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P-His a 10-percent shareholder in S, an S corporation.
On Sept. 23, 2002, S paid premuns to acquire two ngjor
foreign currency options fromB and received prem uns when
it sold two witten mnor foreign currency options to B
The purchased najor foreign currency options were a

reci procal put and call, exactly offsetting each other. The
witten mnor foreign currency options also were a
reci procal put and call, exactly offsetting each other. On

Sept. 25, 2002, S assigned the major foreign currency cal
option and the mnor foreign currency call option to a
charity pursuant to an assignment agreenent in which the
charity was substituted for S with respect to al

obl i gations under the mnor foreign currency call option.

Rfiled a notion for partial summary judgnment seeking a
determ nation (1) that S did not recognize | oss under sec.
1256, I.R C., upon its assignnent of the major foreign
currency call option to charity, and (2) that S nust
recogni ze gain upon its assignnment of the m nor currency
call option to charity.
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Ps contend (1) that the najor foreign currency cal
option assigned to the charity is a sec. 1256, |.R C
foreign currency contract so that loss, if any, on the
assignment of that option was recognized by S in 2002 under
t he marked-to-market rules of sec. 1256(a) and (c), |I.RC
and (2) that gain, if any, on the assignnent of the m nor
foreign currency call option to the charity was not
recogni zed by S because the m nor foreign currency option
was not a sec. 1256, |I.R C., contract and the assignnment by
Sto the charity did not termnate the option.

Hel d: Under sec. 1256, |I.R C., the major foreign
currency call option is not a foreign currency contract as
defined in sec. 1256(b)(2) and (g)(2), I.R C, and the
mar ked-t o- mar ket provisions of sec. 1256, |I.R C., do not
apply to enable S to recognize the |oss on the assignnment of
the major foreign currency option to the charity.

Hel d, further, there are genuine issues of materi al
fact remaining with respect to the inconme tax treatnment of
t he assignnent of the mnor foreign currency call option to
the charity that require trial

John E. Rogers and Colin C. Laitner, for petitioners.

John Coneau and Jeffrey Dorfman, for respondent.

OPI NI ON

HAI NES, Judge: This case is before the Court on
respondent’s notion for partial summary judgnent pursuant to Rule
121.!' Respondent raises two issues for decision in his notion:

(1) Whet her under the marked-to-market rules of section 1256 J.

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code (Code), as anended, and all Rule
references are to the Tax Court Rules of Practice and Procedure.
Anpbunts are rounded to the nearest doll ar.
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Summtt, Inc. (Summtt), an S corporation, recognized |oss upon
its assignnent to charity of a nmajor foreign currency cal
option, and (2) whether Summtt was required to include in its
i ncone, upon its assignnment to charity of a mnor foreign
currency call option, the premumit received as witer of that
opti on.

The following facts are based upon the parties’ pleadings,
affidavits, and exhibits in support of and in opposition to the
notion for partial summary judgnent. They are stated solely for
t he purpose of deciding the notion and not as findings of fact in
this case. See Fed. R Cv. P. 52(a).

Backgr ound

The | oss petitioners claimcanme from Sunmtt’s offsetting
foreign currency option transactions, the inconme tax effects of
whi ch flowed through to petitioners’ joint 2002 Federal incone
tax return. Summtt is a California corporation with its
princi pal place of business in San C enente. Summtt was
i ncorporated on March 25, 1996, and elected on April 1, 1997, to
be treated as an S corporation under section 1361(a)(1).
Petitioner Mark D. Summtt (petitioner) is a 10-percent
shareholder in Summtt. Petitioners resided in Mnrovia,
California, at the tinme the petition was filed.

During 2002 Summ tt engaged Multi National Strategies, LLC

(Mul'ti National), located in New York City, to provide advice
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with respect to foreign currency option transactions and to serve
as depositary for funds needed for the transactions. On
Septenber 10, 2002, Summtt entered into agreenents with
Beckenham Tradi ng Co., Inc. (Beckenhanm), with its principal place
of business in Fort Lee, New Jersey, to engage in cross-currency
transactions. The agreenents between Beckenham and Summ tt
recited that the transactions were intended to be exenpt from
and ot herwi se not subject to, regulation under the Comuodity
Exchange Act. Beckenham was designated the cal cul ati on agent for
the transactions to determne all anmounts due to or from each
party in accordance with terns specified in the agreenents with
Summ tt.

On Septenber 21, 2002, Summtt authorized Multi National to
purchase two 180-day nmmjor foreign currency options? and to sel
on behalf of Summtt two 180-day witten m nor foreign currency
options.® On Septenber 23, 2002, Sunmtt purchased from
Beckenham two maj or currency options, each pegged to the U. S.

dollar (USD) and the European Union euro (EUR). The nmjor

2A major foreign currency is a “currency in which positions
are * * * traded through regulated futures contracts”. Sec.
1256(9g)(2)(A)(i). The term“reqgulated futures contract”, as
defined in sec. 1256(g)(1), neans “a contract--(A) wth respect
to which the amobunt required to be deposited and the anount which
may be wit hdrawn depends on a system of marking to market, and
(B) which is traded on or subject to the rules of a qualified
board or exchange.” Major currencies include the U S. dollar,
British pound, Japanese yen, Swi ss franc, and European Union
eur o.

SM nor currencies include the Dani sh krone.
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currency options were a reciprocal put and call, exactly
of fsetting each other. The purchased major options noved
inversely in value to one another over the 180-day period, thus
ensuring that Summtt would hold a | oss position in one of the
two purchased options. The EUR call option (3032) and the EUR
put option (3033) had a notional value of EUR 357,580, 711, a
strike price of $0.9788 USD/ EUR, and an expiration date of March
21, 2003.4

The party obligated to performif the hol der exercises the
option is the witer of the option. Beckenhamwas the witer of
the major currency options and obligated itself to performat the
di scretion of Sunmtt. As the purchaser and hol der of the major
currency call option, Summtt, by exercising the option, could
requi re Beckenhamto deliver the euro at a price of $0.9788
USD EUR. As the purchaser and hol der of the put option, Sunmtt,
by exercising the option, could require Beckenhamto take
delivery of the euro at a future date or dates at a price of
$0. 9788 USD) EUR. The price specified in the contract at which
the euro woul d be purchased pursuant to exercise of the put or
call option is the strike price.

On the same day that Summtt purchased the major currency
options, Summtt wote and sold to Beckenham two m nor currency

options, each pegged to the USD and the Dani sh krone (DKK). The

“The nunbers in parentheses are trade references used to
identify the various option transactions.
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written mnor currency options were a reciprocal put and call,
exactly offsetting each other. The witten m nor options noved
inversely in value to one another over the 180-day period, thus
ensuring that Summtt would hold a gain position in one of the
two m nor currency options. The DKK call option (3034) and the
DKK put option (3035) had a notional value of DKK 2,661, 225, 000
wth a strike price of 7.6035 DKK/USD and a bonus payout of DKK
10,162,040 if the DKK/USD strike price was greater than 7.2586
DKK. The expiration date for both m nor currency options was
March 21, 2003.

Summtt, the witer of the mnor currency options, obligated
itself to performat the discretion of Beckenham As the
pur chaser and hol der of the mnor currency call option,
Beckenham by exercising the option, could require Summtt to
deliver Danish kroner at a price of 7.6035 DKK/USD. As the
purchaser and hol der of the put option, Beckenham by exercising
the option, could require Summtt to take delivery of kroner at a
future date or dates at a price of 7.6035 DKK/ USD.

The values of the two foreign currencies underlying the
purchased major and wwitten m nor options historically have
denonstrated a very high positive correlation with each other
As the currencies change in val ue because of exchange rate
fluctuations, Summtt could reasonably expect to have the

follow ng potential gains and |l osses in substantially offsetting
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positions: (1) Aloss in a purchased major option and a gain in
a witten mnor option, and (2) a gain in a purchased maj or
option and a loss in a witten mnor option. At any tine,
Summtt’s loss in the purchased major option that had declined in
val ue mght be nore or less than Summtt’s gain in the offsetting
witten mnor option that had appreciated in value. Simlarly,
Summitt’s gain in the remai ni ng purchased maj or option m ght be
nore or less than Sunmtt’s loss in the remaining witten m nor
opti on.

The prem uns Beckenham charged for the major currency
options total ed $19, 967, 500, consisting of a $9,983, 750 prem um
for the EUR call option (3032) and a $9, 983, 750 prem um for the
EUR put option (3033). The premuns charged by Summtt for the
m nor currency options totaled $19, 950, 000, consisting of a
$9, 975, 000 premium for the DKK call option (3034) and a
$9, 975,000 prem um for the DKK put option (3035). The net
prem um paid by Summitt in respect of the two major and two m nor
options was $17,500.°

Two days | ater, on Septenber 25, 2002, Sunmtt assigned to
t he Foundation for Educated Anmerica, Inc. (charity), the EUR cal

option (3032) and the DKK call option (3034).°% At the tinme of

Total prem uns of $19, 967,500 charged for the two major
currency options less total prem uns received of $19, 950, 000 for
the two mi nor currency options.

6Schedul e A to the assignment agreenent, corporate m nutes,
(continued. . .)
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t he assignnment, the potential |loss on the EUR call option (3032)
was $1, 750,535, and the potential gain on the DKK call option
(3034) was $1, 745,285. On Decenber 12, 2002, Summitt cl osed out
the EUR put option (3033) and the DKK put option (3035) by
agreeing with Beckenhamto of fset those options agai nst each
ot her.

In 2003 Summ tt filed a Form 1120S, U.S. Incone Tax Return
for an S Corporation, for 2002 (original return) reporting gross
recei pts of $21, 258,592 | ess $18, 739, 492 cost of goods sol d,
resulting in a gross profit of $2,519,100. Sunmitt also reported
the follow ng currency transactions on Statenent 6 attached to

the return:

5(...continued)
and correspondence all designate Sept. 25, 2002, as the effective
dat e.



Property Date

Option description Trade acquired Trade
EURCaAll EUR 357,580,711 3032 9/23/02 3040
EUR Put EUR 357,580,711 3033 9/23/02 3041
DKK Put  DKK 2,661,225,000 3035 9/23/02 3043

AUD 80,594,595 11/6/02

AUD 80,594,595 11/8/02

EUR 37,500,000 12/11/02

EUR 37,500,000 12/12/02

AUD 60,000,000 12/26/02

AUD 60,000,000 12/31/02

Totd

Date
sold

812/12/02
59/25/02
12/12/02
11/6/02
11/8/02
12/11/02
12/12/02
12/26/02
12/31/02

Gross sae Cost or
price! other basis?

$8,233,215  “$9,992,500
11,724,660 9,983,750
9,975,000 11,720,285
868,084 870,584

1,332,625 1,329,514

480,636 483,136
583,748 580,998
531,768 533,768
308,539 306,689

Gain/loss
($1,759,285)
1,740,910
(1,745,285)
(2,500)
3111
(2,500)
2,750
(2,000)

1,850

(1,762,949)

The gross sale price for each mnor option was the prem um paid by Beckenhamto Sunmitt, witer

of the options. The gross sale price for each major option was determ ned by Beckenham

2The cost or other basis for each major option was the premiumpaid by Sunmmitt to Beckenham
The cost for each minor option was determ ned by Beckenham

SNote the nmistake in dates on the first two trades |isted.

3032, and the second is option 3033.

transferred on Sept. 25, 2002,

“‘Not e that the anpunt reported on the return is $9, 992, 500.

and 3033 was cl osed on Dec. 12, 2002.

$8, 750 di fference is unexpl ai ned.

5The date shoul d be Dec.

12, 2002, per

n.3 to above Statenent 6.

The first trade listed is option
The return transposes the dates transferred/cl osed:

3032 was

The prem umwas $9, 983, 750, and the
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Summitt did not report gain fromthe disposition of the DKK cal
option (3034) on its original return. The $1,762,949 |oss from
Statenent 6 was subtracted fromgross profit of $2,519,100 to
arrive at total income of $756,151. Business deductions of
$691, 424 were clainmed, resulting in ordinary inconme of $64, 727.
As a 10-percent sharehol der of Summtt, petitioner reported
$6,473 ordinary incone fromSummtt on his tinely filed joint
Form 1040, U.S. Individual |Income Tax Return, for 2002.

Summtt filed a first anended Form 1120S for 2002 (first
anmended return) on January 8, 2004, reporting the sane gross
recei pts, cost of goods sold, and gross profit shown on the
original return. However, Summ tt anended the currency
transactions reported on Statenent 6 attached to the return by
adding the followng entry to report the gain on the DKK cal

option (3034):

Gross Cost or
Property Date Date sae other
Option description Trade acquired Trade sold price basis Gain/loss

DKK Call DKK 2,661,225000 3034  9/23/02 3042 9/25/02  $9,975000  $8,229,715 $1,745,285
By reporting the gain of $1, 745,285 fromthe disposition of the
DKK call option (3034), the $1,762,949 | oss reported on the
original return was reduced to $17,664 on the first anended
return. As a result, rather than reducing gross profit of

$2,519, 100 by $1, 762,949, gross profit was reduced by $17, 664 on
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the first amended return resulting in total inconme of $2,501, 436.
Subtracting the claimed business deductions of $691, 424,
unchanged fromthe original return, resulted in reported ordinary
i ncome of $1, 810, 012.

On January 9, 2004, petitioners filed a first anended return
for 2002 on which they increased their flowthrough inconme from
Summitt to $181,001. Petitioners’ first anmended return reported
an additional tax due of $64,779. The Internal Revenue Service
(IRS) assessed this additional tax and on April 5, 2004,
petitioners paid the tax, including interest, in the total anount
of $67, 432.

On February 14, 2007, Summitt attenpted to file a second
amended return for 2002, which reinstated its position that the
recei pt of a premumon the DKK call option (3034) was not
taxable. The second anended return was a restatenent of the
original return. Petitioners also attenpted to file a second
amended return for 2002 to be consistent with Sunmtt’s second
amended return. Neither of the second anended returns was
accepted by the IRS.

On March 15, 2007, respondent issued a notice of deficiency
to petitioners for 2002 which disallowed a $1, 767 fl owt hrough

loss fromSummtt’s foreign currency option transactions
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di scl osed on the first anended return.’” On June 12, 2007,
petitioners mailed a petition to this Court.® |In their petition,
petitioners disavowed portions of their first anended return and
asserted that their share of the $9, 975,000 prem um Summ tt
received for the sale of the DKK call option (3034) option was
not includable in 2002 incone.

On February 9, 2009, respondent filed the notion for parti al
summary judgnent seeking determ nations (1) that the marked-to-
mar ket rul es of section 1256 do not apply to the EUR call option
(3032), and (2) that Summtt rnust include in incone in 2002 the
prem um recei ved upon the issuance of the DKK call option (3034)
because the assignnment of the option to charity caused a
novation. Petitioners filed an objection to the notion on March
19, 2009. Respondent filed a reply on April 27, 2009, and a
suppl enent al nmenorandum on May 20, 2009. The Court held a
hearing on the notion on June 10, 2009. Posthearing nenoranda
were received frompetitioner and respondent on August 7 and

Sept enber 24, 2009, respectively.

‘Petitioners executed a Form 872, Consent to Extend the Tine
to Assess Tax, extending the tinme to assess for 2002 to Apr. 15,
2007.

8The Court received the petition on June 18, 2007, but the
petition was postmarked and deened filed on June 12, 2007.
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Di scussi on

Procedure
Summary judgnent is intended to expedite litigation and

avoi d unnecessary and expensive trials. Fla. Peach Corp. V.

Conm ssioner, 90 T.C. 678, 681 (1988). The Court nmay grant

summary judgnent when there is no genuine issue of material fact
and a decision may be rendered as a matter of law. Rule 121(b);

Sundstrand Corp. v. Conm ssioner, 98 T.C 518, 520 (1992), affd.

17 F.3d 965 (7th Cr. 1994); Zaentz v. Conmm ssioner, 90 T.C. 753,

754 (1988). The noving party bears the burden of proving that

there is no genuine issue of material fact. Dahlstromyv.

Commi ssioner, 85 T.C 812, 821 (1985); Naftel v. Comm ssioner, 85

T.C. 527, 529 (1985). The Court wll view any factual materi al
and inferences in the light nost favorable to the nonnoving

party. Dahlstromyv. Conm ssioner, supra at 821; Naftel v.

Conmi ssi oner, supra at 529.

After reviewing the record, we are satisfied that there is
no genui ne issue of any material fact on the section 1256 issue
and that a decision may be rendered as a matter of |aw
Respondent’s notion will be granted denying the purported | oss on
assignment of the major foreign currency call option to charity.
On the second issue with respect to purported gain on the

assignment of the mnor foreign currency call option, there are
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i ssues of material fact that require a trial, and respondent’s
notion will be deni ed.

1. Backgr ound

This is a case of first inpression that requires
interpretation of the term*“foreign currency contract” as defined
in section 1256. The termfirst appeared in the Code in 1982,
and, although the Secretary was granted authority in 1982 to
i ssue regulations to determ ne what types of contracts were
i ncl uded or excluded by the term no such regul ati ons have been
issued. Nor has the termbeen interpreted by the courts.

As we shall see, section 1256 applies to futures and options
contracts that are traded on a qualified exchange. A qualified
exchange nmeans a national securities exchange which is registered
with the Securities and Exchange Comm ssion, a donestic board of
trade designated as a contract market by the Commodity Futures
Tradi ng Comm ssion, or any other exchange, board of trade, or
ot her market which the Secretary determ nes has rul es adequate to
carry out the purposes of section 1256. Sec. 1256(Qg) (7).

Section 1256 al so covers contracts that are not traded on a
qual i fied exchange; i.e., foreign currency contracts that are
negotiated with any one of a nunber of comrercial banks which
provi de an informal market for such trading. The issue before us
is whether a major foreign currency call option, a non-exchange-

traded contract, cones within the nmeaning of “foreign currency
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contract” so as to qualify for section 1256 treatnent.
Petitioners argue that the plain neaning of the definition of
“foreign currency contract” in section 1256 should be interpreted
broadly to include a major foreign currency option. Respondent
argues that the plain neaning of that definition should be
interpreted narrowmy to include only a forward contract, not an
opti on.

The issue arises in the context of what are sonetines known
as “major/mnor” transactions. In the typical major/ mnor
transaction, the taxpayer assigns to a charity® a major foreign
currency call option that has a potential loss. The charity also
assunes the taxpayer’s obligation under the offsetting m nor
foreign currency call option that has a potential gain.

Because the taxpayer takes the position that the major
foreign currency call option assigned to the charity is a section
1256 foreign currency contract, the taxpayer relies on section

1256(c) and Greene v. United States, 79 F.3d 1348 (2d Cr. 1996),

to mark to market the major foreign currency call option when the
option is assigned to the charity in order to recognize a | oss at

that time.® The taxpayer may argue that the loss is

°A charity is an organization defined in sec. 170(c)(2)
contributions to which are deductible for incone tax purposes as
charitable contributions.

oUnl i ke the present case, Greene v. United States, 79 F.3d
1348 (2d Cr. 1996), dealt with transfers of regul ated futures
(continued. . .)
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characterized as ordinary if the transaction also qualifies as a
section 988 transaction.!!

In contrast, because the taxpayer takes the position that
the assuned mnor foreign currency call option is not a section
1256 foreign currency contract, the taxpayer clains that the
charity's assunption of the witten m nor obligation does not
cause the taxpayer to recogni ze gain and that the taxpayer also
does not recognize gain when the option either expires or
term nates.

[11. Section 1256

When Congress enacted section 1256 as part of the Econom c
Recovery Tax Act of 1981 (ERTA), Pub. L. 97-34, sec. 503(a), 95
Stat. 327, the section applied only to regul ated futures
contracts that required physical delivery of personal property.
The pertinent parts of section 1256 originally provided:

SEC. 1256. REGULATED FUTURES CONTRACTS MARKED TO MARKET.

(a) General Rule.— For purposes of this subtitle--
(1) each regulated futures contract held by the

t axpayer at the close of the taxable year shall be

treated as sold for its fair market value on the |ast

busi ness day of such taxable year (and any gain or |oss
shall be taken into account for the taxable year),

10, .. conti nued)
contracts to charity. Regulated futures contracts, as wll be
shown, are sec. 1256 contracts. Sec. 1256(b)(1), (g)(1).

1See sec. 988(a)(1)(A) and sec. 1.988-3(a), |ncone Tax
Regs., which override the characterization of capital |osses
specified in sec. 1256 if sec. 988 al so applies.
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(2) proper adjustnment shall be nade in the anount
of any gain or |oss subsequently realized for gain or
| oss taken into account by reason of paragraph (1),

(3) any gain or loss with respect to a regul ated
futures contract shall be treated as--

(A) short-termcapital gain or loss, to the
extent of 40 percent of such gain or |oss, and

(B) long-termcapital gain or loss, to the
extent of 60 percent of such gain or |oss.

* * * * * * *

(b) Regul ated Futures Contracts Defined. --For purposes
of this section, the term“reqgulated futures contract” neans
a contract--

(1) which requires delivery of personal property
(as defined in section 1092(d) (1)) or interest in such

property;

(2) wth respect to which the amount required to
be deposited and the anmobunt which may be w thdrawn
depends on a system of marking to market; and

(3) which is traded on or subject to the rules
of a donestic board of trade designated as a contract
mar ket by the Commodity Futures Tradi ng Conm sssion or
of any board of trade or exchange which the Secretary
determ nes has rul es adequate to carry out the
pur poses of this section.

(c) Term nations.--The rules of paragraphs (1), (2),
and (3) of subsection (a) shall also apply to the
termnation during the taxable year of the taxpayer’s
obligation wwth respect to a regul ated futures contract by
of fsetting, by taking or making delivery, or otherw se.

For purposes of the preceding sentence, fair nmarket val ue
at the tine of the termnation shall be taken into account.

Stevie D. Conlon and Vincent M Aquilino, in their treatise
Principles of Financial Derivatives: U S. & International

Taxation, par. Al.03 (2009) (citing Hull, Options, Futures and
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O her Derivative Securities 3-5 (2d ed. 1993)), define a futures
contract as an agreenent to deliver specified comobdities or
other property at a future date at an agreed price. Futures
contracts are standardi zed agreenents, tradable on regul ated
exchanges. A key aspect of regulated futures contracts is the
margin requirenent. |In enacting section 1256, Congress
concluded that the daily receipt of profits and the daily
paynment of | osses enployed by comobdity futures exchanges in the
United States for determning margin requirenents nmade it
appropriate to conpute gains and | osses for tax purposes under a
simlar, albeit annual, marked-to-market system of accounti ng.
H Rept. 97-201, at 157 (1981), 1981-2 C B. 352, 475. The
mar ked-to-market rule was also applied to futures transactions
occurring before Decenber 31 of each year if taxpayers
termnated the futures contract before that date. Sec. 1256(c).

The Technical Corrections Act of 1982 (1982 act), Pub. L
97-448, sec. 105(c)(5), 96 Stat. 2385, made four significant
changes to section 1256 that are pertinent to this case. First,
the 1982 act renoved the requirenent of physical delivery for
futures contracts so that cash-settled futures contracts, newy
authorized to trade on futures exchanges by the Commodity
Futures Tradi ng Conm ssion, would also qualify for section 1256

treat nent. | d.
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Second, the 1982 act expanded the phrase “regul ated futures

contract”

contract”

by addi ng “Such termincludes any foreign currency

at the end of section 1256(b). 1d. As the House Ways

and Means Conm ttee expl ai ned:

Trading in foreign currency for future delivery is
conducted through regul ated futures contracts, and is
al so conducted through contracts negotiated wth any
one of a nunber of commrercial banks which conprise an
i nformal market for such trading (bank forward
contracts). Bank forward contracts differ from

regul ated future contracts in that they are private
contracts in which the parties remain entitled to
performance fromeach other. They further differ from
regul ated futures contracts in that they do not cal

for daily variation margin to reflect market changes,
and in that the interbank market has no nechani sm for
settlenment termnating a taxpayer’s position prior to
the delivery date. Prior to ERTA, taxpayers who used
both the futures exchanges and the interbank market to
conduct short-termtrading in foreign currency were
subject to substantially conparable tax treatnent for
both types of contract. Although bank forward
contracts differ fromregulated futures contracts, the
vol une of trading through forward contracts in foreign
currency in the interbank market is substantially
greater than foreign currency trading on futures
exchanges, and prices are readily avail able. Such
contracts are econom cally conparable to regul ated
futures contracts in the same currencies and are used
i nterchangeably with regul ated futures contracts by
traders. [H Rept. 97-794, at 23 (1982).]

A forward contract is an agreenent to deliver a specified

comodity or other property at a future date at an agreed price.

Conl on & Aquilino, supra par. AlL.02[2][a][i]. Typically, neither

party to a forward contract nmakes a paynent at the tine the

contract

i s executed.
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Third, 1982 act sec. 105(c)(5) added subsection (g)(1), a
definitional subsection, to flesh out general definitions in
section 1256(b). The newy enacted section 1256(g) (1) defined a
foreign currency contract to be a contract:

(A) which requires delivery of a foreign currency which
is a currency in which positions are also traded through
regul ated futures contracts,

(B) which is traded in the interbank market, and

(© which is entered into at armis length at a price
determ ned by reference to the price in the interbank
mar ket .

The requirenment of delivery of the foreign currency reflected the
fact that “the interbank market has no nechanismfor settlenent
termnating a taxpayer’s position prior to the delivery date”.

H Rept. 97-794, supra at 23.

Fourth, 1982 act sec. 105(c)(5) granted the Secretary
authority to prescribe regulations to determ ne the types of
contracts that could be included in or excluded fromthe
definition of a foreign currency contract in section 1256(9)(2):

(2) Regul ations.—-The Secretary shall prescribe such
regul ati ons as nmay be necessary or appropriate to carry out
t he purposes of paragraph (1), including regulations
excluding fromthe application of paragraph (1) any contract
(or type of contract) if its application thereto would be
i nconsi stent with such purposes.

As previously stated, no such regul ati ons have ever been issued.

The Deficit Reduction Act of 1984 (DEFRA), Pub. L. 98-369,

98 Stat. 494, made three significant changes pertinent to this

case. First, DEFRA sec. 722(a)(2), 98 Stat. 972, anended section
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1256(g) (1) (A) by adding the phrase “or the settlenent of which
depends on the value of” to the definition of a foreign currency
contract. The effect of this amendnent is in dispute in this
case. Section 1256(g)(2)(A), as changed by DEFRA sec. 102(a)(3),
defined a foreign currency contract to be a contract--
(1) which requires delivery of, or the settlenent of
whi ch depends on the value of, a foreign currency which is a

currency in which positions are also traded through
regul ated futures contracts,

(1i) which is traded in the interbank market, and
(ti1) which is entered into at armis length at a price
determ ned by reference to the price in the interbank

mar ket .

[ Enphasi s added to highlight anmendnent. ]

Second, DEFRA sec. 102 changed the term “regul ated futures
contract” to the nore general term “section 1256 contract” and
reorgani zed section 1256(b) to identify, in general terns,
contracts qualifying as section 1256 contracts.

Third, DEFRA sec. 102(a)(2) and (3) extended section 1256 to
cover “any nonequity option”, sec. 1256(b)(3), and “any deal er
equity option”, sec. 1256(b)(4), and added specific definitions
for those terns in section 1256(Qg)(3) through (6) inclusive.

The Consol i dated Appropriations Act, 2001, Pub. L. 106-554,
app. G sec. 401(g), 114 Stat. 2763A-649 (2000), added “any

deal er securities futures contract” and an option on such a

contract as section 1256(b)(5).
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After reflecting all anmendnents, section 1256(b) now
provi des:

SEC. 1256(b). Section 1256 Contract Defi ned. -- For
purposes of this section, the term“section 1256 contract”
nmeans- - -

(1) any regulated futures contract,

(2) any foreign currency contract,

(3) any nonequity option,

(4) any dealer equity option, and

(5) any dealer securities futures contract.
The term “section 1256 contract” shall not include any
securities futures contract or option on such a contract
unl ess such contract or option is a dealer securities

futures contract.

| V. Petitioners’ Contentions

Petitioners contend that under the plain nmeaning of section
1256(g)(2) (A), as amended in 1984, major foreign currency options
are foreign currency contracts subject to the narked-to-market
rul es of section 1256. To support their position they maintain
that section 1256(b)(2) refers to “any foreign currency
contract”. Therefore, section 1256(g)(2)(A) should be construed
broadl y because “contract” is an inherently broad term and an
option, by definition, is a unilateral contract. 1 Restatenent,
Contracts 2d, sec. 25 (1981). They argue there are no legally
significant differences anong futures, forwards, and options.

Second, petitioners note that no regul ati ons have been

i ssued by the Secretary since 1982 which would limt the
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definition of a foreign currency contract, and, in petitioners’
view, the application of section 1256 to various types of
contracts has been expanded and broadened over tine. Petitioners
reason that this constant expansion, coupled with the inherently
broad original defining term*“contract”, suggests that where a
close call is to be made on this issue, the history favors
i ncluding major foreign currency options wthin the nmeaning of
“foreign currency contract”.!?

Third, petitioners maintain that there are no economcally
significant differences anong foreign currency forwards, futures,
and options. As petitioners state in their posthearing
menor andum

All of these derivatives acconplish the sane
econom ¢ access to currency risk. They reproduce
the economc risks and rewards of holding a
particul ar foreign currency over tinme. These
derivatives only differ in their pricing, timng
and paynment structure, and thus, can be nodified
or transfornmed into one another by entering into
ot her derivatives. For exanple, an option witer
fearing a novenent in the underlying security
adverse to his position can purchase a future on
that security to effectively offset his risk, or
he could wite a contraindicated option as
Petitioners did here.

Fourth, petitioners contend, under the plain neaning of the

statute, if the Court finds that (1) an option is a contract; (2)

2Nei t her party clains that the major foreign currency
options in this case are nonequity options, dealer equity
options, listed options, dealer securities futures contracts, or
options on such contracts pursuant to sec. 1256(b)(3) through (5)
i ncl usi ve.
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the value of the option depends on the value of the euro; (3) the
euro is a major foreign currency traded on the interbank market;
and (4) the option was entered into at arnmis length and with a
price coinciding wwth the interbank market price for such
options, section 1256(9g)(2)(A) “conpels the conclusion that al
maj or foreign currency derivatives created on the infornma

i nterbank market [including the major currency options at issue
in this case] should be nmarked to market”.

V. Respondent’s Cont enti ons

Respondent contends that under the plain nmeaning of section
1256 a foreign currency option cannot be a foreign currency
contract; i.e., a section 1256 contract. Respondent notes that,
as originally enacted in 1982, section 1256(g)(1)(A) referred to
a contract that required delivery of a foreign currency. The
witer of a forward contract is required to deliver a foreign
currency at a future date at an agreed price. On the other hand,
respondent points out that, at the tinme an option is signed,
there is no obligation to deliver. An obligation to deliver
occurs only if the holder of the option exercises its right to
require delivery at sone future tinme after the option has been
signed. The obligation to deliver may never occur if the option
hol der allows the option to | apse. Consequently, respondent
argues that, because section 1256(g)(1)(A), as originally

enacted, referred to a contract that required delivery of the
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foreign currency, the section, as so enacted, could be applied
only to forward contracts, not to options.

Respondent al so contends that the addition of the phrase “or
the settlenent of which depends upon the value of” in DEFRA was
intended to deal with uncertainty as to whether cash-settl ed
forward contracts were included in the definition of foreign
currency contracts. In respondent’s view, the change was not
intended to expand the application of section 1256 to foreign
currency option contracts because the [imting phrase “which
requires delivery of” was left in the statute. Respondent argues
that foreign currency contracts can be physically settled or
cash-settled, but they still nust require settlenent at
expiration. In support of his position, respondent directs us to
t he House Ways and Means Committee report explaining the
provi si ons of DEFRA, which states:

Because certain contracts may call for a cash
settlenment by reference to the value of the foreign
currency rather than actual delivery of the currency,
the bill provides that the delivery of a foreign
currency requirenent is nmet where the contract provides
for a settlenent determ ned by reference to the val ue

of the foreign currency. [H Rept. 98-432 (Part 2), at
1646 (1984); enphasis added. ]

VI. The Court’'s Holding on Section 1256

Each party clains that the plain neaning of section

1256(g) (2) (A) (i) supports his position. |In Canpbell v.

Comm ssioner, 108 T.C. 54, 62-63 (1997), we set out the well-

established and wel |l -understood rules for construing a provision



of the Internal Revenue Code:

In construing * * * [a provision of the Internal
Revenue Code], our task is to give effect to the intent of
Congress, and we nust begin wth the statutory | anguage,
which is the nost persuasive evidence of the statutory
purpose. United States v. Anerican Trucking Associ ations,
Inc., 310 U S. 534, 542-543 (1940). Odinarily, the plain
meani ng of the statutory | anguage is conclusive. United
States v. Ron Pair Enters. Inc., 489 U S. 235, 242 (1989).
Were a statute is silent or anmbi guous, we may | ook to
| egislative history in an effort to ascertain congressional
intent. Burlington NN. R R v. lahonma Tax Conmm., 481 U.S.
454, 461 (1987); Giswld v. United States, 59 F.3d 1571
1575-1576 (11th Gr. 1995). However, where a statute
appears to be clear on its face, we require unequivocal
evi dence of |egislative purpose before construing the
statute so as to override the plain neaning of the words
used therein. Huntsberry v. Conm ssioner, 83 T.C. 742, 747-
748 (1984); see Pallottini v. Conmm ssioner, 90 T.C 498, 503
(1988), and cases there cited.

W will therefore begin with the statute. The plain neani ng of
the words used will control unless there is unequivocal evidence
of legislative purpose to override such neani ng.
For conveni ence, we again set out section 1256(g)(2) (A,
whi ch defines a foreign currency contract to be a contract--
(1) which requires delivery of, or the settlenent of
whi ch depends on the value of, a foreign currency which is a
currency in which positions are also traded through
regul ated futures contracts,
(1i) which is traded in the interbank market, and
(ti1) which is entered into at armis length at a price
determ ned by reference to the price in the interbank
mar ket .
Petitioner views the |legal distinction between a forward and

an option to be insignificant. W disagree. A forward foreign

currency contract is a bilateral contract between a seller and a
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buyer that obligates the seller, at the tine of signing, to
settle his obligation to performby either delivering the
currency or making cash settlenent. Conlon & Aquilino, supra
par. Al.02[2][a][i]. A foreign currency option is a unilateral
contract that does not require delivery or settlenent unless and
until the option is exercised by the holder. An obligation to
settle may never arise if the hol der does not exercise its rights
under the option. It is clear that, as originally enacted in
1982, section 1256(g)(1) applied only to forward contracts. The
statute referred to a contract which required delivery of the
foreign currency, not to a contract in which delivery was left to
t he discretion of the hol der.

It is also clear that the 1984 amendnent “or the settlenent
of which depends on the value of” was inserted to allow a cash-
settled forward contract to cone within the term*“foreign
currency contract”. Foreign currency contracts can be physically
settled or cash-settled, but they still nust require, by their
terns at inception, settlenment at expiration.'® The statute’'s
pl ai n | anguage is dispositive. There is no evidence in the
| egislative history that a literal reading of the statute wll

def eat Congress’ purpose in enacting it. Canpbell v.

Conmmi ssi oner, supra at 62-63.

13The anendnent is simlar to that proposed by the Senate
for cash-settlenent of regulated futures contracts in 1982. See
S. Rept. 97-592, at 276 (1982), 1983-1 C B. 475, 485-486.
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Petitioners argue, by negative inference, that if the
Secretary had wished to identify a foreign currency option as a
“contract (or type of contract)” to be “[excluded] fromthe
application of subparagraph (A)” of section 1256(Qg)(2), the
Secretary woul d have exercised the authority, expressly del egated
by subparagraph (B), to prescribe regulations for that purpose.
We di sagree. The Secretary has not issued regulations bringing a
foreign currency option within the definition of a foreign
currency contract. That determnation is within the province of
the Secretary, not within the province of this Court. Mboreover,
the statute, as we understand it, speaks for itself.

Petitioners’ contention that an option is a contract and
that the addition by Congress of other option contracts to
section 1256 over the years evidences an intent to include major
foreign currency options also fails. Ganted, an option is a
contract and Congress has added other option contracts that
qualify for section 1256 treatnent. However, Congress’ additions
have been restricted to nonequity options, dealer equity options,
and options on dealer securities futures, all of which are traded
on a qualified board or exchange. Sec. 1256(b)(3)-(5), (9)(3)-
(6). Interbank markets have not been designated as a qualified
board or exchange. Sec. 1256(g)(7). When Congress has specified
the types of contracts that come within the definition of a

section 1256 contract, exclusion of others fromits operation may
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be inferred.'* There is no evidence of legislative intent to
designate foreign currency options as section 1256 contracts.

Petitioners also contend that futures, forwards, and options
“acconplish the sanme econom c access to currency risk” and should
be treated the sanme way under the tax |aws. However,
petitioners admt that futures, forwards, and options differ in
their pricing, timng, and paynent structures. It is precisely
t hese economc and | egal distinctions that give rise to disparate
treatment under the tax | aws.

VI1. Concl usion and Hol di ng

Wth respect to the first issue presented to us by
respondent’s notion for partial summary judgnent, we hold that
under section 1256, the major foreign currency option assigned by
Summtt to the charity is not a foreign currency contract as
defined in section 1256(b)(2) and (g)(2), and the marked-to-
mar ket provisions of section 1256 do not apply to the transfer of
the EUR call option (3032) to the charity. As a result,
petitioners did not recognize a loss in 2002 on the EUR cal

option (3032) pursuant to section 1256.

“The nmaxi m expressi o uni us est exclusio alterius, neaning
that to express or include one thing inplies the exclusion of the
other, or of the alternative, applies. Black’s Law Dictionary
661 (9th ed. 2009); see United States v. Smith, 499 U S. 160, 167
(1991) (“‘Where Congress explicitly enunerates certain exceptions
* * * additional exceptions are not to be inplied, in the absence
of evidence of a contrary legislative intent.’”” (quoting Andrus
V. Gover Constr. Co., 446 U. S. 608, 616-617 (1980))).
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The second issue raised by respondent’s notion for parti al
summary judgnent deals with the recognition of gain upon
assignment of the mnor foreign currency call option to charity.
That issue cannot be dealt with isolated fromthe facts invol ved
in the transaction as a whole, and therefore, respondent’s notion
on the second issue will be deni ed.

To reflect the foregoing,

An appropriate order wll

be issued.



