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SECTION |: INTRODUCTION

Taxpayers who are securities traders are sulgaatisual treatment
under the tax law. Such a taxpayer is, like any other merchant or
businessperson, allowed to deduct various expansaged in his business
of trading securities but, unlike any other merd¢han businessperson, is
simultaneously allowed to treat gains and lossesnfthe sale of such
securities as capital, rather than ordinary, gamlosses. Such capital gains
and losses may be taxed at reduced rates and stijether different tax
treatmentg. Since the enactment of IRC section 475(f) in 198¢jers have
also been allowed to make a special election torKn@a market” gains and
losses from their securities-trading activitidglaking this election allows a
trader to recognize gains and losses on the siesutie holds as if those
securities were sold at fair market value on thet lausiness day of the
trader’s taxable year, and to convert such gainssses to ordinary, rather
than capital, gains or lossés.

The distinctive tax treatment of securities tradess been frequently
pointed out, and various commentators have noted, thlthough the
standards for qualifying for trader treatment arecartain, favorable
planning opportunities arise upon achieving su@ssificatior. However,

1. Harrison B. McCawley, Transactions in Stock, Biies and Other
Financial Instruments, 184-4th Tax Mgmt. (BNA) A-JA-4(1); IRS Tax Topic 429,
available at http://www.irs.gov/taxtopics/tc429.hihast visited Jan. 26, 2008).

2. Under present law, taxpayers who hold “capitslets” over a long-term
holding period (generally, more than 12 months) bé subject to reduced tax rates
on disposition of that asset. IRC 88 1(h)(1), 1322(0222(4). The history of and
reasons for the differential tax treatment of cpdissets is a subject that has been
much discussed. See Leonard E. Burman, The LahyofitCapital Gains Tax
Policy: A Guide for the Perplexed (Brookings Ingftess 1999).

3. Taxpayer Relief Act of 1997, Pub. L. No. 105-88,1001(b), (d)(4), 111
Stat. 788, 906-08 (1997).

4. IRC § 475(f).

5. See, e.g., Glenn P. Schwartz, How Many TradestMu rader Make to
be in the Trading Business, 22 Va. Tax Rev. 399; 40 (2003); Burgess J.W. Raby
& William L. Raby, Effect of “Sporadic” Activity orSecurities Trader Status, 103
Tax Notes 1375 (June 14, 2004) [hereinafter RalffgcEof “Sporadic” Activity];
Burgess J.W. Raby & William L. Raby, Nondealer SégulLosses: Capital or
Ordinary? 115 Tax Notes 45, 46 (Apr. 2, 2007) [hexfter Raby, Nondealer
Security Losses]; Lee A. Sheppard, News Analysiskidlg Traders Mark to
Market, 76 Tax Notes 721 (Aug. 11, 1997); Burgk¥g. Raby & William L. Raby,
Ordinary Deductions, but Capital Losses for Semsiffraders, 74 Tax Notes 611
(Feb. 3, 1997) [hereinafter Raby, Ordinary Dedutdibut Capital Losses] (referring
to trader status as a “tax oddity”); Burgess J.\V&byR& William L. Raby, Trader,
Gambler, or Investor, & Tax Consequences Therenf] & Notes 1665 (Dec. 27,
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the structural elements of the tax law underlynaglér tax treatment and the
problems created by this statutory structure hawneesvhat escaped scrutiny.
This article approaches the unusual treatmentaglens through a structural
lens. By focusing on the structure of the statutiay rules that apply to
securities traders, this article explains at thisetiuhow the unusual treatment
of securities traders today has occurred due tmg-$tanding, legislatively
created structural disjuncture at the point whbeedapital asset rules and the
“trade or business” concept intersect. This digjurec was created by the
1934 introduction of the “to customers” requiremarto the capital asset
statute, that is, the requirement that propertemtise held for sale in the
ordinary course of the taxpayer’s trade or busimesst also be held for sale
“to customers” in order to escape being treateal eapital assétPrior to the
1934 introduction of the “to customers” requiremeliite statute was
essentially symmetrical in the sense that whetlhenad a trader—taxpayer
was in a “trade or business” led to basically &lthe tax consequences to
that taxpayer. The introduction of the “to custosiieequirement has led to a
statutory scheme in which one standard determimegharacter of the gain
or loss from the sale of securities of the tradeqpayer, but a completely
different standard (the trade or business requingngeves rise to almost all
of the other consequences with respect to dedwcfiom gross income that
apply to a trader.

This article explores some of the problems creabsd this
disjuncture in the structure of the current taxesuthat apply to traders, and
argues that the effects of this structural disjuretwould be even more
pronounced if not for the interventions of the d¢suand the legislature,
which, from a structural standpoint, have servedhinimize the impact of
this disjuncture without eliminating it altogetheGiven the volatility
inherent in the statutory structure of the trader tules, and given that the
courts and the legislature have already taken stepsnimize the impact of
the disjoint statutory structure, it is the positiaf this article that a different
approach needs to be taken in taxing traders. figadlyi, the “to customers”
requirement should be eliminated altogether, tsaddrould be taxed like
dealers (including with respect to the accountirgghud required), and the
IRS should supplement court decisions, which mekeetr status difficult to
attain, with stringent and concrete guidance ofoits1. Such an approach
would reduce complexity and add a degree of raligni the taxation of
traders that is missing from the current approach.

Section I of this article briefly outlines the xtareatment of
securities traders under current law, and discu$isesbasic differences

1999) [hereinafter Raby, Trader, Gambler, or InmdsKaye A. Thomas, Trading,
but Not a Trader, 104 Tax Notes 274 (July 19, 2004)

6. Revenue Act of 1934, Pub L. No. 73-216, § 11748 Stat. 680, 714
(1934).
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between the tax treatment of securities tradeaedg and investors. Section
Il delves into a structural analysis of the actizal concepts that underlie the
differing tax treatments of traders, dealers, ameestors and shows that,
while the majority of the tax consequences to ausges trader on the
deductions side are based on whether the taxpayengaged in a trade or
business,” the character of such trader’'s gairlesses is determined based
on whether the assets bought or sold are capiatssnder the capital asset
statute, IRC section 1221. As a result of the 1BB¢bduction of the “to
customers” requirement into IRC section 1221, thating item in
determining whether such assets are capital aksstaot with whether or
not the taxpayer is engaged in a trade or busimegs;ather with whether
she has customers to whom such securities are beldg Section Il then
argues that these rules represent an intrinsigathplematic asymmetry in
the statutory structure that creates odd tax resoitthe securities trader and
that needs to be examined critically. Section IMveys some of the
criticisms that have been lodged against the wadeiis are taxed, and offers
some new critiques of trader taxation from a stmadtperspective. Section
V shows that the reason the structural asymmetiy \amiatility in the
statutory rules wrought by the “to customers” reguoient have not been
more problematic is because of structural remamiagifforts by the courts
and the legislature: courts have outright ignoré@ t'to customers”
requirement outside of the securities context, @adgress has taken steps —
via the creation of the IRC section 475(f) “markabarket” election — to
ameliorate the nonsensical results created byt#tatsry structure without
actually addressing the fundamental problem causgdthe statutory
language. In Section VI, this article concludes #giace (i) the structure of
the statutory rules has the potential to causeagsere problems, (ii) courts
are essentially creating a judicial fix by ignoriting statutory language of the
capital asset statute in other contexts, (iii) Gesg has essentially created its
own opt-in solution to the problem, and (iv) theuds and the IRS have
taken steps to render attainment of trader classifin difficult, the “to
customers” requirement in the capital asset deimishould be eliminated,
and a different approach taken, in order to effectnore efficient and
equitable statutory structure. The approach recamdee in Section VI of
this article would minimize the problems associatéth the tax treatment of
traders, and would ease the degree of complexdyiraationality embedded
in trader taxation, and would do so without necelys&reating further
abuses or difficulties in place of the current ones

SECTION II: RULES GOVERNING THE TAXATION
OF SECURITIES TRADERS

Broadly speaking, the tax law distinguishes betwdwee different
classes of taxpayers in determining the tax corsszps to a taxpayer who
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buys, sells, or holds securities: traders, dealensi investor$. The tax
consequences of buying, selling, and holding sueleurgties differ
significantly depending on the classification of therson doing the buying,
selling, or holding. Traders in some sense occupy the middle ground
between dealers and investors. Therefore, it ientis$ to understand the
meaning of the terms “investor” and “dealer” in erdo understand “trader”
classification.

“Investor” is the default tax classification of stdaxpayers owning
securities. Therefore, a typical individual who dwlstocks and securities
will usually be assumed to be an investor, abseatimstances suggesting
otherwis€e’ An investor, unlike a dealer or a trader, is ofm®wwurchases and
sells securities for the principal purpose of ®af gains from appreciation
in the value of the security over a relatively Iquegiod of time'® Therefore,
an investor's holding period for securities is dgudonger than that of a
trader*" In direct contrast to investors in securities sthéaxpayers classified
as dealers are taxpayers that are in the businfessiyaing and selling
securities to customers, and are usually broketegeaegistered with the
SEC and licensed by state securities regulatdidealer” has been defined
in Treasury Regulations as “a merchant of secaritdhether an individual,
partnership or corporation, with an establishealaf business, regularly
engaged in the purchase of securities and theaerds customers'® As
discussed further below, dealers generally holdirsiges as inventory, seek
to profit on the resale of those securities at madnp prices (having bought
them at a lower cost), and may engage in hedgamgs#ctions to minimize
risk.'* Dealers therefore act like merchants with resfesecurities they buy
and sell.

“Trader” classification is reserved for those taygrs who are not
securities broker—dealers but who have managedtéablesh to the IRS that
they are not investors. In everyday parlance, grentgenerally refers to
those individuals who actively buy and sell se@sitheld over the short

7. See Thomas, supra note 5, at 274.

8. Id.

9. McCawley, supra note 1, at A-4; see also FedeazlCoordinator (RIA)
2d at 1 L-1112 (“[m]ost taxpayers who manage tbein investments will be treated
as investors rather than traders”).

10. McCawley, supra note 1 at A-4; see also RalfgcE of Sporadic
Activity, supra note 5, at 1375.

11. See generally Raby, Effect of Sporadic ActivRypra note 5 at 1375-
76; Federal Tax Coordinator (RIA) 2d at 1 L-1101:2,112.1.

12. McCawley, supra note 1, at A-2.

13. Treas. Regs. § 1.471-5.

14. McCawley, supra note 1, at A-2; see also Fédeaa Coordinator
(RIA) 2d at § 1-6205 (“a dealer...intends to profig karning a ‘mark-up’ from
laboring as a middleman”).



1118 Floaidax Review [Vol. 8:10

term for their own account, such as individuals wehgage in online trading
of stocks and securiti€3.The term has a similar meaning in the tax law,
although a taxpayer has to meet certain specifjoirements in order to be
considered a trader for tax purposes, and not evdiye trader or day trader
will qualify to be treated as a trader under theltav'® A trader, unlike a
dealer, does not hold securities as inventory taddd to brokerage clients,
but instead tends to engage primarily in speculaticsecurities and seeks to
profit from short swings in the markEtAs will be elaborated later in this
article, traders are distinct from investors intthaey are engaged in the
“trade or business” of trading in securit&s.

The United States Supreme Court first drew a clgiatinction
between the category of “investor” and that of ded in Snyder v. Comm;r
a case in which it held that a margin trader hadshown that his trading
operations constituted a trade or busif@s$he court noted (Justice
Brandeis writing) that the Board of Tax Appeals tedd that a taxpayer
who “devotes a major portion of his time to spetinfp on the stock
exchange” could treat his losses as incurred inciherse of a trade or
business, but that the taxpayerSnyderhad not shown that he had devoted
the requisite time and effort to his stock traneast, and therefore had not
shown that he should be properly characterized“tméer on an exchange,
who makes a living buying and selling securiti&Thus, the possibility of
claiming the status of being a trader was Borfihe question of whether a

15. See, e.g., Black’s Law Dictionary 1501 (7th £@B9) (defining “trader”
as “3. One who, as a member of a stock exchangss, dud sells securities on the
exchange floor either for brokers or for on hisher own account”); Webster's New
World College Dictionary 1517 (4th ed. 1999) (defm “trader” as “3. a
stockbroker who trades esp. for his own accouttterathan customers’ accounts”);
see also Schwartz, supra note 5, at 399-405 (disguthe emergence of day trading
by members of the public).

16. See Section lll, infra; see also McCawley, aupte 1, at A-4.

17. McCawley, supra note 1, at A-2 see also FederalCoordinator at | I-
6205 (“[a] trader ... intends to profit solely frondveantageous purchases of stocks
or securities or from rises in the values of stockecurities during the time he holds
them?”).

18. See Section I, infra.

19. Snyder v. Comm’r, 295 U.S. 134 (1935).

20. Id. at 139 (citing Schwinn v. Comm’r, 9 B.T.A304 (1928); Elliott v.
Comm'r, 15 B.T.A. 494 (1929); Hodgson v. Comm'’r, BAT.A. 256 (1931);
Schermerhorn v. Comm’r, 26 B.T.A. 1031(1932)).

21. Id.; see also Comm'r v. Groetzinger, 480 U.J.33-34 (1987) (noting
Justice Brandeis’ “impli[cation] that a full-timeader may qualify as being in a
trade or business”).
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holder of securities is a trader or an investor tix purposes has been
approached by many courts over several decides.

In some sense, the terms “dealer,” “trader,” amuvestor” are
merely shorthand descriptions for how these taxpagiee treated under the
tax law?® Put another way, to say that a taxpayer is a trada dealer or an
investor is simply to say that the taxpayer is eabjo the tax rules that apply
to that class of taxpayers. The following summarigeme of the major tax
rules that may apply to each of these types ofagers, depending on how
they are classified. In brief, traders and dedlesecurities will be entitled to
take certain ordinary deductions incurred in tiseicurities trade or business,
while investors will not. Traders, unlike dealénmswever, will be entitled to
treat their gains and losses from the sales ofrgesuas capital gains and
losses, rather than ordinary gains and losses.

a. Rules with Respect to Deductions

As is the case with other taxpayers, the tax péctf the taxpayer
who holds securities is made up of income, gaing, profits, as well as
deductions for expenses and losses. Many of thesaaswhich courts are
called upon to determine whether a taxpayer isadetr; as opposed to an
investor, arise on the deductions side, in theeodrdf needing to determine
whether that taxpayer is entitled to take certaduwttions. Taxpayers who
are classified as investors will generally be derfigade or business’—
related deductions, which can be quite valuable]eniaxpayers who are
either dealers or traders are allowed such dedwgtithe following are some
of the “trade or business’— type deductions thay ima allowed to traders
(and dealers) in securities, but that are denieelsitors.

i. IRC section 162 deductions

Perhaps the most significant deduction allowetldders and dealers
that is denied to mere investors is the deductimer IRC section 162 for
“all the ordinary and necessary expenses paidauriad during the taxable
year in carrying on any trade or busine$sRC section 162 deductions are

22. See, e.g., Higgins v. Comm’r, 312 U.S. 212 (39€hen v. Comm'r,
2004 T.C.M. (RIA) T 2004-132; Archaya v. Comm’r, N\&161-05 (7th Cir. 2007)
(Fed. R. App. P. 32.1 nonprecedential disposition).

23. Boris I. Bittker & Lawrence Lokken, Federal émse Taxation of
Income, Estates & Gifts, at { 47.2 (3d ed. 200/)e(‘'terms ‘dealer’ and ‘trader,’
which do not appear in 8§ 1221(a)(1) itself, arepdimabels — the ‘dealer’ referring
to a taxpayer who holds securities for sale toarasts in the ordinary course of a
trade or business and the ‘trader’ to a taxpayer ddes not have ‘customers’ even
though he or she buys and sells securities witatdrequency”).

24.|IRC § 162.
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deducted on the taxpayers Schedule C (Profit os fr@sn Business) and are
“above the line” deductions that reduce adjustedsgrincomé®> Mere
investors, on the other hand, not being in a t@dausiness, are not eligible
for IRC section 162’s trade or business deductiansl, instead will deduct
most of their investment expenses under IRC se@idhas “below the line”
itemized deduction®. Such itemized deductions are subject to limitatjon
such as the 2% floor on miscellaneous itemized clémhs, and may be
corr21|70Ieter eliminated if the taxpayer is subjecthe alternative minimum
tax:

ii. Applicability of investment interest limitatisn

IRC section 163 generally allows a deduction tbirgerest paid on
indebtedness during the taxable year, but limite theductibility of
“investment interest” to “net investment inconfé Investors will therefore
only be able to deduct their interest expenseld@ktent that they have “net
investment interest,” that is, the excess of “itwesit income” over
“investment expenseéf*’ Traders and dealers, however, who are actively
engaged in a trade or business, may be able to uakmited interest
expense deductions, although their ability to takeh interest deductions
may be limited if the trader or dealer is founchtit “materially participate”
in the trade or business activity to which the rigs¢ expense relatés.

25. See Schedule C to Form 1040, available at/htpw.irs.gov/publirs-
pdf/f1040sc.pdf (last visited Jan. 19, 2008).

26. IRC § 212 (providing that “[i]n the case of iadividual, there shall be
allowed as a deduction all the ordinary and necgssgpenses paid or incurred
during the taxable year — (1) for the productiorcollection of income; (2) for the
management, conservation, or maintenance of propedtd for the production of
income; or (3) in connection with the determinatiaollection, or refund of any
tax”); see also Schedule A to Form 1040, availaildttp://www.irs.gov/publirs-
pdf/f1040sab.pdf (last visited Jan. 19, 2008); sé® Federal Tax Coordinator
(RIA) 2d at T L-4005 (listing some of the deductothat have been allowed
investors under IRC § 212).

27.IRC § 67(a); Treas. Reg. § 1.67-1T(a)(1)(8pe, e.g., Mayer v. United
States, 67 T.C.M. (CCH) 2949, 2949-5 n. 11 (19%&e also Raby, Ordinary
Deductions but Capital Losses, supra note 5, af@is2ussingviayen.

28.IRC § 163.

29. IRC § 163(d)(4).

30. “Investment interest” is defined as interest indebtedness that is
properly allocable to “property held for investm@rmind “net investment income” is
defined, generally, as the taxpayer’s net incoraeftproperty held for investment”
plus certain gains from the disposition of suchperty. IRC § 163(d). Generally,
gain from dispositions that is included in “investm income” is the excess of any
net gain over any net capital gain from disposgiof property held for investment,
subject to an election to include the taxpayer's cepital gain as “investment
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Therefore, traders who hold large amounts of delftich exceed their
income from investments, will be at an advantageamspared to investors
who attempt to do the sarfe.

iii. Election to deduct certain depreciable profye

Traders and dealers may be able to elect to deskmtnses for
certain depreciable property under IRC section 4)f8( That section
provides that “[a] taxpayer may elect to treat tost of any section 179
property [i.e., certain depreciable property] as expense which is not
chargeable to capital account” and that “[ajny ceet treated shall be
allowed as a deduction for the taxable year in tvihe section 179 property
is placed in service®® However, one of the requirements for qualificatimn
“section 179 property” is that the property must'@dequired by purchase for
use in the active conduct of a trade or busin&sglierefore, investors who,
unlike traders and dealers, are not engaged ifiattteve conduct of a trade

income” by foregoing favorable capital asset treattmwith respect to such gain.

Since “property held for investment” includes prdpethat produces, in general,

interest, dividends, annuities, or royalties “netided in the ordinary course of a
trade or business,” or gain or loss on the dismosiof property producing such

income (IRC 88 163(d)(5), 469(e)(1)), traders agdlérs for whom such income is,

in fact, “derived in the ordinary course of a tramebusiness” are not considered to
hold “property held for investment” (in this cassecurities), and their interest

expense incurred to purchase such securities wiilbe subject to the limitations on

investment interest. However, the trader or dealay nonetheless be subject to the
investment interest limitations if the interesthisld by the trader or dealer in an
activity involving the conduct of a trade or busieghat is not a “passive activity

within the meaning of the Code and with respeawhich the trader or dealer does
not “materially participate.” If the trader or demldoes not “materially participate”

in the trade or business, then the property helthbytrader or dealer may be treated
as “property held for investment” the interest eng® may be subject to the

limitation on investment interest notwithstandinige texistence of the trade or
business. IRC § 163(d)(5); see also Rev. Rul. 208008-10 IRB 520 (Feb. 19,

2008) (non-corporate limited partner's distributighare of partnership interest
expense allocable to securities trading was suligeatvestment interest deduction

limitation, where limited partners did not “matéiygparticipate”).

31. See also Instructions to 2007 Internal ReveBaevice Form 1040
Schedule D, at D-3 (“[t]he limitation on investménterest expense that applies to
investors does not apply to interest paid or irediin a trading business”), available
at http://www.irs.gov/publ/irs-pdf/i1040sd.pdf (lagsited Jan. 6, 2008).

32. IRC § 179(a). Such property would include taiegiMACRS property
and certain computer software, if such property tmeertain other requirements.
IRC 88 179(d)(1)(A); 168.

33. IRC § 179(a).

34. IRC § 179(d)(1)(C).
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or business” will not be eligible to expense sucbpprty as a deduction
under IRC section 179 but must instead capitalizé Costs.

iv. Election to deduct certain start-up expendigure

Under IRC section 195, a taxpayer who begins diveatrade or
business during a taxable year may elect to deckrtain start-up expenses
rather than capitalizing thefn A trader or dealer in securities, being in the
trade or business of trading, may be eligible &reto take such deductions
in the year he starts his trade or business ofingacHowever, such an
election would not be available to an investor,csiran investor is not
similarly engaged in a trade or business.

v. Home office deductions

Unlike investors, traders and dealers may be tablake a deduction
for expenses incurred for a “home office.” IRC &mtt280A(a) generally
disallows deductions that might otherwise be alloiawith respect to the
use of a “dwelling unit” that is also used by tlexgayer as a residence
during the taxable yed?.Therefore, an investor who has a “home office”
may not take any deductions attributable to thabénoffice. However, IRC
section 280A(c)(1) creates an exception for theigoof the “dwelling unit”
that is used exclusively and regularly by the tgepaas its “principal place
of business for any trade or busine¥sTherefore, a trader who is engaged
in the trade or business of trading and who usdwrae office as the
principal place of his business may be able to dedupenses incurred for
that home office, while an investor will not.

vi. Other deductions

In addition to the deductions mentioned above)edsand traders
may be able to take various other deductions fmletror business—related
expenses. These deductions may include deprecidédnctions and net
operating loss deductiofs.

35. IRC § 195.

36. IRC § 280A.

37. IRC § 280A(c)(1).

38. IRC 8§ 167, 168, 172. See Hart v. Comm'r, 7@.M. (CCH) 1684
(1997), affd 135 F.3d 764 (3d Cir. 1997) (investor taxpayer veéEmied net
operating loss deduction); Ball v. Comm’r, 80 TMC(CCH) 184 (2000) (investor
taxpayer was denied deductions for office experntesest and depreciation).
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vii. Application of IRC section 469 “passive logssiles

The application of the passive activity loss rulesraders is also
worth noting. These rules were enacted in 1986réwgnt individuals from
using passive losses from tax shelters to redu@dka income by offsetting
such passive losses against non-passive incombe passive loss rules
define a “passive activity” as any activity invalg the conduct of any “trade
or business” in which the taxpayer does not “matigriparticipate.*’
However, for purposes of the passive loss rulestehm “trade or business”
includes an “activity in connection with a trade larsiness” as well as an
activity with respect to which expenses are alldeas a deduction under
IRC section 212" Since investors may take deductions under IRCsect
212, both traders and investors have the poteitiaé subject to the passive
loss limitations of IRC section 469. However, irethase of a trader (or
dealer) taxpayer who actively carries out his tmgdor dealing activities
himself, such trading activity should not normallg considered a passive
activity, as long as that taxpayer “materially jE@pates” in such activity?
Therefore, if the trader—taxpayer shows a busitesson Schedule C after
taking these deductions, such loss should nornmzlyavailable to offset
ordinary, non-passive income, (including persorabises income). Such
deductions would therefore be beneficial to a traafedealer as offsets to
ordinary income. Whether the investor would be scibjo the passive loss
rules would ultimately depend on whether that ibmes‘materially
participates” in managing his investments and oretivr that investor's
income is portfolio income, or is otherwise exclddiE#om treatment as
passive incomé&

39. Tax Reform Act of 1986, Pub. L. 99-514, § 50100 Stat. 2085,
2233-41 (1986).

40. IRC § 469(c)(1).

41. IRC § 469(c)(6).

42. IRC § 469(c), (h). As discussed in Sectionbdélow, an individual
trader who is actually actively involved in tradimgpuld likely be regarded as
“materially participating” in the trade or businesftrading, and in such case, the
deductions described in this Section Il should betregarded as losses from a
passive activity. See Treas. Reg. § 1.469-5T(ag &eo Treas. Reg. § 1.469-
1T(e)(6)(ii),(iii) (activity of trading personal pperty for the account of owners of
interests in the activity is not a passive activiyithout regard to whether such
activity is a trade or business activity; for exden@ partnership securities trader is
treated as conducting such an activity for the antof its partners, so the activity is
not a passive activity). But see Dean v. IRS, 200 445938 (W.D. Wash.)
(passive loss limitations barred taxpayer’s clagmcarry back his share of family-
owned partnership’s securities activities loss whaxpayer failed to show material
participation).

43. See, e.g., Mayer v. Comm'’r, 67 T.C.M. (CCHR8b1 (taxpayer who
was an investor materially participated in secesitctivities, so such activities were
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b. Rules with Respect to Character of Income

While traders and dealers are treated similarlydoh other (and
differently from investors) with respect to theiligébility for deductions
allowable under IRC section 162 and other businelsded deductions for
expenses incurred in carrying on a “trade or bsifietheir treatment
diverges with respect to the character of the irecogalized upon the sale of
such securities. Securities dealers will realizéir@ary gains and losses on
sales of securities they hold as inventory (thamasst of the securities they
hold)** Such ordinary income treatment is akin to thatoeted to other
kinds of merchants who hold their goods as inventor‘stock in trade” to
be sold to their customers at a pré‘TiOn the other hand, a securities trader’s
profit or loss from his trading activity will geradly be considered capital
gain or loss, although it will usually be shortraecapital gain or loss, since
traders by definition usually seek to profit frorhost-term swings in the
market?® Such short-term capital gain or loss will be taxadordinary
income rates under present law, rather than atmbee favorable rates
accorded to capital assets with a long-term holdiegiod?’ However,
traders are not altogether precluded from realikimg-term capital gain or
loss from those investments held for longer periofisime, although (as
discussed below) the existence of too many of sseturities may be
evidence of non-trader stattfsEurthermore, as capital losses, the trader’s
losses may only be offset against capital gaing,iagividual taxpayers may
only deduct $3,000 of their excess capital lossgsinat their taxable
(ordinary) incomé? Dealers, on the other hand, may deduct their $psse
which are ordinary, against ordinary income.

not subject to passive loss limitations under IR@&D; income from securities
investments was portfolio income); see also IRGg(d)(1)(A).

44. McCawley, supra note 1, at A-2. However, afrarn having inventory
securities, a dealer may also hold some secufiresis own account as investment.
If the securities dealer “properly identifies” acagty as held for investment rather
than inventory, then he will have capital gainasd on the sale of that security. IRC
§ 1236(a).

45. IRC § 1221(a)(1).

46. See, e.g., Kemon v. Comm’r, 16 T.C. 1026, 1a3%1); see generally
McCawley, supra note 1, at A-3.

47. IRC 88 1(h), 1222, 1223.

48. See, e.g., Moller v. U.S., 721 F.2d 810 (Fdd.1®83); Mayer v. U.S.,
32 Fed. CI. 149 (1994Mayer, 67 T.C.M. (CCH) at 2949-5; Estate of Yaeger v.
Comm'r, 889 F.2d 29, 34 (2d Cir. 1989); see atdmiSection Il

49. IRC 88 172(d)(2), 1211(b), 1212(b); Jamie vm@or, 2007 T.C.M.
(RIA) 1 2007-022 (trader—taxpayer’s losses wengtabhlosses deductible only to
the extent of capital gains, plus $3,000).
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c. The IRC section 475(f) Mark-to-Market Election

Since the enactment of IRC section 475(f) in 199d&ders, like
dealers, have had the option of “marking-to-markbgir securities-trading
gains and losses, thereby converting such gaioss into ordinary gain or
loss>® Under IRC section 475(f), securities traders whakenthe mark-to-
market election may recognize gain or loss on aegusgty held in
connection with his securities-trading trade orithess as if that security
were sold at fair market value on the last dayhef taxable year, and may
take any such gain or loss into account for suslalie year' Because
“[fJules similar to the rules of [IRC section 47%dwill apply to the
securities with respect to which such an elect®omade, any such gain or
loss on a disposition of a security will be treassdordinary, not capital,
income or loss? For the election to be effective, the taxpayertngeserally
have filed a statement not later than the due datthe original federal
income tax return for the taxable year immediatglgceding the election
year, and that statement must be attached eithethdb return or, if
applicable, to a request for a filing extensidithis means that the taxpayer
may not generally wait until he has experienceddssthroughout the tax
year before making the election; late filing releifl not usually be granted
for the mark-to-market election where the taxpdgdyelieved to be making
the election with the benefit dfindsight> Once the mark-to-market election
is made, the trader’s losses from his trades, kalb@en rendered ordinary,
are recognized at the close of the trader’s tax gedf sold for fair market
value and may be deducted against his ordinarynme¢and presumably
may also be carried backward and forward like “redlfmet operating losses
as offsets to ordinary incomeg.

50. Taxpayer Relief Act of 1997, Pub. L. No. 105-8% 1001(b), (d)(4),
111 Stat. 788, 906-08 (1997).

51. IRC § 475(f).

52. IRC § 475(f)(1)(D); IRC & 475(d)(3).

53. Rev. Proc. 99-17, 1999-1 C.B. 503, at § 5.08b(Fo, 1999) (as
modified and superseded).

54. See, e.g., IRS Priv. Ltr. Rul. 200736018 (S&pt2007) (securities
trader’'s request for extension to make IRC 8 47&(&rk-to-market election was
denied for lack of reasonable action and good faithere taxpayer could not
demonstrate that his pursuit of relief did not retyhindsight);

IRS Priv. Ltr. Ruls. 200209052-54 (Mar. 1, 200RS! Priv. Ltr. Rul. 200709015,
(Mar. 2, 2007); Contra Vines v. Comm’r, 126 T.C.92(2006) (taxpayer was not
getting benefit of hindsight and was allowed laliad relief where he had made no
trades and incurred no added gains or losses beteleetion due date and date the
late election was filed).

55. For a general discussion of the mark-to-maekettion, see Steven D.
Conlon & Vincent M. Aquilino, Principles of Finaradi Derivatives: U.S. and
International Taxation, at 1 B3.08[2] (1999) (umthNov. 2007); Boris . Bittker,
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In addition to affecting the character of a traslancome, the
making of a mark-to-market election also has aac¢fbn timing of income
recognition: A trader who does not in fact dispokhis stock or securities in
a given year will nonetheless be able to recoggi@@s and losses from
those securities as if they had been sold at tkebte year's end. Thus, a
trader (or dealer), by making the mark-to-markeicgébn, may be able to
trigger gain or loss recognition in a way that mdyoavailable to an investor
if that investor actually sells his stock or setiesi.

Finally, a securities trader will not be subjexthe self-employment
tax on his gain or loss from securities tradinggre¥f that trader makes a
IRC section 475(f) mark-to-market election. As a@wl rule, a securities
trader who has not made a mark-to-market electmeulRC section 475(f)
will not be subject to the self-employment tax irepd by IRC section 1402
(i.e., the tax imposed on a taxpayer’'s “net eamiingm self employment”),
since capital gains and losses are excluded frenrtbt earnings from self
employment” under the statutelt should be noted that although making a
mark-to-market election under IRC section 475(fheyally converts a
trader’s income and losses to ordinary income assés for purposes of the
income tax law, any such gain or loss remains ahpdin or loss for self-
employment tax purposes.

d. Summary

The main differences between investors, trademd, dealers are
summarized in the following table:

Martin J. McMahon, Jr. & Lawrence A Zelenak, Fedem@come Taxation of
Individuals, at § 28.08 (3d ed. 2002) (updated Nx®Q7).

56. IRC § 1402(a)(3)(A); Treas. Reg. § 1.1402(a&)}6(

57. IRC 8§ 475(f)(1)(D).
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Character of Income |Deductions Allowable for | Mark-to-Market
from Securities Securities Activities Election
Activities

Investors |Income is treated as |Expenses are itemized undelNo mark-to-market
capital gain or loss, IRC § 212. Deductibility is |election is available.
reported on Form 1040 subject to 2% floor on AGl,

Schedule D (Capital |and may be eliminated under
Gains & Losses). May | AMT computation.
be short-term or long-
term capital gain or loss “Trade or business”
depending on holding |deductions are not allowed.
period.

Other limitations may apply
Losses are subject to
IRC § 1211(b)
limitations.

Traders Unless mark-to-market| Schedule C “trade or IRC § 475(f) mark-to
election is made, incombusiness” deductions are | market election may
is treated as capital gairallowable. be made, converting
or loss, reported on income and loss to
Schedule D (Capital ordinary income and
Gains & Losses). May loss.
be short-term or long-
term capital gain or loss Mark-to-market
depending on holding election may enable
period. income recognition,

even if securities are
Losses are subject to not disposed of.
IRC § 1211(b)
limitations.

Dealers Income and loss from |Schedule C “trade or IRC § 475 Mark-to-
sale of inventory business” deductions are | market accounting is
securities is ordinary | allowable. required.
income or loss reported
on Schedule C (Profit or
Loss from Business).

Losses are deductible
against ordinary income.

In summary, traders, like investors, have theingand losses from
their securities-trading activities treated as tpgains and lossés.

58. As pointed out by some commentators, tra@epayers who file Form
1040 will therefore have a Schedule C that shovsstamtial expenses (deducted
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However, unlike investors (and like securities des)l traders are eligible
for various elections and deductions for expensearred in their trade or
business of trading. Also unlike investors, tradars eligible to make a
mark-to-market election to convert their gains foabes from capital gains
and losses to ordinary gains and losses, and &vage affect the time at
which they realize such gains and losses. In suadets are the only
category of taxpayers entitled to capital gains doskes, but ordinary
deductions, for their securities activities.

SECTION IlI: “T RADER” TAXATION : A TALE OF TwWO CONCEPTS

What are the standards, then, that lead to clessiin as a trader
and the resulting unusual tax treatment? While #imve discussion
demonstrates that there are many tax consequemegsxpayer that depend
on whether a taxpayer is classified as a tradealedeor investor, most of
these tax consequences boil down to the applicadiotwo competing
concepts. This section shows that this situatiowherein two competing
concepts underpin and create a trader's unusualtreetment — was
introduced into the statutory structure as a resiuthe 1934 introduction of
the “to customers” requirement.

The first concept, which can be broadly statethvdether or not the
taxpayer is in a ‘trade or business™ is a longagiag, though ill-defined,
concept in the tax Code, which is critical in detging whether a taxpayer
may be classified as a trader and entitled to demhscfor expenses incurred
in securities trading. The second concept, whidfpeiserally an inquiry into
whether the taxpayer has “customers,” was “newlyffaduced into the
analysis in 1934, and has become crucial in affigrdipital income and loss
treatment to a trader—taxpayer, notwithstandingfélog that such taxpayer
has been found to be in the “trade or businesstanfing>® Fundamentally,
the oddness of allowing traders capital assetrreat along with ordinary
deductions stems from the fact that, while the migjoof the tax
consequences to a securities trader are based ethevtor not the taxpayer
is “engaged in a trade or business,” the charaifteuch trader’'s gains or
losses is determined based on whether the asseghtbor sold are capital
assets under the capital asset statute, and mecdisally whether they are
held for sale “to customers.”

under IRC § 162) but little or no income (sincengaand losses will be capital). See
generally Raby & Raby, Nondealer Security Lossegra note 5.

59. Revenue Act of 1934, Pub. L. No. 73-216, § b)},748 Stat. 680, 714
(1934).
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a. The Importance of Being “Engaged in a Tradd3asiness”

The notion of engagement in a “trade or businéssl’ concept that
underlies the vast majority of the tax rules aggilie to traders outlined in
Section | above. This statement is in some waysutological observation,
because to call a taxpayer a trader under theataxn fact essentially means
that that taxpayer is “trading in securities asaalé or business” and will be
subject to the tax consequences applicable to atakpayef® However, the
point should not be obscured for all its appardnti@isness. A finding that
a taxpayer is engaged in a trade or business exuaties trader gives rise to
a number of important tax consequences precisatause of the way in
which the concept of “engagement in a trade orrass” is embedded in the
various tax statutes dealing with deductions thediscussed aboJéWhile
there may be variations in the exact standardsniiat be met for a taxpayer
who is engaged in the “trade or business” of trgdor dealing) securities to
qualify under each individual tax statute, theestaftbeing engaged in a trade
or business is undeniably an important criteriomartying a number of
those statutory rules. For purposes of this artiale understanding of the
“trade or business” concept is therefore essetatiahderstanding the current
statutory structure, and the interplay of the autrtax rules, with respect to
securities traders.

For example, as discussed in Section 1l above, “trede or
business” standard comes directly into play witbpeet to the deduction
allowable under IRC section 162 for “all the ordinaand necessary
expenses paid or incurred during the taxable yeaairying on any trade or
business ¥ Traders and dealers may qualify to deduct expeinsesred in
their “trade or business,” while mere investorsrmfi® Also as discussed
above, a taxpayer’s eligibility to deduct “investmenterest” may depend on
whether he is engaged in a trade or busiffe¥ghether the taxpayer is
conducting a “trade or business” is also centralvteether he may take a
“home office” deduction under IRC section 288ALikewise, whether a
taxpayer is engaged in a “trade or business” débesnthe taxpayer’s
entittement to elect certain tax treatments, sushtree election to take

60. SeeYaeger 889 F.2d 29. Compare IRC § 475(f) (mark-to-market
election is available “[i]n the case of a persorovidengaged in tade or business
as a trader in securities”(emphasis added)); witorifas, supra note 5 at 274 (“[t]o
call someone a securities trader means nothing ordess than to say he is engaged
in trading securities as a trade or business”).

61. See supra Section Il.

62. IRC § 162.

63. IRC § 212; IRC § 67(a); Treas. Reg. § 1.67-)(I}&i)). See, e.g.,
Mayer, 32 Fed. Cl. 149.

64. IRC § 163(d)(1).

65. See IRC § 280A(c)(1)(A).
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deductions for, rather than depreciate, certaimadg@ble property known as
“section 179 property” and the election to deduertsup expenses under
IRC section 195° Finally, the IRC section 475(f) mark-to-marketatien
for which securities traders are eligible will oridg available “[in the case
of a person who iengaged in a trade or business a trader in securitie8’”
The exact standard for eligibility for the dedoo$ and other
favorable tax items do vary in their details, anddérs and dealers
attempting to qualify for such items may have ttisacertain other criteria
as well as being in a trade or business. For ex@anmiplorder to take IRC
section 162 deductions, the taxpayer must not balxe been conducting a
“trade or business,” but the expense must also teeen “ordinary and
necessary” and must have been “incurred ... in aagrgn” that trade or
busines$? To be excepted from the IRC section 163(d) invesininterest
limitations, the income of the trader or dealer trhesve been derived in the
“ordinary course” of the trade or busin33.0 take a deduction for a home
office, the home office must be the “principal @acof the trader’s or
dealer’s trade or busine&sTo be eligible for the election under IRC section
195, the trade or business conducted by the taxpayst be “active
However, these variations in the exact requiremdatsot detract from the
fundamental observation that, as a general mattarduct of a trade or
business is a critical gating item — a taxpayeddrar dealer who conducts a

66. IRC 88 179(a), (d)(1)(C); 88 195(a), (c)(1).cBmn 179 property
generally includes tangible property which is “smet1245 property” (i.e., certain
categories of property with respect to which dejatéan is allowed) and which is
“acquired by purchase for use in the active conadic trade or business.” IRC §
179(d)(1)(C). Under IRC & 195, a taxpayer may etectleduct some amount of
“start-up expenditures,” which are, generally, otfise deductible expenditures
incurred in creating (or investigating the creat@nacquisition of) “an active trade
or business,” and certain other income-produciriyiies performed in anticipation
of such activity becoming “an active trade or bass” IRC 8§ 195(a), (c)(1). Thus,
only traders and dealers who create and condutdive trade or business” will be
eligible to elect to deduct such start-up expenadsle investors will be forced to
capitalize any such expenses.

67. IRC § 475(f) (emphasis added). The languag&®6f§ 475(f) clarifies
the perhaps obvious point that if the electing &egp is not “engaged in a trade or
business” as a trader, the mark-to-market eledgiamot available to that taxpayer.
At least one author has noted that the act of mgrkihe mark-to-market election
does not in itself make a taxpayer a trader. RBlmydealer Security Losses, supra
note 5, at 48 (“[t]he election itself is not whaakes the taxpayer a trader of course.
The taxpayer’s activity must qualify him, her, bas a security or commodity trader
or commodity dealer”).

68. IRC § 162.

69. IRC § 163(d).

70. IRC § 280A.

71.IRC § 195.
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trade or business and ordinarily incurs expensasi¢ch trade or business has
a chance of meeting the requirements for applicatfcsome or all of the tax
rules described above. A taxpayer who does notuairal trade or business
has no chance of qualifying for any of those taatiments.

The significance of the “trade or business” thoédhconcept is
echoed in court decisions distinguishing tradesmfiother securities-buying
taxpayers. These court decisions reflect the inapod of the trade or
business standard in determining the tax consegsetoca taxpayer. Once
the courts have determined whether the taxpayiaradrade or business, the
correlative tax results swiftly follow.

In Paoli v. Comm’r for example, the court was asked to determine
whether the taxpayer was subject to the investimdatest limitation under
IRC section 163(d}? The court first distinguished between investaeérs,
and dealers, and stated that “[bJoth traders aatedeengage in the trade or
business of buying and selling securities, whetieasctivities of an investor
do not qualify as a trade or busine§sThe court said that the taxpayer had
to qualify as “a trader who is engaged in a tradbusiness” in order to be
eligible for a full deduction. IrEstate of Yaeger v. Commthe court was
called upon to decide the same issue. The coawlge stated that the “issue
turned on whether Yaeger's stock market activiiesstituted investment
activity or the activity of trading in securities a trade or business,” and
determined that the taxpayer was an investor ngaged in such trade or
business, rather than a securities trd8&imilarly, in Boatner v. Commr
the court, in deciding whether the taxpayer’'s esgsercould be deducted in
determining adjusted gross income rather than bi@mgized as expenses,
stated that it must consider the question of whgtle&tioner was engaged in
the trade or business of buying and selling stotkso, petitioner was a
“trader” as opposed to an “investor” and was el@gifo deduct his business
expenseé? In Moller v. Comm’r the court had to decide whether the
taxpayer was a trader engaged in a trade or buswbe was therefore
entitled to a “home office” deduction under IRC tsat 280A, or an investor
who was not so entitled. The court stated that “[t]he principal question in
the instant case [was] whether the taxpayer’s tnwvest activity was a trade
or business” In Chen v. Commirthe tax court considered whether a
taxpayer who was a full-time engineer was a seearitrader entitled to
make a market-to-market election rendering hisdsswdinary, or whether

72. Paoli v. Comm’r, 62 T.C.M. (CCH) 275 (1991)esdso Paoli v. United
States, 92-1 USTC 1 50102 (1991) (involving easfiars).

73.62 T.C.M. (CCH) at 280.

74.Yaeger 889 F.2d 29.

75. Boatner v. Comm'’r, 74 T.C.M. (CCH) 342 (1993f\'d, 164 F.3d 629
(9th Cir. 1998).

76. Moller v. Comm’r, 721 F.2d 810, 811 (1983).

77.1d. at 813.
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he was an investor subject to the rules on calpisal limitations’® The court
recognized the three distinct categories of dedftader, and investor in
securities, and stated that “[i] in order to qualis a trader (as opposed to an
investor) petitioner's purchases and sales of d#esir.must have
constituted a trade or businegs.”

The above cases demonstrate that, in accordante the
requirements of the applicable statute, court inesiihave focused on the
threshold question of whether the taxpayer in doesivas in a trade or
business. However, despite its multiple appearaincése Code, the term
“engaged in a trade or business” is not definethen Codeé® Courts have
therefore had to resolve the question themselved, lmave, in general,
looked at a variety of different factors in makitigs determination. In the
specific context of securities traders, courts haleveloped a fairly
consistent list of factors they examine when makihig determination:
generally, court determinations come down to (&)ftequency, extent, and
regularity of the taxpayer’s activity and (2) thature of the income derived
from the activity and the taxpayer “investment intein performing the
activity

i. Whether the taxpayer’s activity is frequengukar, and
continuous

In order to be considered to be in the trade @in@ss of securities
trading, the taxpayer’s activity must be frequergular, and continuous
enough to so qualify. This was evidentRnld v. Comm’r an early case
involving the question of whether the taxpayersenemgaged in the trade or
business of tradinf. In Fuld, the tax court determined, and the Second
Circuit agreed, that the taxpayers’ activities weostinuous and intensive
enough to constitute engagement in the securitaetiry trade or busine8s.

78. Chenv. Comm’r, T.C.M., 2004-132, 2004 T.C.RIA) at 852.

79.2004 T.C.M. (RIA) at 854.

80. See, e.g., Bittker & Lokken, supra note 23 201L (“[T]he term ‘trade
or business’ is not defined by the statute or thgulkations; neither is there an
authoritative judicial definition”); see also Bidk McMahon & Zelenak, supra note
55, at  11.01[2].

81. Moller, 721 F.2d at 813Yaeger 889 F.2d at 33; Cameron v. Comm’r,
2007 T.C.M. (RIA) ¥ 2007-260, 94 T.C.M. (CCH) 248ayer v. U.S., 32 Fed. CI.
149 (1994),Chen 2004 T.C.M. (RIA) at 854; see also Instruction®2007 Internal
Revenue Service Form 1040 Schedule D, at D-3 (ibsgrrequirements to be
classified as a securities trader), available atp:Mvww.irs.gov/publirs-
pdf/i1040sd.pdf (last visited Jan. 6, 2008).

82. Fuld v. Comm'r, 139 F.2d 465 (2d Cir. 19438jf'g 44 B.T.A. 1268
(1941).

83.Fuld, 139 F.2d at 468-69.
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The taxpayers, a brother and sister, had madetnginvestments prior to
October 1930 but had changed their approach inb@ctb930 to engage in
short-term speculatioff.In holding that the brother and sister taxpayezsew
engaged in a trade or business on and after Oc1&3), the tax court found
that (1) the brother had devoted an average ot éighrs a day to studying
texts and services, charting prices, conferringhwits broker, attending
meetings, and consulting corporate executivesth@)sister had no trade or
business other than buying and selling securitse®] she, too, studied
services, read corporate annual reports, chartegsprattended meetings,
and consulted with corporate executives; (3) thanrsaurce of livelihood of
both taxpayers was from their securities transastiq4) the taxpayers
maintained no business offices and had no custotoerghom they sold
securities; and (5) the taxpayers never sold sirmtnever held themselves
out to the public as dealers (although the brotees registered with the SEC
as a dealer}. The tax court also found that in 1933 the brothade about
249 sales of securities held for more than two yeard about 98 sales of
securities held for two years or less, and theeisist 1933 made about 229
sales of securities held for more than two yeard about 89 sales of
securities held for two years or 1€8©n the basis of these findings, the tax
court found that, from October 1930 until 1933, tévepayers were “engaged
in the business of trading in securiti€§. The tax court inFuld thus
primarily emphasized the continuity and the intgnf the taxpayers’
efforts in determining that they were in the “tramtebusiness” of securities
trading, while also considering the frequency afies"® On appeal, the tax
court’s findings were affirmed by the Second Cit&Ui

The requirements of continuity, frequency, ancmsiveness have
continued in existence to more recent case£Hhan discussed above, for
example, the court noted that to be consideredadetror business the
taxpayer's trading activity must be frequent, regulcontinuous, and
substantial, and cannot be sporaién Chen the taxpayer's securities-
trading activities took place only sporadically thvP4% occurring between
February and April, and no transactions occurredixof the other nine
months of the tax yedf. The court determined that the trading activity
covered only part of one taxable year and was Inetanly (or even the

84.Fuld, 44 B.T.A. 1269-70; see also 139 F.2d at 466.

85.Fuld, 44 B.T.A. at 1270; see also 139 F.2d at 467.

86.Fuld, 44 B.T.A. at 1271; see also 139 F.2d at 467.

87.Fuld, 139 F.2d at 467.

88.Fuld, 44 B.T.A. at 1272.

89.Fuld, 139 F.2d at 469.

90. Chen 2004 T.C.M. (RIA) at 854 (citindMoller, 721 F.2d at 813;
Boatner v. Comm'r, 74 T.C.M. (CCH) 342 (1997)).

91.Chen 2004 T.C.M. (RIA) at 852, 854.
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primary) activity via which the taxpayer producettome, and that the
taxpayer therefore failed to qualify as a tratdém. Mayer, on the other hand,
the court considered the taxpayer’s trading agtitagtbe “substantial” where
the taxpayer had over 1,100 executed sales andhames in each of the
years at issu€. In Cameron the court held that the taxpayer’s trading
activity was not adequate to be considered a toadeusiness, where the
taxpayer did not trade five days a week, and tramedore than 10 days a
month in only two month¥ The taxpayer’s trading activity consisted of 46
purchases and 14 sales in 2002, and in 2003 heletadd09 purchases and
103 sales®

It should be noted that, in those cases in whigh taxpayer has
successfully claimed trader status, the securiteding activity has usually
been that taxpayer’s only income-producing actjvity at least his primary
one. For instance, i@hen the court noted that

[iln the cases in which taxpayers have been helddo
traders in securities, the number and frequency of
transactions indicated that they were engaged inkeha
transactions almost daily for a substantial andtinaous
period, generally exceeding a single taxable yaad, those
activities constituted the taxpayers’ sole or priynacome-
producing activity. Conversely, where, as in trase;, (1) the
taxpayer's daily trading activities covered onlgation of a
single taxable year, and (2) securities trading wais the
sole or even primary activity in which the taxpagegaged
for the production of income, trader status wagaterDaily
trading in securities for only a quarter of a sengghxable
year is reasonably characterized as “sporadic’erathan
“frequent, regular, and continuous,” and, therefore
insufficient to achieve trader statlis.

In Moller, too, the court stated that “[ijn the cases inclitaxpayers
have been held to be in the business of tradingeaurities for their own
account, the number of their transactions indicétatithey were engaged in

92. Chen 2004 T.C.M. (RIA) at 845-55; see also BoatneCemm'’r, 74
T.C.M. (CCH) 342 (taxpayer’s 75 securities transeng during the taxable year fell
short of being “frequent, regular, and continuous.”

93.Mayer, 67 T.C.M. (CCH) 2949, 2949-4 — 2949-5 (1994).

94. Cameron v Comm’r, 2007 T.C.M. (RIA) 12007-26a%10.

95. Id. The court also noted that the taxpayerectdld unemployment
compensation during 2003, which further undermihisdclaim that he was engaged
in a trade or business during that year. Id.

96.Chen 2004 T.C.M. (RIA) at 845-55 (citations omitted).
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market transactions on an almost daily b&siEhis standard means that a
taxpayer claiming trader status who is engagedather income-producing
occupation must show that being a trader is histifuke primary occupation,
rather than an occasional hobby, no matter howogsl§i he takes his
trading?®

Therefore, the cases above demonstrate that xpayer seeking to
gualify as a trader in the “trade or business”rafling must prove that his
trading activity is substantial enough to conséitsuch trade or business.
Commentators have pointed out that the exact lefetrading activity
required in order to be a trader is not cféadowever, what is clear is that
the standard applied by the courts is generallgeexly high'®

ii. Nature of the income derived from the activatyd the
taxpayer’s intent

In order to be considered a trader, the taxpayestmalso meet
certain requirements regarding his intent with eespo holding, buying, or
selling the securities, and regarding the charaufténe income derived from
his securities activities. Generally, the courtseh@eld that investors hold
securities for the “production of income,” whileatiers derive profits from
the “direct management of purchasing and sellingtusities'™* Traders,
unlike investors, “buy and sell securities with se@able frequency in an
endeavor to catch the swings in the daily markevamments and profit

thereby on a short-term basi§*Therefore, the taxpayer’s holding period of

97.Moller, 721 F.2d at 813-14 (citing Levin v. Comm’r, 592¢ 760, 765
(Ct. Cl. 1979);Fuld, 139 F.2d 465).

98. See Thomas, supra note 5, at 275-76 (“TheratdRevenue Service
has sometimes suggested that a taxpayer shoultbrauinsidered a trader unless the
activities constitutes his sole or primary inconmegucing activity. ... To deny
trader status to such a taxpayer because he nmandtier employment would be
arbitrary and unfair, and contrary to the bodyaonf lon this subject”).

99. See, e.g., Schwartz, supra note 5, at 399alsee generally, Buagu,
Musazi, and Krishna Rana, On the Tax ClassificatibnDay Stock Traders as
Investors or Traders, American Accounting Assooiat2004 Mid-Atlantic Region
Meeting Paper (Jan. 7, 2004) (presenting analytieadel to help judges distinguish
between investors and traders without arbitrarinegsd O. Liveson, Cases lllustrate
Nature and Level of Investment Activities NeededAtttain Trader Status, 82 J.
Tax’n 290 (1995).

100. See Federal Tax Coordinator (RIA) 2d at § L2L{[p]roving that
one’s investment activities rise to the level ofrging on a trade or business is a
difficult hill to climb”).

101.Yaeger 889 F.2d at 33.

102. Id.



1136 Floaidax Review [Vol. 8:10

the securities and the source of the taxpayer'ditpawe significant in
determining whether the taxpayer is in the tradeusiness of “trading.”

That a distinction exists between the nature ame tof income
earned by traders and that earned by mere investmssecognized by the
Supreme Court itself in 1941 kiggins v. Comm’rwhere the court held that
“[n]Jo matter how large the estate or how continuougextended the work
required [to oversee taxpayer’'s estate] may bdy faats are not sufficient as
a matter of law to permit the courts to reversedeeision of the Board [of
Tax Appeals, that the taxpayer’s activities did aotount to the carrying on
of a business]” and that “no amount of personak&ment management
would turn [taxpayer’s] activities into a busin@s¥. The holding inHiggins
demonstrates that there is a difference betweere management of one’s
own personal investments (which tend to be heldafipreciation over the
longer term), and the active trading that is regglim order to constitute
being in the trade or business of securities tadin

Yaeger v. Comm’is another good example of this difference. In
Yaeger the court found that the taxpayer was an investitrer than a trader,
even though he had initiated over 2000 securiti@ssactions in 1979 and
1980, and had “pursued his security activities rogsly and extensively:*
The court pointed to the fact that most of the tggp’'s securities were held
for over a year, and he did not sell any securitiel for less than three
monthst®® The court found that the taxpayer had realizedphisdits from
both dividends and interest, and that his “emphasisapital growth and
profit from resale indicate[d] an investment motad activity.*® Notably,
the court stated that “no matter how large thetesta how continuous or
extended the work required may be, the manageméntegurities
investments is not the trade or business of a wtrde Thus, the
unacceptably long holding period of the taxpayeesurities betrayed the
fact that the taxpayer was not trying to captui@isterm market swings, and
hence was not a trader.

The Court of Appeals for the Federal Circuit akddressed the
nature of the taxpayer’'s income and the taxpayeient in Moller v.
Comm’t*®® The court noted that “in order to be a trader,agpayer’s
activities must be directed to short-term tradimgy, the long-term holding of
investments, and income must be principally derifemm the sale of
securities rather than from dividends and intepesd on those securitie$’®

103.Higgins 312 U.S. at 216, 218.

104.Yaeger 889 F.2d at 33.

105. Id. at 34.

106. Id. at 34 (citing Miller v. Comm’r, 70 T.C. 84457 (1978)).
107. Id. at 34 (citingdiggins 312 U.S. at 218).

108.Moller, 721 F.2d 810.

109. Id. at 813.
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The court concluded that the taxpayers were investather than traders
because they were “primarily interested in the leergn growth potential of
their stocks” and “did not derive their income frahe relatively short-term
turnover of stocks, nor did they derive any siguifit profits through the act
of trading.™® The court noted that interest and dividend payment
constituted over 98% of taxpayers’ gross incomelfr6 and 1977, and in
1976 their profit from the sale of securities wadyo$612, while in 1977
their sales resulted in a loss of $2253.

Hence, in order to show “engagement in a tradeusmess,” which
is required in order to qualify for trader classifiion, a taxpayer must not
only demonstrate that his securities activitiescanetinuous, substantial, and
frequent (rather than sporadic), but he must disavsan intent to profit from
short swings in the market, rather than from irderdividends, or long-term
appreciation. Once the taxpayer meets these dupliregnents to be
considered a trader engaged in the “trade or bssing securities trading,
then, as discussed above, the taxpayer has thatipbtew be eligible for
certain tax deductions and elections, such as IRGion 162 trade or
business deductions, IRC section 280A home offiedudtions, unlimited
interest deductions under IRC section 163, thetieledo deduct “section
179 property,” the election to deduct start-up erges under IRC section
195, and the mark-to-market election under IRCigeet75(f)**2 This result
stems from the fact that the “trade or businesst tederpins the statutory
language of each of these deductions. As furthesudsed in Section Ill.b.
below, the same “trade or business” test is alsal tis underpin the analysis
in determining the character of a trader’s incotdewever, since 1934,
another standard (discussed below) has also begiedpgo making this
determination.

110.Moller, 721 F.2d at 813.

111. Id. at 812.

112. See, e.gYaeger 889 F.2d at 29 (finding that taxpayer was an $twe
not engaged in a trade or business meant that kesulgect to the IRC § 163(d)
investment interest limitation)Paoli, 62 T.C.M. (CCH) 275 (sameMart, 73
T.C.M. (CCH) 1684 (sameBoatner 74 T.C.M. (CCH) at 345 (determination that
taxpayer was not engaged in the trade or busirfdsgying and selling stock meant
that he was not eligible for business deduction$ tather had to itemize
deductions)Moller, 721 F.2d 810 (finding that taxpayer was an inweand not in
the “trade or business” resulted in disallowanc&Re& § 280A home office expense
deductions);Cameron 2007 T.C.M. (RIA) § 2007-260, 94 T.C.M. (CCH) 245
(taxpayer who was an investor, not a trader, waslldwed IRC § 162 trade or
business deductionMayer, 67 T.C.M. (CCH) 2949 (same).
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b. The “To Customers” Requirement and the Chanacténcome

While most of the important tax consequences (@ deductions
side) to a taxpayer who buys, sells, and holds riexa depend, at a
threshold level, on whether the taxpayer is engaged conducting a “trade
or business,” a trader’s gain and loss from hisisées-trading activities are
treated as capital gain or loss despite the fattttie trader may be engaged
in a trade or business. This “character of incomsstie is not determined
based on whether a trade or business is being ctedjlbut instead depends
on whether the securities held by such trader eapital assets” within the
meaning of IRC section 1224 Conceptually, a trader’s gains and losses are
treated as capital gains and losses because tawasheld that the securities
in which a trader trades are “capital assets” withie meaning of the statute,
and do not fall within any of the exceptions toitalpasset treatment.

By way of background, the term “capital assettdefined in IRC
section 1221 not in positive terms, but rather &gving out certain types of
property that are not “capital asset¥”The Code states that the term
includes any “property held by the taxpayer (whetirenot connected with
his trade or business)” other than certain enuradrassets® Over time,
many exceptions to the term “capital asset” havered the statute, which
now includes exceptions for “stock in trade of ttaxpayer,” property
properly included in “inventory,” property that fheld by the taxpayer
primarily for sale to customers in the ordinary isu of his trade or
business,” real or depreciable personal properyl i1s a taxpayer’s trade or
business, certain intellectual property, accountsabes receivable acquired
in the ordinary course of trade or business in arge for services or from
the sale of stock in trade, certain commoditiesvdéve financial
instruments held by commodities—derivatives dealersrtain hedging
transactions, and supplies regularly used or coaduby a taxpayer in the
ordinary course of his trade or businE$sThese exceptions appear to
generally concern property held by a taxpayer trade or business, rather
than for long-term investmeht’ However, the exceptions are interpreted
quite narrowly, and, particularly since the demafethe Corn Products
doctrine, an asset must usually fall within onehaf exceptions explicitly set
out in the Code in order to be exempt from capisset treatment?

113. IRC § 1221.

114. IRC § 1221(a).

115. IRC § 1221(a).

116. IRC § 1221(a).

117. See generally Note, Judicial Treatment of ‘i@hpAssets” Acquired
for Business: The New Criterion, 65 Yale L.J. 40995); see also Corn Products
Refining Co. v Comm’r, 350 U.S. 46 (1955), discubkatinfra note 118.

118. In Corn Products Refining Co. v Comm’r, 35(8U46 (1955), the
United States Supreme Court held that purchasesaed of corn futures were not
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With respect to traders, the courts have histtlyieaalyzed whether
such trader’'s stocks and securities may be excefrted capital asset
treatment as property “held by the taxpayer pritndor saleto customersn
the ordinary course of his trade or businé$lh this regard, courts have
universally found that, unlike dealers, tradersndbhave customers (despite
the fact that some party is obviously buying theusiéies sold by such
trader), and therefore their securities do notudthin this exception. These
court holdings therefore result in capital asseatiment for trader sales of
securities.

The findings of the courts that traders do not %el customers”
appear to fall in line with the intent of the Idgtsire in adding the “for sale
to customers” exception to “capital asset” treatimdfrior to 1934, the
statute merely carved out from “capital asset”tiresnt “property held by
the taxpayer primarily for sale in the course of hiade or business$®
There was no additional requirement that the ptypee held for sale “to
customers,” and a taxpayer determined to be intth@e or business of
trading was automatically entitled to ordinary gaird loss treatment on the
sale of those securitié$. The requirement that the property had to be held
primarily for sale “to customers” to qualify for eaption from capital asset

purchases and sales of capital assets, even thbedhtures did not come within the
literal language of any of the exclusions from tapasset classification. The court
stated that “the transactions were vitally importemthe company’s business as a
form of insurance” and that “the capital asset mion of § 117 must not be so
broadly applied as to defeat rather than further plurpose of Congress” and
concluded that “the definition of a capital assatsinbe narrowly applied and its
exclusions interpreted broadly.” Id. at 50, 52. Héeer, the court subsequently held
in Arkansas Best Corp. v. Comm’r, 485 U.S. 212 @)3Bat the disposition of bank
stock was a disposition of a capital asset, eveagh such bank stock was acquired
for a business purposes, where the stock did rowithin any of the exceptions
listed in the capital assets statute, and notetlttieataxpayer’s tax motivation is
irrelevant. The court clarified iArkansas BesthatCorn Productsdoes not create a
general exemption from capital asset status for asgets acquired for a business
(rather than an investment) purpose. Id. at 221.

119. IRC § 1221(a)(1)(emphasis added); see Kingomm'r, 89 T.C. 445
(1987),Kemon 16 T.C. 1026; Marrin v. Comm’r, 73 T.C.M. (CCHY48 (1997),
aff'd, 147 F.3d 147 (1998).

120. Revenue Act of 1924, ch. 234, § 208(a)(8),34&. 253, 263. The
statute, as amended in 1924, defined “capital ‘asset“property held by the
taxpayer for more than two years (whether or natnested with this trade or
business), but does not include stock in tradéneftaxpayer or other property of a
kind which would properly be included in the invent of the taxpayer if on hand at
the close of the taxable year, or property heldhgytaxpayer primarily for sale in
the course of his trade or business.” See als@rgby, Fuld, 139 F.2d 465.

121. SeeSchwinn 9 B.T.A. 1304, see alséuld, 139 F.2d at 469
(discussing law change).



1140 Floaidax Review [Vol. 8:10

treatment was introduced into the statute by sedib/(b) the Revenue Act
of 1934** The report of the Senate Finance Committee sthtdhe policy
reason behind this change was “to prevent tax avaiel by excluding from
the category of a ‘capital asset’ property heldthy taxpayer primarily for
sale ‘to customers’ in the ordinary course of heslé or business, instead of
merely property held by the taxpayer primarily gale in the course of his
trade or business?® The Conference Report on this provision was even
more explicit, stating that “[t{jhe Senate amendneamifines the exclusion to
property held primarily for sale to customers ie thrdinary course of the
taxpayer's trade or business, thus making it imiptesgo contend that a
stock speculator trading on his own account issutiject to the provisions
of section 117X* The enactment of this provision was apparently
undertaken in part because some taxpayers hadpdatleral income tax in
the preceding tax years because they had used(esir ordinary) losses on
securities sales to offset vast amounts of incoroen fother sources, and
because of Congressional concerns about protectitignal revenue during
a depressed perid®f Therefore, it is clear that the addition of the “t
customers” requirement to the statute was squarelgd at preventing stock
traders (or “speculators” as they were then callexij contending that they
were eligible for ordinary gain and (more pertimgnordinary losses from
their trading activities.

In the light of this statutory change and the skgive commentary
accompanying that change, courts began to decate dlien if a taxpayer
were a trader found to be engaged in the tradeusimbss of securities
trading, and entitled to all of the tax treatmentzorded to a taxpayer
engaged in a trade or business, his gain and itoss the sale of securities
were capital gain and loss for the simple reasahdhrader, unlike a dealer,
has no customers. One of the early cases addrdbsingsue wakemon v.

122. Revenue Act of 1934, Pub L. No. 73-216, § h), 48 Stat. 680, 714
(1934). With respect to the “to customers” prouisi®@ 117(b) was substantially
identical in form to what is currently IRC § 122)(®.

123. Burnett v. Comm’r, 40 B.T.A. 605, 608 (1938jf'd by Comm’r v.
Burnett, 118 F.2d 659 (5th Cir. 1941) (quoting Serféinance Committee Report to
1934 Revenue Act at 12).

124. H. Rep. No. 1385, 73rd Cong. 2d Sess. at 22.

125. Peter Miller, The “Capital Asset” Concept: Atique of Capital Gains
Taxation, 59 Yale L.J. 837, 844 (1950) (citing Laath Taxation of Capital Gains,
23 Calif. L. Rev. 30, 34 n.13 (1935)); see alsoepbsByron Cartee, Note, A
Historical Essay and Economic Assay of the Capitdet Definition: The Taxpayer
and Courts are Still Mindfully Guessing While Coags Doesn’'t Seem to (Have A)
Mind, 34 Wm. & Mary L. Rev. 885, 909 (1993) (notinigat the “to customers”
addition was made to prevent professional tradesecurities from taking ordinary
loss deductions).
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Comm’r.*?® In Kemon decided in 1951, the Tax Court had to decide lgret
the taxpayer, a partnership whose principal agtivias the buying and
selling of unlisted securities for its own accoumas a trader taxed at capital
gains rates or a dealer taxed at ordinary incont@s rdahe court held that the
taxpayer was a securities trader, rather than &meand was entitled to
capital gain treatment on its sales of securifiesn so holding, the court
discussed the legislative history of section 11(Zfajn some detail, noting
that the “crucial phrase” “to customers” had beeldesl to the statute
specifically so that a speculator trading on arharge on his own account
could not claim that the securities that he soldewsther than capital assets,
and that “[t]he theory of the amendment was thaséhwho sell securities on
an exchange have no customéeféThe court then famously explained:

In determining whether a seller of securities selbs
“‘customers,” the merchant analogy has been
employed...Those who sell “to customers” are comgarab
to a merchant in that they purchase their stockdde, in
this case securities, with the expectation of fegglat a
profit, not because of a rise in value during therval of
time between purchase and resale, but merely bedhaey
have or hope to find a market of buyers who wilighase
from them at a price in excess of their cost. T@xsess or
mark-up represents remuneration for their labora agddle
man bringing together buyer and seller, and perfognthe
usual services of retailer or wholesaler of goods....

Contrasted to “dealers” are those sellers of sgesrivho
perform no such merchandising functions and whoseis
as to the source of supply is not significantlyfefiént from
that of those to whom they sell. That is, the sidegrare as
easily accessible to one as the other and ther galéorms
no services that need be compensated for by a upadd-
the price of the securities he sells. The selle@edd upon
such circumstances as a rise in value or an adyaoa
purchase to enable them to sell at a price in exoésost.
Such sellers are known as “tradefs.”

126.Kemon 16 T.C. 1026.

127. 1d. The court’'s holding was with respect taws#ies held for more
than six months. The court said that it did notcheeedetermine whether securities
held for six months or less were capital assetealige those securities had been
reported in full.

128.Kemon 16 T.C. at 1032 (quoting Burnett v. Comm’r, 40"'B\.. 605,
118 F.2d 659; Wood v. Comm'r, 16 T.C. 213.

129.Kemon 16 T.C. at 1032-33 (citations omitted).
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The essence of this “merchant” analogy used bycthet inKemon
seems to be that (1) unlike merchants, securiteets depend on market
changes, rather than buying at cost and selling higher price, and (2)
securities traders, unlike dealers, do not actnaisidlemen” whose profit is
essentially compensation for their services and:engenerally, do not add
any value to the process that would explain thditpl88 While the court’s
analysis inKemonincorporates more far-reaching concepts than itaell
words “to customers” that are contained in theuséathe court’s interpretive
gloss on the statutory wording, as well as the tt®aonclusion that a trader
does not have customers, has since been adopttdiycourts?

For example, the “merchant” analogy and conclusidiculated in
Kemonwas accepted by the Tax CourtMarrin v. Comm’r where the court
decided that the taxpayer did not have custometsaas therefore a trader
instead of a dealéf? Like the court inkemon theMarrin court recognized
that the “to customers” requirement was “of paranidmportance.** The
court concluded that since “[a]ll of the securitiemnsactions of petitioner for
the years in issue were undertaken on an exchamgecffiected through
broker—dealers” and “[a]ll such transactions weog petitioner's own
account,” the taxpayer was “[llacking customerstl amas not eligible for
ordinary loss treatment on his sales of securifieShe court rejected the
taxpayer's arguments that (1) the broker—dealemslivay his orders were his
customers, and that, (2) alternatively, under amneg theory, the customers
of the broker—dealers should be regarded as hisroess™®

The court decisions above, together with the latji® history of the
“capital asset” definition, illustrate that the sea that traders are given
capital gain and loss treatment on the sale of theded securities is that
they do not meet the “to customers” requiremerthacapital asset statute,
which must be met in order to fall within an exeeptto the capital asset
definition*® In this regard, the judicial interpretations hdadlen in line

130. Id.

131. SeeMarrin, 73 T.C.M. (CCH) 1748 (1997King, 89 T.C. 445 (1987);
Wood v. Comm’r, 16 T.C. 213 (1951); see also Chietins. Adv. 200817035 (Apr.
25, 2008) (citingkemon).

132.Marrin, 73 T.C.M. (CCH) at 1751.

133. Id. at 1750 (noting that “this Court and otleve used the ‘to
customers’ requirement to distinguish between séesirdealers’ who are intended
to come within the capital asset exclusion of §1{2? and mere ‘traders’ who are
not”).

134.1d. at 1751.

135. I1d. at 1751-52.

136. Another case in which the “to customers” regmient was articulated
wasKing, 89 T.C. 445, a case involving whether a commeslitrader was subject
to the IRC § 163(d) investment interest limitatidie court noted iKing that “a
primary distinction for Federal tax purposes betwee trader and a dealer in
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with the sentiment articulated in the 1934 legisathistory of the capital
asset statute, and have interpreted trader transagh a manner consistent
with the legislative intent. While one might arghat to say that a securities
trader has no customers is illogical, the courteheot bought this argument.
It may be true that, examined literally, or at teasm the standpoint of
economics, the fact that when a securities trad#s &is securities some
party in the market obviously has bought them fibat trader means that
the trader has “customer8” However, the courts have rejected this
“economic” argument and have, with the aid of jimlicglosses and
interpretation, held that a securities trader does have “customers”
notwithstanding the fact that he buys and sellusiges on a “frequent,”
“regular,” and “continuous” basi$®

c. The Intersection of Disjoint Concepts: A Stoual Look at Trader
Taxation

The above analysis shows that, while most of #ixecbnsequences
to a taxpayer who buys, sells, and holds securdies controlled by a
threshold inquiry into whether that taxpayer coridac“trade or business” of
buying, selling, or holding securitié¥, the proper character of the

securities or commodities is that a dealer doeshalut securities or commodities as
capital assets if held in connection with his traddusiness, where as a trader holds
securities or commodities as capital assets whatherot such assets are held in
connection with his trade or business. A dealds faithin an exception to capital
asset treatment because he deals in property hiebéndy for sale to customers in
the ordinary course of his trade or business. 8eraon the other hand, does not
have customers and is therefore not consideredlitavithin an exception to capital
asset treatment.” Id. at 458 (footnote omitted).

137. See, e.gArchaya 225 F.App’'x 391 (7th Cir. 2007) (Fed. R. App. P.
32.1 nonprecedential disposition) (taxpayer argined the people who bought the
securities he had sold were “customersVjarrin, 73 T.C.M. (CCH) at 1751
(taxpayer argued that broker—dealers were his metg or, alternatively, that the
customers of the broker—dealers were his custonmeder agency law); see also,
generally,Groetzinger 480 U.S. at 33-34 n.12 (citing Boyle, What is m@de or
Business? 39 Tax Lawyer 737, 763 (1986) (“It takdmuyer to make a seller and it
takes an opposing gambler to make a bet”).

138. SeeArchaya 225 F.App’x 391 (7th Cir. 2007) (“that charactation
[that people who bought securities were customengly be useful for some
economic purposes but is not relevant to the legalysis”); Marrin, 73 T.C.M.
(CCH) at 1751 (rejecting taxpayer’'s argument thabkbr—dealers were his
customers).

139. As discussed, some of these tax consequereestitlement to IRC §
162 trade or business deductions, entitlement lionited interest deductions under
IRC § 163, entitlement to home office expense dedus under IRC § 280A, and
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taxpayer's income is determined instead based aetheh the taxpayer has
“customers” to whom he sells those securities. @pplicable exception in
IRC section 1221(a)(1) from capital asset treatmenqtiires that the property
at issue be “held by the taxpayer primarily foresab customers’ in the
ordinary course of his trade or busine¥§.lt is clear from the language of
the statute that, in order to come within this gutiom, the taxpayer needs to
first of all be in a “trade or business” of buyingelling, and holding
securities. This is the same gating item that rbassatisfied in order for the
taxpayer to be entitled to the other tax treatmeligsussed above, whose
availability also hinges on whether the taxpayenia “trade or business.”
However, the “to customers” requirement represantadditional hurdle that
must be overcome to attain ordinary income treatpgehurdle that is not a
requirement with respect to any other aspect otrsgtment of a securities-
buying, selling, or trading taxpayer. As discussaubve, courts have
determined, based on the legislative history ofgtwvision, that this hurdle
is insurmountable for securities trad&fsThis disjuncture between two
competing concepts gives rise to the atypical tneat of securities traders.
Looking at the issue from a different angle, wtite requirements
laid down by the courts for a taxpayer to show tiais engaged in a trade
or business are not trivial, and in fact can beeganerous, there has never
been a requirement that the taxpayer demonstratie hih is engaged in
providing goods and services “to customers” in otdebe found to be in a
trade or business. This notion was explicitly regddoy the Supreme Courts
holding inComm’r v. Groetzingera case that held that a full-time gambler,
who was not holding himself out as selling anythio@nyone, was engaged
in the trade or business of gamblifgin direct contrast to the development
of the trade or business doctrine, however, a P34 trader must make just
such a showing (which the courts have decidedit@atannot do) in order to
be subject to ordinary income treatment as opptisedpital asset treatment.

entitlement to elect start-up expenditure dedustionder IRC 8§ 195. See also, e.g.,
IRC 88 172, 179.

140. IRC § 1221(a)(1) (emphasis added).

141. See Archaya v. Comm'r, 225 F.App’x 391 (7th. D07);Marrin, 73
T.C.M. (CCH) at 1751.

142. Comm’r v. Groetzinger, 480 U.S. 23 (1987). Theart inGroetzinger
famously rejected a prior observation by Justiankfurter in a concurring opinion
in Deputy v. DuPont that “carrying on any tradebarsiness ... involves holding
one’s self out to others as engaged in the setifrgpods and servicesGroetzinger
at 29 (quotingDuPont 208 U.S. 488, 499 (1940) (dissent, J. Frankflrtérhe
Supreme Court’s position iGroetzingerhas carried over from the gambling area
into the securities area such that in none of thees distinguishing traders and
investors has a court ever held that a trader regjuadvertising or otherwise
“holding oneself out to customers” as providing de@and services as one of the
tests in evaluating engagement in a trade or bssine
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The disjuncture between the application of theldrar business
concept and the “to customers” requirement to tdwhich has been
wrought by the 1934 addition of the “to customergQuirement to the
capital assets definition, comes into stark cohttgmn comparing court
decisions before the addition of that language wvdttisions after the
statutory addition. As discussed above, after tleitimn of the “to
customers” language, courts have focused on thetlfiat traders, unlike
dealers, have no “customers,” and therefore gatataain or loss treatment
on the sale of their securities. Prior to the 1@@4lition, however, the
standard used by the courts to determine eligibilir ordinary income
treatment of securities-trading gains and losses, wa fact, essentially
identical to that used for determining the aforetizered other aspects of the
securities traders tax picture. That is, it wasniwal to the “trade or
business” standard. To illustrate the pointSichwinn v. Comm/ran early
case dealing with the law prior to the 1934 additithe Tax Court was
called upon to decide whether losses from the @lattock by the taxpayer
could be treated as ordinary losses rather thaitatdpsses:** The court
noted that under section 208(a)(8) of the Revenae ok 1924, the term
“capital asset” meant

property held by the taxpayer for more than tworgea
(whether or not connected with his trade or busijesut
does not include stock in trade of the taxpayerotbrer
property of a kind which would properly be includedthe
inventory of the taxpayer if on hand at the clo$ethe
taxable yearor property held by the taxpayer primarily for
sale in the course of his trade or busin¥$s

Therefore, the court said that the determiningidass its analysis
was whether “the petitioner's speculations ... [warkkuch a nature as to
properly be regarded as his trade or busiriegamphasis addedj®> The
court held that the taxpayer had devoted “the kirgart of his business time
to, and made the most money from, speculating”rattispent “[[Jarge sums
of money ... in his marginal dealings,” and that,réffiere, the resulting
losses occurred “with respect to property held grily for sale in the course
of the petitioner’s trade or business” (i.e., werdinary losses):® The court
therefore essentially applied the “trade or busihestandard—the same
standard applied to other aspects of the taxpayaxsreturn picture—in
deciding whether or not the taxpayer's losses wed@ary.

143.Schwinn9 B.T.A 1304.

144. Id. at 1307 (emphasis added).
145. Id. at 1307.

146. Id. at 1308-09.
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The court’s analysis itschwinndemonstrates that the disjuncture
between courts’ analyses with respect to the “eadfiincome” issue and the
courts’ analyses with respect to other aspectstadder’s tax picture clearly
came about as a result of the 1934 addition ofttheustomers” requirement
into the statute, and was not present before'thRrior to this Congressional
addition, courts applied the same standard (th#théy inquired into whether
the trader or “speculator” was in the trade or bhess of securities trading) in
determining all facets of that taxpayer's tax pietti® The standard,
although non-trivial, was comparatively internatlynsistent, with the same
requirements determining the character of gainthaddeductions available.
The addition of the “to customers” requirement, bwer, necessitated a
second level of inquiry, and rendered the stand&wdsdetermining the
taxpayer's character of income and for determiriigydeductions different
from one another. While most aspects of a secsrit@der’s tax treatments
are still determined based on whether that taxpayen the “trade or
business” of trading, the nature of that taxpayartome and losses now
depends on the taxpayer additionally meeting dlyadéferent standard: the
taxpayer must also show that the securities heetracere held for sale “to
customers®

By introducing a new requirement relating to thdstence of
customers to the “character of income” side of tdogpayer’s equation, the
“to customers” requirement has added a layer ofptexity into the analysis
surrounding trader taxation, and has caused thatitaix of traders to be
imbalanced or asymmetrical with respect to the imegi applied to income
and deductions, respectively. Prior to the 1934othiction of the “to
customers” requirement, the statute was essensglymetrical. After the
1934 addition of the “to customers” requiremeng ghatutes were rendered
asymmetrical, creating the present-day unusuainteat of traders.

147. See also Bryce v. Keith, 257 F. 133 (E.D.N1919) (interpreting
Section 2(b) of October 3, 1913 Act of Congress,aburt held that since decedent’s
stock transactions were carried on over a condiflerperiod, were complicated,
involved a lot of money, and required much time atigntion, losses therefrom
were “incurred in trade” within the meaning of thtatute, and taxpayer was entitled
to deduct such losses from ordinary income); se@ generally, Penrose v. Skinner,
298 F. 335 (D. Colo. 1923).

148.Schwinn9 B.T.A. 1304 Bryce,257 F.133.

149. As the court irfKing cogently put it, the “to customers” requirement
places the securities trader (as well as, argualply,taxpayer in a trade or business
who is not engaged in selling “to customers”) isam “unusual situatiorthat of
being “a taxpayer engaged in a trade or businesshvwgroduces capital gains and
losses.King, 89 T.C. at 460.
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SECTION IV: SOME CRITIQUES OF TRADER TAXATION

The asymmetrical taxation of traders created byintr@duction of
the “to customers” requirement as described ini@edtl has been subject
to a number of criticisms. This section discusseaesof the criticisms that
have historically been leveled at the taxation rafiérs, and offers some
further critiques from a structural standpoint.

a. Non-Structural Criticisms
i. Fairness, as compared to other businesspersons
» Favorable capital gains rates for traders

One of the biggest critiques of trader taxation besn that it is not
“fair” as compared to the taxation of other taxpayie a trade or busine$¥.
It is certainly very odd that a taxpayer who engaigethe trade or business
of trading should have his income and losses tedifferently from any
other taxpayer in the trade or business of buyingalling anything else,
merely due to the fact that the trader, unlike aleteor other merchant, sells
his “goods” on an anonymous exchange and supposgaig not have
“customers.*! An individual taxpayer who is a trader will, incta have a
Form 1040 Schedule C (Profit or Loss from Busingkaj reports sizeable
“trade or business” expenses but no income fronsduerities trading (since
these gains and losses are capital), and his inéammetrading will show up
instead as capital gain or loss on Schedulé’ Dhis treatment is especially
problematic from the standpoint of fairness, wharé&rader, having taken
Schedule C deductions, is in a position to haveesofrhis income taxed at
reduced long-term capital gain rates. While it asdoubt true that much of
the securities trader’s capital gain will be shertn capital gain, which is
taxed at ordinary income rates, traders are nogether precluded from
taking long-term capital gains treatment on theusities that have a long-
term holding period. The current treatment of tradeay stem, in part, from
the fact that traders are in the trade or busirndsbuying and selling
securities, which are commonly thought of as chpitsets. On the other
hand, however, if traders are in the trade or lassirof trading, they should

150. See, e.gMiller, supra note 125 (“[s]peculation is a way of semyi@
living in whole or in part. This income should reated exactly the same as the
income of a merchant, a lawyer, or a wage earndcitdtion omitted)).

151. See id.

152. See Schedules C and D to Form 1040, availabte
http://www.irs.gov/pub/irs-pdf/f1040sc.pdf and httprww.irs.gov/publirs-
pdf/f1040sd.pdf (last visited Jan. 19, 2008); Ralgndealer Security Losses, supra
note 5, at 46 (noting trader’s unusual Schedule C).
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be treated like any other taxpayer who conducta@etor business, rather
than being afforded capital asset treatment aldtiyavdinary deduction§?

« Electiveness of the mark-to-market election

In addition to getting comparatively favorable italpgain rates on
their long-term capital gains, traders, unlike desl enjoy these potentially
reduced tax rates for income earned (along withorile business
deductions), while also enjoying the choice of mgkwith an optional
mark-to-market election to take ordinary lossesfabhe year end. Mark-to-
market treatment (and the timing and charactenobine benefits of the
same) is not elective for dealérs.

ii. Fairness, as compared to investors

Another set of criticisms focuses on the taxatidntraders as
compared with that of ordinary investors.

» Availability of expense deductions

As discussed above, traders are able to take usarlmisiness
deductions that are denied to investdfhis puts the ordinary investor at a
disadvantage as compared to a trader, since imgestonot take deductions
for expenses incurred in making their investmemésimatter how extensive,
while traders may be eligible for such deductibfi®Related criticisms are
that the differential treatment of investors aratéars promotes speculation,
and may tend to favor more sophisticated or weakipayers who partake
more actively in speculative trading of stocks aadurities:’

153. See, e.gMiller, supra note 125; see also, e.g., Raby, Traderb{&@am
or Investor, supra note 5, at 1665, 1667 (notirgt thader classification “offers
some real tax inducements” and that securitiesetgatfor tax purposes, have the
best of two worlds”).

154. IRC § 475; see also Conlon & Aqulino, supréersb, at 1 B3.08[1];
Sheppard, supra note 5 at 721-22.

155. See Section I, supra.

156. Higgins 312 U.S. 212; see also, e.g., Raby, Trader, Gamnbolr
Investor, supra note 5, at 1665, 1667.

157. See, generally, John W. Lee Ill, The CapitalnG “Sieve” and the
“Farce” of Progressivity 1921-1986, 1 Hastings BusJ. 1 (2005); John W. Lee llI,
Class Warfare 1988-2005 Over Top Individual Incofireex Rates: Teeter Totter
from Soak-the Rich to “Robin-Hood-in-Reverse”, 2stiags Bus. J. 47 (2006);
Maureen A. Maloney, Capital Gains taxation: Marchi{©h-So-Slowly) into the
Future, 17 Man. L. J. 299 (1988).
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e Availability of ordinary income treatment due to
mark-to-market election

The mark-to-market election available to tradendar IRC section
475(f) is also subject to criticism. Perhaps maspartantly, the mark-to-
market election allows traders, but not investtos;hoose to convert gains
and losses to ordinary gains and los§éSuch converted ordinary losses
recognized by a trader would be deductible agaitistr kinds of ordinary
income, a result that could be more favorable far taxpayer (and more
harmful for the revenue collector) than that witipital losses>’ It seems
inconsistent, for example, that between two indiaig sitting in front of a
home computer engaging in the online buying andingebf stocks and
securities, the one considered a trader would loevadl to opt for ordinary
treatment while the other (the investors) could enak such choicE? The
choice to make a mark-to-market election also plesi a degree of
retroactive tax planning available to a trader tlzamnot available to an

investor'®!

» Availability of accelerated recognition due
to mark-to-market election

The making of the mark-to-market election also é&mltraders to
recognize gains and losses at the end of the tax Yy creating the tax
fiction that the trader has sold all of his secesitat the end of the tax
year® Therefore, in addition to being able to take vhlaadeductions and
potentially offset ordinary losses, a trader camoahccelerate income
recognition through the making of such an electiwhijle an investor (in
addition to taking capital losses) is forced totpoee such recognition until

actual disposal of the securities. Again, this ltemppears unfair.
iil. Uncertain standards

Finally, the taxation of traders has also beenicazéd on the
grounds that the standards that must be met inromedemonstrate

158. IRC § 475(f).

159. Securities Trader Denied Ordinary Loss TreatnBecause of Late
Mark-to-Market Election, 108 J. Tax'n, vol. 1 (J&008) (“Allowing all taxpayers
who trade securities to place their losses on Sdbe@ and treat them as ordinary
losses instead of reporting them on Schedule Dclyadacterizing them as capital
losses could have an enormous negative impacteopublic fisc”).

160. See, e.g., http://www.etrade.com (last visited. 19, 2008).

161. See Section V.c, infra.

162. IRC § 475(f).
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engagement in a “trade or business” as a trademnatreentirely cleat®®
While it is apparent, as discussed above, thattsowill look at the
frequency, regularity, and continuity of the taxpdy securities activities as
well as the nature of the income derived from ttigviy (i.e., short term vs.
long term) and the intent of the taxpayer, the estandards with respect to
factors such as the holding period of securitiabthe volume of trading are
not clear or are overly fact depend&tTherefore, it can be difficult for a
taxpayer to know whether or not he qualifies fadar treatment. The fact-
specific nature of the analysis with respect totwbea taxpayer qualifies as
a trader also makes IRS enforcement difficult arebls unnecessary and

costly litigation!®®

b. Structural Criticisms

In addition to the above criticisms, the currentation of traders is
also problematic from a structural standpoint. Véliat other fairness-based
critiqgues of trader taxation may be made, the hgubitax treatment of
traders also stems from the fact that the tax rofethe gain side and on the
deductions side of that treatment are different] Hre statute is therefore
asymmetrical between the gains side and the dexhsctiside. This
asymmetry itself causes ongoing problems in thatiam of traders. It is not
surprising that since one set of tax rules (thdetrar business requirement)
underlies the majority of the aspects of a tradés treatment while a
separate and additional requirement (the capitaktasules) determines
character of income, the intersection of the twis & rules would not be
perfectly seamless and unproblematic. Most notddg@gause of the structure
of the statutory rules, the magnitude of the differe between the taxation of
traders and the taxation of other taxpayers im@etior business is dependent
on the rate differentials between ordinary and tehpieatment at any given
point in time, leading to an embedded volatility trader taxation.
Furthermore, in the light of ever more widespresader activity, this
volatility has the potential to be proliferatedways never before possible.

163. See, e.g., Schwartz, supra note 5, at 39%it@rdor more specific
guidance).

164. 1d.

165. See also Jack Robinson & Richard S. Mark, in-Transactions
Intensify Trader vs. Investor Question, 66 Pratticax Strategies 80 (Feb. 2001)
(correctly determining whether a taxpayer is adragt an investor “is difficult, not
only because of the complexity of the law in thisaabut also because the case law
deals with taxpayers in the pre-Internet age”).
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i. Embedded volatility

Whether or not the treatment of traders is “fath& main concern
from a structural standpoint is not so much thadédrs get favorable capital
gain taxation as opposed to other taxpayers, faitekactly how favorably
or differently traders are treated as comparedherdaxpayers is dependent
on a changing variable, namely, the way in whicpiteh assets are treated
under the Code. This notion is clearly illustrabgdooking at the differences
between capital asset taxation in 1934 and capitsét taxation toddy’® At
the time the “to customers” requirement was intaatliinto the statute in
1934, the tax treatment resulting from “capitaledisslassification under the
tax law was fundamentally different than from theatment of capital assets
presently:®” Unlike the present-day situation, capital gainsen®ot taxed at
reduced rates across the board in 1§34hstead, for taxpayers other than
corporations, a certain fraction of the capitaingai loss was not taken into
account in computing net income, depending on tldimg period of the
capital asset, but the rest was taxed at ordinacgme rate$®® So, for
example, 100% of the gain or loss was recognizdétl vaspect to capital
assets held for a year or less, 80% of the gailosy was recognized for
capital assets held for more than a year but noeni@n two years, 60% for
capital assets held for more than two but not ntbea five years, and so
forth.”° Under the system of taxing capital gains thenxistence, a trader
in 1934 holding capital assets for slightly oveyesar would have been not
have been taxed at as low an effective tax rate@resent-day tradéf: Put
another way, if the 1934 system of taxing capithg were in effect today,
then an individual trader taxed at a maximum maaigiate of 35% would be
taxed at an effective rate of 28% on securitiesl fiet just over a yedr?

166. Miller, supra note 125, at 845 (citing Hendricks, Federedme Tax:
Capital Gains and Losses, 49 Harv. L. Rev. 262 §))9¢hoting that despite capital
classification, a 1934 trader would have had aelangportion of capital gains taxed
at ordinary income rates).

167. Compare IRC § 1(h)(1) with Revenue Act of 193db L. No. 73-216,
§ 117(a), 48 Stat. 680, 714.

168. Id.

169. Id. See generally Bonner Menking, Making Seofs&apital Gains
Taxation, 39 U. Kan. L. Rev. 175, 177-78 (1990%¢dssing this “inclusion ratio”
concept); Frederick L. Pearce, Capital Gains argsés, S.C. L. Q. 168, 170 (1953).
The 1934 Code also provided that the amount oftakloisses allowed was limited
to the amount of capital gains plus $2,000. IRQ%(d) (1934).

170. Revenue Act of 1934, Pub L. No. 73-216, § &), 48 Stat. 680, 714.
A corporation was taxed in full on its capital gain

171.Miller, supra note 125, at 845.

172. Such a hypothetical trader would be taxed@ 8f such capital gain
at a 35% rate, giving rise to an effective margiaa¢ of 28% (because 80% x 35%
rate = 28%).
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This is obviously a much less favorable rate thendurrent usual 15% rate
on long-term capital asséts.Hence, at the time of the 1934 addition of the
“to customers” requirement, the prohibition agaiosdinary loss treatment
for speculator losses that was enacted by thatiaddirould not necessarily
have given rise to very favorable treatment of ssgculators on the gain
side, and there would presumably have been lesometm be concerned
about the flip side of the new legislatibfi.As discussed above, however,
under the present-day scheme of taxing certairtadlagssets at reduced rates
and the rates currently in effect, a trader witpited gains held for over a
year will be taxed at a maximum rate of 15%, whgchignificantly less than
the ordinary income tax rates that would be expegd by dealers or other
taxpayers in a trade or business.

The method of taxing traders that has continuethéopresent day
therefore seems particularly inappropriate in tightl of changes in the
taxation of capital gains since 1934, and not drdgause of the magnitude
of the rate differential under current law. Fromstiaictural point of view, this
inappropriateness also stems from the fact thammbpdating capital asset
treatment for securities held for sale by tradersa have no “customers”),
the method of taxing traders that was introducedCoygress in 1934 in
effect links the “gain side” of trader taxation tiee way in which capital
gains are taxed aty given point in time. Specifically, this methodtaking
traders makes the extent to which trader taxatomare or less favorable
than the taxation of investors or dealers dependenthe effective capital
gains tax rates presently in existence. Quite afpanh being a favorable
system for traders given the current differentetieen capital and ordinary
tax rates, a system that links the degree of fédlengss of trader taxation to
the treatment of capital assets at any given poititne is a system that by
definition contains embedded irrationality. This particularly so since
capital asset taxation is a “live” and hotly deldaseea of the law, and is an
area that has endured many modifications and raféeoser the years® In
sum, from a structural standpoint, pegging thettaraof traders to capital
assets taxation therefore ensures an innate vglatl the treatment of
traders as compared to other types of investotkelfax rate on capital gains
were to fall as compared to the rates on ordinapprne taxation, then
traders would be afforded a correspondingly larggvantage over other
taxpayers in a trade or business; if the capital tax preference were to be

173. IRC § 1(h).

174. This observation has been made by at least@menentatorMiller,
supra note 125, at 845.

175. See, e.g., Gregg A. Esenwein, Capital GainsRates and Revenues,
Cong. Research. Serv. Rep. RS 20250 (Apr. 4, 20d@ilable at Tax Analysts
2007 TNT 74-16; Burman, supra note 2; Menking, aumte 169, at 177-78 (1990);
see also, generally, John W. Lee Ill, supra nofe 15
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repealed entirely, then the taxation of tradersld/guesumably be more in
alignment with the taxation of other taxpay&fs.

ii. Structural proliferation

A second and related structural defect in the rimeat of traders is
that the embedded volatility in the structure daider taxation has the
potential to be more problematic and widespreaad tieer before, given
current-day exigencies. First, there are many naxpayers who have the
potential to qualify as traders today than thereewe 1934. Commentators
have pointed out the role of the internet and odeEmomic factors, which
have led to a vast increase in the amount of tgadone by individuals and
in the number of tradefé’ This means that any problems caused by the
asymmetry and potential volatility of trader tawatiunder the law have the
potential to be multiplied in scope. In contrast 1834, rather than the
handful of speculators whose attempts at using theses against ordinary
income needed to be thwarted, there is now a largetber of traders who
have the potential to treat their gains as ca#hs, while attempting to
deduct trade or business expenses from these sativéies. With the
growth of the “trader” phenomenon, the problemsseaduby the embedded
volatility inherent in trader taxation discusseawad have the potential to be
seriously magnified.

Second, it should also be noted that while thislarfocuses mainly
on what may be thought of as the “base case” detrtaxation — the case of
an individual trader filing Form 1040 with Schedul@ and D — modern-day
exigencies have ensured that the structure ofatheules concerning traders
will have implications far beyond the basic scemamvolving the prevention
of a lone speculator from offsetting ordinary in@mwith trading losses.
Unlike in 1934, today’s traders are not just indisl taxpayers speculating
in securities but may also include several indigidugrouped together to
engage in trading via entities such as investmendd or other investment
pools. Most notably, the statutory rules governihg taxation of traders
apply not only to the solo trader but may also yappl the taxation of
partnership traders such as hedge funds and othestment funds (typically

176. For an illustration of how the gap betweerirad income and capital
gain has changed between 1998 and 2010 (hypotlhgticsee Joann M. Weiner,
News Analysis: Saving Private Equity, 117 Tax No8&9, 311 (Oct. 22, 2007)
(Figure 1).

177. See, e.g., Schwartz, supra note 5, at 399nBmt & Mark, supra note
165; see also, generally, http://www.etrade.const (lgisited Jan. 19, 2008),
http://www.tdameritrade.com (last visited Jan. 2008), http://www.fidelity.com
(last visited Jan. 19, 2008), http://www.schwab.cast visited Jan. 19, 2008), as
examples of websites via which an individual sgtet home may easily be able to
trade in stocks and securities.
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non-registered investment funds that are formeaffasfore partnerships and
that employ various investment strategies to makénsy. The fund
partnership itself typically receives capital traant on the profits from the
sales or exchanges of their investments, sincaghets held by hedge funds
are generally capital assét&Under the partnership tax rules, this treatment
would generally be passed through the partnershthe partners thereffy’
Therefore, investors in the fund will also be taxedtheir distributive share
of the gain realized by the fund at capital gairesawith any losses being
treated as capital Ioss@g.SimiIarIy, under current law, fund managers, as
“carried interest” partners, also receive capitaingand loss treatment on
such sales and exchanges that are allocable tcathied interest that they
usually hold in the fund, since the carried inteiesharacterized as a share
of partnership profits, rather than as compensatiader present laW* As

is the case for individual traders, gain from th&e ©f capital assets held for
more than a year will therefore normally qualifyr flhe 15% long-term
capital gain rates under current I&#At the same time, some funds may
also take the position that they are traders ferparposes® As with any
other taxpayer attempting to qualify as a tradewéver, the determination
of whether the partnership is in fact a trader \algely be based on the
fund’s holding period of its assets, with longemte holding periods
suggesting investor rather than trader status, els ag on the frequency,

178. Weiner, supra note 176, at 310 (describingctptal asset treatment
of general partner interests in private investniend structures).

179. 1d.; see also IRC §8 702, 703, 704.

180. IRC §§ 702, 703, 704.

181. See Rev. Proc. 93-27, 1993-2 CB 343 (rulirag the receipt of a
partnership profits interest for services is ndteable event so long as the person
receives that interest either as a partner or ticipation of becoming one. The
procedure does not apply if (1) the profits intemegates to a substantially certain
and predictable stream of income from partnersegets, such as income from high-
quality debt securities or a high-quality net leag) the partner disposes of the
profits interestwithin two years of its receipt; or (3) the profits st is a limited
partnership interest in a publicly traded partnigrgimder section 7704gJarified by
Rev. Proc. 2001-43, 2001-2 CB 191, 8/03/2001. GantCampbell v. Comm’r, 59
T.C.M. (CCH) 236rev'd, 943 F.2d 815 (8th Cir. 1991); St. John v. Unigdtes,
No. 82-1134 (C.D. Ill. Nov. 16, 1983) (holding thegceipt of partnership profits
interest is a taxable event under IRC § 83).

182. IRC 88 1(h)(1), 1222(3), 1222(4).

183. See, e.g.,, Rev. Rul. 2008-12, 2008-10 IRB &2€b. 19, 2008)
(partnership trader in securities); see Lee A. $hafh Are Hedge Funds in a Trade
or Business?, 114 Tax Notes 140 (Jan. 15, 2007gifredfter Sheppard, Trade or
Business] (citing Arden Dale, Moving the Market fradking the Numbers/Outside
Audit: Hedge-Fund Tax Break Raises Flags; ComelA the Difference between
“Trader,” “Investor” Can be a Substantial Sum, W8l. J., Dec. 26, 2006, at C-3).



2008] A Structural Cqtie of Trader Taxation 1155

regularity, and continuity of the fund’'s trad@$.As with individual
investors, if the fund is a trader (i.e., is inrade or business of trading), it
may take IRC section 162 business deductions arkr obusiness
deductions, which are passed through to its partiiethe fund is instead an
investor, its partners will be limited to IRC secti212 deductions. It is
therefore possible that a “trader” fund will beoated trade or business—type
deductions, while simultaneously being taxed atuced rates on the
disposition of those assets with a long-term hgdmeriod. Needless to say,
the amounts at stake will be much larger in thangaship—trader context
than in the individual trader context, since pamhgs involve funds
contributed from multiple partners.

The favorable capital asset treatment that hedgd managers get
on their carried interest, especially as comparedther taxpayers who
receive amounts as compensation and are taxeddataor rates, has
recently been subject to a good deal of criticistd the threat of reforrf?

A variety of proposals to tax hedge fund managédinary income rates
have already been brought to the tdBielo the extent that one is already
concerned about the allegedly inequitable treatnweitih respect to the
character of income received by fund managersfatiethat the fund may
simultaneously be allowed to claim trade or busirgge deductions upon
claiming trader status makes the inequity even &omisgruntlement
regarding fund entitlement to the trade or busimeshkictions that come with
trader status may be further fueled in the cashedige funds that change
from a short-term to a long-term strategy (for egbam a fund shifting
toward private equity investments). The changingestment strategies of
such funds (which may depend on factors such asctineent economic
climate) may raise further questions regarding abietinuing eligibility of
such funds for “trader” classification in the lightttheir longer-term holding

184. See, e.gYaeger 889 F.2d at 33yloller, 721 F.2d at 813-14; see also
Sheppard, Trade or Business, supra note 183, atSuth determination may also,
in reality, be decided by how zealously IRS enfareat accurate classification upon
examining the returns.

185. See, e.g., Lee A. Sheppard, Hedge Funds MesiddePercent Tax on
20 Percent of the Profits, 110 Tax Notes 1380 (Ma#, 2006) [hereinafter
Sheppard, Hedge Funds Managers]; Darryl K. Jone=hubking the Carried
Interests Myths: Part I, 116 Tax Notes 799 (Aug. 2007); but see Press Release,
United States Treasury, Testimony of Treasury AastsSecretary for Tax Policy
Eric Solomon on the Taxation of Carried Intere$8R HP-489 (July 11, 2007) (on
file with author).

186. Jeremiah Coder, Forum Panelists Discuss “Bndfaof Private
Equity Tax Debate, 116 Tax Notes 1103 (Sept. 28720
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period of their asset§’ Questions regarding fairness may also arise with
respect to funds with substantial losses that claader status and make a
mark-to-market election under IRC section 475(floider to convert such
losses from capital to ordinary lossS&%.

While the rules applicable to fund partnershigsnoing to be traders
are the same underlying rules as those applicabitatvidual traders (albeit
channeled through the partnership tax rules), thgremate nature of
investment funds accentuates the magnitude of tihielggm with respect to
the favorable tax treatment that traders receiveothing else, the amounts
at issue are larger in the case of these groupedtors than ever before, and
the parties more sophisticated. In sum, with thergence of various private
equity investment arrangements, the business actdpting” or “trading”
has become more large-scale and common, with thdt rihat larger and
larger sums of money are at stake. It is thergioobably fair to say that the
extension of trader status on a “group” or systelew@| to entity or fund
traders was not on the radar screen in 1934, when“tb customers”
requirement was enacted. To the extent that oneriserned about fairness
in the tax treatment of traders as compared witherotcategories of
taxpayers, the real or perceived inequity in theder tax rules may be
magnified when applied to grouped (rather thanvidial) traders.

c. Summary

Despite its good intentions, the introduction loé t'to customers”
requirement into the statute in 1934 has wroughdisguncture in the
previously symmetrical treatment of taxpayers itraale or business, with
the securities trader’s tax treatment squarehhatheart of this disjuncture.
The treatment of traders has been subject to a eumb fairness-based
criticisms. In addition, there are also problenenshing from the structure
of the statute itself: Trader taxation is currerihked to the ever-volatile
minefield of capital asset taxation and therefargeli contains innate
volatility. This volatility is magnified, given thenodern-day phenomenon of
“grouped” trading. From a policy standpoint, this mot a desirable or
rational state of affairs. Section V of this asielrgues that, from a structural
standpoint, the courts and the legislature havepgsefully or not, already
taken steps to remedy this situation, and thasthetural problems caused
by the current method of taxing traders would benemore severe but for
these legislative and judicial steps.

187. See generally Dale, supra note 183; see gds@rally,Fuld, 139 F.2d
465 (involving taxpayers changing from a long-tanwestment strategy to a short-
term strategy).

188. IRC § 475(f).
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SECTION V: STRUCTURAL REMEDIATION BY THE
COURTS AND THE LEGISLATURE

As discussed in Section IV above, the asymmetrieal rules
applicable to the gains and deductions side oketraéaxation is problematic
for a variety of reasons. This section arguesttiatreason the impact of the
statutory asymmetry is not even more far reachinigeicause of the actions
of the legislature and the courts (whether or nt#rided) in minimizing the
effects of the asymmetry. From a structural stamdpsuch judicial and
congressional efforts are best seen as effectingrehitectural remediation
in order to inject more symmetry into the statutstyucture by limiting the
impact of the asymmetrical rules in certain impottasituations,
notwithstanding the letter of the statutory tayeaul

a. Court Decisions Regarding Capital Asset Classifon:
Minimizing the “To Customers” Requirement

The structural problems inherent in the statutaukhnot be limited
to traders. This statement may appear counteiwveyisince the unusual
result of allowing capital gain and loss treatmehtle also allowing various
trade or business deductions is particularly a adtaristic of traders.
However, the asymmetrical structure of the stdtaiethe potential to impact
classes of taxpayers other than traders. Even ththaglegislative history of
the 1934 amendment to the capital asset definigflects that the addition
of the “to customers” requirement was aimed sqyaael‘'speculators” who
were attempting to offset other income against ldsses from securities
speculation, the actual language of the statumnasted did not in any way
limit the “to customers” requirement to speculat8PsThis is still true of the
statute in its present form, which merely stateg the term “capital asset”
does not include “property held by the taxpayemprily for sale to
customers in the ordinary course of his trade asirt@ss.*® Had it intended
to do so, Congress could just as easily have aeatesxception to “capital
asset” treatment exclusively applicable to se@sitiThis, Congress did not
do.

It is an important tenet of statutory interpregatthat courts should
give effect to each and every word in a statutd, that if the language of a
statute is clear, courts should not go outsidédnefstatute’s plain meaning in

189. Revenue Act of 1934, Pub. L. No. 73-216, §(t), %48 Stat. 680, 714
(1934).
190. IRC § 1221(a)(1).



1158 Floaidax Review [Vol. 8:10

interpreting the statut€’ It is equally a statutory interpretation tenetttha
courts should only resort to legislative historytlie plain meaning of a
statute is uncledr? In this case, the plain meaning of the statufeeisectly
clear: property must be held for sale “to custofhir®rder to come within
the IRC section 1221(a)(1) exception to the capiaset definitior®®
Despite this plain statutory requirement howeveurts have simply ignored
the “to customers” requirement outside the seasritiontext® With respect
to almost every other type of taxpayer, courts haeéd that anyone
purchasing from a taxpayer engaged in a trade siness is a “customet®
For example, in the real estate context (realt@$taing, aside from
stocks and securities, probably the most commaomdyyaed group of capital
assets), courts have not for the most part givéeciefo the “to customers”
requirement and instead have understood any bdyetaxpayer’s property
to be a “customer®® With respect to real estate, courts have, in faek]

191. 2A Norman J. Singer, Sutherland States anaiitg Construction §
46.06 (6th ed. 2006) (“[ilt is an elementary rufeconstruction that effect must be
given, if possible, to every word, clause and sargeof a statute. A statute should
be construed so that effect is given to all itsvjmions, so that no part will be
inoperative or superfluous, void or insignificantNo clause sentence or word shall
be construed as superfluous, void or insignifidatihe construction can be found
which will give force to and preserve all the wordghe statute” (citations omitted;
internal quotations omitted)); see also id. at §046("when the language of the
statute is clear and not unreasonable or illogitals operation, the court may not
go outside the statute to give it a different megri).

192. Singer, supra note 191, at § 48.01 (“[g]emgral court would look to
the legislative history for guidance when the eedctext was capable of two
reasonable readings or when no one path of meamirsgclearly indicated. ... It is
said that extrinsic aids may be considered only nwhestatute is ambiguous and
unclear. However, ambiguity is not always consideaeprerequisite to the use of
extrinsic aids. ... The Supreme Court has also sdithless exceptional
circumstances dictate otherwise, judicial inquingoi the meaning of a statute is
complete once the court finds that the terms of dt&ute are unambiguous.™
(citations omitted).

193. IRC § 1221(a)(1).

194. Bittker & Lokken, supra note 23, at § 42.2'tf]He term [to
customers]...has been construed to embrace anyonepurthases the taxpayer’'s
assets, with the result that it has virtually nem@pive significance except in the case
of traders in securities and commodities, who agrdjuished from dealers in these
assets on the theory that traders do not sellustaeners™).

195. Id.

196. See Bittker & Lokken, supra note 23, at § 87(Jb]ecause the courts
have not recognized a comparable activity of “ingdiin real estate, persons whose
real estate transactions are comparable in scdléreguency to those of a trader in
securities are almost certain to be classified ealetls subject to ordinary income
and loss treatment” (citing Goodman v. United $ag90 F.2d 915 (Ct. Cl.gert.
denied393 U.S. 824 (1968), a case in which lawyers whvested in real estate as
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that all sales are sales “to customers” even uasdns where the taxpayer in
question has had only one customer. For examp®&,HnInc. v Comm;rthe
court held that a taxpayer, who purchased singiegflland and improved it
to the specifications of one specific buyer who wesviously committed to
acquiring it, had customers and realized ordinagome, even though he
had only one customer, and even though the salenatagne in a series of
transactions?’ Similarly, in Guardian Industrial Corp. v. Comm’the court
held that silver waste that the taxpayer extra@tech the chemical solution
used in taxpayer’s photo-finishing business wasske “to customers” in
the trade or business, even where it was sold lp ame customer under a
long-term contract?® The court noted that

[wlhile the term “to customers” sometimes has been
analyzed in isolation to determine whether propegy
described in sec. 1221(1), the question of whedhtexpayer

is selling to customers is relevant chiefly in tbase of
persons dealing or trading in securities or comiiesli..
Outside the dealer/trader area, the term has hgen guch

a broad meaning that separate consideration obuildvnot
assist us in deciding the instant c&Se.

This broad interpretation of the words “to custesiien the capital
asset statute can also be found in early courscis® example, iBlack v.
Comm'r, the tax court in 1941 held that a real estateld@er of residential
property who had acquired an interest in a buildingincurred losses when
the lessee of the building became insolvent had hil interest “primarily

minority members recognized ordinary income on ghke of such interests, even
though the properties were not developed, subdivimteotherwise altered but were
sold in the same condition as when acquired, atidgnthat a securities trader in the
same situation with respect to his securities wontt be afforded ordinary

treatment)); see also William A. Friedlander, Tos@umers: The Forgotten Element
in the Characterization of Gains on Sales of Reapé¥ty, 39 Tax L. Rev. 31 (1983)
(arguing that courts have erroneously ignored thectistomers” requirement in the
real estate context and should instead give it@ppate effect).

197. S.H. Inc. v Comm’r, 78 T.C. 234, 243 (1982h¢" fact that [buyer]
was petitioner’'s only customer as of the time of #ale does not deny [him] of
‘customer’ status. A restricted group of purchaseey qualify as customers and it
has been said that in real estate transactionteacany purchaser is, in effect, a
sale to a customer” (citing Pointer v. Comm’r, 481906, 917 (1967)).

198. Guardian Industrial Corp. v. Comm’r, 97 T.@83317 n.2 (1991),
aff'd, 21 F.3d. 427 (6th Cir. 1994).

199.Guardian Industrial Corp.97 T.C. at 317 n.2 (citations omitted).
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for sale to customers in the ordinary course oftfaide or busines$® The
court rejected the Commissioner’s theory that “comrs” only included
customers for residential sales (which were thesstHie taxpayer primarily
dealt in his business), and stated that

[wlhere, as here, one is regularly engaged in tigness of
buying and selling real estate, as was petitioaey, person
who can be found to buy such property is a custpasethat
term is ordinarily understood, and where such piypis

held for sale under such circumstances it musteeened to
be held for sale to customers within the meaninghef
statute’®*

Thus, it would seem that almost since the enactrokiite “to customers”
requirement in 1934, courts have given almost rfecefto those words
outside of the securities context.

Furthermore, courts in the real estate contexelaso ignored the
judicial gloss placed by courts such a¥Kiemonin the securities context on
the words “to customers,” that is, the courts’ eag that while traders sell
in the same markets in which they buy the propfatysale (securities) and
rely on price changes to make a profit, dealerd ten(like merchants) buy
and sell in different markets, purchasing stockhwiite expectation that they
will make a profit from finding a market of buyets buy the property in
excess of cost? Instead of giving effect to the judicial interpagon of the
“to customers” inKemon courts in the real estate context have, instiad,
the most part relied on a recitation of a listadtbrs in determining whether
the taxpayer is in a trade or business, with tisagee factors also suggesting
ordinary income treatmeft® Such factors have included the following: the

200. Black v. Comm'r, 45 B.T.A. 204 (1941).

201. Black 45 B.T.A. at 210 (emphasis added) (citing Goodman
Comm'r, 40 B.T.A. 22 (1939)).

202. See, e.gkemon 16 T.C. at 1032-33.

203. Redwood Empire Savings & Loan Ass’'n v. Comr628 F.2d 516,
517 (9th Cir. 1980) (whether real estate held sgpwéngs and loan association was a
capital asset held primarily for sale to custommra trade or business depended on
“a number of factors,” such as “the nature of tlguasition of the property, the
frequency and continuity of sales over an exteruiribd, the nature and the extent
of the taxpayer’s business, the activity of théesedbout the property, and the extent
and substantiality of the transactions” (citatimmsitted)); Austin v. Comm’r, 263
F.2d 460, 462 (9th Cir. 1959) (whether real prop&ras held primarily for sale to
customers in the course of his trade or businessawpiestion of fact, and “[s]everal
tests or factors have been considered by the caarisdicate whether certain
properties were held by a taxpayer primarily foles® customers in the ordinary
course of the taxpayer’s trade or business, sutheasature of the acquisition of the
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purpose of acquiring and holding the property; ¢xestence and extent of
improvements and/or subdivisions made to the ptgpefore selling it; the
frequency, number, and continuity of sales; thes\imess” of the taxpayer’'s
business (including the relation of the real estativity to the taxpayer’'s
primary occupation, if any); the extent of sale®®$ (including advertising
or lack thereof, solicitations, and the listing mrfoperty for sale through
brokers or directly); and other miscellaneous fesf¥ This analysis is not
the same analysis as that considered by courteeirsécurities context in
interpreting whether the taxpayer gets capitalaiathan ordinary treatment.
The courts in the securities area have, since 183#%¢ to their conclusion
by ruling that securities traderper se have no “customers,” which
essentially obliterates the significance of theuingregarding whether the
taxpayer is in a “trade or business” in determintagital asset treatmefit.
In fact, ironically, the standard employed by celirt the real estate context
in deciding the appropriateness of capital assstiment actually comes
closer to the analysis employed by courts in theusies context when
deciding whether or not the taxpayer is involveccamducting a “trade or
business” at afl® It also comes closer to the analysis employedbycburts
before the “to customers” requirement was addebestatute in 19327
Thus, from a structural standpoint, courts in eatst outside of the
securities context have not only ignored the “tstomers” requirement but
have, in fact, replaced that analysis with one tidah to the analysis
regarding whether the taxpayer was engaged irda tabusiness in the first
place. In doing so, the courts have in effect bhoug judicially created
symmetry back into the tax law, replacing the assttural asymmetry

property, the frequency and continuity of salesraue extended period, the nature
and the extent of the taxpayer’s business, theipctf the seller about the property,
and the extent and substantiality of the transastigcitations omitted)); Bistline v.
United States, 145 F. Supp. 800 (9th Cir. 1958); alsoHiggins 312 U.S. at 217
(“[tlo determine whether the activities of a taxpayare ‘carrying on a business’
requires an examination of the facts in each case”)

204. SeeRedwood Empire628 F.2d at 517Austin 263 F.2d at 462; see
also, e.g.,Frank H. Taylor & Son, IncTC Memo 1973-82; United States v.
Winthrop, 417 F.2d 905, 910 (5th Cir. 1969); GaulComm’r, 332 F.2d 94 (2d Cir.
1964); Maddux Construction Co. v. Comm’r, 54 T.@7& (1970); see generally
Phyllis Zinicola, Real Estate and Section 1221:iBess as a Pattern of Activity in
the Definition of a Capital Asset, 35 Tax Law. 2PE82) (noting use of the
“factors” analysis in the real estate context); .THitzgerald Jr., Distinguishing
Between Dealer and Investor Sales of Real Esta$eC4..Q. 309 (1952) (analyzing
some of the factors examined by courts and makémgmmendations on how to
maintain “investor” treatment).

205.Kemon 16 T.C. 1026Marrin, 73 T.C.M. (CCH) 1748.

206. See Section lll.a, supra.

207.Schwinn9 B.T.A. 1304; see also Section lll.c, supra.
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wrought by introduction of the “to customers” remument into the tax law.

By ignoring the “to customers” requirement, the iteinave, with respect to
real estate and other types of capital assetsr(tdtha stocks and securities),
minimized the potential impact of the statutory ragyetry caused by the
introduction of the “to customers” requirement itite statute.

b. The Enactment of IRC Section 475(f)

The 1997 introduction of the IRC section 475(f) rka-market
accounting election for traders in securities awothmodities is another
example of “structural remediation,” this time byrigress. Under IRC
section 475(f), a securities trader may elect toka@market his securities
held in connection with his trade or business atehd of each taxable year;
that is, he may elect (1) to treat such securaiesf they were sold by the
trader at fair market value on the last businegsofldhe year and (2) to take
the gain or loss on such “phantom” sale into incdonghat year as ordinary
gain or los€% The mark-to-market election, once made, appliehéoyear
of the election and all subsequent taxable yeatseofrader, and may not be
revoked without the IRS’s consefit.Thus, the making of a mark-to-market
election affects théiming of income recognition by a trader: by forcing the
electing trader to recognize gain or loss on séearat the end of the taxable
year even if the trader has not disposed of thargms, marking securities
to market may result in income recognition befootual receipt of any
proceeds from a disposition. It also affects tlearacter of income
recognized by the trader, causing such gain or tlod®e taxed as ordinary
gain or loss™®

In effect, therefore, a securities trader who rsakemark-to-market
election converts what would otherwise be capit@hg@r loss, reported on
Schedule D, into ordinary income or loss, whichlieported on Form 4797

208. IRC 88 475(d)(3)(A), (H(1)(A); Rev. Proc. 995 1999-7 I.R.B. 52;
For this purpose, a “security” is defined to in@ughares of corporate stock,
interests in widely held or publicly traded parstép or trusts, notes, bonds,
debentures or other evidences of indebtednessirtarotional principal contracts,
certain interests or derivative financial instrutsein the above securities, and
certain clearly identified hedging transactionsCIR 475(f)(2).

209. IRC § 475(f)(3).

210. IRC § 475(d)(3)(A)(i). The statute also prasda special rule for
dispositions, whereby if gain or loss is recogningth respect to a security to which
the mark-to-market rule would otherwise have apgpliefore the close of the tax
year (i.e., through a sale or other dispositiohg income or loss would also be
treated as ordinary income or loss. IRC 88 475(@{L 475(d)(3)(A)(ii). See HR
Rep. No. 148, 105th Cong., 1st Sess. 445 (1997).
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and eventually tied in to the taxpayer's Form 184Making the election

may be particularly beneficial to a securities @&mradvho has incurred

irrecoverable losses from his trading activitiesl avho wants to use those
losses to offset ordinary income. By making the B&Ction 475(f) mark-to-

market election, the securities trader can convst capital losses to
ordinary losses, which can be used to offset orgligains®*?

Thus, the IRC section 475(f) mark-to-market etattiby allowing
the trader to elect ordinary treatment, has theritl, upon being made, to
significantly undermine the intent of Congress wherenacted the “to
customers” requirement in 1934 to prevent “speoutdt from taking
ordinary loss deductions for their losses from sé&es-trading activities,
although it mitigates against possible inequitigsalso requiring ordinary
gain treatment and by being essentially irrevoc&Bl&rom a structural
standpoint, the mark-to-market election also elatés some of the structural
incongruities inherent in the treatment of a nackhg trader that are
caused by the impossibility of satisfying the “tastomers” requirement in
IRC section 1221(a)(1). Rather than reporting expsrand deductions based
on general satisfaction of a “trade or businesguiement on Schedule C
while simultaneously reporting gains and lossesagstal gains and losses
on Schedule D, an electing trader’s tax return @ahiow ordinary gains and
losses, along with “trade or business’—related dgdns®** Thus,
structurally speaking, making the mark-to-marketcgbn brings a trader’s
tax picture closer in line with that of other taxpes engaged in a trade or
business by “reversing” the statutory asymmetrgubsed in Section Il and
Il above.

To bring the point home, it is useful to look la¢ torigin of the IRC
section 475 mark-to-market election provision. IREction 475(f), as
enacted by the 1997 Taxpayer Relief Act, was annament to essentially
allow securities traders to elect the same treatrtteat had already been
mandatory for securities dealers since the enadtofelRC section 475 in
by the Omnibus Budget Reconciliation Act 1983Prior to the 1993

211. See Internal Revenue Service Form 4797, &lailaat
http://www.irs.gov/publ/irs-pdf/f4797.pdf (last vied Jan. 15, 2008); Internal
Revenue Service Form 4797 Instructions, availablétg://www.irs.gov/publirs-
pdf/i4797.pdf (last visited Jan. 15, 2008); IntérRavenue Service Form 1040 line
14, available at http://www.irs.gov/pub/irs-pdf/d@ pdf (last visited Jan. 15, 2008).

212. Compare IRC 88 172(d)(2), 1211(b), 1212(b).

213. The mark-to-market election, once made, maybrarevoked except
with the consent of the Secretary. IRC § 475(f)(3).

214. See, e.g., Raby, Nondealer Security Loss@esawte 5 at 46 (“[t]he
Schedule C for an electing trader ... shows grossipesand cost of sales as well as
expenses, and looks more conventional”); compa&HBrm 4797 and Instructions,
supra note 211.

215. 1993 Omnibus Budget Reconciliation Act, P.05-B4, § 13223(a).
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enactment of IRC section 475, securities dealen® wequired to maintain
an inventory of securities that they held for salecustomers, but were
allowed to choose between three methods of valtliag inventory: a cost
method, a lower-of-cost-or-market-value methodaanark-to-market (i.e.,
fair market value) method® IRC section 475, as enacted in 1993, mandated
the use of the third, mark-to-market method forusigées dealers, reflecting
a congressional belief that the first two methodslanstated a dealer’s
income and that marking-to-market at year end wast iwiearly reflective of
income and was also easy to administeAs enacted in 1993, IRC section
475 required securities dealers to mark-to-martkeir tsecurities held at the
end of the taxable year, that is, to compute tlie galoss recognized for the
year as if the securities were sold for their “faiarket value” on the last
business day of the year, with such gain or lossgberdinary income or
loss. IRC section 475(f) merely makes the treatnadrdéady required of
securities dealers elective for traders, therelbgrioig traders the option of
bringing their tax treatment in line with that @&csirities dealers. By making
the IRC section 475(f) election, the electing tragiets the same treatment as
securities dealers with respect to the charactgrianing of the income side
of the equation, as well as with respect to thenass deductions side of the
equation. The election therefore basically “corsferhis asymmetrical
treatment under the general tax rule for non-aigctiraders to the
symmetrical, structurally sound treatment accortledsecurities dealers,
effectively bringing the treatment of traders indiwith that of dealers. A
non-electing trader, however, would not likewisevéhehis asymmetrical
treatment converted into the structurally soundtteatment experienced by
investors.

Finally, it should be noted that the term “deallersecurities” is
defined in IRC section 475(c)(1) as “a taxpayer pregularly purchases
securities from or sells securitiés customersn the ordinary course of a
trade or business; or (B) regularly offers to eiméw, assume, offset, assign
or otherwise terminate positions in securitigth customersn the ordinary
course of a trade or busined&lronically, therefore, the IRC section 475(f)
mark-to-market election for traders therefore bsinlge statutory structure

216. Peter J. Connors, The Mark-to-Market RuleSedtion 475, 543-1st
Tax Mgmt. (BNA) A-3 at n.11 (citing Ways and Mea@smmittee Report to 1993
Omnibus Budget Reconciliation Act at 224, 1993-B.Cvol. 3 at 240; Senate
Finance Committee Report at 129, 1993-3 C.B. valt 439).

217. Id.

218. IRC 8§ 475(c)(1)(A) (emphasis added); see ajsogerally, § 1236(a)
(“Gain by a dealer in securities from the salexart@ange of any security shall in no
event be considered as gain from the sale or egehaha capital asset” unless (1)
“clearly identified” as held for investment or (#)e security was not, at any time
after the close of such day (or such earlier tirhe}d by such dealer primarily for
sale to customers in the ordinary course of hidetiar business” (emphasis added)).
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full circle: it allows traders, a group accordegital gain and loss treatment
specifically because they have no customers, to in effect mpioithe
treatment accorded to securities dealers, a grioalpis specifically defined
in IRC section 475(c) by reference to the existenfctheir customers. Like
the courts in ignoring the “to customers” requir@mevith respect to
taxpayers other than securities traders, the kgisd, in enacting the IRC
section 475(f) mark-to-market election for traddnas made significantly
moot the legislatively enacted (and court-aided}iniction made between
those taxpayers in a trade or business who hatemass and those who do
not.

c. An Argument for Change

The above discussion demonstrates that the camdsCongress
have already taken steps to minimize the impacthef “to customers”
requirement in situations not involving traders, vasll as in the trader
context. One should also not lose sight of the tlaat courts (and the IRS)
have also done their part by ensuring that it fiicdit to qualify as a trader
under current la¥® As discussed in Section Ill above, proving that @na
trader is a non-trivial undertaking. The taxpayequestion must show that
his trading behaviors are frequent, regular, camtirs, hon-sporadic, and
must also show that the gain he realizes from ttievites are of the
appropriate typé° While court decisions have varied on a case-bg-cas
basis, the standard is generally quite onerouysathbecause of the difficulty
of qualifying as a trader before the courts, a aépé the “to customers”
requirement would not necessarily result in theddavidespread abuse by
traders taking such losses as ordinary lossesideabthat this high standard
is properly applied by courts, sporadically tradtagpayers, taxpayers who
hold securities with a too-long holding period (irding taxpayers that are
investment funds), and “dilettante” taxpayers whg Bnd sell securities as a
hobby would not qualify for trader treatment.

Furthermore, as discussed in Section V.b, abovweader who has
suffered large and irrecoverable losses is alremtolg to make the IRC
section 475(f) election to convert such losses imtdinary losses under
present law. It is true that the trader is gengratjuired to make the election
by the due date (without regard to extensionshefdriginal federal income
tax return for the taxable year immediately presgdhe year the taxpayer
wants to election to be effective, thereby elimimgtthe benefits of

219. See Section lll.a, supra; see also Rev. RO082A2 (imposing
investment interest limitation on non-materially rig@pating limited partner’s
distributive share of partnership income).

220. Id.
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retroactive tax planning! However, it would be naive to think that this
deadline eliminates all the benefits of retroattiviFor example, an
individual trader expecting to suffer large losgegduly 2008 might well be
able to make an informed guess as to whether ildvoe wise to make the
election with his 2007 tax return on April 15, 20@8=reby converting those
losses to ordinary losses for the 2008 taxable. year

In light of the difficulty of qualifying for tradetreatment and the
widespread availability of the mark-to-market elect a repeal of the “to
customers” requirement need not lead to increabedes, such as traders
taking runaway deductions of ordinary trading l@sagainst other income.
Such repeal would also reduce the degree of comtyledrrently involved
in taxing traders. This article therefore recomnseadwo-pronged approach
to dealing with the problems with the current rubestrader taxation. First,
for the reasons extensively argued above, the dboeners” requirement in
IRC section 1221(a)(1) should be repealed and @he=iatly optional mark-
to-market accounting method made mandatory. Wigkdlsteps, the taxation
of traders would be brought more or less in linghwihat of dealers,
including with respect to the requirement that rarknarket accounting be
used for securities held in the trader’s trade wsirtess. This is arguably
what the mark-to-market election already does @nfitst place. Repealing
the “to customers” requirement and imposing ondradhe symmetrical tax
treatment (and mark-to-market accounting approacinjently required of
dealers would eliminate the statutory asymmetryitsdssociated problems,
and would also eliminate the simultaneous compjeaitd inadequacy of
having an elective mark-to-market election in tinst folace’”* Second, once
the “to customers” requirement has been repealeti tlze gains and losses
of traders rendered ordinary, the IRS could thelp @ prevent taxpayer
abuses by promulgating more specific and stringeidance regarding the
precise requirements that must be met in order ualifyy for trader

221. Rev. Proc. 99-17, 1999-7 I.R.B. 52, Sectiof25.However, for
taxpayers for which a tax return was not requiredbé filed for the tax year
preceding the election year, the election mustiled ho later than two months and
15 days after the first day of the election year.

222. See, e.g., James S. Eustice, Abusive Taxessie®ld “Brine” in New
Bottles, 55 Tax Law Rev. 135, 142 & n.39 (2002hé€‘tcurrent realization-based
income tax, lacking extensive mark-to-market rufes readily tradable assets,
leaves the timing of gain or loss recognition ire thands of the holder of the
property...Taxpayers’ ability to select which gaimdasses are to be recognized for
tax purposes, and when that event is to occur, @@mamon theme in many tax
shelter transaction planning scenarios”; “[w]hile45 has imposed a mark-to-
market regime for certain traded securities, it thase so only on a limited basis for
limited classes of taxpayers”); Sheppard, supra Boat 721-22 (arguing that mark-
to-market accounting should be required for seiegriraders).
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taxation’”® Such guidance could, for example, state exacthatvidvel of
activity is required to qualify as a trader or @bularify that partnership and
individual “traders” that undergo a change in irtagnt strategy from short-
term to long-term investments during the tax yearret considered traders.
This guidance could perhaps be incorporated indertd income tax return
filings by requiring taxpayers claiming trader atato declare or certify on
their tax returns that they have fulfilled certegguirements (for example, by
making such taxpayers check a box stating that #reyclaiming trader
status). Such an approach would make it hardeiafgrayers to claim trader
status while making it easier for the IRS to idgntaxpayer abuses. This
two-pronged approach would go a long way toward lamaing the
problems, discussed above, associated with theerutax treatment of
traders. It would also help to discourage taxpayens do not qualify as
traders from taking the position that they areaict traders, thereby reducing
litigation costs. Such an approach would theref@minate much of the
complexity, irrationality, and costs inherent ir tturrent statutory structure,
including the costs of fact-specific litigation,cathe costs of the complexity
surrounding the making of the IRC section 475(frkra-market election
for traders.

SECTION VI: CONCLUSION

This article has argued that, in addition to a nembf policy
concerns, there are significant structural problembe current treatment of
taxpayers who are traders in securities. The cuseuocture of the statute
leaves the degree to which the treatment of traddesr or unfair especially
sensitive to capital gain rate changes. Furthermtire current statutory
structure is prone to widespread proliferation ahdse, given the increased
magnitude of trading activities in the present day.

These structural problems stem from the requirernmer, in order to
be subject to ordinary income or loss treatmensalas of securities held in
their trading business, traders must sell suchrges“to customers,” which
courts have held that traders do not do. The 198ditian of the *“to
customers” requirement came about as a resporike tabusive” behaviors
of a small group of securities speculators and aveed at preventing them
from using ordinary deductions from their lossemfrspeculation to offset
other ordinary incom&* However, as with many other narrowly focused
“anti-abuse” provisions that have been introducgd the Code, the small
differences intended by the introduction of these words have become

223. See also Schwartz, supra note 5, at 436-37.

224. H.R. Conf. Rep. No. 73-1385, (2d Sess.), af1®34); see also Peter
Miller, supra note 125, &44-45 & n.38 (1950); Bittker & Lokken, supra n@®, at
147.2.
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magnified in the light of modern-day exigencies &hdnges in the tax law,
and have hence led to unforeseen difficulties.

This article has also shown that there have ajr&sen “structural
remediation” attempts by the courts and by Congrebich serve to effect a
de factorepeal of the “to customers” requirement and twee the statutory
structure less imbalanced. In light of these reatgati attempts, this article
has advocated a two-prong approach towards reimgettader taxation: the
elimination of the “to customers” requirement anmdwdtaneous requirement
of dealer-like mark-to-market accounting, and prtgation of strict and
concrete guidance containing clear and stringeanhdstrds for “trader”
qualification. Such an approach would help to adrtbe current statutory
imbalances and would also help promote rationaltyd eliminate
unnecessary complexity in the taxation of trademe properly, these goals
could also be accomplished without opening up &utht loopholes for
abuses by traders.



