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   Executive Summary
· An individual who buys and sells securities may be classified as a dealer, trader or investor for tax purposes. 
· To be a trader, a taxpayer's trading activity must be substantial; he must seek to exploit short-term market swings, rather than merely profit from long-term appreciation. 
· The ability to convert capital losses into ordinary losses is the main benefit of making a Sec. 475(f) election. 
     

An individual who buys and sells securities may be classified as a "dealer," "trader" or "investor" for tax purposes. Determining a taxpayer's status requires consideration of case law, statutory authority and all the facts and circumstances. Most individuals are not dealers, because they do not purchase securities for resale to customers; rather, they are classified as investors, because they buy securities with the primary intent of holding them to profit from their long-term appreciation and/or interest or dividends. However, some taxpayers are neither investors nor dealers and, instead, qualify for trader status. 

There is considerable case law addressing the definition of a trader for tax purposes and how to achieve that status. Generally, a trader is one who trades significantly and continuously in an effort to profit from short-term changes in the price of a security (or securities). While it is debatable whether such a market-timing approach to investing is wise from a wealth-management perspective, the tax treatment traders receive is often preferential to that of investors. In any event, proper tax planning and reporting are essential for taxpayers who seek to be taxed as traders. 

Once a practitioner has determined that a taxpayer is a trader, his job has just begun. The practitioner should advise the client about his reporting options and ensure that all returns and elections have been filed in accordance with planning and that the relevant facts and circumstances have been considered. Improper planning or compliance in this area can lead to adverse tax consequences. 

This article provides an overview of the factors most relevant to determining whether a taxpayer is a trader, then considers the reporting requirements. It describes the reporting requirements for a trader who has not made a Sec. 475(f) "mark-to-market" election. Because a Sec. 475(f) election has a profound effect on a trader's tax treatment, this article analyzes the relatively complex procedures and tax ramifications of making the election, and the reporting requirements for a trader who has made a Sec. 475(f) election. Finally, it provides practical examples comparing the tax consequences of an investor and a trader under various facts, and illustrates the circumstances under which a Sec. 475(f) election will enhance a trader's tax situation. 

Trader or Investor? 
An individual who buys and sells securities may be classified as a dealer, trader or investor for tax purposes. Typically, such an individual is not a dealer, because he does not buy and sell securities for customers.1 Because neither the Code nor the IRS (in regulations or rulings) has defined "trader," the facts and circumstances must be considered when determining whether an individual's investment activity rises to the level of a trader. There is significant case law differentiating traders from investors. 

While the courts continue to look at the facts and circumstances, it appears that there are two minimum requirements they deem necessary to attain trader status. First, the individual's trading must be substantial; second, the taxpayer must seek to profit from short-term market swings. The cases below illustrate how courts have applied these requirements (and other factors) in distinguishing traders from investors. 

Supreme Court Cases 

In Higgins,2 a taxpayer owned real estate and substantial stock and bond investments. The Supreme Court held that whether a taxpayer is "carrying on a business" as to his investment activities hinges on an examination of the facts and circumstances. The Court held that merely keeping records of, and collecting interest and dividends on, investments is not sufficient to establish trader status; rather, such activity is insufficient no matter how large the estate or how continuous the work required to carry on such investment activity. 

In Groetzinger,3 the Supreme Court considered whether a full-time gambler's activities rose to the level of a trade or business. The Court stated that, while Higgins held that merely collecting portfolio income would not give rise to trader status, it did not indicate that a trader must buy and sell for customers. The Groetzinger Court held that the taxpayer's continuous full-time devotion and intent to sustain his livelihood through gambling, even in the absence of placing bets for third parties, demonstrated that his activity rose to the level of a trade or business. The Court stated that a trader of securities operating in a manner similar to the gambler would have qualified for trader status. Further, "trade or business" and similar terms appear throughout the Code, but are not defined there or in regulations. The Court declined to provide a formula or universal test for trade or business status, observing that it would be counterproductive to apply a general test to the broad applications throughout the Code; it instead concluded that all relevant facts and circumstances must be considered when determining trader status. 

Substantial Trading Activity 

In Fuld,4 a married couple engaged in approximately 665 sales transactions during a year. They devoted substantial time to studying and charting securities prices, reading annual reports, attending corporate meetings and consulting with corporate executives. The main source of the taxpayers' livelihood derived from their securities transactions. The court agreed that the taxpayers were traders. 

In King,5 the taxpayer engaged in commodity futures trading for his own account. He entered into 11,040 contracts in one year and 6,711 contracts in another year at issue. The court held that the taxpayer's trades were both frequent and substantial and that his activity rose to that of trader.6 
Recently, in Hart,7 a taxpayer made fewer than 100 purchases and 100 sales over three years of activity. The Tax Court held that his trading was not substantial or frequent, regular or continuous; thus, he was not a trader. 

Frequent Trading Based on Daily Market Swings 

In Liang,8 the average holding period of securities sold was 5.8 years. More than 90% of the gains were derived from securities held for more than two years; more than 40% of gains were derived from securities held for more than five years. The Tax Court held that such infrequent turnover demonstrated that the taxpayer was an investor, not a trader. 

In Moller,9 the court noted that while the taxpayers' investment activities were continuous, regular and extensive, the vast majority of their income derived from dividends, interest and the long-term holding of securities,10 not from short-term profits and market swings. The court held that the type of income, not the amount of time and effort required to obtain it, determines whether a taxpayer attains trader status. The average holding periods of stocks sold during the periods at issue were 31/2 and 8 years, which demonstrated to the court that the taxpayer was an investor, not a trader. 

In Mayer,11 the court noted that the weighted-average holding periods of securities sold ranged from 317–545 days for the years at issue. The court also considered that the percentage of stocks sold after being held for 30 days or less ranged from 0.01%–5.41% of total sales during the years at issue. The court held that these and other factors indicated that the taxpayer did not operate his trades to catch daily swings in market movement, and to profit from these short-term changes. The activity was thus deemed investing, not trading.

Summary 

Thus, to be a trader, a taxpayer's activity must be substantial, and he must seek to exploit short-term market swings, rather than merely profit from long-term appreciation. Once these threshold requirements are met, all facts and circumstances must be considered to determine whether his activity rises to trader status. 

Reporting Requirements 
Investors 

Because most individuals are investors, not traders, it is helpful to briefly address the investor reporting requirements. 

Typically, an investor reports gains and losses on Form 1040, Schedule D. Long-term gains are generally taxed at 20%; net long-term and short-term losses are generally limited to $3,000 per year, with the remainder carried forward indefinitely.12 Miscellaneous investment expenses are deductible on Schedule A, subject to the Sec. 67(a) 2%-of-adjusted-gross-income (AGI) limit. Any such deductions allowable for regular tax purposes are added back for alternative minimum tax (AMT) purposes under Sec. 56(b). If an investor pays margin interest on his investments, it will be deductible in the current year under Sec. 163(d) only to the extent the taxpayer has investment income. 

Traders 

The tax ramifications and compliance requirements vary considerably, depending on whether a trader has made a Sec. 475(f) mark-to-market election. However, certain compliance aspects are the same whether or not a trader makes the election. 

Expenses incurred by a trader are reported "above the line" on Schedule C, under Sec. 162. This allows a trader to deduct expenses without the Sec. 67(a) 2%-of-AGI limit. Trader expenses also will not be added back under Sec. 56(b) for AMT purposes. If the trader paid margin interest associated with the trading activity, it is fully deductible and not subject to the Sec. 163(d) interest expense deduction limits. Further, expenses incurred by a trader will reduce AGI for purposes of phasing out itemized deductions under Sec. 68. By qualifying for trader status, a trader fully benefits from trading expenses; an investor's expenses are typically partially or fully disallowed and, even when allowed, do not reduce AGI for phaseout computation purposes. 

Whether or not a trader makes a Sec. 475(f) election, the earnings from the activity will not be subject to self-employment (SE) tax, as is typically the case with Schedule C income.13 Also, because a trader's income is earned from a trade or business, he may elect to expense certain depreciable assets (such as a computer used predominately in the trading activity) under Sec. 179.14 
Thus, the primary benefit of qualifying for trader (instead of investor) status is the preferential tax treatment of expenditures available to traders. 

If No Sec. 475(f) Election 

The tax treatment of a trader who has not made a Sec. 475(f) election is "between" that of an investor and that of a trader who has made a Sec. 475(f) election. Under Sec. 1221, trader gains and losses realized from the sale of securities generally will be reported on Schedule D as short-term capital gains and losses. Normally, gains will be taxed at a taxpayer's top marginal rate, unless there are offsetting losses. Losses are deductible only to the extent of gains, plus $3,000; the excess is carried forward indefinitely.15 Under Sec. 172(d)(2), a loss generally will not be allowed as part of a net operating loss (NOL) carryback. 

While the Schedules C and D instructions do not address how to report a trader's gains and losses, the following seems reasonable: A taxpayer reports the gross proceeds from Form(s) 1099B on Line 1, "gross receipts or sales" of Schedule C. Both the basis and the gain or loss reported on Schedule D are backed out on Schedule C as Line 27 "other expenses," with a statement indicating that these amounts have been reported elsewhere on the return.16 This allows a taxpayer to report all transactions from the trading activity on one schedule (Schedule C), which helps to avoid the mistaken impression that an activity is less profitable than it actually is.17 Because Schedule C reflects a business's income statement, presenting all income and expenses from the activity (including items reported elsewhere on the return) helps to present an accurate picture of the activity's overall profitability. 

If Sec. 475(f) Election 

Benefits: A trader may make a Sec. 475(f) "mark-to-market" election that can dramatically change his reporting requirements and tax consequences. Generally, according to Sec. 475(f)(1)(D) and (d)(3)(A)(i), a Sec. 475(f) election converts short-term capital gains or losses into ordinary income or loss. The ability to convert capital losses into ordinary losses is the primary benefit of making a Sec. 475(f) election. In addition, losses that otherwise would have been limited to $3,000 by Sec. 1211(b) are fully deductible against ordinary income in the current year. Even if trading losses offset gains from other activities and, thus, are not limited under Sec. 1211(b), to the extent such gains are long-term, the losses prevent the gains from being taxed at the preferential capital gain rates. A Sec. 475(f) election often allows a trader to deduct losses earlier and to offset ordinary income instead of capital gains. 

A mark-to-market election also relieves a trader of the significant administrative burden of complying with the Sec. 1091 wash sale rules.18 The Sec. 1091 wash sale rules generally prevent a deduction for a loss on the sale of securities if a taxpayer purchases "substantially identical" securities within 30 days before or after the sale. Those rules pose a particularly troublesome burden for traders, because they typically trade heavily in substantially identical securities. 

Because traders typically buy and sell in very short cycles, the Sec. 1091 wash sale restrictions are generally much more relevant to investors from a tax planning perspective. A trader normally sells shares immediately when he perceives their short-term outlook is not good, and it is not likely he will sell shares at the end of a year solely to lock in tax losses. In fact, most traders buy and sell continuously, and pay relatively little attention to the tax consequences of such trades. However, traders often purchase and sell shares in the same companies, because they believe they can forecast the ebb and flow of their share prices. Thus, the Sec. 1091 loss limits may cause an unintended administrative nightmare to many traders (and their tax advisers). For example, a taxpayer who bought and sold shares of one company in 75 separate transactions throughout a year would need to apply the Sec. 1091 provisions to each of these transactions, even though the tax consequences might well be insignificant. However (and as noted), a taxpayer with a Sec. 475(f) election is not subject to the Sec. 1091 loss limits. This administrative burden alone may be reason enough to consider making a Sec. 475(f) election. 

Making the election: Sec. 475(f)(3) provides that a trader may make an election to mark securities to market if held at year-end. Once made, this election is revocable only with IRS consent. Rev. Proc. 99-1719 provides procedures for making this election. 

Making a mark-to-market election requires two important steps. First, to elect Sec. 475(f) treatment for a tax year beginning after 1998, a taxpayer must attach an election by the due date of the previous year's return. Thus, planning for and communication about the election with a client are critical, because the election must be made before the majority of trades are likely even to have occurred. For example, an election for 2010 must have been filed by April 15, 2010. The statement should describe that the election is being made, the first tax year for which the election is effective and the trade or business for which the election is being made. The election should be attached to the taxpayer's Form 1040 (or to Form 4868, Application for Automatic Extension of Time to File U.S. Individual Tax Return, if an extension was filed). If a return was not required for the year preceding the election year, a Sec. 475(f) election should be made by March 15 of the election year. This election should be attached to the taxpayer's initial tax return. 

The taxpayer must generally file Form 3115, Application for Change in Accounting Method, with his tax return, by the due date (including extensions) for filing the election-year return; a copy must be mailed to the IRS National Office. Form 3115 is required because a taxpayer's elected use of the mark-to-market method of accounting is a change in accounting method from cash-basis reporting. 

Because a Sec. 475(f) election is irrevocable in the absence of IRS consent, it is crucial that proper consideration be given before an election is made. If a taxpayer is making a Sec. 475(f) election, it is critical that investments (particularly those being held for the long-term) be identified as such. Sec. 475(f)(1)(B) allows a taxpayer to clearly establish, by the close of the purchase date, that an asset is unrelated to his trading activity. Once established, such an asset is not subject to the mark-to-market requirements. 

If a taxpayer fails to properly identify an investment as unrelated to his trading activity, the investment must be marked to market and any related gain must be treated as ordinary income.20 The results could be costly for a taxpayer who intends to hold significant highly appreciating investments for the long-term. Unless these assets are properly identified as investment assets, the taxpayer may not only convert capital gains into ordinary income, but will accelerate income recognition into the election year. The consequences could be severe for taxpayers with millions of dollars in appreciated securities. 

Prop. Regs. Sec. 1.475(f)-2(a)(3) indicates that a taxpayer who does not specifically identify individual investments as separate from his trading activity will be allowed to treat them separately if the assets are held in a separate, nontrading account maintained by a third party. If a trader holds appreciated property or intends to hold any portion of his portfolio for the long-term, such assets should be held in separate accounts, each of which are specifically identified as investment accounts unrelated to his trading activity. An ancillary benefit of separating such investments is that it may help bolster a taxpayer's argument that the securities held separately in the trading account are traded with the frequency necessary for trader status, even though the investment securities are not.21 However, the negative ramifications of failing to identify "investment assets," including the acceleration of income and conversion of capital gains to ordinary income, will likely far exceed the otherwise generally preferential treatment afforded under a Sec. 475(f) election.22 

Reporting requirements: Under Prop. Regs. Sec. 1.475(f)-2(b), a trader who makes a Sec. 475(f) election can report gains and losses from sales directly on Schedule C as ordinary. It is recommended that a taxpayer report the proceeds on Schedule D, to match the amount reported on Form 1099B and avoid IRS audit. These amounts should then be backed off on the next line on Schedule D, with a note that the proceeds are included elsewhere on the return. Generally, a nonelecting trader's gains are taxed at his top marginal tax bracket, because they are short-term. Therefore, losing the benefit of capital gain rates on trader gains generally is not a significant concern to a trader who has made a Sec. 475(f) election. If a trader has significant loss carryovers, however, he will not be able to use them against trading gains if he has made the election. 

To summarize, making a Sec. 475(f) mark-to-market election presents significant benefits, with little down-side—if properly executed. A trader can deduct expenses above the line and can deduct unlimited losses from sales as ordinary in the current year. These losses may be carried back under Sec. 172 as an NOL deduction and the taxpayer is relieved of the significant administrative burden of complying with the Sec. 1091 was sale rules. The fact that a Sec. 475(f) election is generally irrevocable—and must be elected before trading results can be tallied—should be considered. Perhaps most important is the consideration and proper planning necessary so that, once an election is made, any long-term holdings are properly identified (and, preferably, held in accounts specifically identified as not related to the individual's trading activity). 

Examples 
The following six examples illustrate the tax computations for individual A, who is, alternatively, an investor (Investor), a trader (Trader 1) and a trader with a Sec. 475(f) election in effect (Trader 2). In each case, A is married filing jointly. A has long-term capital gains or losses from an investment activity, separate from a trading activity that has generated short-term capital gains or losses in the current year. Under each example, Investor, Trader 1 and Trader 2 each have identical earnings and expenditures; however, the Investor's "trading" activity is deemed an investing activity for income tax purposes. Trader 2 has properly identified the investing activity as a separate investment activity, unless otherwise noted. 

Example 1: Individual A has $1,000,000 in wages and $100,000 in long-term gains from a separate investing activity. His trading activity has produced $200,000 of short-term capital gains and $20,000 in related expenses. A paid $50,000 in state income taxes and $10,000 in tax preparation fees. If A is an Investor, his tax liability is $460,917; if Trader 1 or Trader 2, $454,343. Investor's liability is higher primarily because only $4,000 of the trading expenses are deductible due to the Sec. 67(a) 2%-of-AGI limit. For Trader 1 and Trader 2, the full $20,000 is deductible from AGI, which also reduces the Sec. 68 phaseout of itemized deductions. 

 

AGI:
Investor
Trader 1
Trader 2
 

 



1
Wages
$1,000,000  
$1,000,000 
$1,000,000 
2
Long-term capital gains
     100,000  
    100,000 
     100,000 
3
Short-term capital gains
     200,000  
    200,000 
4
Net capital gain/(loss) allowed
300,000  
    300,000 
     100,000 
5
Trader (Schedule C) ordinary income/(loss)
                 
     (20,000) 
     180,000 
6
AGI (1 + 4 + 5)
$1,300,000  
$1,280,000 
$1,280,000 
 

 

 

 

 

 

 

 

 

 

Itemized deductions: 
 

 

 

7
State taxes
$     50,000  
$     50,000 
$    50,000  
8
Miscellaneous itemized deductions (subject to 2% floor)
       30,000  
10,000 
10,000  
9
Miscellaneous itemized deductions allowed
4,000  
0 
0  
10
Sec. 68 reduction
    (35,202) 
    (34,602)
   (34,602)
11
Itemized deductions (7 + 9 + 10)
$     18,798   
$     15,398 
$     15,398 
12
Taxable income (6 – 11)
$1,281,202  
$1,264,602 
$1,264,602 
13
Ordinary taxable income
1,181,202  
1,164,602 
1,164,602 
14
Tax at ordinary rate
440,917  
434,343 
434,343 
15
Capital gains subject to 20% rate
100,000  
100,000 
100,000 
16
Capital gain tax
    20,000  
   20,000 
    20,000 
17
Total tax liability (14 + 16)
$ 460,917  
$ 454,343 
$  454,343 
  

Example 2: The facts are the same as in Example 1, except that A had $100,000 in long-term capital losses instead of gains from the investing activity. The Investor's tax liability is $397,357, Trader 1's liability is $392,367 and Trader 2's liability is $431,932. The Investor pays more taxes than Trader 1, because the trading expenses are (1) partially phased out under Sec. 67(a) and (2) deducted from AGI instead of above the line (increasing the overall Sec. 68 phaseout of itemized deductions). Because Trader 2's trading gains are treated as ordinary income, they cannot offset his short-term capital losses for purposes of the Sec. 1211(b) overall capital loss limit. This leads to an increase in the Sec. 68 phaseout of itemized deductions for Trader 2. This difference is somewhat mitigated by the fact that these losses may be carried forward to offset investment capital gains in future years. 

 

AGI:
Investor
Trader 1
Trader 2
 

 



1
Wages
$1,000,000  
$1,000,000  
$1,000,000  
2
Long-term capital gains
(100,000) 
(100,000) 
(100,000) 
3
Short-term capital gains
200,000  
200,000  
4
Net capital gain/(loss) allowed
    100,000  
100,000  
(3,000) 
5
Trader (Schedule C) ordinary income/(loss)
                 
   (20,000) 
  180,000  
6
AGI (1 + 4 + 5)
$1,100,000  
$1,080,000  
$1,177,000  
 

 

 

 

 

 

 

 

 

 

Itemized deductions: 
 

 

 

7
State taxes
$    50,000  
$    50,000   
$   50,000  
8
Miscellaneous itemized deductions (subject to 2% floor)
30,000  
10,000   
10,000  
9
Miscellaneous itemized deductions allowed
8,000  
0   
0  
10
Sec. 68 reduction
   (29,202) 
  (28,602)  
  (31,512) 
11
Itemized deductions (7 + 9 + 10)
$     28,798  
$      21,398   
$   18,488  
12
Taxable income (6 – 11)
$1,071,202  
$ 1,058,602   
1,158,512  
13
Ordinary taxable income
1,071,202  
1,058,602   
1,158,512  
14
Tax at ordinary rate
397,357  
392,367   
431,932  
15
Capital gains subject to 20% rate
0  
0   
0  
16
Capital gain tax
           0  
          0   
          0  
17
Total tax liability (14 + 16)
$ 397,357  
$ 392,367   
$  431,932  
   

Example 3: The facts are the same in Example 1, except that the trading activity produced $200,000 of short-term capital losses instead of gains. The Investor's tax liability is $354,530; Trader 1's liability is $350,356 and Trader 2's liability is $291,191. The Investor fares slightly worse than Trader 1, because his trading expenses are partially phased out and are deductible below instead of above the line. Trader 2 fares much better than Trader 1, because his trading losses are fully deductible against ordinary income; Trader 1's losses are limited under Sec. 1211(b) to $3,000. Also, Trader 2's short-term losses offset ordinary income and his $100,000 capital gain is taxed at 20% under Sec. 1(h). Because long-term capital gains are fully offset by short-term capital losses, neither Investor nor Trader 1 receives a benefit from the preferential capital gain rate. 

 

AGI:
Investor
Trader 1
Trader 2
 

 



1
Wages
$1,000,000  
$1,000,000  
$1,000,000  
2
Long-term capital gains
100,000 
100,000 
100,000  
3
Short-term capital gains/(losses)
100,000 
100,000 
4
Net capital gain/(loss) allowed
(3,000)
(3,000) 
100,000  
5
Trader (Schedule C) ordinary income/(loss)
          
   (20,000) 
  (220,000) 
6
AGI (1 + 4 + 5)
$  997,000  
$  977,000 
$   880,000 
 

 

 

 

 

 

 

 

 

 

 

 

 

Itemized deductions: 
 

 

 

 

 

 

 

 

 

 

7
State taxes
$    50,000  
$    50,000 
$    50,000 
8
Miscellaneous itemized deductions (subject to 2% limit)
30,000  
10,000 
10,000  
9
Miscellaneous itemized deductions allowed
10,060  
0 
0  
10
Sec. 68 reduction
    (26,112)
    (25,512)
    (22,602) 
11
Itemized deductions (7 + 9 + 10)
$    33,948  
$    24,488 
$    27,398  
12
Taxable income (6 – 11)
$  963,052  
$  952,512 
$  852,602  
13
Ordinary taxable income
963,052  
952,512  
752,602  
14
Tax at ordinary rate
354,530  
350,356  
271,191  
15
Capital gains subject to 20% rate
0  
0 
100,000  
16
Capital gain tax
            0  
           0  
    20,000  
17
Total tax liability (14 + 16)
$ 354,530  
$ 350,356 
$ 291,191  
   
Example 4: The facts are the same as in Example 3, except that A had $100,000 of long-term capital losses instead of gains. The Investor's tax liability is $354,530, Trader 1's liability is $350,356 and Trader 2's liability is $268,780. The Investor fares slightly worse than Trader 1, because the trading expenses are partially phased out and deductible below the line. Each taxpayer's losses are limited to $3,000 under Sec. 1211(b). However, Trader 2 can deduct the entire amount of short-term capital losses ($200,000), resulting in a significant reduction in AGI and greater use of itemized deductions, because of a reduction in the Sec. 68 phaseout. 

 

AGI:
Investor
Trader 1
Trader 2
 

 



1
Wages
$1,000,000 
$1,000,000 
$1,000,000 
2
Long-term capital gains/(losses)
(100,000)
(100,000)
(100,000)
3
Short-term capital gains/(losses)
(200,000)
(200,000)
4
Net capital gain/(loss) allowed
(3,000)
(3,000)
(3,000)
5
Trader (Schedule C) ordinary income/(loss)
                 
     (20,000)
 (220,000)
6
AGI (1 + 4 + 5)
$   997,000  
$  977,000  
$  777,000  
 

 

 

Itemized deductions:
7
State taxes
$     50,000 
$    50,000  
$    50,000  
8
Miscellaneous itemized deductions (subject to 2% limit)
30,000 
10,000  
10,000  
9
Miscellaneous itemized deductions allowed
10,060 
0  
0  
10
Sec. 68 reduction
   (26,112)
   (25,512)
   (19,512)
11
Itemized deductions (7 + 9 + 10)
$     33,948 
$    24,488 
$    30,488 
12
Taxable income (6 – 11)
$   963,052 
$  952,512 
$  746,512 
13
Ordinary taxable income
963,052 
952,512 
746,512 
14
Tax at ordinary rate
354,530 
350,356 
268,780 
15
Capital gains subject to 20% rate
  
0 
0 
16
Capital gain tax
              0 
              0 
              0 
17
Total tax liability (14 + 16)
$  354,530 
$  350,356 
$  268,780 
In Examples 1–4 above, the Traders have typically done better than the Investor; Trader 2 has done significantly better when he has suffered short-term capital losses from his trading activity. In each of these examples, it is assumed that Trader 2 has separated and adequately identified his nontrading investment activity. Examples 5 and 6 below demonstrate the results when separate investment activities are not adequately identified and, thus, are included as part of the trading activity. 

Example 5: The facts are the same as in Example 1, except that A holds a separate investment in stock of a company that will go public during the current year. The stock was purchased toward the end of the prior year; at the beginning of the current year, the fair market value (FMV) equaled basis. After the initial public offering, the investment's FMV increased sharply; by year-end, it had appreciated by $10,000,000. After a planning meeting with his tax adviser, Trader 2 intended to keep this investment in a separate account that would be specifically identified as unrelated to his trading activity. Although he forgot to separate this activity, he did not sell any of the highly appreciating securities. (The gain of $100,000 from the separate portfolio also resulted from appreciation during the current year; Trader 2 failed to specifically identify this portfolio as unrelated to his trading activity.) In this case, the Investor's tax liability is $460,917, Trader 1's liability is $454,343 and Trader 2's liability is $4,436,081. Unfortunately for Trader 2, not only are his $100,000 long-term sales converted from capital gain to ordinary income in the current year, but the entire amount of the $10,000,000 built-in gain is marked to market in the current year, reported as ordinary income and taxed at 39.6%. No tax adviser would want to explain to Trader 2 that his failure to precisely follow advice has led to these unintended consequences. At return filing time, it is too late to revoke the Sec. 475(f) election without IRS consent. 

 

AGI:
Investor
Trader 1
Trader 2
 

 



1
Wages
$1,000,000  
$  1,000,000  
$  1,000,000 
2
Long-term capital gains
100,000  
100,000  
0 
3
Short-term capital gains
200,000  
200,000  
4
Net capital gain/(loss) allowed
300,000  
300,000  
0 
5
Trader (Schedule C) ordinary income/(loss)
                 
    (20,000) 
10,280,000 
6
AGI (1 + 4 + 5)
$1,300,000  
$  1,280,000  
$ 11,280,000 
 

 

 

 

 

 

 

 

 

 

 

Itemized deductions:
 

 

 

 

 

 

 

 

7
State taxes
$  50,000  
$     50,000  
$       50,000 
8
Miscellaneous itemized deductions (subject to 2% limit)
30,000  
10,000  
10,000 
9
Miscellaneous itemized deductions allowed
4,000  
0  
0 
10
Sec. 68 reduction
     (35,202)
      (34,602) 
       (40,000)
11
Itemized deductions (7 + 9 + 10)
$     18,798  
$       15,398 
$        10,000 
12
Taxable income (6 – 11)
$1,281,202  
$  1,264,602 
$ 11,270,000 
13
Ordinary taxable income
1,181,202  
1,164,602 
11,270,000 
14
Tax at ordinary rate
440,917  
434,343 
4,436,081 
15
Capital gains subject to 20% rate
100,000  
100,000 
0 
16
Capital gain tax
    20,000  
    20,000 
               0 
17
Total tax liability (14 + 16)
$ 460,917  
$ 454,343 
$4,436,081 
Example 6: The facts are the same as in Example 5, except that A sold the highly appreciating securities at year-end. The Investor's tax liability is $2,464,401, Trader 1's liability is $2,456,481 and Trader 2's liability is $4,436,081. The acceleration of income into the current year is not an issue, because the highly appreciated securities were actually sold. The problem is that Trader 2's long-term capital gains are taxed at 39.6%, instead of 20% under Sec. 1(h). This problem most likely would result from execution (rather than planning) errors, but the reason for the problem will be small consolation at filing time. 

 

AGI:
Investor
Trader 1
Trader 2
 

 



1
Wages
$  1,000,000 
$  1,000,000 
$  1,000,000 
2
Long-term capital gains
10,100,000 
10,100,000 
3
Short-term capital gains
200,000 
200,000 
4
Net capital gain/(loss) allowed
10,300,000 
10,300,000 
5
Trader (Schedule C) ordinary income/(loss)
                 
     (20,000)
10,280,000 
6
AGI (1 + 4 + 5)
$11,300,000 
$11,280,000  
$11,280,000 
 

 

 

Itemized deductions:
7
State taxes
$       50,000 
$       50,000 
$       50,000 
8
Miscellaneous itemized deductions (subject to 2% limit)
30,000 
10,000 
10,000 
9
Miscellaneous itemized deductions allowed
0 
0 
0 
10
Sec. 68 reduction
      (40,000)
      (40,000)
      (40,000)
11
Itemized deductions (7 + 9 + 10)
$       10,000 
$       10,000 
$       10,000 
12
Taxable income (6 – 11)
$11,290,000 

$11,270,000 
$11,270,000 
13
Ordinary taxable income
1,190,000 
1,170,000 
11,270,000 
14
Tax at ordinary rate
444,401 
436,481 
4,436,081 
15
Capital gains subject to 20% rate
10,100,000 
10,100,000 
0 
16
Capital gain tax
  2,020,000 
   2,020,000 
                 
17
Total tax liability (14 + 16)
$ 2,464,401 
$ 2,456,481 
$ 4,436,081 
Conclusion 
Today, securities traders are much more capable of meeting the stringent requirements for trader status. The primary tax benefit of qualifying for such status is that deductions are allowed above the line without AGI limits or Sec. 163(d) investment income requirements. Taxpayers should carefully consider whether attaining such status makes economic sense based on their own unique financial circumstances. As soon as possible after such a determination has been made, the taxpayer should consider making a Sec. 475(f) mark-to-market election. Perhaps more importantly, once such election is made, traders should be very careful to properly designate investment holdings as separate and unrelated to the trading activity. Generally, creating separate accounts for investment portfolios is the most practical way to accomplish this. Because the Sec. 475(f) election and designation requirements must be made well before the related tax returns are filed, and the consequences of improper execution can be severe, proper guidance and extreme care are particularly critical for a securities trader contemplating a Sec. 475(f) election. 


TAXATION OF PUTS AND CALLS

Options
Options are generally subject to the rules described in this section. If the option is part of a straddle, the loss deferral rules covered later under Straddles may also apply. For special rules that apply to nonequity options and dealer equity options, see Section 1256 Contracts Marked to Market , earlier. 

Gain or loss from the sale or trade of an option to buy or sell property that is a capital asset in your hands, or would be if you acquired it, is capital gain or loss. If the property is not, or would not be, a capital asset, the gain or loss is ordinary gain or loss. 

Example 1.
You purchased an option to buy 100 shares of XYZ Company stock. The stock increases in value and you sell the option for more than you paid for it. Your gain is capital gain because the stock underlying the option would have been a capital asset in your hands. 

Example 2.
The facts are the same as in Example 1, except that the stock decreases in value and you sell the option for less than you paid for it. Your loss is a capital loss. 

Option not exercised.   If you have a loss because you did not exercise an option to buy or sell, you are considered to have sold or traded the option on the date that it expired. 

Writer of option.   If you write (grant) an option, how you report your gain or loss depends on whether it was exercised. 

  If you are not in the business of writing options and an option you write on stocks, securities, commodities, or commodity futures is not exercised (or repurchased), the amount you receive is a short-term capital gain. 

If an option requiring you to buy or sell property is exercised, see Writers of puts and calls , later. 

Section 1256 contract options.   Gain or loss is recognized on the exercise of an option on a section 1256 contract. Section 1256 contracts are defined under Section 1256 Contracts Marked to Market , earlier. 

Cash settlement option.   A cash settlement option is treated as an option to buy or sell property. A cash settlement option is any option that on exercise is settled in, or could be settled in, cash or property other than the underlying property. 

How to report.   Gain or loss from the closing or expiration of an option that is not a section 1256 contract, but that is a capital asset in your hands, is reported on Schedule D (Form 1040). 

  If an option you purchased expired, enter the expiration date in column (c) and enter “Expired” in column (d). 

  If an option that you wrote expired, enter the expiration date in column (b) and enter “Expired” in column (e). 

Puts and Calls 

Puts and calls are options on securities and are covered by the rules just discussed for options. The following are specific applications of these rules to holders and writers of options that are bought, sold, or “closed out” in transactions on a national securities exchange, such as the Chicago Board Options Exchange. (But see Section 1256 Contracts Marked to Market , earlier, for special rules that may apply to nonequity options and dealer equity options.) These rules are also presented in Table 4-1. 

Puts and calls are issued by writers (grantors) to holders for cash premiums. They are ended by exercise, closing transaction, or lapse. 

A “put option” is the right to sell to the writer, at any time before a specified future date, a stated number of shares at a specified price. Conversely, a “call option” is the right to buy from the writer of the option, at any time before a specified future date, a stated number of shares of stock at a specified price. 

Holders of puts and calls.   If you buy a put or a call, you may not deduct its cost. It is a capital expenditure. 

  If you sell the put or the call before you exercise it, the difference between its cost and the amount you receive for it is either a long-term or short-term capital gain or loss, depending on how long you held it. 

  If the option expires, its cost is either a long-term or short-term capital loss, depending on your holding period, which ends on the expiration date. 

  If you exercise a call, add its cost to the basis of the stock you bought. If you exercise a put, reduce your amount realized on the sale of the underlying stock by the cost of the put when figuring your gain or loss. Any gain or loss on the sale of the underlying stock is long term or short term depending on your holding period for the underlying stock. 

Put option as short sale.   Buying a put option is generally treated as a short sale, and the exercise, sale, or expiration of the put is a closing of the short sale. See Short Sales , earlier. If you have held the underlying stock for 1 year or less at the time you buy the put, any gain on the exercise, sale, or expiration of the put is a short-term capital gain. The same is true if you buy the underlying stock after you buy the put but before its exercise, sale, or expiration. Your holding period for the underlying stock begins on the earliest of: 

· The date you dispose of the stock,

· The date you exercise the put,

· The date you sell the put, or

· The date the put expires.

Writers of puts and calls.   If you write (grant) a put or a call, do not include the amount you receive for writing it in your income at the time of receipt. Carry it in a deferred account until: 

· Your obligation expires,

· You buy, in the case of a put, or sell, in the case of a call, the underlying stock when the option is exercised, or

· You engage in a closing transaction.

  If your obligation expires, the amount you received for writing the call or put is short-term capital gain. 

  If a put you write is exercised and you buy the underlying stock, decrease your basis in the stock by the amount you received for the put. Your holding period for the stock begins on the date you buy it, not on the date you wrote the put. 

  If a call you write is exercised and you sell the underlying stock, increase your amount realized on the sale of the stock by the amount you received for the call when figuring your gain or loss. The gain or loss is long term or short term depending on your holding period of the stock. 

  If you enter into a closing transaction by paying an amount equal to the value of the put or call at the time of the payment, the difference between the amount you pay and the amount you receive for the put or call is a short-term capital gain or loss. 

Examples of non-dealer transactions.    

1. Expiration. Ten JJJ call options were issued on April 8, 2009, for $4,000. These equity options expired in December 2009, without being exercised. If you were a holder (buyer) of the options, you would recognize a short-term capital loss of $4,000. If you were a writer of the options, you would recognize a short-term capital gain of $4,000. 

2. Closing transaction. The facts are the same as in (1), except that on May 8, 2009, the options were sold for $6,000. If you were the holder of the options who sold them, you would recognize a short-term capital gain of $2,000. If you were the writer of the options and you bought them back, you would recognize a short-term capital loss of $2,000. 

3. Exercise. The facts are the same as in (1), except that the options were exercised on May 27, 2009. The buyer adds the cost of the options to the basis of the stock bought through the exercise of the options. The writer adds the amount received from writing the options to the amount realized from selling the stock to figure gain or loss. The gain or loss is short term or long term depending upon the holding period of the stock. 

4. Section 1256 contracts. The facts are the same as in (1), except the options were nonequity options, subject to the rules for section 1256 contracts. If you were a buyer of the options, you would recognize a short-term capital loss of $1,600, and a long-term capital loss of $2,400. If you were a writer of the options, you would recognize a short-term capital gain of $1,600, and a long-term capital gain of $2,400. See Section 1256 Contracts Marked to Market , earlier, for more information. 

Table 4-1. Puts and Calls 

	Puts

	When a put:
	If you are the holder:
	If you are the writer:

	Is exercised
	Reduce your amount realized from sale of the underlying stock by the cost of the put.
	Reduce your basis in the stock you buy by the amount you received for the put.

	Expires
	Report the cost of the put as a capital loss on the date it expires.*
	Report the amount you received for the put as a short-term capital gain.

	Is sold by the holder
	Report the difference between the cost of the put and the amount you receive for it as a capital gain or loss.*
	This does not affect you. (But if you buy back the put, report the difference between the amount you pay and the amount you received for the put as a short-term capital gain or loss.) 

	Calls

	When a call:
	If you are the holder:
	If you are the writer:

	Is exercised
	Add the cost of the call to your basis in the stock purchased.
	Increase your amount realized on sale of the stock by the amount you received for the call.

	Expires
	Report the cost of the call as a capital loss on the date it expires.*
	Report the amount you received for the call as a short-term capital gain.

	Is sold by the holder
	Report the difference between the cost of the call and the amount you receive for it as a capital gain or loss.*
	This does not affect you. (But if you buy back the call, report the difference between the amount you pay and the amount you received for the call as a short-term capital gain or loss.) 

	*See Holders of puts and calls and Writers of puts and calls in the accompanying text to find whether your gain or loss is short term or long term. 


Straddles
This section discusses the loss deferral rules that apply to the sale or other disposition of positions in a straddle. These rules do not apply to the straddles described under Exceptions , later. 

A straddle is any set of offsetting positions on personal property. For example, a straddle may consist of a purchased option to buy and a purchased option to sell on the same number of shares of the security, with the same exercise price and period. 

Personal property.   This is any property of a type that is actively traded. It includes stock options and contracts to buy stock, but generally does not include stock. 

Straddle rules for stock.   Although stock is generally excluded from the definition of personal property when applying the straddle rules, it is included in the following two situations. 

1. The stock is of a type which is actively traded and at least one of the offsetting positions is a position on that stock or substantially similar or related property. 

2. The stock is in a corporation formed or availed of to take positions in personal property that offset positions taken by any shareholder. 

Note. 

For positions established before October 22, 2004, condition (1) above does not apply. Instead, personal property includes stock if condition (2) above applies or the stock was part of a straddle in which at least one of the offsetting positions was: 

· An option to buy or sell the stock or substantially identical stock or securities,

· A securities futures contract on the stock or substantially identical stock or securities, or

· A position on substantially similar or related property (other than stock).

Position.   A position is an interest in personal property. A position can be a forward or futures contract, or an option. 

  An interest in a loan that is denominated in a foreign currency is treated as a position in that currency. For the straddle rules, foreign currency for which there is an active interbank market is considered to be actively-traded personal property. See also Foreign currency contract under Section 1256 Contracts Marked to Market, earlier. 

Offsetting position.   This is a position that substantially reduces any risk of loss you may have from holding another position. However, if a position is part of a straddle that is not an identified straddle (described later), do not treat it as offsetting to a position that is part of an identified straddle. 

Presumed offsetting positions.   Two or more positions will be presumed to be offsetting if: 

· The positions are established in the same personal property (or in a contract for this property), and the value of one or more positions varies inversely with the value of one or more of the other positions, 

· The positions are in the same personal property, even if this property is in a substantially changed form, and the positions' values vary inversely as described in the first condition, 

· The positions are in debt instruments with a similar maturity, and the positions' values vary inversely as described in the first condition, 

· The positions are sold or marketed as offsetting positions, whether or not the positions are called a straddle, spread, butterfly, or any similar name, or 

· The aggregate margin requirement for the positions is lower than the sum of the margin requirements for each position if held separately. 

Related persons.   To determine if two or more positions are offsetting, you will be treated as holding any position that your spouse holds during the same period. If you take into account part or all of the gain or loss for a position held by a flowthrough entity, such as a partnership or trust, you are also considered to hold that position. 

Loss Deferral Rules 

Generally, you can deduct a loss on the disposition of one or more positions only to the extent that the loss is more than any unrecognized gain you have on offsetting positions. Unused losses are treated as sustained in the next tax year. 

Unrecognized gain.   This is: 

· The amount of gain you would have had on an open position if you had sold it on the last business day of the tax year at its fair market value, and 

· The amount of gain realized on a position if, as of the end of the tax year, gain has been realized, but not recognized.

Example.
On July 1, 2009, you entered into a straddle. On December 16, 2009, you closed one position of the straddle at a loss of $15,000. On December 31, 2009, the end of your tax year, you have an unrecognized gain of $12,750 in the offsetting open position. On your 2009 return, your deductible loss on the position you closed is limited to $2,250 ($15,000 − $12,750). You must carry forward to 2010 the unused loss of $12,750. 

Note. 

If you physically settle a position established after October 21, 2004, that is part of a straddle by delivering property to which the position relates (and you would realize a loss on that position if you terminated it), you are treated as having terminated the position for its fair market value immediately before the settlement and as having sold the property used to physically settle the position at its fair market value. 

Exceptions.   The loss deferral rules do not apply to: 

1. Positions established after October 21, 2004, comprising an identified straddle,

2. Certain straddles consisting of qualified covered call options and the stock to be purchased under the options,

3. Hedging transactions, described earlier under Section 1256 Contracts Marked to Market , and 

4. Straddles consisting entirely of section 1256 contracts, as described earlier under Section 1256 Contracts Marked to Market (but see Identified straddle, next). 

Note. 

For positions established before October 22, 2004, the loss deferral rules also do not apply to a straddle that is an identified straddle at the end of the tax year. 

Identified straddle.   Any straddle (other than a straddle described in (2) or (3) above) is an identified straddle if all of the following conditions exist. 

· You clearly identified the straddle on your records before the close of the day on which you acquired it.

· For straddles acquired after December 29, 2007, you identified the positions in the straddle that are offsetting with respect to one another (for example, position A offsets position D, and position B offsets position C). 

· The straddle is not part of a larger straddle.

  If there is a loss from any position in an identified straddle, you must increase the basis of each of the positions that offset the loss position in the identified straddle. The increase is the loss multiplied by the following fraction: 

	 
	Unrecognized gain (if any) on the offsetting position
	 

	 
	The total unrecognized gain on all positions that offset the loss position in the identified straddle
	 

	
	
	


  For this purpose, your unrecognized gain is the excess of the fair market value of the position that is part of an identified straddle at the time you incur a loss on another position in the identified straddle, over the fair market value of that position when you identified it as a position in the straddle. 

  If the application of the above rule does not result in the increase in basis of any offsetting position in the identified straddle, you must increase the basis of each of the offsetting positions in the straddle in a manner that: 

· Is reasonable,

· Is consistently applied by you,

· Is consistent with the purposes of the identified straddle rules, and

· Results in a total increase in the basis of those offsetting positions that is equal to the loss.

  If you adopt an allocation method under this rule, you must describe that method in your books and records. 

  The identified straddle rules also apply to positions that are or have been a liability or obligation to you (for example, a debt obligation you issued, a written option, or a notional principal contract you entered into). 

  Neither you nor anyone else can take into account any loss on a position that is part of an identified straddle to the extent that the loss increases the basis of any positions that offset the loss position in the identified straddle. 

Note. 

For positions established before October 22, 2004, identified straddles have to meet two additional conditions:

1. All of the original positions that you identify were acquired on the same day.

2. All of the positions included in item (1) were disposed of on the same day during the tax year, or none of the positions were disposed of by the end of the tax year. 

Also, the losses from positions are deferred until you dispose of all the positions in the straddle. The rule discussed above for increasing the basis of each of the positions does not apply. 

Qualified covered call options and optioned stock.   A straddle is not subject to the loss deferral rules for straddles if both of the following are true. 

· All of the offsetting positions consist of one or more qualified covered call options and the stock to be purchased from you under the options. 

· The straddle is not part of a larger straddle.


But see Special year-end rule , later, for an exception. 

  A qualified covered call option is any option you grant to purchase stock you hold (or stock you acquire in connection with granting the option), but only if all of the following are true. 

· The option is traded on a national securities exchange or other market approved by the Secretary of the Treasury.

· The option is granted more than 30 days before its expiration date.

For covered call options entered into after July 28, 2002, the option is granted not more than 12 months before its expiration date or satisfies term limitation and qualified benchmark requirements published in the Internal Revenue Bulletin. 

· The option is not a deep-in-the-money option.

· You are not an options dealer who granted the option in connection with your activity of dealing in options.

· Gain or loss on the option is capital gain or loss.

   A deep-in-the-money option is an option with a strike price lower than the lowest qualified benchmark (LQB). The strike price is the price at which the option is to be exercised. Strike prices are listed in the financial section of many newspapers. The LQB is the highest available strike price that is less than the applicable stock price. However, the LQB for an option with a term of more than 90 days and a strike price of more than $50 is the second highest available strike price that is less than the applicable stock price. 

  The availability of strike prices for equity options with flexible terms does not affect the determination of the LQB for an option that is not an equity option with flexible terms. 

  The applicable stock price for any stock for which an option has been granted is: 

1. The closing price of the stock on the most recent day on which that stock was traded before the date on which the option was granted, or 

2. The opening price of the stock on the day on which the option was granted, but only if that price is greater than 110% of the price determined in (1). 

  If the applicable stock price is $25 or less, the LQB will be treated as not less than 85% of the applicable stock price. If the applicable stock price is $150 or less, the LQB will be treated as not less than an amount that is $10 below the applicable stock price. 

Example.   On May 13, 2009, you held XYZ stock and you wrote an XYZ/September call option with a strike price of $120. The closing price of one share of XYZ stock on May 12, 2009, was $130.25. The strike prices of all XYZ/September call options offered on May 13, 2009, were as follows: $110, $115, $120, $125, $130, and $135. Because the option has a term of more than 90 days, the LQB is $125, the second highest strike price that is less than $130.25, the applicable stock price. The call option is a deep-in-the-money option because its strike price is lower than the LQB. Therefore, the option is not a qualified covered call option, and the loss deferral rules apply if you closed out the option or the stock at a loss during the year. 

Capital loss on qualified covered call options.   If you hold stock and you write a qualified covered call option on that stock with a strike price less than the applicable stock price, treat any loss from the option as long-term capital loss if, at the time the loss was realized, gain on the sale or exchange of the stock would be treated as long-term capital gain. The holding period of the stock does not include any period during which you are the writer of the option. 

Special year-end rule.   The loss deferral rules for straddles apply if all of the following are true. 

· The qualified covered call options are closed or the stock is disposed of at a loss during any tax year.

· Gain on disposition of the stock or gain on the options is includible in gross income in a later tax year.

· The stock or options were held less than 30 days after the closing of the options or the disposition of the stock.

How To Report Gains and Losses (Form 6781) 

Report each position (whether or not it is part of a straddle) on which you have unrecognized gain at the end of the tax year and the amount of this unrecognized gain in Part III of Form 6781. Use Part II of Form 6781 to figure your gains and losses on straddles before entering these amounts on Schedule D (Form 1040). Include a copy of Form 6781 with your income tax return. 

Coordination of Loss Deferral Rules and Wash Sale Rules 

Rules similar to the wash sale rules apply to any disposition of a position or positions of a straddle. First apply Rule 1, explained next, then apply Rule 2. However, Rule 1 applies only if stocks or securities make up a position that is part of the straddle. If a position in the straddle does not include stock or securities, use Rule 2. 

Rule 1.   You cannot deduct a loss on the disposition of shares of stock or securities that make up the positions of a straddle if, within a period beginning 30 days before the date of that disposition and ending 30 days after that date, you acquired substantially identical stock or securities. Instead, the loss will be carried over to the following tax year, subject to any further application of Rule 1 in that year. This rule will also apply if you entered into a contract or option to acquire the stock or securities within the time period described above. See Loss carryover , later, for more information about how to treat the loss in the following tax year. 
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