sec. 1236 account. 178

We believe that this result is wrong. If in fact a
position that purports to be in an investment account
relates to a dealer’s business, the right remedy is for the
Service to exercise its authority to bring that position
fully into Code Sec. 475’s mark-to-market system (sub-
ject to that section’s misidentification character penalty
provisions).!” Relying on Code Sec. 1092 in such cir-
cumstances would produce inappropriate results where
the dealer’s Code Sec. 475 activities give rise to a net
loss.

Conversely, if there is no factual nexus between a
position in an investment account and a dealer’s busi-
ness activities, Code Sec. 1092 should have no applica-
tion. Code Sec. 1092 itself would be virtually impossible
to apply in such circumstances—to what “position”
would the dealer’s net loss be said to relate? More funda-
mentally, Code Sec. 1236’s Chinese wall between dealer
and investment activities should not be breached simply
by virtue of the coincidence of a net loss on one side and
unrealized gain on the other. (Non-coincidental gaming,

of course, is addressed by the Service’s Code Sec. 475
authority described in the preceding paragraph.) This
conflict should be resolved by reversing the conclusions
reached in Code Sec. 475(d)(1) in respect of the priority
of Code Sec. 1092. Code Sec. 1092 should not apply to
losses recognized under the mark-to-market rules of
Code Sec. 475.

4, Code Sec. 475 and REMIC Residuals. Another
conflict involving Code Sec. 475 would occur if the
mark-to-market provisions of Code Sec. 475 were ap-
plied to residual interests in a real estate mortgage in-
vestment conduit (REMIC). In this situation, Code Sec.
475 should defer to the special regime established for the
taxation of REMICs. To mark REMIC residual interests
to market would undermine the carefully established
provisions that are necessary for REMIC taxation to
work in a coherent manner. Therefore, it is appropriate,
as under the present regulations, that a dealer owning
residual interests in a REMIC not be subject to Code
Sec. 475 with respect to those interests.

The basic point here is that REMIC residual inter-
ests (the equity in a REMIC) are a form of toxic tax
waste, resulting from the fact that the owners of the
residual interest (i) may not anticipate receiving any
additional cash flow from their interest, and (ii) may
anticipate recognizing taxable income (and incurring a
subsequent tax liability) from their interest, even though
they will receive no cash to allow them to pay such tax
(“phantom income”).!80 The REMIC rules go to great
measures to insure that the phantom income will pro-
duce tax payments from its owners, requiring, for exam-
ple, that tax be paid on this phantom income even if the
income is recognized by a tax-exempt organization, 18! or
even if the income would otherwise be offset by net
operating losses of the taxpayer.!82 The REMIC rules
thus are unique, in that they insure appropriate tax re-
sults by mandating symmetrical treatment of the parties,
and close off any avenue of escape from this symmetri-
cal result.

If a dealer were allowed to include a residual interest
in its marked-to-market securities, then the negative
value of that residual would produce the effect of a
deduction for the dealer, reducing the dealer’s income
and resulting tax liability. This initial deduction would
offset the future tax payment on the phantom income,
and thus undermine the carefully constructed (and oth-
erwise watertight) REMIC system. Excluding negative
REMIC residual interests from Code Sec. 475 is there-
fore a legitimate action which is necessary for the
REMIC system of taxation to work as it was intended.!83

(Footnote Continued)

cipal contracts inherently are not invest-
ment assets, but rather invariably
constitute dealer property or hedges of
dealer activity.

176 See Cod% Secs. 1091 and 1092.

177 Code Sec. 1092(a)(l§).

178 Cf, Temp. Reg. §1.1092(b)-5T(d)
(treating inventory ‘‘write-downs” as

1095; Levy et al., note 11, supra, at 20;
lli&senthal & Rainey, note 11, supra, at

180 See Kramer, note 44, supra,
§ § 36.4(c), 41.2(k); Peaslee & Nirenberg,
THE FEDERAL INCOME TAXATION OF MORT-
GAGE-BACKED SECURITIES 287-92 (Rev. ed.

tion of mark-to-market accounting, which
is consistent with the explanation pro-
vided above in the text. See Peaslee &
Nirenberg, note 180, supra, at 328 (dis-
cussing former Temsp. Reg. § l.475$c)-_2T).
In contrast, the 19_9u$roposed regulations
which were finalized in 1997, expanded
the exemption from Code Sec. 475 to

losses potentially subject to Code Sec.

1092). B

179'Under Code Sec. 475(b)(2), securities
misidentified as exempt from marking to
market must be marked to market. See
generally Caginalp et al., note 11, supra, at

814

1994).

181'Code Sec. 8605(bg.

182 Code Sec. 860E(a)(1); Reg.
§ 1.860E-1(a)(1).

183 The 1993 temporary regulations
under Code Sec. 475 only excluded nega-
tive value residual interests from applica-
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cover all residual interests in REMICs, re-
gardless of whether those interests have a
dless of whether those i h
ositive or ne%atlve fair market value.
e% § 1.475(c)-2(a)(3). Although the rpre-
amble to the regulations does not fully
explain this shift in position, in all likeli-
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D. Mark-to-Market and Counterparty
Symmetry

Mark-to-market accounting raises fundamental and
unavoidable conflicts between the taxation of a financial
instrument in the hands of a taxpayer that employs
mark-to-market, and the taxation of that instrument in
the hands of a counterparty that does not. This Section
111D explores several of these conflicts.

1. Symmetry in General. The taxation of financial
products would be easier if all parties were similarly-
situated taxpayers, but that is not the circumstance
under which we operate. '8 Investors and issuers alike
may be tax-exempt institutions, or foreign, or endowed
with net operating losses or other tax attributes. In such
a world, symmetry of tax positions between the parties
to a financial transaction (so that my tax windfall is your
tax pain, and therefore is reflected in price) cannot exist,
and therefore seems to us to be the wrong paradigm to
guide tax policy. 85

Mark-to-market accounting presents another exam-
ple of asymmetry in tax profiles between counterparties
to financial transactions. A securities dealer accounts for
a financial position under mark-to-market accounting,
while the dealer’s customer will typically use traditional
realization principles (if it is a taxpayer at all). For the
dealer, the process of marking to market invariably self-
corrects for any noneconomic accrual (or nonaccrual) of
income or loss in respect of a transaction, while the
customer must rely on the traditional tax rules applica-
ble to the transaction, at least until disposition or
termination.

For example, imagine that a swap dealer enters into
an equity swap on the common stock of a publicly-held
company with an end user, under which swap the appre-
ciation or depreciation in the underlying stock will be
paid or received by the dealer, as the case may be, at the
end of three years. The dealer hedges its swap by buying
the underlying stock. Most observers today believe that
the end user does not record income or loss in respect of
the price appreciation/depreciation component of the
swap until that contingency is resolved at the end of
three years. The dealer, however, is indifferent to the
resolution of this issue, because the dealer will mark to
market each year both its open swap position and its
offsetting “physical” hedge.

It may be argued that the tax treatment of the end
user in this example is not optimal, but that debate is
only obscured by focusing on the dealer’s lack of a stake
in the resolution. There simply exist too many tax-indif-
ferent counterparties (foreign swap dealers, or tax-ex-
empt institutions, for example) to rely on the dictates of
tax symmetry between taxpayers to solve the problem of

tax inconsistencies across different investment opportu-
nities of a single taxpayer, '86

Our earlier discussion of why REMIC residuals are
excluded from mark-to-market accounting under Code
Sec. 475 is consistent with this analysis. The taxation of
REMIC:s is not an exercise in illogic, but rather a coher-
ent and self-contained system that is designed to have no
escape routes.!87 REMIC residuals are excluded from
Code Sec. 475 precisely to avoid introducing an escape
route where none currently exists. In other cases, how-
ever, where policymakers believe that illogic is at work
in the taxation of a financial instrument, the answer is to
address that inconsistency, not to introduce
noneconomic tax competitive issues across differently-
situated financial intermediaries through redefining the
scope of Code Sec. 475.

2. Mark-to-Market and Consolidated Returns. The
present consolidated return regulations take the position
that if a dealer, subject to Code Sec. 475, transfers a
security to an affiliated non-dealer in an intercompany
transaction, the non-dealer continues to be subject to
mark-to-market treatment with respect to that security
for as long as it is held.!®® We believe that this represents
an unwarranted expansion of mark-to-market account-
ing, again in a piecemeal and inconsistent manner, to
taxpayers otherwise using realization methods. The vari-
ous policy reasons leading to the exemption of the non-
dealer from a mark-to-market system should apply with
equal force when the non-dealer acquires securities from
a dealer subject to mark-to-market accounting. No
abuse occurs here—the dealer has been required to take
all income into account under Code Sec. 475, and thus
no deferral or shifting of income occurs in any manner.

Indeed, the existence of a self-help remedy lends
support to our conclusion that this unfair rule should be
modified. Under the self-help approach, the dealer can
sell the security to a third party, and the non-dealer can
purchase that security in the marketplace, without the
mark-to-market taint it would acquire from an intercom-
pany transaction. Because the present regulations can
easily be avoided, they currently constitute nothing
more than a trap for the unwary, or an obstacle for the
wary that can be avoided through incurring additional
transaction costs. Neither of these reasons justifies their
existence.

A different variation of this problem occurs when
one member, a dealer, that is a party to an intercompany
contractual obligation (such as a swap), accounts for
that obligation under a mark-to-market system. Since
application of Code Sec. 475 by such a dealer to its side
of the obligation results in the recognition of gain, this
recognition event will trigger the requirement that the
dealer’s affiliate mark to market its side of the obligation

(Footnote Continued)

hood the government justified this chané;e
by noting that most residual interests do
have negative values, and that Treasury’s
methodology for determining whether an
interest has a negative value may be defec-
tive, thus making it difficult for the gov-
emnment to be confident that it knows a
negative residual from a positive one.
Given these factors, excluding all REMIC

at 743-47.
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residual interests from Code Sec. 475 ma
be justified as a low-cost simplification o
the law that is much easier to administer
than the theoretically correct rule.

184 See generally Bradford, note 8, supra,

185 See generally Shuldiner, note 2,
Sthra, at 782; Kleinbard, note 2, supra, at
960.

1% For a criticism of symmetry, based
on the presence of tax-exempt or tax-in-
sensitive institutions, and a suggestion
that symmetry should not be pursued as a
significant tax policy goal, see Kleinbard,
note 10, supra, at 1362.

147 See Section [11.C.4, supra.
18 Reg. § 1.1502-13(c)(7)(ii) (Ex. 11).
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as well, even if the affiliated counterparty is not a dealer
and therefore would otherwise be allowed to account for
the obligation under a realization-based method. 18

An example illustrates the problem.!% Assume a
non-dealer operating corporation engaged in business
activities is exposed to risks resulting from changes in
interest rates or commodity prices. This corporation, a
member of a consolidated group, hedges this risk with
another member, which is a dealer in securities. The
dealer member then hedges its position with the non-
dealer member by entering into an offsetting position
with an unrelated third party.

The hedge between the two corporate members is
an intercompany ‘“obligation,” and under the consoli-
dated return rules, the application of mark-to-market
accounting under Code Sec. 475 by the dealer to this
obligation will, in essence, require the non-dealer mem-
ber to mark to market its side of the transaction as
well.1%! The dealer also marks to market its hedge with
the unrelated third party (since it is subject to Code Sec.
475), and thus the dealer’s income has been properly
measured. The problem is that the non-dealer member is
not allowed to mark to market its position with third
parties that initially led it to enter into the hedge with the
dealer. As a result, a potential for timing and character
mismatches occurs, because the non-dealer member is
required to mark to market its hedge, while not being
allowed to mark to market its hedged positions with
third parties.

This example illustrates that mark-to-market ac-
counting only works properly when used in a compre-
hensive manner. Under the consolidated return
regulations, mark-to-market accounting is applied in a
piecemeal and fragmented fashion, leading to a distor-
tion in income measurement caused, essentially, by the
application of two disparate accounting methods by one
taxpayer.

The regulations offer two complex and ad*hoc solu-
tions to this problem. The first solution (which most

securities dealers adopt) is the “separate-entity” elec-
tion,'”2 under which all members of a consolidated
group are treated as though they were separate entities,
instead of being divisions of a single corporation.193
Under the regulations, assuming that the dealer is mark-
ing to market its side of the transaction, the special rules
governing intercompany obligations do not apply, and
the non-dealer affiliate is not required to mark to market
its side of the hedge.!94 With respect to the dealer’s side,
both its intercompany hedge as well as its outside third
party position will be marked to market, thus achieving
a satisfactory result in that regard as well.!%3

The second solution is an election permitted under
the Code Sec. 475 regulations !9 that allows a securities
dealer to avoid marking to market this particular hedge.
This, in turn, results in the non-dealer affiliate being
allowed to retain the use of the realization method with
respect to its side of the hedge as well.!97 Essentially,
both parties are allowed to use a realization system with
respect to the same transaction. Thus, ironically, the use
of mark-to-market accounting is abandoned here, since
it would have produced a distorted measure of income
in comparison to the measure achieved by a realization
system.

This second solution (abandoning mark-to-market
for dealer affiliates) can work only for the simplest of
dealers, since most large-scale dealer firms will not be
able to link their intercompany transactions with a spe-
cific third-party transaction. At best, then, this solution
is an artifact of the overbreadth of Code Sec. 475 that we
have previously described; at worst it is a trap for un-
wary dealers, which generally are better served by mak-
ing the separate entity election.

The difficulty with these solutions is that their utili-
zation (indeed, merely understanding the problem to
begin with) demands an extraordinary kriowledge of a
number of highly technical tax rules. Absent such an
understanding, these solutions can be easily missed and
therefore lost,'%® leading to a mismeasurement of in-

189 Under the consolidated return regu-
lations, the realization of any income,
gain, deduction, or loss from an assign-
ment or extinguishment of an intercom-
pany obligation by one member will cause
the obligation to be treated as satisfied for
its fair market value, i.e., essentially
marked to market by both sides . Reg.
§ 1.1502-13(g)(3). If the obligation still re-
mains in existence after this deemed satis-
faction, then the obligation is viewed as
reissued for its fair market value.

199 For an excellent presentation of this
roblem, see Scarborough, note 11, supra.
e are also indebted to Mr. Scarborough
for his helpful discussions with us regard-
ing this problem.

191 Under Code Sec. 1.1502-13(g)(3) of
the consolidated return regulations gov-
erning intercompany obligations, the Tact
that a dealer member marks to market its
side of the hedge forces the non-dealer
member also to mark to market its posi-
tion, even though the non-dealer member
is otherwise taxed under a realization-
based system.

192 Reg § 1.1221-2(d)(2).

816

193 Treatment as divisions of a_single
corporation is the underlying principle of
the consolidated return regulations, and is
exemplified by the ‘‘single-entity” ap-

ro%;]c wh}ch 1S thlg def%ultz 511113 ggi((; ted
y the regulations. Reg § 1. - .

194 Instead, the non-gealer affil(late may
account for its transaction with its dealer
affiliate as a hedge of its outside position.
Thus, any gain or loss from the non-dealer
member’s side of the intercompany trans-
action will be matched both as to timing
and as to character with its third-part
transaction that created the business ris
bemg hedged. Reg. §§1.1221-2 and
1.446-4.

195 See Scarborough, note 11, supra, at

99.

196 Reg. § 1.475(b)-1(d).

197 The regulations apparently achieve
this result through a convoluted applica-
tion of three different rules. First, the elec-
tion under Reg. § 1.475(b)-1(d) allows the
dealer to avoid marking to market the se-
curity representing its outside position
with the third party, since this security
hedges a position of another member of
the “taxpayer’s consolidated group. (To
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qualify under this rule, the dealer must
timely identify this security as a hedging
transaction as required under Reg.
§ 1.1221-2(b)). Second, having avoided
mark-to-market treatment of this outside
position, the dealer is then able to avoid
marking to market its intercompany trans-
action under Code Sec. 475(b)(1)(C), on
the grounds that the intercompany trans-
action is itself a hedge with resgect to the
outside position, and the outside position
is not marked to market. Third, the non-
dealer affiliate is allowed to use the realiza-
tion method with respect to its side of the
intercompany transaction, since the dealer
is not using mark-to-market accounting
for the transaction, which in turn avoids
triggering the rules of Reg. § 1.1502-13,

8 Regulations under Code Sec. 475 re-
quire, for example, that specific securities
be identified by a dealer as being exempt
from mark-to-market accounting. Reg.
§ 1.475(b)-1(d). If such a taxpayer discov-
ers the inconsistent treatment of hedged
positions too late, it will not be able to
comply with the gdentlflmtlon rocedures,
and therefore will not be able to avoid
mark-to-market accounting for the hedge.
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come. The government may be properly criticized here
for creating a trap that can be avoided only through the
assistance of tax specialists to guide taxpayers through a
Byzantine maze of complexity.

We think a more satisfactory solution to the prob-
lem would have been the adoption of a general default
rule that a dealer does not mark to market obligations
with other non-dealer members.'® This would have
avoided the problems resulting from the dealer’s mark-
to-market treatment creating the necessity of a symmet-
rical recognition event for the non-dealer affiliate, and
would have resulted in a much simpler system.

E. Selected False Conflicts Between Code Sec.
475 and Realization Principles

The previous sections of this Part III have explored
points of conflict between Code Sec. 475’s mark-to-
market regime and other Code provisions, This Section
ILE effectively reverses that inquiry, by examining
some issues that the Service believes present important
conflicts between mark-to-market and realization princi-
ples, but where no such conflict in fact exists. If Code
Sec. 475 is to function effectively, it is as important not
to develop rules elevating red herrings to substantive
importance as it is to resolve actual substantive conflicts
in a manner consistent with the statute’s purpose.

1. Bad Debt Reserves. Recent attention in the tax
press 220 has been addressed to the question of whether
Code Sec. 475 implicitly permits taxpayers to circum-
vent the Code’s prohibition against reserves for bad
debts. At a practical level, the issue has arisen most
forcefully as a result of the unreasonably broad defini-
tion of dealer, which results in any taxpayer that pro-
vides goods or services on credit being characterized as a
dealer in those loans subject to Code Sec. 475, unless the
taxpayer elects to be excluded under the customer paper
exception. Such a taxpayer can avoid making this elec-
tion, mark its loans to market, and thus effectively value
those loans at less than face value, thereby attaining
what has been characterized as the equivalent of a re-
serve for bad debts. If our proposals were accepted, and
Code Sec. 475 were to apply only to genuine dealers,
then this issue would not arise.

The Code’s pre-1986 allowance of bad debt reserves
was in fact flawed. For example, assume that a bank
loans $1 million to each of 20 customers, for a total loan
portfolio of $20 million. If the bank’s experience is that

5% of its loans prove uncollectible, under the Code
before its amendment by the Tax Reform Act of 1986
(the “1986 Act™), the bank would have been allowed to
establish immediately a $1 million reserve against this
loan balance.?%! This treatment was wrong and inappro-
priately favored the bank. The bank would not have
spent $20 million to obtain assets with a value of $19
million.202 Instead, the most reasonable initial value to
attribute to the loans is $20 million, which is what the
bank just paid to acquire the assets. The “missing” $1
million in fact is reflected in the risk premium included
in the interest rate charged by the bank over the life of
its loans to compensate the bank for particular loans that
go bad. This risk premium provides the bank with an
overall return on its $20 million investment commensu-
rate with the returns available on other competing in-
vestments. Because the income to which the bad debt
losses relate would be realized over the life of the loans,
the immediate establishment of a $1 million bad debt
reserve in this situation understated current income,
which led to the method’s repeal in 1986.

Pre-1986 Act bad debt reserve methodologies thus
were fundamentally flawed, because they accelerated de-
ductions that related to future credit losses into the
current period, while leaving the risk premium income
that compensated the lender for the credit losses to be
recognized in future years.203 As applied to true dealers,
however, the fundamental question raised by this brief
history is whether mark-to-market accounting practices,
as actually applied in the field, operate to match or
distort a taxpayer’s current and future income and re-
lated credit losses. The resolution of this question turns
out to be surprisingly subtle, because it depends on the
details of how dealers in fact mark their positions to
market.

In the case of “physical” securities held in inventory
(e.g., over-the-counter stocks and bonds), dealers gener-
ally mark positions they own to the price that they could
realize by selling those securities to other dealers. Under
this methodology,24 net “long” positions in physical
securities are marked to the bid side of the market (i.e.,
the price that dealers would pay to buy those securities),
and net “short” positions in physical securities (which
arguably are not inventories, but which are valued under
the same principles) are marked to the ask side of the
market (i.e., the price that other dealers would charge the
taxpayer to purchase securities to cover the short posi-
tion). These bid and ask prices reflect all relevant data

199 Jf this rule were adopted, the dealer
should be allowed to treat its intercom-
pany transaction and any offsetting third-

transaction as hedges (to the extent
wdentifiable as such)—to avoid distortions
occurring if the third-party transaction

tercompany transaction was not. that
20 see, e.g., Sheppard, note 11, sugra,
21 Former Code Secs. 108(e)(7)(B) and
166(c) (before repeal in 1986). )

+ 22 As noted by the tax press, in some
situations the faif market value of the loan
may be less than the loan’s face amount
even at the loan’s original inception. Eg, 841
Sheppard, note 11, supra, at 14. This will
most commonly occur in situations in-
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volving customer receivables which may
be non-interest bearin,
bear an inappropriately (
given the credit risk. In our_view, how-
ever, that is a fact that argues fora de facto
bad debt reserve as opposed to supporting
were marked to market while the in- the ogpo_sne position. There is no reason

usinesses prov:dm%
vices to customers should be systemati-
cally overtaxed if business practices
dictate that interest not be charged on cus-

féw rate of interest

tomer receivables, or charged :

subsidized rate. For more discussion of

this foint, see Evans, note 30, supra, at
-42,

203 On the other hand, it can be argued
that post-1986 Act law goes too far the

other way, in that the specific charge-off
lags behind the actual deterioration in
value of a lender’s loan portfolio. Letter
from J. Chapoton to J.R. Mentz, Assistant
Treasury Secretary, 31 Tax Notes 826
(May 26, 1986); Committee on Tax Ac-
counting Problems, Section of Taxation,
American Bar Association, “Comments
on Section 906 of H.R. 3838, Repeal of the
Reserve Method of Accounting for Bad
Debts,” 86 Tax Notes Today 63-189 (Mar.
31, 1986) (comments are views of individ-
ual members of the Committee).

24 Code Sec. 475 does not stipulate how
to mark to market, but rather simply in-
structs taxpayers to mark to “fair market
value.” Code Secs. 475(a)(1), (a)(2).

or which may

goods and ser-

at a low,
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concerning the security in question (except possibly vol-
ume discount issues), including credit risk, and it there-
fore would be inappropriate to make further credit
adjustments to those values.

In contrast, over-the-counter derivatives generally
by consensus are marked to market under a very differ-
ent process. A dealer’s derivatives positions typically are
not held for sale to customers, but rather in the ordinary
course remain on the dealer’s books for ‘the life of the
contract. No doubt motivated by this factual difference
between inventories of physical securities and over-the-
counter derivatives, dealers typically mark their over-
the-counter derivatives to mid-market—that is, the
mean of the bid and ask prices. 205

For example, assume that the mid-market rate for a
S-year interest rate swap is 7% versus the London In-
terbank Offer Rate (“LIBOR”), and that the bid-ask
spread is 20 basis points. (In reality, spreads usually are
much narrower, but the authors do not wish the reader
to misperceive the issue as trivial.) If a swap dealer
promises to pay LIBOR and receive fixed interest on a
$1 million notional principal amount swap, the dealer
thus will receive 7.1% of the notional principal amount
per annum. If the dealer then enters into an offsetting
swap with another customer, the dealer will receive LI-
BOR and pay 6.9% per annum.

At the end of the day in this example, the dealer
would have created for itself the economic equivalent of
an annuity of $2,000 per year for 5 years ($1 million x
0.002) (assuming, of course, that no credit defaults took
place). If the dealer marked its “long™ swap to the bid
side of the market (i.e., at 6.9%) and its “short” swap to
the ask (i.e, at 7.1%)—as the dealer would for physical
securities that it held for resale or cover, respectively—
the dealer would show no net income from the two
swaps at the end of the day.2% In practice, however, the
swap dealer marks the two swaps to mid-market (i.e., at
7.0%), thereby reflecting as an immediate profit 27 the
present value of that $2,000 per year annuity.208 The
dealer does so because the presumption is that both
swaps will remain on the dealer’s books over their terms,
and therefore that the dealer has completed at the time
the swaps are entered all steps required to earn that

income. (In addition, marking to the bid and ask side of
the markets would have the effect of recording less im-
mediate income as a derivatives book was being built
up—a result that was thought to be undesirable for a
host of self-evident non-tax reasons.)

Marking to mid-market thus accelerates income
compared to realization principles, and therefore raises
the precise mirror image of the problems posed by im-
mediate deductions of credit reserves before 1986.
Phrased differently, marking to mid-market accelerates
into the current period many years of future gross in-
come, but does not reflect the expenses or losses neces-
sary to earn that gross income. Dealers therefore adjust
their mid-market marks for over-the-counter derivatives
to achieve a proper matching of income and expense, by
establishing adjustments for credit risks, future adminis-
tration costs, liquidity risks, and so on.

A moment’s reflection reveals that the Service
should be delighted that over-the-counter derivatives
dealers’ non-tax agendas have led them to accelerate
income in this fashion, as a literal application of Code
Sec. 475(a) might have led to the conclusion that dealers
should mark their “long” swaps to the bid and “short”
swaps to the ask side of the market, thereby deferring the
day in which the fisc would participate in a dealer’s
success. Instead, the Service has issued no guidance on
this universal market practice, which silence has left
dealers with a generalized anxiety that any adjustments
made from pure mid-market marks might be viewed as
impermissible reserves.20

Dealers have responded by carefully documenting
their adjustments as case-by-case exercises in valuation,
but all that energy is misplaced as a policy matter.
Upfront credit and other reserves are inappropriate in a
realization world, as our bank loan demonstrates.?!
Reserves also have no place when dealers mark to the
bid and ask side of the market (except to the limited
extent that those adjustments in fact relate to defining
the relevant market, such as the cost of selling blocks of
illiquid securities). When a dealer marks to mid-market,
by contrast, the dealer is accelerating gross income, and
the Service should be forthright enough about that fact
to permit straightforward adjustments from that mid-

205 By convention, the mid-market rate
is the rate available to very creditworthy
counterparties, and therefore reflects very
little credit risk premium, )

206 The dealer would discount the obli-

7.0%, also resulting in a positive net pre-
sent value to the dealer, since an asset of years.
the dealer is being discounted by a rate
lower than the asset’s nominal rate. Mark-

present value of $1,000 per year for five

209 See Sheppard, note 11, supra, at 14,
210 This statement holds true when the

gation to pay 6.9% at 6.9%, resulting in a
zero net present value to the dealer, since
an obé‘ijgation of the dealer is being dis-
counted by a rate ecl;ual to the obligation’s
nominal rate. Similarly, the dealer would
discount the right to receive 7.1% at 7.1%,
also resulting in a zero net present value to
the dealer. Thus, if a dealer were to mark
its long swap to the bid rate and its short
swap to the ask rate, it would not report
any income upon entering into a swap. _
The dealer discounts the obligation
to pay 6.9% at 7.0%, resulting in a positive
net present value to the dealer, since an
obligation of the dealer is being dis-
counted by a rate higher than the obliga-
tion’s nominal rate. Similarly, the dealer
discounts the right to receive 7.1% at

ing to mid-market thus results in positive
net present values which are taxable in-
come to the dealer. However, this method-
ology, without additional adjustments to
reflect credit risk, has the effect of over-
stating the dealer’s income, because assets
and liabilities are discounted in a manner
that does not take into account such po-
tential future adjustments to cash flow.

208 See Letter from Salomon Brothers
Inc., note 64, supra.

Dealers in practice mark each swap to
mid-market, regardless of whether the
swap is Rerfeqtly hedged by.an offsetting
swap. Thus, if the dealer in the above
example entered into only one of the two
swaps in the text, it nonetheless would
record an immediate profit equal to the
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rate of interest charged on a loan is equal
to the prevailing market rate at the time
(including an approBriate risk premium),
as in the case of bank loans. Upfront
reserves would be appropriate, however,
where the stated interest rate was less than
the prevailing rate at the time of the trans-
action. For example, merchants providing
goods and services to customers on credit
and not charging any interest whatsoever
on such loans are overtaxed unless they
are allowed the use of a upfront reserve for
bad debts. In our view, this latter issue
should, however, be addressed compre-
hensively, not through the ad hoc solution
of industrial firms affirmatively electing
dealer status to obtain the economic
equivalent of a bad debt reserve on cus-
tomer receivables.
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market mark whose purpose is to bring into the same
current period good faith estimates of the future ex-
penses associated with that accelerated income.

One concern that might follow from the above dis-
cussion of a dealer’s adjustments to mid-market valua-
tions is that a dealer might overestimate those
adjustments, thereby reducing its current period income.
One answer is that in every case the dealer would be
reporting more income from its derivatives business
than a literal reading of Code Sec. 475(a)(2) might re-
quire. A less glib response, however, would be that this is
but one example of the protections that the Service
would have obtained had the Service adopted the dealer
community’s suggestion for a presumption that dealer’s
mark-to-market valuations for non-tax purposes would
be accepted for Code Sec. 475 purposes as well.

2. Market Discount. Under currently proposed regu-
lations a dealer that purchases bonds with market dis-
count is required to account separately for amortized
market discount as interest income every year when the
bond is marked to market in the dealer’s hands.2!! (Simi-
lar principles apply in the case of a bond purchased at a
premium.)2!2 If a bond’s fair market value is $950 at the
beginning of the year, and its value at the end of the year
is $965, then a dealer generally would recognize $15 of
ordinary income under Code Sec. 475 as the bond was
marked to market. If the bond had been purchased at a
discount, however, and $10 of market discount would
have accrued for the year in question, then the rules
require the market discount provisions to apply before
the bond is marked to market.2!? As a result, $10 of
market discount is recognized as interest income, with
the remaining $5 of gain recognized as ordinary income
under mark-to-market. The total net amount of taxable
income (in this case $15) is not altered by this rule.
Instead, the effect of the regulations is to transmute
regular ordinary income into interest income based on
the market discount for the year in question.

In our view, these regulations are ill-advised and
represent a triumph of technical literalism over sound
administrative practice. Mark-to-market accounting
should be implemented as a unitary and comprehensive
method of accounting, not a piecemeal routine applied

to leftovers. There are several reasons supporting this
conclusion,

First, from a purely pragmatic perspective, in our
experience many securities dealers cannot comply with
these requirements due to their complexity. The difficul-
ties of separately tracking market discount within a
mark-to-market system in a scenario involving billions
of dollars of securities are beyond the capabilities of
many systems currently in place. This reason should
suffice, in and of itself. As an aside, we believe that even
if systems were engineered to take these rules into ac-
count, the costs of this compliance would vastly exceed
its benefits. This is a prime example of an opportunity
for the Service to simplify the tax laws in ways that are,
for all practical purposes, revenue neutral.

Second, the historical rationale underlying the mar-
ket discount rules was to prevent income that was eco-
nomically equivalent to interest from being disguised as
capital gain.2!4 Indeed, given the large preference pro-
vided to capital gains, this is a very legitimate concern
and serves as a strong justification of the market dis-
count rules. This concern is completely absent, however,
in the context of a dealer (or a trader, for that matter)
under Code Sec. 475, since all of the income would be
taxed as ordinary income under mark-to-market. Thus,
the historical and very legitimate reasons for applying
the market discount rules are not present in the case of
mark-to-market under Code Sec. 475.

Third, the distinction between ordinary income and
interest income (which is at stake in these regulations) is
only of minor importance for most taxpayers. For corpo-
rate taxpayers, the distinction is generally trivial,2!5 and
whatever distinction exists is offset to a significant ex-
tent by the fact that an equal but opposite skewing
would result in the case of a bond held at a premium (or
a short position in a market discount bond).

In sum, there are powerful reasons of economy and
internal consistency to employ mark-to-market account-
ing in a comprehensive fashion, and only weak reasons
for retaining the proposed regulations’ hybrid approach.
We do not believe that the Service and Treasury disagree
with this assertion in the abstract; instead, their repre-
sentatives have expressed concern that Congress has not
directed them to ignore the market discount rules.

21 prop. Reg. §1.475(a)-1(c)(2). As
background to the market discount rules,
a taxpayer that purchases a 5-year, $1000
face value bond for $950 would normally
defer recognition of market discount until
the bond matured in five years, at which
point the $50 of market discount would be
taxed as interest income, Code Sec. 1276.
If the taxpayer were to sell the bond before
its maturity, then a portion of the gain,
equal to a maximum of $10 for every year
the bond was held (350 total discount di-
vided by five years), would be character-
ized as intérest’ income, with the
remainder of the gain treated as capital
%:lén. Id. Thus, if the taxga er were to sell
the bond for .exaigg)lls$ }? in one Kieablé
recognizing gain of , the gain wou
bifurmtedgix%to components—$10 would
be taxed as interest income, and $5 would
be capital gain. Assume now that this tax-
payer is a dealer in securities subject to
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Code Sec. 475 with respect to the bond. If
the bond were worth $965 in one year
after purchase, the taxpayer would recog-
nize a total of $15 of income, even thou,
the bond was still in the taxpayer’s posses-
sion. Under the proqosed regulations, $10
of that $15 dgain would be taxed as interest
income and $5 would be taxed as ordinary
income to the dealer. Prop. Reg.
§ 1.475(a)-1(e).

212 See Prop. Reg. 1.4755a;—1§c§(3).

213 See ProF. Re%.1 1.475(a)-1(e).,

214 See Stalf of the Joint Committee on
Taxation, “General Explanation of the
Revenue Provisions of the Deficit Reduc-
tion Act of 1984,” 98th Cong,, 2d Sess., 93

1984).

215 écnerally, market discount is treated
as interest income when recognized. Code
Secs. 1276(a)(1), (a)(3). As such, the
source of market discount income under
realization principles should be deter-
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mined by the residence or place of incor-
poration of the issuer of the market
discount bond. Code Secs. 861(a)(1),
862(a)(1). )

No rules today describe the source of
mark-to-market gains, but we believe that
most dealers look to the closest analogy,
and source such gains in the same manner
that gains from the actual sale of the un-
derlying securities would be sourced. The
source of gain from the sale of inventory
(which is the category that includes most
market discount bonds held by a dealer) is
determined by reference to the place of
sale, which in the case of a bond ordina-
rily is the place where the bond has its

rincipal trading market and where the

ond is ‘“cleared.” Code Sec. 865(b).
Mark-to-market gain from a bond of a
foreign issuer thus ordinarily is treated as
fore(ljgn source gain—just as accrued mar-
ket discount would be.
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Our response is that we are gratified that Congress
did not direct the Service to override market discount
principles in implementing the new mark-to-market
rules of Code Sec. 475, because we think it would reflect
badly on Congress were it to wallow in this sort of
administrative minutiae. A fair reading of the legislative
history of Code Sec. 475 is that Congress thought that
mark-to-market was both necessary and sufficient as a
tax regime for dealers. At worst, Congress created a
conflict between two Code sections: there is no reason to
assume, however, that Congress preferred the less logical
resolution of this conflict. We therefore urge that the
Service resolve this conflict by relying on the point
made throughout this article, that mark-to-market ac-
counting is most principled when it is narrow in scope
but deep in application, and accordingly conclude that
no reason has been identified that is strong enough to
overcome the presumption in favor of applying mark-to-
market in these circumstances.

IV. CURRENT CONFLICTS IN APPLYING
MARK-TO-MARKET ACCOUNTING TO
TRADERS AND INVESTORS

A. Overview

Unlike dealers, securities and commodities traders
originally were swept into mark-to-market accounting
for at least part of their activities out of anti-abuse
concerns, crystallized by the straddle crisis of the late
1970s.216 More recently, the elective expansion of Code
Sec. 475 to securities and commodities traders reflects
the fact that the existing tax rules applicable to large-
scale traders and investors, particularly the straddle rules
of Code Sec. 1092, expose those taxpayers to precisely
the same sort of timing whipsaws that dealers previously
faced.2!?

Today, investors are required to use a realization-
based system, and are subject to the straddle rules, 218
wash sale rules,2’? and other anti-abuse provisions.220
Traders, in contrast, may elect a mark-to-market system
and thereby emancipate themselves from these anti-
abuse rules (at the price of gain acceleration), %! or,
alternatively, use the same realization system applicable
to investors. Perhaps even more important is the tre-
mendous difference in character recognition. The reali-
zation-based system results in capital gains and losses to
both investors and traders, while mark-to-market some-

times results in ordinary income to electing traders that
adopt it—except when it leads to capital gain.222

It may be that the disparity in accounting methods
currently available to traders is unprecedented in the
history of our tax law. Even under the law prior to 1993,
while dealers could elect mark-to-market, their gains and
losses were all ordinary, irrespective of whether mark-to-
market or a realization-based system was used. For trad-
ers, the character of the gain itself depends upon the
particular method chosen, which is an extraordinary
difference indeed.

The first question, then, is which system is theoreti-
cally correct for a trader—mark-to-market accounting or
realization-based models backed-up with anti-abuse re-
gimes? As a corollary, if a mark-to-market regime is
desired, should it be elected on an account-by-account
basis (as mixed straddle accounts are today), or for all of
a trader’s trading activities? The second principal ques-
tion is whether any net gain or loss resulting from a
mark-to-market regime should be taxed as ordinary or
capital.

The difficulty in analyzing this area lies in the fact
that the term “trader” encompasses two drastically dif-
ferent types of business activities:

(i) hedge funds and other complex operations en-
gaging in huge volumes of transactions that rely
on offsetting hedged or arbitrage positions,223
and

(ii) ‘““directional traders” or “frequent investors,”
i.e., persons engaged in more traditional securi-
ties activities who achieve the status of traders
simply because they buy and sell on a relatively
frequent basis.

Section IV.B therefore considers the issue of whether
mark-to-market accounting should be mandatory or
elective for traders in general. Section IV.C then reviews
the special issues relevant to hedge funds and similar
institutional traders.

B. Mandatory or Elective Mark-to-Market
for Traders?

Should mark-to-market be required for all traders in
securities and commodities? Although we have sup-
ported the mandatory application of mark-to-market to
dealers (including commodities dealers), mark-to-mar-
ket should not be required for traders; there are differ-

216 See Section 11.C.1, supra, for detailed
discussion. ]

217 See Section 11.C.2, supra, for detailed
discussion.

218 Code Secs. 1092 and 263(g).

219 Code Sec. 1091.

20 Eg., Code Secs. 1233 (short sale
rules) and 469 (passive activity rules).

221 Code Secs. 475(e), (). )

222 Compare Code Sec. 475(d)(3) (ordi-
nary character for traders electing Code
Sec. 475 treatment) with Temp. Reg.
§ 1.1092(b)-4T (capital character for
mixed straddle accounts).

223 Hedge funds have grown tremen-
dously in recent years—in terms of both
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the number of such funds and the assets
they manage. In the past year, investors
have invested $40 billion in hedge funds,
bringing their total assets under manage-
ment to over $140 billion. There are now
over 3000 hedge funds operating—up
from about 420 in 1990. Tergesen, “As
Hedge Funds Grow, Their Walls Don’t
Look So Hl%h,” New York Times at 11
(Nov. 2, 1997).

As the industry grows, some funds are
having increasing difficulty finding invest-
ment opportunities consistent with their
professed strategies. Jereski, “Hedge Fund
to Shrink Capital of $6 Billion by Nearl
Half,” Wall Street Journal at C1 (Sept. 22,
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1997) (reporting Long-Term Capital Man-
agement’s decision to return $3 billion in
capital to investors). Many hedge funds
now pursue a wide variety of opportunis-
tic investment strategies—hedged and un-
hedged. See Tergesen, supra. The Soros
group of funds, for example, %ursues_a
range of strategies from holding blue-chip
stocks to speculating in currencies, and its
volatile results often make headlines, Jer-
eski & Sesit, “Soros Takes a $2 Billion
Tradin% Hit,” Wall Street Journal at Cl
(Oct. 31, 1997).
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ences between the two groups that justify disparate
treatment as a matter of tax policy.

First, as previously discussed, it seems more appro-
priate for traders to recognize gains and losses as capital
in nature, and not ordinary, given the nature of a trader’s
business orientation. In addition, traders are subject to a
host of anti-abuse rules (such as the wash sales rules)
from which dealers are exempt.22¢ As a consequence,
realization-based systems are viable from a tax policy
perspective for traders who are not engaged in wide-
spread hedging operations.

Finally, the definitional distinction under the tax
laws between a trader and investor is hazy and uncer-
tain. Assuming that investors will be allowed to remain
on realization systems, there is no strong policy rationale
for forcing an investor onto mark-to-market if he or she
unwittingly strays into trader territory by virtue of the
volume and frequency of his or her activities. No magi-
cal change in economic status occurs as one evolves
from investor to trader that would justify the govern-
ment imposing mark-to-market on a previously realiza-
tion-based taxpayer. In contrast, the factual difference
between a trader and dealer is much more substantive,
and therefore would justify a drastic change in account-
ing methods. '

Indeed, if one believes in a preference for long-term
capital gains, then it is important that directional trad-
ers—those who actually make bets on the direction of
future prices—not be forced onto a mark-to-market re-
gime, since such traders may very well have long-term
positions, and it would be quite difficult to maintain a
distinction between short-term and long-term capital

gains under a mark-to-market system.?2’> Moreover,
mark-to-market removes the “hidden” capital gains pref-
erence that exists because of deferral. In essence, deferral
under the realization doctrine provides an implicit capi-
tal gains preference, apart and separate from any prefer-
ence which is explicitly provided in the form of reduced
nominal rates of tax.226 This second, hidden type of
capital gains preference is, of course, frequently vilified
in the academic literature as unfair and non-neutral.??’
If, however, one believes in a capital gains preference, 228
then the tax benefits of deferral through realization ar-
guably are consistent with that belief, on the theory that

it encourages long-term savings and long-term capital
formation.22? Ironically, a limited version of such a sys-
tern is now in place in Code Sec. 1(h), which provides

sliding tax rates corresponding with longer holding peri-
ods for property.230 Thus, one may argue that the hidden
capital gains preference is consistent with congressional

intent and popular political sentiment regarding the tax-
ation of capital gains.

C. Special Issues Raised by Hedge Funds

Hedge funds and similar institutional traders em-
ploying arbitrage strategies generally should find mark-
to-market accounting irresistably attractive. Adopting
mark-to-market accounting allows traders that employ
hedged or arbitrage strategies to avoid the distortions
resulting from timing differences in the recognition of
gain and loss between (i) the hedges themselves; and (ii)
the positions being hedged. Of course, this was the same
problem that originally drove dealers to use the method.

24 As described earlier in the text, re-
pealing lower-of-cost-or-market inventory
accounting necessitates placing dealers on
mark-to-market accounting, since dealers

numerous
mechanics.

tracts, and there have been constant com-
plaints about its compl_exit?{ and

roposals to simplify
ee, e.g., Letter from D. Fu-

ral). For the position that capital gains
) should be taxed, like_anly other income, on
its  the grounds that capital gains typically re-
present wealth that is consumed as op-

can achieve the same practical results as
lower-of-cost-or-market through engaging
in wash sales of loss securities. This point,
which argues for placing dealers on a
mandatory mark-to-market system, does
not apply to traders, since traders are not
allowed to use lower-of-cost-or-market,
and since they are subject to the wash sale
and straddle rules. Thus, a principal rea-
son for placing dealers on mark-to-market
accounting does not exist for traders.

25 As an example, what if a person pur-
chased an asset in February of the current
year, the asset was marked to market in
December of that year, and in October of
the following year the asset was sold? Pre-
sumably, one would want all of the gain to
be taxed as long-term capital gain, but that
result is not easy to attain, given the fact
that a return for the current year has to be
filed before the holdin%epenod of the asset
is determined sin October of the following
year). One could adopt a “look-back” rule
under which the final tax liability would
be adjusted to take into account the ulti-
mate oldinﬁ period, which might result in
refunds to the taxpayer if the holding pe-
riod turned out to be long-term. Cf. Code
Sec. 460(b)(2). But such a system 1is com-
Flex and difficult to administer. The de-
ense industry has been using a similar
“look-back” rule since the Tax Reform
Act of 1986 to account for long-term con-
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%ua, Aerospace Industries Association, to
. Gideon, Department of Treasury, 91
Tax Notes Today 41-31 (Feb. 21, 1991);
Statement of the Associated General Con-
tractors of America to the House Ways
and Means Committee, 90 Tax Notes To-
day 232-29 (Nov. 14, 1990). If a look-back
afproach is difficult to implement for peo-
ple who build rockets and satellites, it
might prove difficult for others to admin-
ister as well. .

226 See McDaniel, Ault, McMahon, Jr.,
& Simmons, FEDERAL INCOME TAXATION:
CASES AND MATERIALS 222-23 (3d ed.,
1994). Also see Johnson, “The Undertaxa-
tion of Holding Gains,” 55 Tax Notes 807
(May 11, 1992), for graphic illustrations of
the Inverse relationship between holding
periods and effective tax rates.

227 Unfair because it disproportionately
benefits people with high incomes, and
non-neutral use it subjects capital to
different rates of tax, depending on the

articular type of investment and how
ng it is owned. E'f" see Evans, note 1,
supra, at 897. See also Dodge, “Restoring
Preferential Capital Gains Treatment
Under a Flat Rate Income Tax: Panacea
or Placebo?,” 44 Tax Notes 1133, 1141
(Sept. 4, 1989) (criticizing capital gains
rate preference on similar grounds);
Shuldiner, note 1, supra, at 261-65 (dis-
cussing equity issues presented by defer-
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osed to reinvested, see Johnson, “The
onsumsption of Capital Gains, 55 Tax
Notes 957 (May 18, 1992).

2% We do not, in this article, defend a
capital gains preference or advocate such
a preference on tax policy grounds. Our
point is simply that the existing system

rovides such a preference to Investors

olding securities, both explicitly in the
form of preferential rates and implicitly in
the form of deferral through the realiza-
tion doctrine. Given this regime and its
availability to investors, we do not believe
that any persuasive tax-policy arguments
exist to justify placing traders on a
mandatory mark-to-market system,
thereby depriving them of both the ex-
plicit and implicit benefits available to
others under the Code.

29 For an extensive analysis of argu-
ments supporting as well as opposing a
capital gains preference, see Cunningham
& Schenk, note 17, supra; for a summa
of these principal arguments, see Graetz
Schenk, note 1, sxlx_pm, at 571-76.

230 The rates of tax assessed on capital
gains vary, deFendmg_on whether the
property i1s held for (i) more than 12
months, but not more than 18 months; (ii)
more than 18 months but not more than
five years; or (iii) more than five years (for
assets acquired after December 31, 2000).
Code Sec. 1(h).
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Hedge funds, however, have an even more dramatic
reason than do dealers to desire mark-to-market ac-
counting—traders (but not dealers) are subject to the
application of the asymmetrical straddle rules that defer
the recognition of realized losses, but not gains. The
straddle rules ensure that hedged traders can be expected
to adopt 2 mark-to-market system without any further
compulsion.

Many hedge funds and similar traders today in fact
can satisfy their desire for mark-to-market accounting
treatment through either of two competing regimes:
Code Sec. 475, as amended by the 1997 Act, and the
mixed straddle account rules of Temp. Reg.
§ 1.1092(b)-4T. While it is true that a mixed straddle
account must contain at least some Code Sec. 1256
contracts,?3! in many cases hedge or arbitrage strategies
can be engineered to accommodate this requirement.
More generally, however, amended Code Sec. 475 and
the mixed straddle account rules are constructed on
fundamentally different underlying principles as to the
proper scope of mark-to-market accounting for traders.
We believe that one or the other (or some combination)
may be correct, but that it is very unlikely that both are.

There are three principal differences between mixed
straddle accounts and amended Code Sec. 475:

(i) mixed straddle accounts involve an annual
election,232 while Code Sec. 475, if elected, es-
sentially applies on a permanent basis;2%3

(ii) mixed straddle accounts do not have to apply
to the taxpayer’s entire operation,23 while Code
Sec. 475 is a comprehensive regime that admits
no exceptions for activities within the scope of
its trading operations;235 and

(iii) mixed straddle accounts result in capital gains

or losses, 236 while Code Sec. 475 produces gains
or losses of an ordinary nature.237

While this question is not an easy one, we believe
that Code Sec. 475 represents the more desirable system,
given our thesis that comprehensive application of
mark-to-market is desirable for hedged businesses.
Mark-to-market should be treated as an accounting
method that is relatively permanent in nature, and, as
discussed in more detail in the paragraphs below, it
should apply in a comprehensive manner to all of a
taxpayer’s trading operations. On the other hand, we
believe that capital gain (or loss) characterization is the
better tax policy choice for a trader, and thus we regard
Code Sec. 475’s ordinary gain or loss treatment as
inappropriate.

Our preferred mark-to-market regime for hedge
funds and similar traders thus would be an amalgama-
tion of the existing rules for mixed straddle accounts and
Code Sec. 475: a system that embraces a permanent and
comprehensive application of mark-to-market account-
ing and that also adopts capital gain or loss characteriza-
tion. The implementation of this idea would require a
further amendment to Code Sec. 475 and the repeal of
the mixed straddle account regulations. The second of
these presumably would follow naturally from the repeal
of Code Sec. 1256 itself, which we suggest below.

Our conclusion that Code Sec. 475’s business-wide
approach is to be preferred over the mixed straddle
account’s strategy-by-strategy election might be criti-
cized as unfair, because it would require traders to use
mark-to-market accounting for unhedged trading strate-
gies (where the case for mark-to-market is weak) in order
to avoid timing distortions in their hedged positions.238
Such a hybrid system theoretically could be adminis-
tered by imposing contemporaneous identification re-
quirements on traders, analogous to those in place for
dealers who wish to identify securities as investments
outside the scope of Code Sec. 475.2%

On the other hand, allowing the use of such a hybrid
system might place intolerable audit burdens on the
Service, which would have to ensure that taxpayers were
properly complying with the identification rules and not
using this hybrid system to whipsaw the government.
The potential for abuse here is very serious, with taxpay-
ers potentially ignoring the rules and using after-the-fact
identification to place securities which had depreciated
in a mark-to-market system, while preserving the bene-
fits of a realization systemn for their more successful
investments. Although we believe it is a difficult ques-
tion, on the whole we are inclined to support an all-or-
nothing approach, largely for these administrative
(rather than logical) reasons.

Finally, hedge funds and other traders electing Code
Sec. 475 probably should be required to report their
mark-to-market gains as short-term capital gains, as op-
posed to ordinary income. Treating mark-to-market
gains and losses as short-term capital gains may help
reduce the possibility of accidental or deliberate whip-
saw, in the event that investment assets held by the
trader and identified (properly or not) as being outside
the scope of Code Sec. 475 produce capital losses. In
contrast, treating mark-to-market gains and losses as
ordinary results in the possibility of ordinary income (or
loss) from trading activities and capital gain (or loss)

21 Code Sec. 1256(d)(4)(A).

232 Temp. Reg. § 1.1092(b)-4T(a).

233 Code Secs. 475(¢),. (f). Of course, a
taxpayer may always petition the Service
for consent to change its method of ac-
counting, including a change from mark-
ing to market under Code Sec. 475 to
another system. However, the Service’s
consent to such a change is by no means
assured; indeed, one would suspect that
the Service will view requests to switch
out of Code Sec. 475 with a jaundiced eye.

234 Temp. Reg. §1.1092(b)-4T (includ-
ing in a mixed straddle account positions
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held as a capital asset in a designated class
of activities).

235 Of course, the rules allow a taxpayer
to avoid application of Code Sec. 475 with
respect to investments that have no con-
nection to its trading operations. Code
Sec. 475(f)(1)(B).

236 Temp, e_;. <§ 1.1092(b)-4T(C).

337 Reg. § 1.475(d)-1(a).

238 This situation is reminiscent of tax-

ayers complaining about the loss of
lower-of-cost-or-market for all their secur-
ities as a condition of using mark-to-mar-
ket for their derivatives. See notes 68-70,
supra, and accompanying text for the his-
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tory of this controversy. However, the sit-
uation described above in the. text seems
more sympathetic, because retaining the
use of mixed straddle accounts for part of
one’s operations does not produce the dis-
tortions that are created by the use of
lower-of-cost-or-market.

239 Reg. §1.475(b)-(2). Traders would
have to identify, on the date of acquisi-
tion, securities subject to tax under a reali-
zation-based method and those subject to
mark-to-market accounting, and such
identification would dictate the subse-
quent treatment of these securities.
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from identified investment activities—a result that can
lead to obvious tax unfairness in either direction,

D. Code Sec. 1256

Given the evolution of the tax law over the last 15
years and our increasingly sophisticated understanding
of financial products, Code Sec. 1256 is really quite an
odd provision. The most striking feature of Code Sec.
1256 is that it imposes mark-to-market accounting on
taxpayers (including traders and investors) who are not
necessarily engaged in hedged positions, Given the thesis
of this article that the most compelling rationale for
mark-to-market is to prevent distortions otherwise pro-
duced by the taxation of hedged positions under a reali-
zation system, Code Sec. 1256°s indiscriminate use of
mark-to-market is an anomaly that should be retained
only if a convincing case can be made that it serves
some greater tax purpose.

Code Sec. 1256 may be defended as eliminating any
selectivity problem, by requiring all parties to use the
same method of accounting for certain contracts, thus
avoiding difficulties with adverse selection that perme-
ate any elective method. Moreover, the method provides
an accurate measure of income, and prevents taxpayers
from any of the gaming that occurs under a realization-
based system.

Code Sec. 1256 seems unnecessary, however, to ad-
dress the problems that originally led to its enactment.
The serious gaming problems that occurred in this area
in the past (i.e., straddle transactions) have been elimi-
nated by the straddle rules of Code Sec. 1092 and related
provisions, thus makin%wCode Sec. 1256 unnecessary as
an anti-abuse measure.20 Moreover, once the possibili-
ties for arbitrage are eliminated by the straddle rules, the
short-term nature of most Code Sec. 1256 contracts
provides limited possibilities for deferral of tax. Cer-
tainly, by comparison with the deferral opportunities
provided by equity investments, deferral under Code
Sec. 1256 contracts (which typically have short-term
maturities) is trivial. If mark-to-market is to be em-
braced as a way of ending deferral, then it should be
applied first to publicly-traded equities; regulated futures
contracts would come in a distant second or third in
order of importance.

In addition, Code Sec. 1256’s character rules seem
unjustified, and may very well distort market behavior.
It is quite odd to give a few classes of investments the
benefits of long-term capital gain status for 60% of all

gains, regardless of the holding period. Why should a
person be able to purchase a regulated futures contract,
hold it for two weeks, and pay tax on any gain at an
effective rate of roughly 28%, when the very same eco-
nomic bet, if made through another investment vehicle,
must be held for more than twelve months to receive
comparable treatment? Although this favorable treat-
ment may have been originally necessary as a political
inducement in order to pass the 1981 legislation, that is
not an argument for continuing this provision as we
enter a new century. After the 1997 Act’s lowering of
rates on long-term capital gains, Code Sec. 1256 ironi-
cally now serves as a quasi-tax shelter, providing an
automatic long-term holding period in an unwarranted
and inappropriate manner.

Another argument against Code Sec. 1256 is that it
is complex. It applies to a number of investments
outside of regulated futures contracts, and creates ad-
ministrative burdens and difficulties. A realization-
based system, backed up by the straddle rules, is an
easier tax system to administer.

In addition, the so called “constructive receipt”
argument, which has been advanced in defense of Code
Sec. 1256, is overstated.?#! This argument, in our view, is
not sufficiently strong to justify imposing mark-to-mar-
ket accounting on the wide variety of arrangements cur-
rently subject to Code Sec. 1256, many of which do not
possess the exchange-provided liquidity that character-
izes true commodities futures.

Thus, in conclusion, Code Sec. 1256 is badly in
need of repair. At the very least, treating gain under these
contracts as long-term capital gain (in part) is an inap-
propriate windfall that raises concerns of fairness as well
as allocative efficiency. At a deeper level, it is not clear
that Code Sec. 1256 is justified, given the current state of
play in existence for other, competing types of invest-
ments and the complexity created by the provision. The
abuses that Code Sec. 1256 targeted are effectively dealt
with by the straddle rules, and the income deferral op-
portunities in this area are not particularly substantial,
given the short-term nature of the contracts at issue.
Finally, the liquidity arguments justifying Code Sec.
1256 are largely specious and fail to distinguish ade-
quately Code Sec. 1256 contracts from other types of
investments. Code Sec. 1256 is comparable to computer
technology developed in 1981—revolutionary in its
time, but now obsolete and in need of replacement.

240 See notes 99-112, supra, and accom-

panying text. companying text.

December 1997\TAXES

Hei nOnl i ne --

241 See notes 118-122, supra, and ac-
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