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COMPLIANCE WITH TAX LIMITS ON MUTUAL
FUND COMMODITY SPECULATION

THURSDAY, JANUARY 26, 2012

U.S. SENATE,
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS,
OF THE COMMITTEE ON HOMELAND SECURITY
AND GOVERNMENTAL AFFAIRS,
Washington, DC.

The Subcommittee met, pursuant to notice, at 10:31 a.m., in
room SD-342, Dirksen Senate Office Building, Hon. Carl Levin,
Chairman of the Subcommittee, presiding.

Present: Senators Levin, Carper, and Coburn.

Staff Present: Elise J. Bean, Staff Director and Chief Counsel,
Mary D. Robertson, Chief Clerk; David H. Katz, Counsel; Chris-
topher Barkley, Staff Director to the Minority; Eric Walker,
Detailee (FDIC); Dennis Bogusz, Congressional Fellow; Courtney
Cardin, Law Clerk; Michael Wolf, Law Clerk; Arielle Woronoff,
Law Clerk; Bill Gaertner, Law Clerk; Tamir Haddad, Intern; Julie
Kovin, Law Clerk; David Smith and Amanda Slater (Senator Car-
per).

OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Good morning, everybody. For 10 years now, this
Subcommittee has focused attention on the problem of excessive
speculation in the commodity markets, including the crude oil, nat-
ural gas, and wheat markets. Most recently, in last November’s
hearing, we examined efforts to apply a new position limits rule to
protect consumers, businesses, and the commodity markets them-
selves from excessive speculation. For years now, the American
people have been whipsawed by unpredictable and often escalating
commodity prices. We have been hurt at the pump, we have been
hurt at the dinner table, and we have been hurt in our pocket-
books. We are talking about gasoline prices, electricity and heating
costs, food prices, and industrial raw materials that together affect
virtually every American family and business budget.

The fundamental purpose of commodity markets, unlike stock
markets, is not to attract investors, but to enable producers and
users of physical commodities to arrive at a fair price for their
goods and to hedge their price risks over time. Speculators, who
don’t intend to use or deliver the commodities that they trade or
hedge commodity prices so that they can have price certainty, seek
instead to profit from the price changes. A market which was in-
tended to facilitate price discovery and hedging is now dominated
by speculators who are driving up price volatility, hedging failures,
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and in many cases, driving up commodity prices. The reality today
is that commodity prices are more reflective of trading by specu-
lators than fundamental forces of supply and demand.

At our November hearing, the Commodity Futures Trading Com-
mission told us that 80 percent of the outstanding futures contracts
for crude oil are now held by speculators. CFTC Commissioner Bart
Chilton has said:

“For those who say no evidence exists linking excessive specula-
tion and prices, they just are not looking. Scores of studies and pa-
pers,” he said, “exist which document the linkage.”

Now, the unprecedented flood of speculative money in commodity
markets today comes from index traders, hedge funds, money man-
agers, and exchange-traded products. Our November hearing also
exposed a new wave of commodity speculation coming from the $11
trillion mutual fund industry. Exhibit 1a is a chart which shows
that, since 2008—and that chart is in front of us, to my left—more
than 40 commodity-related mutual funds have begun pouring spec-
ulative funds into the commodities markets and now have accumu-
lated assets of over $50 billion.!

For most of the 70 years they have been in existence, mutual
funds were not significant participants in U.S. commodity markets.
Now, some mutual funds have become major commodity specu-
lators, and more want to follow. When we looked at what had
changed, we discovered that 6 years ago mutual funds began peti-
tioning for and receiving IRS private letter rulings that, for the
first time, enabled them to invest heavily in commodities, despite
longstanding provisions in Section 851(b)(2) of the Internal Rev-
enue Code. Those private letter rulings of the IRS essentially
opened the floodgates to the mutual fund petitioners, allowing
them to engage in billions of dollars in commodity speculation.

Section 851(b)(2), which has been in the Tax Code since mutual
funds got started in the 1930s, restricts the types of income that
mutual funds are allowed to obtain. That allowance is put on them
in the law in exchange for favorable tax treatment. If the mutual
funds abide by this section’s income source restrictions, those mu-
tual funds do not have to pay corporate income taxes like other cor-
porations. This tax break collectively saves the mutual fund indus-
try billions of dollars each year. In simple terms, the statute re-
quires that 90 percent of a mutual fund’s gross income must be de-
rived from securities, interest, or foreign currency investments.
That means not more than 10 percent of their income can come
from alternatives like commodities.

This 90-percent rule has been in place for decades. But in 2006,
as financial engineering took hold on Wall Street, the mutual fund
industry began pressing the IRS to permit it to use complex finan-
cial transactions that would, in essence, enable mutual funds to get
around the 90-percent rule and engage in commodity investments
beyond the 10-percent limit. Dozens of individual mutual funds
made these requests in petitions for private letter rulings.

In response, from 2006 to 2010, the IRS issued 72 private letter
rulings allowing the mutual funds to whom the letters were ad-
dressed to use either wholly owned offshore corporations or finan-

1See Exhibit No. 1a which appears in the Appendix on page 44.



3

cial instruments called “commodity-linked notes” to make unre-
stricted commodity investments, notwithstanding the 10-percent
limit in Section 851. The IRS private letter rulings said that the
mutual funds could treat the income from those sources not as in-
come from a commodities investment but as income from a “securi-
ties” investment in the stock of the company that they owned or
in a note that was designed to avoid the restrictions of Section 851.

For example, the IRS allowed mutual funds to establish wholly
owned controlled foreign corporations (CFCs), whose sole function
is to trade commodities in the futures and swaps markets. In every
case we have examined, mutual funds have established these CFCs
as offshore shell corporations in the Cayman Islands, the classic ex-
ample of a tax haven. The CFCs—these offshore shell corpora-
tions—have no offices, no employees of their own, no independent
business operations; their commodity portfolios are run by employ-
ees who work in the United States for the mutual fund that set up
the offshore arrangement. For example, one mutual fund told us
that all of the commodity investment decisions for their offshore
corporation were made by the mutual fund’s employees in Rock-
ville, Maryland. Another told us that all commodity trading deci-
sions were made by their traders in New York. Still another mu-
tual fund told us openly that their offshore commodity fund had no
“Cayman presence,” describing it as “smoke and mirrors” to obtain
the tax benefit.

Now, these CFCs are corporate fictions, offshore shams, paper
exercises whose sole purpose is to make an end run around the
legal restrictions on commodity investments by mutual funds. At
the same time, the IRS has issued private letter rulings explicitly
allowing those offshore schemes. The IRS private letter rulings pro-
vide, for example, that if a mutual fund owns the stock of the off-
shore shell corporation that it established, it can treat income from
commodity investments made by that offshore shell corporation and
distributed back to the United States as income from a securities
investment rather than a commodities investment.

In addition, the IRS has issued private letter rulings stating that
mutual funds can use commodity-linked notes to invest in commod-
ities and treat the resulting income as from a securities invest-
ment, even though the notes were created for the sole purpose of
investing in commodities and end-running Section 851.

Now, by treating this type of income as derived from securities
rather than from commodities, the IRS has elevated form over sub-
stance, enabling mutual funds to use agents as though they were
independent actors, and to use financial engineering to do indi-
rectly what the law does not let them do directly. The result is
opening the door to increasing commodity speculation.

But that is not all. In the past, under the 90-percent rule, mu-
tual funds spent the lion’s share of their money on stocks, bonds,
and other securities, providing needed capital for economic growth
and for jobs. They were an engine of investment in America. But
as the commodity spigot opens, every dollar spent on commodity
speculation diverts money from their securities investments. So in-
stead of investing in U.S. businesses, mutual funds will spend more
and more increasing sums making bets on commodity price move-
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ments. Capital investments do our economy a lot more good than
betting on prices.

Now, to understand the context of the issues at stake, let us take
a look at the history of the tax law’s limits on mutual funds. When
Federal tax breaks for mutual funds were first enacted in 1936,
Congress adopted limits on what mutual funds could invest in.
They allowed mutual funds to utilize income from interest, stock
dividends, and stock sales. Commodities were not on the list of al-
lowed investments. That was the same year, by the way, that Con-
gress enacted the Commodities Exchange Act of 1936, the first Fed-
eral law to control excessive speculation in commodity markets. So
Congress was well aware of U.S. commodity markets and did not
make commodities an allowable investment for mutual funds in
1936.

In 1954, Congress enacted Subchapter M of the Internal Revenue
Code to reform taxation of mutual funds. Subchapter M again list-
ed the types of income that mutual funds were allowed to earn in
exchange for favorable tax treatment. That list was unchanged
from 1936, and commodities were not on the list.

In 1986, 50 years after the first mutual funds got started, Con-
gress slightly expanded the types of income that a mutual fund
could earn while retaining its tax advantages, adding investments
in foreign currencies to investments in securities. Commodities
were not added by Congress. The Treasury Department issued a
letter at the time noting that it “would generally not treat as quali-
fying income gains from trading commodities.”

In 2010, the mutual fund industry supported an unsuccessful leg-
islative attempt to change the Tax Code to allow mutual funds to
make unrestricted commodity investments. As introduced in 2009,
and passed by the House in 2010, the Regulated Investment Com-
pany Modernization Act would have explicitly permitted mutual
funds to utilize income from “commodities” under Section 851. But
the Senate did not accept that provision. It was removed from the
bill which only then was approved by the Senate. Removal of the
commodities provision was, in fact, the only change made in the
House-passed bill. The bill was sent back to the House which
agreed to the bill as amended by the Senate. So the short story is
that Congress did not agree to adding commodities to the list of ac-
ceptable income for mutual funds under the 90-percent rule. If the
industry wants to try again to change the law to allow more com-
modity investments by mutual funds, the change needs to be con-
sidered not by private letter rulings or regulation, but by Congress
after a full debate of the pros and cons.

Six months after Congress made its decision in that Moderniza-
tion Act, in June 2011, the IRS suspended its issuance of new pri-
vate letter rulings in this area so it could review the underlying
policy issues. Later in the year, Senator Coburn and I sent a joint
letter to the Treasury and the IRS asking the IRS “to permanently
halt the further issuance of [the] private letter rulings.” And our
letter is Hearing Exhibit 1d.1

Now, some have suggested that the IRS ought to allow mutual
funds to use offshore corporations to make commodity investments

1See Exhibit No. 1d which appears in the Appendix on page 51.
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based on the court case known as Moline Properties, which re-
quired the IRS to recognize a certain corporate structure. But in
Moline Properties, the Supreme Court stated that, “in matters re-
lating to the revenue, the corporate form may be disregarded where
it is a sham or unreal.” The Cayman corporations being used for
mutual fund commodity investments have no employees, no place
of business, no profits of their own, and no obvious nontax purpose.
There is no office, other than mailboxes. They are exactly the type
of sham corporations that the Supreme Court said that the IRS can
disregard.

Now, another relevant event is the 2010 congressional codifica-
tion of the economic substance doctrine which permits the IRS to
disregard transactions that have no substantial nontax purpose.
Mutual funds have not offered any substantial business or eco-
nomic purpose for considering these offshore CFCs or constructing
commodity-linked notes. Their only purpose is to serve the mutual
funds’ effort to recharacterize the resulting income as derived from
“securities” so that they can make unlimited commodity invest-
ments while retaining their privileged tax status. A Tax Notes
analysis by two tax practitioners, Hearing Exhibit 3d,! observed
that “it is hard to imagine that there could be a nontax purpose
outweighing the tax purpose on the facts of the rulings.”

Now, finally, there is a long line of cases and private letter rul-
ings in which Federal courts have upheld the IRS’ efforts to go
after sham corporations or transactions which have no purpose
other than tax avoidance or which serve only as conduits for par-
ties seeking to avoid taxation. They include cases like Gregory v.
Helvering, Aldon Homes, Aiken Industries, and the recent case of
Southgate Master Fund. In Southgate, the Fifth Circuit, citing nu-
merous precedents, wrote the following:

“The starting point for our analysis is the cardinal principle of
income taxation: a transaction’s tax consequences depend on its
substance, not its form. This principle ‘is no schoolboy’s rule; it is
the cornerstone of sound taxation[.]” The court wrote: “This
foundational principle finds its voice in the judicial anti-abuse doc-
trines, which ‘prevent taxpayers from subverting the legislative
purpose of the tax code by engaging in transactions that are ficti-
tious or lack economic reality simply to reap a tax benefit.””

One of the issues we are going to explore today is why the IRS
did not follow that approach when analyzing requests by the mu-
tual funds to use offshore corporations and structured notes to
make their commodity investments. By issuing the private letter
rulings that it has issued in the mutual fund area, the IRS is un-
dermining its own longstanding efforts to go after sham corpora-
tions and transactions that are used to avoid paying a tax.

These are not arcane issues; they raise fundamental issues af-
fecting our economic future, the functioning of our Tax Code, and
the use of offshore schemes and financial engineering to avoid our
tax laws. The IRS private letter rulings have unleashed a new flood
of speculative commodity investments that are damaging to Amer-
ican families, businesses, and our economy. Commodity speculation
that contributes to $4-a-gallon gasoline is no joke, and neither is

1See Exhibit No. 3d which appears in the Appendix on page 81.
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a tax policy that threatens to fuel a new explosion in speculation
in commodities. The IRS letter rulings enable U.S. firms to use off-
shore shell corporations and financially engineered notes to make
commodity investments, despite longstanding Tax Code restric-
tions, and it sets precedents that eat away at the integrity of our
Tax Code. We should not just stand by and let that happen.

Today’s oversight hearing is intended to address these concerns.
We will be hearing from IRS Commissioner Douglas Shulman and
Emily McMahon, who is the Acting Assistant Secretary of the
Treasury for the Office of Tax Policy, two of the most senior tax
officials in the Administration. We thank them for their presence.
We are grateful that you were able to be here with us today.

I now invite our Ranking Member, Dr. Coburn, to share his
views.

OPENING STATEMENT OF SENATOR COBURN

Senator COBURN. Thank you, Mr. Chairman, and thank you all
for being here. Some points.

There is no definition of “excessive speculation.” We live in global
markets. The price of oil does not have anything to do with what
the speculation on the Chicago Board of Exchange is right now be-
cause there is a worldwide market for oil, and with the click of a
computer button, you can trade that—whether you trade here or
y(ﬂl ll:rade in London or you trade in Paris or you trade in Abu
Dhabi.

The fact is we have seen what we think is something that goes
around the intention of what Congress has created in terms of mu-
tual funds and the greater risk that is associated with commodity
speculation. And with that, Mr. Chairman, I agree.

The second point is tax avoidance is not illegal. Tax evasion is,
and we need to keep that in mind as we look at it. I do not know
what the answer is to the questions that have been raised today
and the ultimate answer in terms of the letters that you have
granted. But I know a couple things are true. One is that we need
to continue to have the freest and fairest and open markets we can
have to have the best price discovery, and speculation is a signifi-
cant component of that. I have asked multiple panels before me
what excessive speculation is, and I have never been able to get an
answer to that. The fact is that worldwide demand is growing for
almost everything that is listed on our commodity exchanges and
some of the commodity exchanges throughout the world. But the
fact is we do not price just in our country commodities. They are
priced based on worldwide demand.

So my hope is as we go through this—I agree with the Chair-
man. If our intent is not to allow a mutual fund to speculate in
commodities, then we should not be allowing the mutual funds so
that the consumer knows that. That is one. But that will not stop
speculation in commodities because they will just go somewhere
else if they are intent on doing that. So I think it is important we
keep in mind that we are going to have minimal effect, even if we
come to a conclusion through this hearing, on what is going to be
the ultimate outcome in terms of speculative behavior in the world
because we no longer are isolated just in our country.
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I think it is true that we ought to have much more transparency
and straightforwardness about what our intent is. And so I thank
you for being here. My hope is that we can have a better under-
standing of what has happened, what needs to happen, and what
we might need to do to achieve that transparency in light of the
fact that we know we are in a world market and that money is
going to go where the greatest return is based on what the risk is.
And where I would agree with the Chairman, is I think we need
to make sure that people know who are investing in these mutual
funds that are not speculating commodities what the significant
risk is. And it is my belief they do know that now, but I think we
have an obligation to make sure that is the case.

I yield back.

Senator LEVIN. Thank you very much, Dr. Coburn, for your work
and the work of your staff in this matter. It is our joint intent that
even though there may not be consensus on the effect of specula-
tion, that there is consensus that our laws are intended to be fol-
lowed, and they cannot be and should not be run around by sham
transactions.

I now want to welcome our witnesses for this morning’s hearing:
Doug Shulman, who is the Commissioner of the Internal Revenue
Service, and Emily McMahon, the Acting Assistant Secretary for
Tax Policy for the Department of the Treasury.

Commissioner Shulman, I want to thank you for being here
again today. You have testified before this Subcommittee in the
past. We welcome you back, and we are always pleased to have
you.

Ms. McMahon, I think this may be your first appearance, and we
give you a warm welcome as well.

Pursuant to Rule VI, all witnesses who testify before the Sub-
committee are required to be sworn. At this time I would ask you
then to please stand and raise your right hand. Do you swear that
the testimony you are about to give will be the truth, the whole
truth, and nothing but the truth, so help you, God?

Mr. SHULMAN. I do.

Ms. McMAHON. I do.

Senator LEVIN. We will use our traditional timing system today,
and please limit your oral testimony to 10 minutes. At a minute
before that 10-minute period runs out, you will be given a signal
by a yellow light a minute before the red light comes on, which will
give you an opportunity to conclude your remarks.

Commissioner Shulman, we will have you go first, and after we
have heard your testimony and Ms. McMahon’s testimony, we will
then proceed to questions.

TESTIMONY OF HON. DOUGLAS H. SHULMAN,!
COMMISSIONER, INTERNAL REVENUE SERVICE
Mr. SHULMAN. Thank you, Chairman Levin and Ranking Mem-
ber Coburn. I appreciate having the opportunity to testify before
the SubcCommittee on the issue of regulated investment compa-
nies, or RICs, investing in commodities.

1The prepared statement of Mr. Shulman appears in the Appendix on page 36.
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Let me start by explaining that the IRS is involved in this issue
because it is charged with, as the Chairman said, providing guid-
ance to taxpayers as to whether investments that RICs choose to
{nake will produce qualifying RIC income, as defined by the tax
aw.

In order to maintain its tax status, a RIC must derive 90 percent
of its income from investments that meet the qualifications of Sec-
tion 851 of the Code, which generally requires investments be re-
lated to stock, securities, or foreign currencies. The term “securi-
ties” is specifically defined in the Tax Code in Section 851 by cross-
reference to the definition of that same term in the Investment
Company Act of 1940.

It 1s the scope of that definition of the word “security”—and par-
ticularly its application to investments providing indirect exposure
to commodities—that has been the focus of the 70 or so private let-
ter rulings that are the subject of this hearing.

Now, while I was not at the agency at the time our position was
first established and did not participate in any of the decisions
about our position or the private letter ruling process in the past,
it may be useful for me to provide a brief explanation of how the
IRS arrived at the position reflected in the private letter rulings
and then summarize the IRS’s posture on this issue today.

In 2005, some RICs started, to guidance from the IRS, as to
whether certain investments made to achieve exposure to com-
modity prices would qualify for the 90-percent income test. The IRS
was unable to find any authoritative guidance on the proper scope
of the definition of “security” from either the Securities and Ex-
change Commission or the Commodity Futures Trading Commis-
sion.

This situation resulted in the IRS being asked to issue private
letter rulings addressing specific proposed RIC commodity-related
investments based on the IRS’s own best interpretation of the tax
law, including the cross-references to the 1940 Act. Private letter
rulings were issued on this subject starting in 2006. As you said,
they were issued on two basic structures: structured notes and in-
vestments in controlled foreign corporations. I have attached de-
tails of our counsel’s analysis of this issue to my written testimony
to give you a better sense of their analysis.

Last summer, though, as you mentioned, the IRS decided to stop
issuing private letter rulings until our staff could look at the over-
all set of issues and consider guidance of broader applicability.
That is where we are today.

Mr. Chairman, I want to just close by stating that I am confident
that our staff did its best to interpret a difficult set of tax law pro-
visions. And while I believe that their conclusions were reasonable
in the context of an unclear statute, at the agency we have an open
mind on this issue. The fact that we suspended private letter rul-
ings last summer allows the opportunity for us to take a fresh look
at this issue.

You have raised important policy and legal questions that I as-
sure you will be fully considered as we determine the appropriate
next steps.

So with that, that ends my testimony, and I will obviously be
happy to answer questions when the time comes.
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Senator LEVIN. Thank you very much, Commissioner. Secretary
McMahon.

TESTIMONY OF EMILY S. MCMAHON,! ACTING ASSISTANT
SECRETARY FOR TAX POLICY, U.S. DEPARTMENT OF THE
TREASURY

Ms. McMAHON. Thank you, Chairman Levin and Ranking Mem-
ber Coburn. I appreciate the opportunity to testify today on the
issue of investments in commodities by regulated investment com-
panies.

Commissioner Shulman’s testimony describes a series of private
letter rulings issued by the Internal Revenue Service on this sub-
ject. I would like to begin by describing the role of the Treasury
Department in the private letter ruling and published guidance
process.

A private letter ruling is a determination issued by the IRS to
a particular taxpayer that interprets and applies the tax laws to
the taxpayer’s particular set of facts. As a matter of policy and
practice, the Treasury Department does not participate in the con-
sideration or issuance of private letter rulings by the IRS. More-
over, other than in highly unusual circumstances, Treasury Depart-
ment personnel do not know which taxpayers have requested or re-
ceived private letter rulings. Treasury Department personnel be-
come aware of the issuance of a private letter ruling only when
that ruling is eventually issued to the public by the IRS in redacted
form. Consistent with that policy and practice, the Treasury De-
partment did not participate in the formulation, or review or over-
see the issuance, of any of the private letter rulings addressing
commodity-related investments by RICs. Nor has the Treasury De-
partment studied the effect of the private letter rulings on the mu-
tual fund industry.

The Office of Tax Policy is actively involved, however, in the de-
velopment of published guidance, including both tax regulations
and other administrative guidance published in the Internal Rev-
enue Bulletin. In this capacity, Treasury personnel participate in
the development of the substantive law that private letter rulings
reflect.

Thus, in 2005 and 2006, Treasury Department personnel did par-
ticipate in the development of two published revenue rulings that
address commodity-related investments by a RIC. These revenue
rulings, 2006-1 and 2006-31, are described in more detail in Com-
missioner Shulman’s written testimony. Subsequent to those rev-
enue rulings, the IRS and Treasury Department periodically dis-
cussed the possibility of additional guidance in this area as a po-
tential candidate for the Priority Guidance Plan.

As stated in Commissioner Shulman’s testimony, the IRS has
suspended the issuance of private letter rulings addressing com-
modity-related investments by RICs. Treasury Department per-
sonnel were not involved in that decision.

Subsequent to the suspension, the Investment Company Institute
(ICI) called several members of the staff of the Office of Tax Policy
to ask why the IRS issuance of rulings had been suspended and

1The prepared statement of Ms. McMahon appears in the Appendix on page 42.
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what the future might hold. Treasury staff could not, and did not,
provide answers to those questions. On September 28, 2011, at the
ICT’s request, ICI representatives met with Treasury and IRS per-
sonnel to discuss ICI proposals for published guidance that would
permit commodity-related investments by RICs.

The Treasury Department and IRS are currently considering the
possibility of issuing published guidance on this subject.

The Subcommittee’s letter inviting me to testify at this hearing
stated that the Regulated Investment Company Modernization Act
of 2010 “reaffirmed [Congress’] intent to exclude commodities from
mutual funds’ qualifying income under Section 851.” The House
version of the bill, H.R. 4337, would have expanded the definition
of qualifying income to include income derived from direct or indi-
rect exposure to commodities. However, that amendment to the
definition was removed from the bill before enactment, leaving un-
changed the statutory provisions upon which the IRS revenue rul-
ings and private letter rulings were based. Under those provisions,
the definition of qualifying income is linked to the 1940 Act defini-
tion of “security,” and income derived from such securities is not
explicitly excluded from qualifying income merely because it re-
flects exposure to commodity prices.

Under Section 7701 of the Internal Revenue Code, whenever the
economic substance doctrine is relevant to a transaction, the trans-
action is treated as having economic substance only if, as a factual
matter, the transaction changes in a meaningful way the tax-
payer’s economic position and the taxpayer has a substantial
nontax purpose for entering into the transaction. These questions
are inherently factual. The private letter rulings issued by the IRS
do not address the potential application of the economic substance
doctrine, and the Treasury Department does not have independent
knowledge of the facts underlying the rulings. Therefore, we cannot
express a view on the application of Section 7701(o) to the trans-
actions described in the private letter rulings.

Finally, I would note that the extent to which investors should
be able to obtain exposure to commodity price fluctuations through
investments in RICs is not fundamentally a tax policy issue. The
Code provisions in question do raise, however, the issue of whether
the Treasury Department and the IRS should be required to inter-
pret a nontax statute—in this case, the 1940 Act—that does not
otherwise fall within their jurisdiction in order to determine the
availability of favorable tax treatment under the Code. The Securi-
ties and Exchange Commission has not issued any guidance of
which we are aware that addresses the financial instruments de-
scribed in the IRS private letter rulings, whether those financial
instruments are securities for 1940 Act purposes, as required to
produce qualifying income. At the same time, we are not aware of
any action the SEC has taken to preclude RICs from making those
investments. Administering the relevant Code provisions under
these circumstances is challenging from both a practical and a pol-
icy perspective.

Thank you, and I look forward to taking your questions.

Senator LEVIN. Thank you, Ms. McMahon.

First, a short bit on the impact of speculation in commodities on
our cost of gasoline, and then I am going to get to really what is
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the part of this where I think that Senator Coburn and I agree. We
obviously do not agree on the question of whether or not specula-
tion has an impact on commodity prices. We have different points
of view on it. Fair enough. We have had hearings on the subject.
People have different opinions of the subject. But where we do not
have different opinions is on the question of whether or not we can
tolerate sham corporations in the Caymans being used to avoid the
tax laws of this country. But first just a bit on commodity prices.

Take a look at Exhibit 8,1 if you both would. We are going to put
it up for you as well, but it is in your book. It is a chart reflecting
commodity index prices for fuel, food, and metals going back 20
years. You can see on this chart that until about 2002, the prices
were relatively stable. But beginning in 2002, about 10 years ago,
prices began to get more volatile and started to climb. The year
2002 is also about the time when investments in commodity index
funds started to become popular. The chart shows a crash in prices
in 2008 during the financial crisis, but you can see that the prices
never fall back to the pre-2002 level, and since May 2009, prices
have again increased dramatically, approaching record levels.

Now, this chart, by the way, was put together by a data analysis
firm called Index Mundi using IMF data, and it is, again, part of
the exhibits here and will be made part of the record.

Now, the real question that we need to confront and you folks
needs to confront, and I very much welcome your testimony, Com-
missioner, that you are willing to take a fresh look at this despite
those letters that have been issued, is the moratorium, which you
issued in June 2010, which was good news. That is the status quo,
a moratorium, and our request in a letter that we have written
you, a joint letter from Dr. Coburn and myself, asked that you
make that moratorium permanent.

Are there nontax purposes for these transactions that the off-
shore tax havens are making and then transferring the proceeds to
their parent corporation?

What your letters do is state that mutual funds can set up a for-
eign corporation it controls whose sole purpose is to invest in com-
modities. If the mutual funds own that stock, which they do, they
can treat the distribution of income from that wholly owned off-
shore shell corporation as income derived with respect to a mutual
fund’s “business of investing in securities” rather than as a com-
modities investment.

Now, that means that the mutual fund can treat the offshore
shell company’s income as meeting the 90-percent test in Section
851 and outside of the 10-percent limit on alternative investments.

Now, here is what we have learned. We have learned that these
offshore shell corporations, these wholly owned subsidiaries estab-
lished by the mutual funds, are in every case wholly owned Cay-
man Island corporations. They are shells. No physical offices, no
employees of their own, no independent operations. The mutual
fund’s U.S. employees run their commodities portfolios from their
U.S. offices. There are no offices in the Cayman Islands with people
that are making decisions on what these CFCs do.

1See Exhibit No. 8 which appears in the Appendix on page 195.



12

One mutual fund told us that all of the commodity investment
decisions come from their Rockville, Maryland, office, as I said. And
another one acknowledged that there is no Cayman presence; it is
just “smoke and mirrors,” in their words, to obtain the tax benefit.

All of the profits and losses by their offshore shells are returned
to the mutual funds that own them here in the United States. No
income is kept offshore, no U.S. taxes are evaded. That is not the
issue here. The income is returned, and when we say no taxes are
evaded here, of course, there is a tax which would apply to mutual
funds if they violate the 90-percent rule, so that is really the ques-
tion here. It is not an evasion issue, as Senator Coburn points out.
It is an avoidance issue by use of shell corporations which have no
purpose, no business purpose, no nontax purpose at all.

Now, clearly—and I think, Commissioner, you will agree with
this—if the offshore shell corporation did not return the income,
the mutual fund would lose its favored tax status. So the mutual
funds try to ensure that that income is returned to the United
States, which is further proof that it is nothing but a shell corpora-
tion.

Now, the facts indicate—and the mutual funds acknowledge this,
by the way—that these shell corporations are paper exercises,
which the mutual funds use to make commodity investments. They
characterize the resulting income as being derived from the busi-
ness of investing in securities, however, instead of commodities in-
vestments.

Now, issuing these letters and then approving of this offshore
gimmick means that the IRS is elevating form over substance. Mu-
tual funds are not investing in their offshore shells. They are run-
ning them. They are using a sham or a conduit to do indirectly
what they cannot do directly by law.

Now, you have a line of cases where the courts have supported
the IRS when you have refused to recognize sham corporations.
You have a number of private letter rulings where you have not
recognized sham corporations. In one private letter ruling in
2001—citing the Moline case, by the way—the IRS advises tax-
payers that “a parent corporation and its subsidiary are separate
taxable entities unless the subsidiary is a sham or acts as a mere
agent of the parent.” For 80 years you have been fighting to be able
to disregard sham corporations. The IRS has tried to disregard
them where there is no nontax purpose in their creation.

So here we have wholly owned corporate shells, no employees, no
place of business, no independent operations, no income that is not
turned over to the U.S. parent. The shell is typically run by the
mutual fund’s own employees here in the United States who con-
trol the commodity portfolio.

In Gregory v. Helvering, the Supreme Court warns against exalt-
ing artifice above reality.

In Southgate, the Fifth Circuit says the tax consequences of a
transaction are determined based on the underlying substance of
the transaction rather than its legal form.

The issue here is not whether or not the offshore corporation’s
stock is a security. That is not the issue here. Whatever definition
of “security” you want to take, whether or not it has been defined
by the SEC, whether it is defined by the CFTC, that is not the
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issue. Of course, it is a security. It is stock. The issue is whether
or not the offshore corporation which issues that security and
transfers it to its parent is a sham corporation with no substantial
nontax purpose. The issue is whether the offshore shell is a conduit
that the IRS can and should disregard to ensure compliance with
Section 851. So we do not have to debate what constitutes a secu-
rity here. That is stock. That is not the issue.

Now, Commissioner, let me ask you this question: If a mutual
fund were to violate the income restrictions of Section 851, the tax
consequences would be, would they not, that the fund would have
to pay up to 35 percent in corporate income taxes on its income.

Mr. SHULMAN. Yes, I think that is correct. I think, generally,
that is correct. The way you get not taxed at the entity level is by
meeting the restrictions. I think in practice mutual funds all meet
it, or else they would not be a mutual fund, and they would set up
a structure another way. So there is generally not taxes coming in
from these things as they blow through their 90 percent. They ei-
ther set it up this way or they do not, unless the allocation shifts
unexpectedly during the year.

Senator LEVIN. But you do agree that if they violated those in-
come restrictions in that Tax Code Section 851, they would then
have to pay the corporate income tax?

Mr. SHULMAN. Yes.

Senator LEVIN. Now, do you both agree that if a mutual fund
bought and sold commodity futures or a commodity swap—in other
words, if a mutual fund made a direct investment in commodities,
the income from those investments would not qualify as income
from securities or interest or foreign currencies under the 90-per-
cent income in Section 8517

Ms. McMAHON. Yes, I would agree with that. Yes.

Senator LEVIN. All right. So now the question is whether or not
they can avoid that impact by creating a shell corporation, which
everyone agrees is a paper corporation with no business purpose,
no economic purpose down in the Caymans. The question is wheth-
er or not by creating that corporation and just having the stock of
that corporation transfer to them that converts it somehow magi-
cally into a securities transaction.

Now, why do you think mutual funds are setting up these cor-
porations offshore rather than here in the United States? Commis-
sioner Shulman.

Mr. SHULMAN. Well, I think they are setting up these structures
to get some commodity exposure.

Senator LEVIN. To be able to invest in commodities, which they
are restricted from doing in Section 8517

Mr. SHULMAN. Well, they are setting them up to get some expo-
sure to commodities and trying to do in a way that meets the test
in the tax law.

Senator LEVIN. And avoids any Section 851 violation.

Mr. SHULMAN. Sure, it would.

Senator LEVIN. OK. Now, if they used a wholly owned U.S. cor-
poration to do the commodity investing, would that corporation’s
profits then be subject to U.S. tax?

Mr. SHULMAN. I assume so, depending on the structures.
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Senator LEVIN. So a Cayman corporation is not subject to U.S.
tax or any other corporate income tax, so they can accumulate and
invest money more quickly than corporations which do pay taxes.
So as you say, the reason that they are doing this is so that they
can avoid a conflict with Section 851. If they directly invested in
commodities, they would then be subject to the limitations of Sec-
tion 851.

Now, the question that then raises is: Did the IRS ask the mu-
tual funds who created the shell corporations in the Caymans
whether there was a business purpose other than tax avoidance?
Was that asked of them when they requested the letter?

Mr. SHULMAN. As I said, I was not involved in the private letter
rulings. Actually, I did not focus on this issue until after we sus-
pended them. So I do not know what was asked.

Senator LEVIN. Can you look back and check that?

Mr. SHULMAN. Yes.!

Senator LEVIN. OK.

Senator LEVIN. Now, does the IRS care about people circum-
v}elntir‘;g our tax laws through the use of shell/sham corporations off-
shore?

Mr. SHULMAN. The answer is yes, let me just give you a little fur-
ther analysis on that. You had asked about economic substance and
why we didn’t attack this under the economic substance rule, and
you quoted some of the cases we have been involved in.

One, as I think you rightly pointed out, this agency has been
very aggressive attacking sham corporations that are trying to use
the Code in ways that are not permissible to lower taxes in the
United States. We typically raise this doctrine for structures de-
signed to lower tax, such as phony losses, inflated bases, and that
is where we have gone to court, and that is where most of the com-
mon law comes from.

In this case, I would argue that we should have the debate that
you have put on the table. Does the Code allow investment in con-
trolled foreign corporations that then invest in some sort of a com-
modity-related investment, which is very different because there is
no tax being avoided. There is tax paid on those investments in the
United States by the mutual fund’s shareholders, just as if those
mutual fund’s shareholders were not in a mutual fund and were in-
vesting directly in commodities.

Senator LEVIN. Well, isn’t the tax that is being avoided the cor-
porate tax which would be triggered if it was not qualified income
under Section 8517

Mr. SHULMAN. As I said before, the activity would not happen,
and that is legitimate.

Senator LEVIN. Now, that is a different point. If the IRS said
that activity that you just have engaged in, creating a shell cor-
poration with no nontax purpose, that sham business, that income
is going to count under Section 851. If you told them that and they
still did it, they would have to pay a corporate tax in the United
States, right?

Mr. SHULMAN. Sure, but I guess what I am saying is——

Senator LEVIN. You do not think they will do it.

1See Exhibit No. 9 which appears in the Appendix on page 196.
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Mr. SHULMAN. My guess is they would not do it.

Senator LEVIN. That proves that tax avoidance is their purpose,
which is exactly our point. That is the proof of it, that they would
not engage in that transaction if, in fact, it had the result under
the law. So avoiding that tax is their goal, and the question is: Can
they use a sham corporation, a shell corporation in the Caymans
that has no business purpose, no economic purpose, can they use
it to achieve that goal? And your letter says, “Yes, you can use”—
or, “We are not even going to ask. We are not going to ask you
whether or not that shell corporation has any business purpose.”
I do not know that. You are going to check that out for me as to
whether or not you asked the question.

But, my heavens, if the IRS is fighting against these offshore
shell corporations, how do we look the other way? How do we give
a green light to the use of them to qualify this kind of investment
under our Tax Code? It so totally runs contrary to what you are
fighting for, which is do not use these shell corporations offshore
for any nontax purpose; we are going to pierce this veil. That is
what you fight for. And yet you write a letter—mot you but your
predecessors—that says either, “We are not going to ask you if
there is any business purpose to this,” or, “We know there is no
business purpose to it, but technically that can be considered a se-
curity, the stock which is issued by your wholly owned corporation,
with no people down there, no presence down there. We are going
to count that as a security for the purpose of Section 851, even
though it is based on a totally shell/sham corporation.” That runs
inconsistent with your effort to pierce those shell corporations.

Mr. SHULMAN. Yes, what I am trying to do is distinguish—I will
repeat, we have suspended the private letter rulings, we are open
to this, and there are a whole bunch of points you have made that
you have written to us that we are going to take very seriously as
we figure out where to go forward. So that is the state of play.

What I am trying to distinguish is that a very specific issue with
people who came forward and asked about the technical reading of
the law. There are lots of places where the corporate form is re-
spected in the tax law, and what we try to do is analyze what is
the right reading of the law, would it be sustained in the courts,
etc.

I think I am just trying to move away from a broad generaliza-
tion about our approach. We have been very aggressive with sham
corporations that are designed to lower taxes, and keep this as a
narrow discussion about corporations and mutual funds trying to
get commodity exposure, which I think was their purpose, not to
avoid tax because the tax flows through.

Senator LEVIN. Well, it is designed to avoid triggering a tax.

Mr. SHULMAN. I do not want to insult you by repeating it, but
as I have said, those taxes are never triggered. They either would
have set up this thing or not.

Senator LEVIN. They want to avoid triggering the taxes, right?

Mr. SHULMAN. That is not how I would look at it.

Senator LEVIN. They want to avoid triggering a tax? You do not
think?that is the whole purpose here, they want to avoid triggering
a tax?

Mr. SHULMAN. Well, they just want to set up——
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Senator LEVIN. They want to have their cake, which is investing
in commodities, and eat it, too, by not paying what the tax would
be if they did that directly in the United States.

Mr. SHULMAN. They want to invest in commodities

Senator LEVIN. That is their open goal, for heaven’s sake. They
acknowledge that is what their goal is. The question is whether the
IRS is going to tolerate the use of those shell corporations to
achieve that goal or whether or not they ought to come to Congress
and change the law. That is the question.

Mr. SHULMAN. Right.

Senator LEVIN. When you put your imprimatur on that, it does
not undermine your efforts, your important efforts, sometimes he-
roic efforts, sometimes against great odds, to pierce the veil of
these phony shell corporations in the Caymans and other offshore
tax havens. That is what is created here for you. That is the head-
ache you are creating for yourself. It may be slightly different. It
is not where they are trying to get a tax reduction. It may be where
they are trying to avoid triggering a tax. But the outcome is exactly
the same. You are putting your stamp of approval in these letters.
Thank God now there is a moratorium, but you put your stamp of
approval on a mechanism which is inconsistent with what you are
arguing in so many cases, very properly, that you are not going to
be deterred from the use of sham transactions. That is what the
stakes are here.

Do you want to comment? I am going to call on my colleagues.

Mr. SHULMAN. No, I mean, my comment would be similar to
what I said before, which is as Commissioner of the IRS, an agency
that has been very aggressive attacking a lot of corporations
around issues of economic substance. I want to be very clear for the
record that the private letter rulings that we issued that only per-
tain and can only be relied on by the one company that we issue
it to, not broad applicability, are not precedent and in no way
speak about the other attacks that we have around the economic
substance doctrine. So that is what I am trying to say.

Senator LEVIN. Thank you, Commissioner. Senator Carper.

OPENING STATEMENT OF SENATOR CARPER

Senator CARPER. Thanks, Mr. Chairman.

Ms. McMahon, I sort of join this in mid-flight. Just explain to me
what do you think the Chairman is up to here. What is he driving
at? How would you describe it?

Ms. MCMAHON. As I understand it, the Chairman has several
concerns: generally the question of whether mutual funds, RICs,
should be allowed to have commodity exposure. I think our view on
that broader question is that that is not a tax policy question per
se, and we are not experts on that topic.

However, there is a second question as to whether the tax law
as it currently exists should be interpreted in a manner that would
facilitate or permit mutual funds to have indirect commodity expo-
sure, and I understand that Chairman Levin is concerned that our
interpretation, the IRS interpretation, of the existing law has inap-
propriately facilitated commodity exposure, RICs’ obtaining com-
modity exposure.
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I think the statutory language that we are looking at is not very
clear on this question, and because of that the IRS has been placed
in a difficult position of trying to determine what the limits may
or may not be on these investments. I think their interpretation so
far has been a reasonable one under the circumstances, but I would
echo Commissioner Shulman’s statement that we have an open
mind on this question, and we are thinking very hard about the
points that have been raised here today.

Senator CARPER. Mr. Shulman, is that a fair characterization of
what Senator Levin is aiming at here?

Mr. SHULMAN. It sounded good, but I generally do not charac-
terize Chairmen’s statements and thoughts.

Ms. McMAHON. I would not have done so either if I had not been
asked to do so. [Laughter.]

Mr. SHULMAN. It was a good job.

Senator CARPER. My next question is of the Chairman: How did
she do? What do you think?

Senator LEVIN. Well, she was pretty close on number two. Num-
ber one really is something this Subcommittee has looked into, the
first issue she raised about the impact of speculation on commodity
prices. But you can agree—and Dr. Coburn does not have the same
view I do on that issue. But where Dr. Coburn and I have agreed
and sent a letter to the IRS is that the moratorium on these letters
which they have sent, which gives the green light to specific mu-
tual funds to proceed in this area, runs right into a number of doc-
trines. One is the law which specifies what the mutual funds can
use for interest and income. But, second, it runs head on into what
the IRS is fighting for, which is to pierce these phony corporations
offshore who have no nontax purpose, and that is what the issue
is here. There is a moratorium on these, which we are grateful for,
from about a year and a half ago I guess now. Our letter requests
that it be made permanent.

You can argue the first issue. People will disagree on commod-
ities and whether or not speculation in commodities has an effect
on price, and what the effect is. The Commodity Futures Trading
Commission Commissioner says, sure, there is an effect on price.
We put charts up showing the effect. But whether that is true or
not, I think we all agree—and the Commissioner and the Secretary
agree here—that we cannot permit sham transactions to lead to tax
avoidance. That is the issue here.

Senator CARPER. Do you concur with that, Mr. Shulman?

Mr. SHULMAN. Yes, we have been aggressive, using the economic
substance doctrine for corporations that we think do not meet the
test of the doctrine, and would be sustained in the courts, are used
to lower taxes.

Senator CARPER. All right. What advice do you have for us? This
is a question for both of you.

Mr. SHULMAN. I think the simplest advice is I would agree, the
IRS does not like being in a position where the law is unclear and
it has to go and make interpretations. The best thing that could
happen with this debate is if the outcome desired is the outcome
that this Subcommittee has been discussing in the letter, is to get
clarity in the law and have Congress pass the law and get clear
one way or the other. Absent that, we are going to be forced to be
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in this uncomfortable position of doing what we do all the time
with a grossly complex law. This is having to make interpretations
about what is the best reading of the law, what will be sustained
in the courts, that is what we will do.

As the Chairman noted, we stopped issuing these private letter
rulings, and we think there needs to be either law, preferably, but
in the absence of law, guidance of general applicability that can be
relied on across the industry and stop taking these one-off with
very specific fact patterns and moving forward in that direction.

Senator CARPER. In my old job as governor of Delaware, from
time to time we would suggest to the legislature what tax law
changes we thought should be made to provide clarity in areas like
this. Has this Administration provided similar guidance to us in
the form of recommended legislation to address these issues?

Ms. McMAHON. Senator, I do not believe that we have rec-
ommended a particular clarification one way or another on this
point.

S;znator CARPER. Could I just ask if that is the case, then why
not?

Ms. McMAHON. Well, I think that, as I said earlier, there is a
fundamental question, which is not a tax question, as to whether
RICs should or should not be permitted to have commodity expo-
sure. That is not something that we as tax experts can answer. I
think once that question has been answered one way or another,
it would be very helpful to have the tax law clarified to be con-
sistent with the conclusion on that question. But we, the Treasury
Department, have not so far expressed a view, I believe, on the——

Senator CARPER. Has some other part of the Administration that
owns that issued—have they said

Ms. McMAHON. Well, I think that question is fundamentally the
responsibility of the CFTC or SEC.

Senator CARPER. All right. Do any other tax-exempt entities use
controlled foreign corporations to gain exposure to certain invest-
ments?

Ms. McMAHON. Yes, Senator.

1Sene:;tor CARPER. Could you talk about that just for a little bit,
please’

Ms. McMAHON. Well, it is fairly common for tax-exempt entities
that invest in various types of private equity or other investment
funds to invest in those funds through offshore corporations in
order to avoid possible taxation under the unrelated business in-
come tax rules.

Senator CARPER. OK. A second but related line of questions is:
Can mutual funds only gain access to commodities through these
controlled foreign corporations or commodity-linked notes? Is that
pretty much it?

Ms. McMAHON. I am not aware of other ways in which they
might.

Senator CARPER. Mr. Shulman, are you?

Mr. SHULMAN. I think there is a variety of ways that I am aware
of, and let me just clarify for you. This is an issue that I studied
up on as part of this hearing. It is not one I was involved with. I
am just moving into it. But I think there are controlled foreign cor-
porations, there are the structured notes. I think mutual funds can
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invest in partnerships if they wish to, but all these things get com-
plicated with tax structuring. There are qualified publicly traded
partnerships that are available to invest in. So there is a variety
of vehicles, but from my understanding, the predominant way is
through these two—the structured notes and the controlled foreign
corporations, which were the subject of the private letter rulings.

Senator CARPER. Let me see if I understand this. We have these
mutual funds that are, if you will, investing in commodities. They
are not doing it here through corporations in the United States, so
States that are interested in—and all States are interested in hav-
ing corporations register in them, including Delaware. But what we
have is a situation where instead of these mutual funds estab-
lishing or investing in corporations here in America, registered in
one of our 50 States, and presumably taxes being paid to the Fed-
eral Government for those investments, we encourage that activity
to take place outside of this country in places like the Cayman Is-
lands, and corporations from which States derive no value, no in-
come, and from which the Federal Government derives no taxes. Is
that the situation we are in?

Mr. SHULMAN. I would not characterize it that way. First of all,
the IRS is not in the business in the way that our lawyers who look
when private letter rulings come in, they do not look at what they
are encouraging or not. They are trying to say what is allowed
under the statute.

Senator CARPER. I am not suggesting it is what you encourage.
I am not suggesting this is what the IRS is encouraging. But we
as a Federal Government, is this what we are encouraging?

Mr. SHULMAN. Sure. I mentioned earlier, and I think the Chair-
man mentioned as well, the basic tax of mutual funds is being paid
in these entities. There is not tax not being paid because the way
mutual funds are taxed is the underlying activity flows through to
the investors and they pay. So someone who lives in Delaware
would be paying their Delaware taxes and their Federal taxes
based on whatever the income was there. But that is a whole dif-
ferent discussion which is obviously a legitimate one.

Senator CARPER. All right. Can I change the subject just for a
second, Mr. Chairman? One of the things that the Chairman, Dr.
Coburn, and I are very much focused on is deficit reduction. I am
sure everybody in the room cares about it, and there are different
ways to do that: grow the economy, curtail spending, look for
wasteful spending in the Federal Government. Another way is the
maximize the income that we are trying to bring into the treasury
by making sure that folks are paying their fair share, whether they
happen to be an individual or a business. So we focus a lot on for-
gone taxes, but you have an opportunity, I presume, to look at the
revenue flow coming into the treasury. I do not know if you look
at it every week or every month. In my role as governor, I drilled
down every month, the beginning of every month, when we got the
revenue report from the Division of Revenue. We looked at literally
every category to see what was happening month by month by
month, and I tried to stay on it. I do not do that so much as a Sen-
ator, but I presume you do that in your role. We are about 3
months into this fiscal year. I do not know if we have numbers
through the end of December. But if you would just give us like a
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quick snapshot of what does the revenue picture look like for the
first 3 months of this fiscal year. Are we doing a little better than
we might have anticipated, better than budget or not? And is
growth better or worse than might otherwise have been expected?

I know that is not what you prepared or were asked to testify
on, but it would be of great interest to me as we try to maximize
revenues here.

Mr. SHULMAN. Yes, I do not have this off the top of my head be-
cause, as you said, it was not exactly what I was prepared for, let
us come back to you, and we would be happy to give you details
of the revenue

Senator CARPER. I would like you to answer that for the record,
if you would.

Mr. SHULMAN. Yes, for the record I will come back and give you
revenue flows. We track it closely at the Treasury Department. It’s
mostly the folks who do economics at Treasury, and I do not want
to give you a wrong answer.

Senator CARPER. What we are hearing anecdotally is the deficit
number continues to drop, down from 1.5 to 1.3. Now we are down
to under a trillion, only é980 billion. That is still a lot of money.
That is encouraging. I just wondered if we could sort of get you to
pinpoint where the growth is.

Mr. Chairman, as usual, you raise intriguing and important
issues. This is one that is certainly intriguing. Thank you for let-
ting me participate.

Senator LEVIN. Thank you so much for your participation.

Just one quick question, perhaps, while Senator Carper is here.
You made reference, I think, to certain rulings relative to charities
or nonprofits. Is that correct, Ms. McMahon?

Ms. McMaHON. Well, I think I was intending to say that

Senator LEVIN. The UBIT reference you made.

Ms. McMAHON. Right, that there were structures commonly used
that employ

Senator LEVIN. By the nonprofits and charities?

Ms. McMAHON. Right.

Senator LEVIN. Are mutual funds a charity?

Ms. McMaHON. No.

Senator LEVIN. And one other thing that I mentioned before you
got here, Senator Carper, was that there was an effort made to add
the investments or speculation in commodities a year and a half
ago, and the House said it is OK, but we said we would not pass
the bill with that provision in it. So the Senate did not accept that
amendment which the House passed, so that is part of the legisla-
tive history. I assume that is relevant history, is it, Commissioner
Shulman? That is relevant history that the Senate did not adopt
that specific language?

Mr. SHULMAN. Well, it is something that you raised, and we will
obviously——

Senator LEVIN. Is it relevant legislative history is my question.

Mr. SHULMAN. To answer directly, we generally do not view
things that are moved into a statute and pulled out in the middle
of the process before it is passed into law as definitive guidance.

Senator LEVIN. How about relevant? I did not use “definitive.”
Nothing is definitive here. But how about relevant?
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Mr. SHULMAN. Generally, tax provisions that are put in and
pulled out before the law is ever passed, unless——

Senator LEVIN. It does not show anything about congressional in-
tent? That is not relevant to what the congressional intent is, if it
is not a

Mr. SHULMAN. I do not think it is definitive.

Senator LEVIN. OK. Let us try relevant. Is it relevant? Try it
again.

Mr. SHULMAN. I think it could send a variety of signals, but I am
not prepared to say every time there is a provision in legislation
and it moves out between the Houses that we are going to view
that as congressional intent.

Senator LEVIN. I guess I am asking you, is it relevant to the
question of congressional intent? Just relevant.

Mr. SHULMAN. Sure. It is a piece of information in the whole
analysis, yes.

Senator LEVIN. That is all I was asking. We have gone over eco-
nomic substance and sham doctrines. There is another well-estab-
lished tax doctrine, too, which relates to conduits. In 1972, I guess,
the principles were set out in a case called Aiken Industries and
subsequent regulations of the IRS that the IRS is allowed to dis-
regard any entity which functions as an intermediary for a tax-
payer and to treat its income as income attributable to the tax-
payer itself. One ruling in 2002 explains, “Where the parent cor-
poration so controls the affairs of the subsidiary that it is merely
an instrumentality of the parent, the corporate entity of the sub-
sidiary may be disregarded.”

Are you familiar with that doctrine, the conduit doctrine?

Mr. SHULMAN. Yes, I am familiar at a high level.

Senator LEVIN. OK. Will you look into the facts that exist about
these shell corporations and in your review of this whole matter
take a look as to whether or not they are simply conduits, and in
the case of those notes whether or not the banks that enter into
those notes are simply agents or instrumentalities for the mutual
funds? Will you check out that doctrine?

Mr. SHULMAN. Absolutely.

Senator LEVIN. Do you know, Commissioner, how many private
letter ruling requests are pending relative to these 72 rulings
which have been issued?

Mr. SHULMAN. Yes, 72 issued. There are 28 that have requested
private letter rulings since we stopped issuing them.

Senator LEVIN. OK, and those are the ones that there is a mora-
torium on?

Mr. SHULMAN. Correct.

Senator LEVIN. Commissioner, you said that a private letter rul-
ing can be relied on by only one taxpayer, and I think that is, in
fact, your policy. However, we know of two mutual funds that have
set up offshore corporations to trade in commodities without any
private letter ruling. They told us they thought that they were al-
lowed to do so based on other letters, so I think your statement
here today is very important and hopefully will be relied upon and
counted on as being factually accurate that the letters which are
issued only relate to those particular companies or mutual funds
which requested those letters. That is the status. But I did want
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you to know that there are a couple mutual funds who did not get
those letters who are operating those offshore tax shelters or tax
structures. I am just informing you of that, and if you are inter-
ested as to the names of those, my staff can give those to you.

Perfect. That was my next question. We are all set for you. Are
you ready?

Senator COBURN. Thank you. You probably asked all the ques-
tions.

Senator LEVIN. I hope so, yes.

Senator COBURN. Thank you.

I know Senator Levin has asked this question, but my most im-
portant thought about this issue is: Is the purpose for setting up
an offshore commodities trading firm to avoid taxes? Is there an-
other reason to do that other than to avoid taxes?

Mr. SHULMAN. We had some discussion about this. Generally,
people came in for private letter rulings, which we have suspended,
but they come in to say, “If we set it up with these detailed facts,
does the IRS interpret that that is allowable under the law?” In the
past we said yes. Now we are going to take a look and see what
we think.

Generally they would not set it up. They would use some other
structure. They would make another investment. They would go
into another business if they did not do it. So taxes at the entity
level is very rare. I know of one circumstance in all of mutual
funds where a mutual fund decided to be taxable, so it is very rare
for a mutual fund to pay taxes. That is what the Registered Invest-
ment Company Act and Section 851 allows them to do.

I think the other point I made was that I want to be clear that
the activity that happens in the controlled foreign corporation flows
through and taxes are paid ultimately by the mutual fund’s share-
holders. So there is no loss of revenue to the Federal Government
in these transactions, but there is the whole question of does the
law even allow them to be set up in the first place, which I think
is the question that was put on the table.

Senator COBURN. Well, actually, I think there is lost revenue be-
cause if, in fact, a mutual fund is going to invest in a company that
does commodity trading and does not do it in a tax-sheltered loca-
tion, they are going to pay taxes on that, trading profits before they
share with the stockholders of the fund. In other words, if I set up
a corporation, ABC Corporation, and I am going to trade commod-
ities, and I am going to make money, and you are going to be a
shareholder in that, and I do that onshore, then I am exposed to
corporate income taxes in this country, if I do it onshore, correct?

Mr. SHULMAN. I think so.

Senator COBURN. Yes. So, therefore, I am going to pay taxes
there, and then I am going to give a distribution to the stock-
holders of what is left. And then they are going to pay taxes on
whatever that distribution is if it is above their investment in it
or if it is a dividend for it. So the point is the reason they are set
up in offshore is to eliminate that corporate tax on those trades,
correct?

Ms. McMAHON. If I could answer that briefly, the income that is
generated by the controlled foreign corporations through commod-
ities activities is actually treated as Subpart F income which flows
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up for U.S. tax purposes to the RIC, and ultimately the share-
holders, so that there is actually U.S. tax in this particular struc-
ture.

Senator COBURN. But at the shareholder level.

Ms. McMAHON. Well, technically the income is includable in the
income of the RIC.

Senator COBURN. Right.

Ms. McMAHON. And then as long as the RIC complies with the
requirements that apply for it to have passthrough treatment, it
would not be taxed at the RIC level. But it is included

Senator COBURN. Right, so it gets taxed by the shareholder.

Ms. MCMAHON. And it is taxed by the shareholder. But that is
no different than any other income that they

Senator COBURN. OK. Well, let us take GE for a minute. GE pays
a dividend, which you pay income tax on, but GE also—GE is a ter-
rible example. They have not paid any income tax in a number of
years. As a matter of fact, you have been paying them.

Let us take John Deere. They make earnings. They pay a cor-
porate income tax. They distribute those earnings in terms of divi-
dends, and then those earnings, which have already been taxed
once, are then going to be taxed again by whoever receives that
dividend. Correct?

Ms. MCMAHON. Yes.

Senator COBURN. So no matter how you base it, the reason for
putting that account offshore is to lessen the tax that could be ac-
ceptable if you did the exact same thing onshore.

Mr. SHULMAN. First of all, the hypothetical you gave I think is
accurate. I think if they decide to do the exact same activity on-
shore, it will be taxed at the corporate level. Before, Senator Car-
per asked are there other ways that mutual funds can gain access
to commodities. There is a variety of questions in the law around
partnerships, around qualified publicly traded partnerships. So the
chances of a corporation setting up in the United States for the sole
purpose of doing the kind of direct investment in commodities and
then moving—being fully owned by a mutual fund, the chances of
that hypothetical actually occurring are pretty slim.

The real question is—which I want to be clear, I think it is a le-
gitimate question that is being put on the table here. Can these
things be set up to invest in commodities or not?

Senator COBURN. Well, I think the Chairman’s and my reading
of the law is we do not think so.

Senator LEVIN. Well, we do not think so, but I am amazed at
your reluctance to say yes to the most obvious question—you said
yes to me finally about an hour ago—to Dr. Coburn’s question. The
reason that these are set up in these offshore locations is so that
they can avoid that impact of that section of the Tax Code. The an-
swer is—they acknowledge that, for God’s sake. Why can’t the IRS
look that square in the face and say, “Of course, that is the reason
they are doing it.” You did it an hour ago. I am amazed at your
reluctance to simply say yes to Dr. Coburn’s question. Of course,
that is the reason. They acknowledge that is the reason. And you
say, “Well, they are not going to do something which would lead
to their paying taxes.” Of course, that is true. So the other side of
that coin is the reason they are putting it in the Caymans is to
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avoid that problem. Why not just say yes and then go on from
there? I mean, why is there any reluctance? That is what I do not
understand here.

Mr. SHULMAN. Why do I have reluctance?

Senator LEVIN. Yes, to say that is the reason that they are in the
Caymans.

Mr. SHULMAN. Because having responsibility for the whole U.S.
tax system, some of the things that have been asked implicate
some of the other cases we have and other things that are hap-
pening outside. And so to make blanket generalizations about our
views on controlled foreign corporations, when we will attack them,
when we will not and when they are tax avoidance and when they
are not has other implications beyond the issue at hand.

My reluctance is that I am trying to be respectful, and I am very
clear what this hearing is about. It is the private letter rulings and
you believing that they were issued contrary to the intent of the
law and that our lawyers’ interpretation was wrong. I have told
you we have stopped the private letter rulings, and we are going
to take a broad look at that. So my goal would be on the record
to leave it at that and not say things that are going to implicate
us continuing our aggressive push around things like offshore tax
evasion and around aggressive corporate structures to avoid paying
taxes.

The question on the table, which is a legitimate one, is: Should
through the Code there be the ability to invest indirectly in com-
modities through structured notes or through controlled foreign
corporations? And we are going to take a hard look at that.

Senator COBURN. Nobody that has applied for one of these pri-
vate letter rulings and has gotten it has done anything wrong.
Their motivation is to make money. You have granted a private let-
ter ruling, and they have taken advantage of that. So this is not
to implicate anybody that has been there.

But in terms of transparency of markets, my main concern in vis-
iting with the Chairman on this is that people are going to invest
in speculative things if that is where they think they can get the
most return, and they think they can. The thing that ought to be
there is transparency so that they know what the risk is as they
go into this, and when you have a mutual fund that is doing this,
a large amount of money can be lost. Or at least the risk for a large
amount of money is out there; otherwise, they would not be specu-
lating in commodities in the first place.

As T said earlier, I do not know what too much speculation is,
but I know we cannot do anything in the long term in this country
that is going to affect that because we are in a world market. The
only way we are going to do that is through international agree-
ments if we think that is justifiable.

So I do not have any criticism with what you have done. The fact
that you are looking at it I think is great, and I think we ought
to continue to do that, and we ought to be maybe more clear in how
we write laws and to give you more guidance, and once of our worst
habits in Congress is we say we write a law and this is the intent.
We will let the Administration or the bureaucracy decide what the
rulings on it are. I think we need to know a little bit more about
that before we put it out to give you the rulings to write. In other
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words, you would not be sitting here today if we were much more
clear about what the intent was in 2010.

Thank you.

Senator LEVIN. Thank you, Dr. Coburn.

Do you know of any nontax purpose that mutual funds have for
opening up these corporations in the Caymans?

Mr. SHULMAN. Well, the CFCs in the private letter rulings I
think were set up specifically so that they could invest in commod-
ities.

Senator LEVIN. And be consistent with the Tax Code? And com-
ply with——

Mr. SHULMAN. And income definitions.

Senator LEVIN. And hope that they are complying with the Tax
Code and Section 851.

Mr. SHULMAN. Yes.

Senator LEVIN. I happen to agree with Dr. Coburn, by the way.
This is not a question of mutual funds taking advantage of what
they are trying to take advantage of. I think the investment in
commodities has the impact we have talked about, but we do not
have to agree on that. What seems to me is so clear is the purpose
of their investment or their creation of these shell corporations.
There is no doubt about it. They do not deny it. Just ask them.
They will tell you. They are trying to avoid the implications of not
being eligible for nontax treatment under Section 851. They are not
hiding that. What troubles me is that if you allow that, if you allow
the shell corporations to be used for that purpose, there is only a
tax avoidance purpose that they want to comply with—they have
to comply with Section 851, as you point out. They do not want to
pay taxes at a corporate level. That is what Dr. Coburn’s question
is. What troubles me is why there is any doubt in your mind as
to what the purpose is. They acknowledge it. But then when the
IRS says they are going to allow that to be used, allow a shell/sham
corporation to be used for that purpose, it undermines all the ef-
forts we are making to put those shell/’sham corporations out of
business, frankly. They have no purpose other than tax avoidance.

By the way, I agree with Dr. Coburn. We are not talking ille-
gality here. We are talking tax avoidance.

So I am going to end this on a positive note even though I have
expressed my dismay at the reluctance to acknowledge what is
open. Ask the mutual funds. I am sure there are many representa-
tives here. And as you point out, they do not want to pay taxes.
And they would not go there if they had to pay taxes. Of course,
that is the point. That is why they are going there. But you cannot
quite say that, and that is what troubles me because if you cannot
say that, then I wonder about how much you are really going to
go after these conduits, these shell corporations, however they are
used, by the way. That is the part that leaves me with uncertainty.

But what is certain is what you have said here, and that is that
you are going to take a look at this from that perspective, can the
IRS resume accurately put its blessing on the use of what are open-
ly shell corporations with no nontax purpose? Can you put your im-
primatur on that anymore? And what are the implications of your
doing that for all the other areas where you are trying to prevent
that from happening? And if there are other ways that mutual
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funds can speculate consistent with the law, that is one thing. I
mean, I am not going to start giving tax advice. I do not think
there are because I think the law is clear, by the way. It has been
clear for 80 years. We listed what can be done and what that
means, unless those things are what you are doing, you do not get
tax freedom at the corporate level.

The economic substance doctrine has been codified by Congress,
by the way. This is not any uncertainty or ambiguity. In 2010, we
codified the economic substance doctrine. It says that you can dis-
regard transactions or entities that create no meaningful change in
the economic position of the taxpayer and have no substantial pur-
pose other than—and this is the word of the law—*“to achieve a tax
effect.” The effect here is to avoid violating or being inconsistent
with a section of the Tax Code, which would trigger a tax at the
corporate level. That is the purpose. That is the effect.

And so would you finally agree, to end on a positive note, that
in 2010 that economic substance doctrine applies to the trans-
actions that are analyzed in the private letter rulings? Would you
agree that the law saying that you may apply an economic sub-
stance doctrine to transactions, that is applicable, should you de-
cide to apply it, to these transactions?

Mr. SHULMAN. So while I like the idea of ending on a positive
note, I am not sure I can agree to that. I think that economic sub-
stance is very fact intensive. We typically raise this in other cir-
cumstances. We typically do not raise economic substance with spe-
cific taxpayers that we have granted private letter rulings.

Senator LEVIN. I am talking about in the policy that you are
going to look at, the overall generic policy.

Mr. SHULMAN. I just think it is something different. I do not
think we need to raise that in the policy. I think we could decide
to allow this or disallow this without implicating economic sub-
stance. It is really about a reading of the law, and I think it is not
necessary and, frankly, all of our court cases where we have been
successful with economic substance have very different sets of fact
patterns than these.

Senator LEVIN. Well, we passed a law in 2010 talking about eco-
nomic substance saying that something has got to be real, it cannot
be fake, and we are going after these totally phony transactions,
which is what this is acknowledged to be. It is a shell. It is a sham.
And for you to say that it might not be even relevant to your deci-
sion here—is it at least relevant? Is it something you would want
to look at?

Mr. SHULMAN. You have brought up the point about it, and I
gave you my commitment that all of our points we are going to look
at closely. I will tell you, though, the economic substance doctrine
is a very specific tool, and we have a lot of tools. We have private
letter rulings. We have suspended those. We have regulation or
guidance. We have said we are going to look at that. And then ob-
viously Congress could get very clear with the law, which would be
our preference to all this. And so I do not want to implicate the
economic substance doctrine where we do not have to, and I am not
sure it is necessary here because we want to continue to win in
court. Congress codified a judicial doctrine based on common law
principles that we have been very aggressive and very careful
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about developing our positions, and that is why we have been so
successful. And I do not want to generalize about the kinds of
transactions where that could win. When we see an issue that we
want to attack on economic substance, we will. Our lawyers will
look at that. We have had a good record with that, and we plan
to continue that.

Senator LEVIN. Finally, if there is no economic substance to the
creation of these corporations other than tax avoidance issues, if
there is no nontax purpose, to use your words, to create these cor-
porations, is that relevant?

Mr. SHULMAN. Sure, I mean, the prongs of the economic sub-
stance doctrine we would look at, and to the extent that any posi-
tion was changed going forward and people violated those prongs,
everything is fair game. I am just saying right now we do not need
to go attack these economic substance. We can actually put guid-
ance out or have the law changed.

Senator LEVIN. Thank you both. We have a vote that is on now,
and apparently there is only 5 minutes left. To end on a positive
note, we appreciate your reassurance that you are going to take a
fresh look at this and you are going to apply doctrines in ways
hopefully that are not going to create precedents that are negative
in terms of going after sham transactions, we are going to leave on
that positive note. Again, we are grateful for your appearance here
today.

[Whereupon, at 12:10 p.m., the Subcommittee was adjourned.]






APPENDIX

PRESS RELEASE

. \

U. S. Senate Permanent Subcommittee on Investigations® % & B
HoMELAND SECURITY AND GOVERNMENTAL AFFAIRS COMMITTEE k Y -
Carl Levin, Chairman o)

FOR IMMEDIATE RELEASE
January 26, 2012
Contact: Tara Andringa 202-228-3685

Opening Statement of Senator Carl Levin
U.S. Senate Perm t Subcommittee on Investigations Hearing on
Compliance with Tax Limits on Mutual Fund Commodity Speculation

For 10 years now, this Sub ittee has focused ion on the problem of excessive
speculation in the commaodity markets including the crude oil, natural gas, and wheat markets.
Most recently, in last November’s hearing, we examined efforts to apply a new position limits
rule to protect consumers, businesses, and the commaodity markets themselves from excessive
speculation. For years now, the American people have been whipsawed by unpredictable and
often escalating commaodity prices. We've been hurt at the pump, we’ve been hurt at the dinner
table, and we’ve been hurt in our pocket books. We're talking about gasoline prices, electricity
and heating costs, food prices, and industrial raw materials that together affect virtually every
American family and business budget.

The fund | purpose of ¢ dity markets, unlike stock markets, is not to attract investors,
but to enable producers and users of physical commodities to arrive at a fair price for their goods
and hedge their price risks over time. Speculators —who don’t intend to use or deliver the
commodities they trade or hedge commodity prices so they can have price certainty - seek
instead to profit from the price changes. A market which was intended to facilitate price

| y and hedging is now dominated by speculators who are driving up price volatility,
hedging failures, and in many cases, commodity prices. The reality today is that commodity
prices are more reflective of trading by speculators than fund | forces of supply and

demand.

At our November hearing, for example, the Commodity Futures Trading Commission (CFTC)
told us that 80% of the ling futures c for crude oil are now held by speculators.
CFTC Commissioner Bart Chilton has said:

“For those who say no evidence exists linking excessive speculation and prices, they just
aren’t looking. ... Scores of studies and papers exist which document the linkage.”

The unp ! | flood of speculative money in dity markets today comes from index
traders, hedge funds, money gers, and exchange traded products. Our November hearing
also exposed a new wave of commodity speculation coming from the $11 trillion mutual fund
industry. Exhibit 1 is a chart which shows that, since 2008, more than 40 commodity related
mutual funds have begun pouring speculative funds into the commodities markets and now have

accumulated assets of over $50 billion.
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Opening the Floodgates. For most of the 70 years they have been in existence, mutual funds
were not significant participants in U.S. commodity markets. Now, some mutual funds have
become major commodity speculators, and more want to follow. When we looked into what
changed, we discovered that six years ago, mutual funds began petitioning for and receiving IRS
private letter rulings that, for the first time, enabled them to invest heavily in commodities,
despite longstanding restrictions in Section 851(b)(2) of the Internal Revenue Code. Those IRS
private letter rulings essentially opened the floodgates to the mutual fund petitioners, allowing
them to engage in billions of dollars in commodity speculation.

Section 851. Section 851(b)(2), which has been in the tax code since mutual funds got started in
the 1930s, restricts the types of income that mutual funds are allowed to obtain in exchange for
favorable tax treatment. If the mutual funds abide by this section’s income source restrictions,
those mutual funds do not have to pay corporate income taxes like other corporations. This tax
break collectively saves the mutual fund industry billions of dollars each year. In simple terms,
the statute requires that 90% of a mutual fund’s gross income must be derived from securities,
interest, or foreign currency investments. That means not more than 10% of their income can
come from alternatives like commodities.

This 90% rule has been in place for decades. But in 2006, as financial engineering took hold of
Wall Street, the mutual fund industry began pressing the IRS to permit it to use complex
financial transactions that would, in essence, enable mutual funds to get around the 90% rule and
engage in commodity investments beyond the 10% limit. Dozens of individual mutual funds
made these requests in petitions for private letter rulings.

In response, from 2006 to 2010, the IRS issued 72 private letter rulings allowing the mutual
funds to whom the letters were addressed to use either wholly-owned offshore corporations or
financial instruments called “commodity linked notes” to make unrestricted commodity
investments, notwithstanding the 10% limit in Section 851. The IRS private letter rulings said
that the mutual funds could treat the income from those sources — not as income from a
commodities investment — but as income from a “securities” investment in the stock of the
company they owned or in the note they designed to avoid the restrictions of Section 851.

For example, the IRS allowed mutual funds to establish wholly-owned controlled foreign
corporations or CFCs whose sole function is to trade commodities in the futures and swaps
markets. In every case we’ve examined, mutual funds have established these CFCs as offshore
shell corporations in the Cayman Islands, the classic example of a tax haven. The CFCs have no
offices, no employees of their own, no independent business operations, and their commodity
portfolios are run by employees who work in the United States for the mutual fund that set up the
offshore arrangement. For example, one mutual fund told us all of the commodity investment
decisions for their offshore corporation were made by the mutual fund’s employees in Rockville,
Maryland. Another told us all commodity trading decisions were made by their traders in New
York. Still another mutual fund told us openly that their offshore commodity fund had no
“Cayman presence,” describing it as “smoke and mirrors™ to obtain the tax benefit.

These CFCs are corporate fictions, offshore shams, paper exercises whose sole purpose is to
make a blatant end-run around the legal restrictions on commodity investments by mutual funds.
At the same time, the IRS has issued private letter rulings explicitly allowing these offshore
schemes. The IRS private letter rulings provide, for example, that if a mutual fund owns the
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stock of the offshore shell corporation it established, it can treat income from commodity
investments made by that offshore shell corporation and distributed back to the United States as
income from a securities investment rather than a commodities investment.

In addition, the IRS has issued private letter rulings stating that mutual funds can use
commodity-linked notes to invest in commodities and treat the resulting income as from a
securities investment, even though the notes were created for the sole purpose of investing in
commodities and end-running Section 851.

By treating this type of income as derived from securities rather than commodities, the IRS has
elevated form over substance, enabled mutual funds to use agents as though they were
independent actors, and use financial engineering to do indirectly what the law doesn’t let them
do directly. The result is opening the door to increasing commodity speculation.

But that’s not all. In the past, under the 90% rule, mutual funds spent the lion’s share of their
money on stocks, bonds, and other securities — providing needed capital for economic growth
and jobs. They were an engine of investment in America. But as the commodity spigot opens,
every dollar spent on commodity speculation diverts money from their securities investments.
So instead of investing in U.S. businesses, mutual funds will spend increasing sums making bets
on commodity price movements. Capital investments do our economy a lot more good than
betting on prices.

Contradicting Congressional Intent on Commodities. To understand the context of the issues
at stake, let’s take a quick look at the history of the tax law’s limits on mutual funds. When
federal tax breaks for mutual funds were first enacted in 1936, Congress adopted limits on what
mutual funds could invest in — they allowed mutual funds to utilize income from interest, stock
dividends, and stock sales. Commodities were not on the list of allowed investments. That was
the same year Congress enacted the Commodities Exchange Act of 1936, the first federal law to
control excessive speculation in commodity markets. So Congress was well aware of U.S.
commodity markets and didn’t make commodities an allowable investment for mutual funds in
1936.

In 1954, Congress enacted Subchapter M of the Internal Revenue Code to reform taxation of
mutual funds. Subchapter M again listed the types of income that mutual funds were allowed to
earn in exchange for favorable tax treatment. That list was unchanged from 1936, and
commodities were not on the list.

In 1986, fifty years after the first mutual funds got started, Congress slightly expanded the types
of income that a mutual fund could earn while retaining its tax advantages, adding investments in
foreign currencies to investments in securities. Commodities were not added by Congress. The
Treasury Department issued a letter at the same time noting that it “would generally not treat as
qualifying income gains from trading commodities.”

In 2010, the mutual fund industry supported an unsuccessful legislative attempt to change the tax
code to allow mutual funds to make unrestricted commodity investments. As introduced in
2009, and passed by the House in 2010, the Regulatory Investment Company Modernization Act
would have explicitly permitted mutual funds to utilize income from “commodities™ under
Section 851. But the Senate did not accept that provision. It was removed from the bill which
only then was approved by the Senate. Removal of the commodities provision was, in fact, the
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only change made in the House-passed bill. The bill was sent back to the House which agreed to
the bill as amended by the Senate. So the short story is that Congress did not agree to adding
commodities to the list of acceptable income for mutual funds under the 90% rule. If the
industry wants to try again to change the law to allow more commodity investments by mutual
funds, the change should be made, not by private letter rulings or regulation, but by Congress
after a full debate of the pros and cons.

Six months after Congress made its decision in the RIC Modernization Act, in June 2011, the
IRS suspended its issuance of new private letter rulings in this area, so it could review the
underlying policy issues. Later in the year, Senator Coburn and [ sent a joint letter to Treasury
and the IRS asking the IRS “to permanently halt the further issuance of [the] private letter
rulings.” Our letter is Hearing Exhibit 1d.

Shams and Conduits. Some have suggested that the IRS ought to allow mutual funds to use
offshore corporations to make commodity investments based on the court case known as Moline
Properties, which required the IRS to recognize a corporate structure. But in Moline Properties
the Supreme Court also stated that, “in matters relating to the revenue, the corporate form may be
disregarded where it is a sham or unreal.” The Cayman corporations being used for mutual fund
commodity investments have no employees, no place of business, no profits of their own, and no
obvious nontax purpose. There is no there, there. They are exactly the type of sham
corporations that the Supreme Court said the [RS can disregard.

Another relevant event is the 2010 Congressional codification of the economic substance
doctrine which permits the IRS to disregard transactions that have no substantial nontax purpose.
Mutual funds have not offered any substantial business or economic purpose for creating these
offshore CFCs or constructing commodity-linked notes. Their only purpose is to serve the
mutual funds’ effort to re-characterize the resulting income as derived from “securities,” so they
can make unlimited commodity investments while retaining their privileged tax status. A Tax
Notes analysis by two tax practitioners, Hearing Exhibit 3d, observed that “it is hard to imagine
that there could be a nontax purpose outweighing the tax purpose on the facts of the rulings.”

Finally, there is a long line of cases and private letter rulings in which federal courts have upheld
IRS efforts to go after sham corporations or transactions which have no purpose other than tax
avoidance or which serve only as conduits for parties seeking to avoid taxation. They include
cases like Gregory v. Helvering, Aldon Home s, Aiken Industries, and the recent case of
Southgate Master Fund, LL.C. In Southgate, the Fifth Circuit, citing numerous precedents, wrote
the following:

“The starting point for our analysis is the cardinal principle of income taxation: a
transaction’s tax consequences depend on its substance, not its form. This principle ‘is
no schoolboy’s rule; it is the cornerstone of sound taxation[.]’ ... This foundational
principle finds its voice in the judicial anti-abuse doctrines, which ‘prevent taxpayvers
from subverting the legislative purpose of the tax code by engaging in transactions that
are fictitious or lack economic reality simply to reap a tax benefit.””

One of the issues we will explore today is why the IRS did not follow this approach when
analyzing requests by the mutual funds to use offshore corporations and structured notes to make
their commodity investments. By issuing the private letter rulings that it has in the mutual fund
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area, the IRS is undermining its own longstanding efforts to go after sham corporations and
transactions used to avoid paying tax.

These are not arcane tax issues; they raise fundamental issues affecting our economic future, the
functioning of our tax code, and the use of offshore schemes and financial engineering to avoid
our tax laws. The IRS private letter rulings have unleashed a new flood of speculative
commodity investments damaging to American families, businesses, and our economy.
Commodity speculation that contributes to $4 gasoline is no joke, and neither is a tax policy that
threatens to fuel a new explosion in commodity speculation. The IRS letter rulings enable U.S.
firms to use offshore shell corporations and financially engineered notes to make commodity
investments, despite longstanding tax code restrictions, setting precedents that eat away at the
integrity of our tax code. Congress shouldn’t just stand by and let that happen.

Today’s oversight hearing is intended to address those concerns. We will hear from IRS
Commissioner Douglas Shulman and Emily McMahon who is Acting Assistant Secretary of the
Treasury for the Office of Tax Policy, two of the most senior tax officials in the Administration.
I invite our Ranking Member, Dr. Coburn, to share his views.

#i#
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Opening Statement of Senator Tom Coburn
“Compliance with Tax Limits on Commodity Speculation”
January 26, 2012

I want to start by thanking Sen. Levin and his staff for keeping a vigilant eye on matters related
to the tax code. Today’s hearing is a great opportunity to look at the tax treatment of mutual
funds that invest heavily in commodities.

Over the years, this subcommittee has spent a lot of time looking at commodity investments,
which is more relevant than ever. Everyday investors increasingly want commaodities in their
portfolios, and are looking to buy them in record amounts.

Commodities are so popular, in fact, that it’s hard to drive down the street without hearing
commercials offering the chance to buy gold.

For its part, the market has responded by providing ways to do just that. There are now dozens of
ETF’s and mutual funds that concentrate on commodities, with billions under management.

That reason for the interest in commodities is not a complete surprise. As an asset that generally
grows at the rate of inflation, many invest in commodities as a hedge to protect what they’ve
earned.

Moreover, inflation is becoming a very real and looming threat. It is a silent tax increase that eats
away the value of our money and drives up the price of the things we buy.

Unfortunately, one of the main sources of inflation is our government. The Federal Reserve is
printing trillions of dollars while Congress is adding $1 trillion a year to the debt. Until we can
take a substantial bite out of our $15 trillion debt, inflation concerns are not going away. With it,
interest in commodities is not likely to go away, either.

Our hearing today is focused on one of the most popular ways to buy commodities, and that is
mutual funds.

Commodity mutual funds came under increased scrutiny after the IRS temporarily suspended its
program for issuing private letter rulings this past summer. Private letter rulings are an ad hoc
way for the IRS to approve of the various tax structures used to set up these funds. They have
been necessary because Congress has failed to pass clear and simple tax reform for the past 25
years.
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The private rulings effectively allow mutual funds to use creative structures to facilitate
commodity investments that would otherwise not be allowed. And because of this some see these
private rulings as a way to help mutual funds get around legal prohibitions. Even more, some are
concerned that as these rulings let mutual funds increase these investments, it can lead to
excessive speculation into commodities.

By cailing a timeout, the IRS has given us a useful opportunity to talk about how to resolve these
important matters. As we move forward, though, I would propose we keep in mind a number of

points.

First, there is a difference between tax avoidance and tax evasion. Avoiding taxes is both
legal and acceptable. Evading taxes is wrong and should be prosecuted. Under current law, the
practices used by mutual funds are entirely legal, and even blessed by the IRS. This means we
are left with a question of policy, not a question of compliance with the law.

Second, we still do not have a working definition of “excessive speculation.” While I believe
that excessive speculation is a real problem, defining it is a challenge. Until we can do so with
some accuracy, both Congress and the IRS should be careful in writing new rules restricting the
private investments of ordinary Americans.

Third, we need to stay focused on the big picture. It is doubtful that we would be having this
conversation if our federal budget was under control. The damage we have done, and continue to
do, to our economy is driving people to seek even the small returns offered by commodities. If
our economy was growing, money would quickly flow back into the capital markets.
Unfortunately, too many decisions by the government seem to work against this.

For my part, I have offered a plan called Back in Black that would achieve $9 trillion in savings
over the next decade. They would go a long way toward solving issues like the one we face
today.

Again, [ believe this hearing is an important opportunity to discuss concerns about the tax
treatment of commeodity mutual funds. Hopefully we will be closer to a productive solution by

the time we finish.I plan to keep an open mind as we consider various options.

I look forward to hearing from our witnesses.
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OF

DOUGLAS H. SHULMAN

COMMISSIONER OF INTERNAL REVENUE
BEFORE THE
U.S. SENATE PERMANENT SUBCOMMITTEE ON INVESTIGATIONS
HEARING ON INVESTMENTS IN COMMODITIES BY
REGULATED INVESTMENT COMPANIES
JANUARY 26, 2012

Introduction

Chairman Levin, Ranking Member Coburn, members of the subcommittee, thank
you for this opportunity to testify on the issue of regulated investment companies
(RICs) investing in commodities.

| would start by explaining that the IRS is involved in this issue because it is
charged with providing guidance to taxpayers as to whether investments RICs
choose to make will produce qualifying RIC income, as defined in the tax law.

In order to maintain its tax status, a RIC must derive 90% of its income from
investments that meet the qualifications of section 851, which generally requires
that investments be related to stock, securities, or foreign currencies. The term
*securities” is specifically defined in section 851 by cross reference to the
definition of that same term in the Investment Company Act of 1940 (the 1940
Act).

It is the scope of that definition — and particularly its application to investments
providing indirect exposure to commodities — that have been the focus of the
approximately 70 private letter rulings that are the subject of this hearing.

It may be useful for me to provide a brief explanation of how the agency arrived
at the position reflected in the private letter rulings and then summarize where
the IRS is on this issue today. By late 2005 the investment markets had
developed to a point where many RICs felt the need to add exposure to
commodity prices to their investment portfolios. As a result, they requested
guidance from the IRS as to whether investments made to achieve this exposure
would qualify for the 90% income test. The IRS was unable to find any
authoritative guidance on the proper scope of the definition of “security” from
either the Securities and Exchange Commission (SEC) or the Commodities
Futures Trading Commission (CFTC), which is the primary regulator for the
commodity markets in the United States.

This situation resulted in the IRS being asked to issue private letter rulings
addressing specific proposed RIC commodity-related investments based on the
IRS’s own best interpretation of the tax law, including cross-references to the
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1940 Act. Private letter rulings were issued on this subject starting in 2006. By
2010 the volume of private letter ruling requests was becoming a concern, and
consideration was given to issuing some form of broader published guidance.
The RIC Modernization Act was then pending, though, and at that point the bill
contained a provision that would have affirmatively treated income from direct
investments in commodities as qualifying income. As a result, consideration of a
guidance project was put on hold. The provision in the RIC Modernization Act
relating to commodities was removed prior to passage, however, leaving the
statutory language on this issue unchanged.

In July 2011, the IRS notified the RIC industry that it would not issue further
private letter rulings until the staff could look at the overall set of issues and
consider guidance of broader applicability. That remains our current posture.

That, Mr. Chairman, is the short version. A little more detail is appropriate,
however, in order to answer the specific questions you have raised. Therefore |
have included in my written testimony a summary of the legal issues at stake,
which was prepared by the IRS Office of Chief Counsel. That summary is
included below.

This concludes my testimony. [ would be happy to take your questions.
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Summary of Legal Issues Surrounding Commodity-Related Investments by
RICs

Internal Revenue Service 2006 Revenue Rulings

In 20086, the IRS published Revenue Rulings 2006-1 [2006-1 C.B. 261] and
2006-31 [2006-1 C.B. 1133]. These rulings addressed section 851(b)(2) of the
Internal Revenue Code, which requires that each taxable year at least 90 percent
of the gross income of a RIC must consist of income from specified sources
(qualifying income). Qualifying income includes both gain from the sale or
disposition of securities and income from securities. The Code, however, does
not define the term “security.” Instead, it cross-references the 1940 Act, which is
administered by the SEC. That is, section 851(b)(2) defines qualifying income as
including “gains from the sale or other disposition of stock or securities (as
defined in section 2(a)(36) of the Investment Company Act of 1940, as amended)
or foreign currencies, or other income ... derived with respect to [a RIC's]
business of investing in such stock, securities, or currencies.”

At issue in Revenue Ruling 2006-1, the first of the two published rulings, was
whether income from a total return swap on a commodities index would be
qualifying income. The Ruling arose because the Office of Tax Policy and the
IRS became aware of certain investment funds being or intended to be offered to
the public as RICs that made extensive use of such instruments. Neither the
1940 Act itself, the regulations under the 1940 Act, nor SEC staff Interpretations
yielded an answer to the question whether the swaps were 1940 Act securities.
IRS and Treasury staff consulted with SEC and CFTC staff, but this also did not
lead to an answer. In the absence of definitive guidance as to whether such a
swap would be a 1940 Act security, the IRS in the Ruling examined the relevant
legislative history underlying enactment of the section 851(b)(2) cross-reference
to the 1940 Act, and held that “[a] derivative contract with respect to a commodity
index is not a security for purposes of section 851(b)(2)."

A number of questions were quickly raised regarding Revenue Ruling 2006-1.
Revenue Ruling 2006-31 was subsequently issued to modify and clarify
Revenue Ruling 2006—-1, including by making clear that the holding of Revenue
Ruling 2006-1 was not intended to preclude income from certain instruments that
create commodity exposure, such as certain structured notes, from being
qualifying income.

Due at least in part to these revenue rulings, as well as the general uncertainty
regarding the extent of permissible commodity-linked investments by RICs, the
IRS received a large and increasing number of requests for private letter rulings.
Private letter rulings can be relied upon only by the taxpayers to which they are
addressed. In that sense, they can provide the IRS with a vehicle to explore
market realities and test legal approaches to novel questions before
promulgating published guidance in an area.
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The private ruling requests asked for approval of one or both of the following
positions: (1) that a RIC's income inclusion that results from its controlled foreign
corporation (CFC) earning income from commodity investments is qualifying
income; and (2) that income from structured notes with returns based on
commodity price movements also will produce qualifying income.

Controlled Foreign Corporations

Under the first of these approaches, some RICs achieve indirect exposure to
commodities by investing up to 25 percent of a fund's assets in a foreign
subsidiary that is treated as a CFC. The CFC then makes commodity-related
investments. The U.S. parent RIC generally includes amounts in income under
subpart F of the Code when the CFC earns income from its commodity
investments. The nature of the income — from the standpoint of the RIC - is
simply a subpart F income inclusion, and not identified as income from an
investment in commodities.

The Code generally permits a RIC to hold all of the shares of a subsidiary if the
value of that holding does not exceed 25 percent of the value of the RIC's total
holdings. Moreover, Congress expressly addressed the issue of subpart F
income inclusions in the so-called “flush language” of section 851(b). That
paragraph of section 851(b) treats a subpart F inclusion as a dividend for this
purpose, and hence as qualifying income, if there is a matching distribution out of
earnings and profits.

Independent of the “flush language,” some RICs sought private letter rulings to
determine whether a subpart F inclusion could constitute qualifying income on
the separate basis that such income is "other income" derived with respect to the
RIC's business of investing in the stock of the subsidiary under section 851(b)(2).
At the time of the rulings, IRS staff took the position that the two provisions were
not intended to be coordinated because, among other reasons, they were
introduced into the legislative process with no indication that the "flush language"
was intended to limit the "other income" provision. Therefore, the staff concluded
that, rather than having one provision narrow the other, the "other income" clause
should be evaluated without regard to the “flush language.” The rulings
concluded that subpart F inclusions could be treated as “other income,” and
accordingly that current distributions from the CFCs were not required for such
inclusions to be qualifying income.

The private letter rulings assume that the CFC is treated as a corporation that is
separate from the RIC. This approach reflects several considerations, including
section 851's express contemplation that RICs might own CFCs, the tax law
principle that a taxpayer's choice of entity for conducting investment or business
activity should generally be respected, and the tax law principle that, if properly
organized and managed, a corporation should generally be respected as
separate from its shareholders for tax purposes.
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Commodity-linked Structured Nofes

The second approach covered by the private letter rulings relates to structured
notes with a return based on movements in commodity prices. A commodity-
linked structured note is an instrument entered into with a counterparty, generally
a financial institution. In addition to interest on its investment, a RIC receives
income measured, or “structured,” with reference to the movement of the value of
a commodity index or indices, often with a leverage factor.

The structured notes rulings, in general, are based on the premise that structured
notes with enough resemblance to typical debt instruments and characteristics
suggesting some minimum certainty of repayment of principal, such as a
minimum of 51 percent principal protection and related features, may qualify as a
“note,” an “evidence of indebtedness,” or an “investment contract” within the
1940 Act definition. Some of the factors the IRS looked for included up-front
payment in full of the purchase price of the note; a short, fixed maturity (often, a
year and a day); an automatic redemption feature, termed a “knockout,” that
triggers the note's redemption if the index falls too far in value; and the note not
being subject to mark-to-market margining requirements, or treated as a contract
of sale of commodities for future delivery (or as an option on such a contract),
under the Commodities Exchange Act.

It has been argued that derivatives of all types are outside the definition of
“security” under the 1940 Act. Itis true that derivatives were not widely viewed
as investment vehicles when the 1940 Act was enacted. The1940 Act’s
definition of “security,” however, is not static, and contains several generic items
designed to encompass new instruments as they develop, including “evidence of
indebtedness,” “investment contract,” and any “instrument commonly known as a
‘security’.” The extent to which investments with commodity-linked payoffs are
also securities and, if so, how they are identified, have been active subjects of
comment in the securities law area for some time, but there do not appear to be

any conclusive answers.
Recent Legislative Actions

Section 201 of the RIC Modernization Act as originally introduced would have
allowed income from direct investment in commodities to be qualifying income.
However, the Senate amended the bill to remove section 201 before passing the
RIC Modernization Act by unanimous consent. The removal of section 201 of the
bill left the statutory language unchanged. There was no change to the cross-
reference to the 1940 Act or to the definition of “security” under that Act.

Additionally, the Dodd—Frank Wall Street Reform and Consumer Protection Act
amended both the federal commodity and securities laws to provide the CFTC
with jurisdiction over swaps, including those on broad-based security indices. It
also provided the SEC with jurisdiction over security-based swaps, which are
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swaps on narrow-based security indices and single securities. The two agencies
share authority over mixed swaps, which are swaps that have mixed attributes.

However, Dodd-Frank did not make any explicit change to the definition of
“securities” in the 1940 Act.

Current Status of IRS Advice

This history has led to the current IRS position. The number of RIC requests for
private lefter rulings increased dramatically since 2006, creating concern within
the IRS from both an administrative and a technical standpoint. After the RIC
Modernization Act failed to provide a clear, unambiguous answer, the IRS
decided to stop issuing private letter rulings until it could provide guidance of
general applicability. The possibility of that guidance is currently under
consideration.
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Testimony of Emily S. McMahon, Acting Assistant Secretary for Tax Policy,
U.S. Department of the Treasury
Before the U.S. Senate Homeland Security and Government Affairs Permanent Subcommittee
on Investigations
Hearing on “Compliance with Tax Limits on Mutual Fund Commodity Speculation”
January 26, 2012

Chairman Levin, Ranking Member Cobum, and members of the Subcommittee, I appreciate the
opportunity to testify on the issue of investments in commodities by regulated investment
companies (RICs).

Treasury’s Role in the RIC Guidance

Commissioner Shulman’s testimony describes a series of private letter rulings issued by the Internal
Revenue Service (IRS) on this subject. T would like to begin by describing the role of the Treasury
Department in the private letter ruling and published guidance process. A private letter ruling is a
determination issued by the IRS to a particular taxpayer that interprets and applies the tax laws to
the taxpayer’s particular set of facts. As a matter of policy and practice, the Treasury Department
does not participate in the consideration or issuance of private letter rulings by the IRS. Moreover,
other than in highly unusual circumstances, Treasury Department personnel do not know which
taxpayers have requested or received private letter rulings. Treasury Department personnel become
aware of the issuance of a private letter ruling only when that ruling is eventually issued to the
public by the IRS in redacted form. Consistent with that policy and practice, the Treasury
Department did not participate in the formulation, or review or oversee the issuance, of any of the
private letter rulings addressing commodity-related investments by RICs. Nor has the Treasury
Department studied the effect of the private letter rulings on the mutual fund industry.

The Office of Tax Policy is actively involved, however, in the development of published guidance,
including both tax regulations and other administrative guidance that is published in the Internal
Revenue Bulletin. In this capacity, Treasury personnel participate in the development of the
substantive law that private letter rulings reflect.

Thus, in 2005 and 2006, Treasury Department personnel did participate in the development of two
published revenue rulings that address commodity-related investments by a RIC. These revenue
rulings, Rev. Rul. 2006-1, 2006-1 C.B. 261, and Rev. Rul. 2006-31, 20061 C.B. 1133, are
described in Commissioner Shulman’s written testimony. Subsequent to those revenue rulings, the
IRS and Treasury Department periodically discussed the possibility of additional guidance in this
area as a candidate for the Priority Guidance Plan.

Suspension of the Issuance of Private Letter Rulings in This Area and Subsequent Developments

As stated in Commissioner Shulman’s testimony, the IRS has suspended the issuance of private
letter rulings addressing commodity-related investments by RICs. Treasury Department personnel
were not involved in that decision.

Subsequent to the suspension, the Investment Company Institute (ICI) called several members of
the staff of the Office of Tax Policy to ask why the IRS issuance of rulings had been suspended and
what the future might hold. Treasury staff could not, and did not, provide answers to those
questions. On September 28, 2011, at the ICI’s request, ICI representatives met with Treasury and

1
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IRS personnel to discuss IC1 proposals for published guidance that would permit commodity-related
investments by RICs.

The Treasury Department and IRS are considering the possibility of issuing published guidance on
the subject of commodity-related investments by RICs.

Regulated Investment Company Modernization Act of 2010

This Subcommittee’s letter inviting me to testify at this hearing stated that the Regulated Investment
Company Modemnization Act of 2010 (RMA), Pub. L. No. 111-325, 124 Stat. 3537, reaffirmed
[Congress’] intent to exclude commodities from mutual funds’ qualifying income under Section
851(b)(2).” The House version of the bill (H.R. 4337) would have expanded the definition of
qualifying income to include income derived from direct or indirect exposure to commodities.
However, that amendment to the definition was removed from the bill before enactment, leaving
unchanged the statutory provisions upon which the IRS revenue rulings and private letter rulings
were based. Under those provisions, the definition of qualifying income is linked to the 1940 Act
definition of “security,” and income derived from such securities is not explicitly excluded from
qualifying income merely because it reflects exposure to commodity prices.

Economic Substance Doctrine

Under section 7701(o) of the Internal Revenue Code (the Code), whenever the economic substance
doctrine is relevant to a transaction, the transaction is treated as having economic substance only if,
as a factual matter, (1) the transaction changes in a meaningful way the taxpayer’s economic
position, and (2) the taxpayer has a substantial non-tax purpose for entering into the transaction.
These questions are inherently factual. The private letter rulings issued by the IRS do not address
the potential application of the economic substance doctrine, and the Treasury Department does not
have independent knowledge of the facts underlying the rulings. Therefore, we cannot express a
view on the application of section 7701(0) to the transactions described in the private letter rulings.

Tax Policy Issues

The extent to which investors should be able to obtain exposure to commodity price fluctuations
through investments in RICs is not fundamentally a tax policy issue. The Code provisions in
question do raise, however, the issue of whether the Treasury Department and the IRS should be
required to interpret a non-tax statute (in this case, the 1940 Act) that does not otherwise fall within
their jurisdiction in order to determine the availability of favorable tax treatment under the Code.
The Securities and Exchange Commission (SEC) has not issued any guidance of which we are
aware that addresses whether the financial instruments described in the IRS private letter rulings are
securities for 1940 Act purposes (as required to produce qualifying income). At the same time, we
are not aware of any action the SEC has taken to preclude RICs from making these investments.
Administering the relevant Code provisions under these circumstances is challenging from both a
practical and a policy perspective.

Thank you, and 1 look forward to taking your questions.
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SCHEPR D LIEBERMAN, LONMECTICUT, CHARMAN

CaRL LEVIN, MICRGAN SLISAN M. COLLINS, MRNE
DANIEL K SRARA, HAWAL T0M COBURN, DXLANDRA
THOMAS & CARFER, DELAWARE SCOTT P BROW, MASSACHUSETTS

MARE L PRYDA. ARKANSAS S0+ MeCAIN, ARITONA

ARV L

MARY L LANDAELR LOLNSANA RO JOMNSON. WISCONSIN ‘H : 4
e oo Wnited States Senate
20 TESTRA MONTANA RAND PALL CENTUCKY

DA BEGICH, ALASKA JTARY MOALN KANSAS
) COMMITTEE DN
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The Honorable Douglas H. Shulman
Commissioner

Internal Revenue Service

1111 Constitution Avenue, N.W.
Washington, D.C. 20224

RE: Private Lefter Rulings to Mutual Funds
Seeking Commodities Exposure

Dear Commissioner Shulman:

Since 2006, the Internal Revenue Service (IRS) has issued over 70 private letter rulings
allowing mutual funds that operate as regulated investment companies for U.S. federal income
tax purposes to make unlimited indirect investments in commodities through controlled foreign
subsidiaries or commodity-linked notes, despite Internal Revenue Code Section 851(b)(2) which
requires such funds to derive 90% of their income from securities and no more than 10% from
other sources, including commodities. We support the recent decision of the IRS to suspend
issuance of new letters in this area to review the underlying policy issues. Pending the resuits of
that review, we believe it may be appropriate to permanently suspend all future private letter
rulings in this area and reevaluate the tax treatment of all mutual funds currently allowed to treat
indirect commodity investments as income derived from “securities™ under Section 851.

Speculation in U.S. Commodity Markets. Since 2002, the U.S. Senate Permanent
Subcommittee on Investigations has conducted a series of investigations into commodity prices,
focusing on how excessive speculation in the futures and swaps markets may have affected
commaodity prices, normal supply and demand factors, and American consumers and businesses.'
Commodity markets enable producers and users of physical commodities to arrive at a fair price
for their goods and hedge their price risks over time. Speculators can make a positive
contribution to commodity markets by facilitating price discovery and hedging activities. In
recent years, however, evidence indicates that speculators have come to invest heavily in many
commodity markets and may have contributed to distorted prices, price volatility, and hedging
failures. In response, Congress has enacted a series of legislative acts to reduce excessive
speculation in the commodity markets.”

' See, e.g,, “The Role of Market Speculation in Rising Oil and Gas Prices: A Need to Put the Cop Back on the
Beat,” 5. Prt. 109-65 (June 27, 2006); “Excessive Speculation in the Natural Gas Market,” S. Hrg. 110-235 (June 25
and July 9, 2007), “Excessive Speculation in the Wheat Market,” S. Hrg. 110-235 (June 25 and July 9, 2007); and
“Excessive Speculation and Compliance with the Dodd-Frank Act,” (November 3, 2011).

* See, e.g., CFTC Reauthorization Act of 2008, P.L. 110-246; Sections 727 and 737 of the Dodd-Frank Wall Street
Reform and Consumer Protection Act, P.L 111-203.

Permanent Subcommittee on Investigatio

EXHIBIT #1d
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For most of the 70 years they have been in existence, mutual funds were not significant
participants in U.S. commodity markets. After the IRS began issuing private letter rulings in
2006, allowing them to engage in a variety of indirect commodity investments, however, mutual
funds have poured billions of speculative dollars into commodity investments. Allowing mutual
funds nearly unfettered access to commodity markets through these letter rulings appears to be
contrary to Congressional intent and allows mutual funds to get around otherwise clear
restrictions on their commodity investments.

Section 851’s Income Source Restrictions. Mutual funds operate under a dual set of
statutory restrictions, those provided by the Internal Revenue Code (IRC), which is enforced by
the IRS, and those provided by the Investment Company Act of 1940 (1940 Act), which is
overseen by the Securities and Exchange Commission (SEC). The tax provisions essentially
restrict the types of income that mutual funds are allowed to claim in exchange for favorable tax
treatment.® The income source restrictions are contained in Section 851(b)(2), which requires
that 90% of a mutual funds’ gross income must be derived from equities, securities, or
currencies, and not more than 10% from alternatives like commodities.

Section 851(b)(2) defines the qualifying income in relevant part to include:

“dividends, interest, payments with respect to securities loans (as defined in section
512(a)(5)), and gains from the sale or other disposition of stock or securities (as defined
in section 2(a){36) of the Investment Company Act of 1940, as amended) or foreign
currencies, or other income (including but not limited to gains from options, futures or
forward contracts) derived with respect to its business of investing in such stock,
securities, or currencies.”™

A “security” is defined under the 1940 Act as follows:

“any note, stock, treasury stock, security future, bond, debenture, evidence of
indebtedness, certificate of interest or participation in any profit-sharing agreement,
collateral-trust certificate, preorganization certificate or subscription, transferable share,
investment contract, voting-trust certificate, certificate of deposit for a security, fractional
undivided interest in oil, gas, or other mineral rights, any put, call, straddle, option, or
privilege on any security (including a certificate of deposit) or on any group or index of
securities (including any interest therein or based on the value thereof), or any put, call,
straddle, option, or privilege entered into on a national securities exchange relating to
foreign currency, or, in general, any interest or instrument commonly known as a
“security”, or any certificate of interest or participation in, temporary or interim
certificate for, receipt for, guarantee of, or warrant or right to subscribe to or purchase,
any of the foregoing,"

? Under the tax code, mutual funds that comply with the relevant tax provisions are not subjected to any taxation at
the corporate level. Instead, all of the mutual fund’s income is attributed to its shareholders who are then subject to
tax on an individual basis. See IRC Subchapter M.

* [RC Section 851(b)(2).

* Investment Company Act of 1940, Section 2(a)(36).
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Neither Section 851 nor the 1940 Act definition allows mutual funds to derive more than 10% of
their income from commodities, whether through futures, forward contracts, options, swaps,
notes, or other commodity-related products.

Significant Increase in Commodity Investment. To date, the IRS has issued 72 private
letter rulings allowing mutual funds to treat income from investments in certain commodity
linked notes or through controlled foreign corporations (CFCs) that invest in commodities as
qualified income under Section 351(13)(2).ls The letters hold that distributions from the
commodity linked notes and dividends from the commodity-related CFCs can be treated as
income derived from securities, rather than income derived from commodities, and thus, meet
the income source restrictions in Section 851(b)(2). By treating this income as derived from
securities rather than commodities, the IRS has enabled mutual funds to do indirectly what they
are prohibited by law from doing directly.

Since 2006, the IRS private letter rulings have opened the floodgates for the $11 trillion
mutual fund industry to make sizeable investments in the commodity markets. In a recent
hearing, the Subcommittee identified at least 40 commodity related mutual funds with
accumulated assets in excess of $50 billion.” These funds have all set up offshore wholly-owned
CFCs that exist solely to trade commodities in the futures and swaps markets. The mutual funds
typically organize their CFCs as Cayman Island subsidiaries; operate them as shell entities with
no physical offices or employees of their own; and run the CFCs’ commodity portfolios from
their U.S. offices. That the Cayman CFCs are empty shells designed to allow U.S. mutual funds
to create commodity related investment portfolios, run by their own U.S. employees, is openly
acknowledged.

The sales materials of these mutual funds show they are marketing their funds to average
investors as commodity funds and using their CFCs to delve into a wide array of commodity
investments, from swaps to exchange traded notes to futures. The 40 mutual funds identified by
the Subcommittee generally invest 25% of their total assets in their Cayman subsidiaries and
often use U.S.-based assets as collateral or margin to secure the commodity investments being
made by their CFCs in the futures and swap markets. In many instances, the mutual funds
provide aggregate exposure to commodities as if 100% of the fund’s net assets were invested in
commodity related investments. Some mutual funds offer investors leveraged exposure to their
commodity related investments. One mutual fund identified by the Subcommittee reported
having over $22 billion invested in commodity related assets with approximately 900,000
investors, 75% of which are individuals.®

The IRS private letter rulings hold that when a mutual fund forms an offshore shell
corporation, holds 100% of its stock, and then uses that CFC to invest in commodities, the
mutual fund may treat this activity as an investment in the stock of the CFC and not as an
investment in commodities. But the CFC is not an independent business; it is a shell corporation
under the mutual fund’s control. The mutual fund’s investment in its CFC amounts to a paper
exercise to permit the mutual fund itself to make commaodity investments.

% See “Excessive Speculation and Compliance with the Dodd-Frank Act,” hearing before the U.S, Senate Permanent
Subcommittee on Investigations (November 3, 2011) (hereinafter “Subcommittee Hearing™), Exhibit 7d.

? Subcommittee Hearing Exhibit 7a.

* 1d., materials related to PIMCO Commodity Real Return Strategy Fund,
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Some may contend that a 1943 Supreme Court case known as Moline Properties requires
the IRS to recognize corporate structures such as the CFCs set up by mutual funds to invest in
commodities.” But Moline Properties itself states:

“In general, in matters relating to the revenue, the corporate form may be disregarded
where it is a sham or unreal. In such situations the form is a bald and mischievous
fiction. Higgins v. Smith, 308 U.S. 473, 477, 478 8., 60 S.Ct. 355, 357, 358; Gregory v.
Helvering, 293 U.S. 465, 55 S.Ct. 266, 97 A.L.R. 1355.7"°

Mutual fund CFCs set up to invest in commodities are exactly the type of sham entities designed
to perform a “bald and mischievous fiction” -- circumventing longstanding statutory income
source restrictions -- that Moline Properties permits the IRS to disregard. That Supreme Court
precedent, thus, does not require nor countenance the IRS’ validating a corporate fiction or
facilitating an end-run around the income source restrictions on mutual funds.

In addition to allowing mutual funds to use offshore shell entities to invest in
commodities, IRS private letter rulings have permitted mutual funds to use commodity-linked
notes to do the same. The private letters allow mutual funds to treat these notes as “securities”
and deem the construction, funding, and sale of interests in those notes as securities investments,
despite the fact that the notes are designed for the purpose of investing in commodities. This
approach contradicts an earlier IRS Revenue Ruling which held that Congress did not intend to
allow *“an expansive construction of the term ‘securities’ to enable mutual funds to invest in
commodities.'! In addition, the private letter rulings fail to take into account Congressional
codification of the economic substance doctrine which permits the IRS to look through
transactions that have no purpose other than tax avoidance.'” In the private letter rulings issued
by the IRS, the mutual funds offer no business purpose for creating offshore CFCs or
constructing commodity-linked notes to make their commodity investments other than to
characterize the resulting income as derived from “securities” and so retain their favored tax
status while making unlimited commodity investments.”? The IRS does not seem to recognize
the mutual funds’ commodity-linked notes and offshore CFCs for what they are — transactions
with no purpose other than a tax purpose -- to enable mutual funds to circumvent the income
source restrictions in Section 851(b)(2).

It is the Subcommittee’s understanding that, before proceeding with their activities, each
of the 40 commodity related mutual funds identified in the Subcommittee hearing obtained a
private letter ruling from the IRS explicitly allowing it to treat any income from its commodity
investments as security-based income under Section 851 ! The IRS private letter rulings, thus,

;mmmw 319 U.5. 436 (1943).

id.
"I See Rev. Rul. 2006-1, at 5.
'* See Health Care and Education Reconciliation Act, P.L. 111-52, Section 1409, codified at IRC Section 7701(0).
" See, e.g,, “IRS Implicitly Rules on Economic Substance Doctrine and Blockers,” by David H. Shapiro and Jeffrey
W. Maddrey, Tax Notes, 1461, 1462-63 (March 21, 2011)(“[NJo mention is made of a business purpose in any of
the rulings ... and it is hard to imagine that there could be a nontax purpose outweighing the tax purpose on the facts
of the rulings™).
'* Each mutual fund needed to obtain its own ruling, because a taxpayer may not rely on a private letter ruling
provided to another taxpayer. See IRC Section 6110(k)(3) and Section 11.02 of Revenue Procedure 2011-1.
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contributed to the decision of those mutual funds to make speculative investments in commodity
markets. Representatives of the mutual fund industry have told the Subcommittee that the
industry intends to seek additional private letter rulings to further expand its investments in
commedity-related products.

Conflicting with Congressional Intent on Commodities. Deeming commodity linked
notes and commodity related offshore shell CFCs to be investments in securities rather than in
commodities appears to conflict with Congressional intent and enable mutual funds to get around
the otherwise clear restrictions of Section 851(b)(2) on their commodity investments.

When federal tax provisions for mutual funds were first enacted in 1936, Congress
excluded commodities from the sources of qualifying income.”® Income sources at that time
were limited to dividends, interest, and gains from the sale or other disposition of stock or
securities. Congress enacted the first federal law to control excessive speculation in commodity
markets that same year.'® Despite its work on the issue, Congress made no mention of
commodities as an allowable investment for mutual funds in 1936. Instead, mutual funds were
designed to provide a mechanism for investors of modest means to gain exposure to the
securities markets.'”

In 1954, when Congress enacted Subchapter M of the Internal Revenue Code reforming
the taxation of mutual funds, Congress again expressed its intent to limit the sources of income
that mutual funds could claim in exchange for favorable tax treatment. Subchapter M again
limited the sources of qualifying income to income derived from dividends, interest, and pains
from the sale or other disposition of stock or securities. As in 1936, Congress was clearly aware
of the existence of commodity markets, but did not list commodity investments in the statute as
one of the types of qualifying income.

In 1986, Congress expanded the list of sources of qualifying income under Section
851(b)(2), but for the third time, excluded investments in commodities.'® The 1986 amendment
provided an explicit list of additional sources of income that mutual funds could claim, adding
“foreign currency, and other income (including but not limited to gains from options or futures
contracts) derived with respect to its business of investing in such stock, securities, or
cwrrencies.” Congress could have expanded the list further to include commodities, but chose
not to do so."” Indeed, as the IRS noted in its Rev. Rule 2006-1 holding that a derivative contract
referencing a commodity index was not a securities for purposes of Section 851, Congress did
not intend “an expansive construction of the term *securities.””

' “The Federal income tax provisions applicable to mutual funds were first enacted in 1936. The basic structure of
and principle of these provisions, which are found in subchapter M of the Internal R Code, have ined
unchanged.” 132 Cong. Rec. 4045, 1986 (Remarks of Senator Armstrong)(March 7, 1986). In 1936, mutual funds
were referred to as mutual investment companies.

' See the Commodity Exchange Act of 1936, P.L. 74-765.

"7 See 132 Cong. Rec. 4046 (Remarks of Senator Armstrong){March 7, 1986).

" See Tax Reform Act of 1986, P.L. 99-514.

" See letter from Acting Assistant Secretary of the Treasury (Tax Policy) J. Roger Mentz, dated February 5, 1986,
inserted into the Congressional Record by Senator Armstrong, at 132 Cong. Rec. 4046, Mr. Mentz's letter stated
that Treasury would generally not treat as qualifying income gains from trading in commodities, even if the purpose
of that trading was to hedge a related stock investment.

 Rev. Rul. 2006-1, at 5.
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6

In 2010, Congress reaflirmed its intent 1 exclude commodities from the qualifving
income of mutual funds when it enacted a hill to madernize statutory provisions affecting mutual
funds, the Regulated Investment Company Modernization Act, PLTEHI-3230 As originally
introduced in 2009, and as passed by the House in 2010, Scetion 201¢a) of that Act. then
desigmated LR, 4337, would have explicitly permitted mutual funds 1o invest in “commodities”
under Seetion §31{h)(2). Several Senators expressed concern that allowing the S11 trillion
mutual fund industry unrestricted commodity investments would exacerbate excessive
speculation in the commodity markets and objected 10 the provision. In response. the provision
was removed from the bill which was then approved by the Senate. Removal of the commodities
provision was. in fact. the only change made in the House-passed bill. The House then agreed o
the bill as amended by the Senate. enacting it into kaw while realfirming Congressional intent to
exclude commodities from the qualilving income for mutual funds.

Despite Congress™ intent 1o limit mutual fund fnvestment in commodities. the 1RS has
used its administrative authority to permit such investments. ‘The resulting private letter rulings
lhave unfeashed a Nood of speculative commodity investments that may have contributed o
exeessive speeulation. The {RS should not use its private letter authority 1o enable mutual funds
10 do indireetly what the law does not permit them to do direetly.

Reguested Relief. This letter urges the RS o ke mmediate action o permanemly halt
the further issuance of privane letter rulings that aflow mutual funds w circumyent the income
source restrictions in TRC 83 1b)(2) and muke unlimited indireet investments in commaodities. In
addition, the 1RS should reevaluate the wx treatment of all mutual funds curremty allowed w
treat indireet commuodity investmenis as income derived [rom “securitivs™ under Section 851,

Thank you for vour consideration.

Sincerely

Tom Coburn, MD Carl Levin
Ranking Minority Member Chairnum
Permanent Subcommittee on [nvestigations Permanent Subcommitiee on Investigations

cer The Honorahle Tun
Eoly MeNtabon,

Athner, Seeretany of the | ressun
s Assistanl Tressury Searvtary (s Policy)
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This responds to the request dated January 3, 2005, and supplemental
correspondence dated March 27, 2006, and April 6, 2008, submitted by your authorized
representative on behalf of Funds. Funds request that the Internal Revenue Service
rule that income and gain arising from the commaodities-linked note described in this
letter will constitute qualifying income to Funds under section 851(b)(2) of the Internal
Revenue Code of 1986, as amended ( the Code).

FACTS

Each Fund is registered as a management investment company under the
Investment Company Act of 1940, 15 U.S.C. 80a-1 et seq., as amended (the 1940 Act).
Each Fund intends to qualify as a regulated investment company (RIC) under
Subchapter M, part 1 of the Code.

Each Fund intends to invest in commodities-linked notes having the terms and
conditions of the following note (“Note"): The Note will be issued to a Fund at par value
in increments of $x. Its payout formula will be determined with reference to Index. Its
term will be one year and one day. A Fund, as holder of the Note, has the right to put
the Note to the issuer at the calculated redemption price based on the closing Index as
of the end of the next day after notification to the issuer. In addition, if the Index falls to
a level that is equal to or more than y% below the beginning Index value on any day, the
Note will “knockout” and automatically redeem based on the closing Index value of the
next day. The repayment obligation upon early redemption, knockout, or at maturity is
calculated by first multiplying (A) the face amount of the Note, by (B} a leverage factor
of z, by (C) the percentage of the increase or decrease of the beginning Index level
compared to the ending Index level for the applicable period. To this amount is added
the face amount of the Note plus a coupon amount calculated at a w% rate times the
face amount of the Note. From this amount is subtracted an annual fee amount of v
basis points of the notional value (leveraged face amount) of the Note.

Funds make the following representations with respect to this Note:

(1) The issuer of the Note will receive payment in full of the purchase price of the
Note substantially contemporaneously with the delivery of the Note;

(2) A Fund while holding the Note will not be required to make any payment to
the issuer of the Note in addition to the purchase price paid for the Note, whether as
margin, settlement payment, or otherwise, during the life of the Note or at maturity;

(3) The issuer of the Note is not subject by the terms of the instrument to mark-
to-market margining requirements of the Commodities Exchange Act, 7 U.S.C. 2, as
amended (CEA); and
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(4) The Note is not marketed as a contract of sale of a commodity for future
delivery (or option on such a contract) subject to the CEA.
LAW AND ANALYSIS

Section 851(b)(2) of the Code provides that a corporation shall not be considered
a RIC for any taxable year unless it meets an income test (the “qualifying income
requirement”). Under this test, at least 90 percent of its gross income must be derived
from certain enumerated sources. Section 851(b)(2) defines qualifying income, in
relevant part, as—

dividends, interest, payments with respect to securities loans (as defined
in section 512(a)(5)), and gains from the sale or other disposition of stock
or securities (as defined in section 2(a)(36) of the 1940 Act) or foreign
currencies, or other income (including but not limited to gains from
options, futures or forward contracts) derived with respect to [the RIC's]
business of investing in such stock, securities, or currencies . . . .

Section 2(a)(36) of the 1940 Act defines the term “security” as—

any note, stock, treasury stock, security future, bond, debenture, evidence of
indebtedness, certificate of interest or participation in any profit-sharing
agreement, collateral-trust certificate, preorganization certificate or subscription,
transferable share, investment contract, voting-trust certificate, certificate of
deposit for a security, fractional undivided interest in oil, gas, or other mineral
rights, any put, call, straddle, option, or privilege on any security (including a
certificate of deposit) or on any group or index of securities (including any interest
therein or based on the value thereof), or any put, call, straddle, option, or
privilege entered into on a national securities exchange relating to foreign
currency, or, in general, any interest or instrument commonly known as a
“security”, or any certificate of interest or participation in, temporary or interim
certificate for, receipt for, guarantee of, or warrant or right to subscribe to or
purchase, any of the foregoing.

Section 2(f)(1) of the CEA provides that the CEA is not applicable to a hybrid
instrument that is predominantly a security. Section 2(f)(2) of the CEA provides that a
hybrid instrument shall be considered to be predominantly a security if—

(A) the issuer of the hybrid instrument receives payment in full of the purchase
price of the hybrid instrument, substantially contemporaneously with the delivery of the
hybrid instrument;

(B) the purchaser or holder of the hybrid instrument is not required to make any
payment to the issuer in addition to the purchase price paid under subparagraph (A),
whether as margin, settlement payment, or otherwise, during the life of the hybrid
instrument or at maturity;
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(C) the issuer of the hybrid instrument is not subject by the terms of the
instrument to mark-to-market margining requirements; and

(D) the hybrid instrument is not marketed as a contract of sale of a commodity
for future delivery (or option on such a contract) subject to the CEA.

Section 2(f)(3) of the CEA provides, in part, that for purposes of section 2(f)(2)(C)
of the CEA, mark-to market margining requirements do not include the obligation of an
issuer of a secured debt instrument to increase the amount of collateral held in pledge
for the benefit of the purchaser of the secured debt instrument to secure the repayment
obligations of the issuer under the secured debt instrument.

CONCLUSION

Based on the facts as represented, we rule that income and gain arising from the
Note constitute qualifying income to Funds under section 851(b)(2) of the Code.

Sincerely,

William E. Coppersmith

William E. Coppersmith

Chief, Branch 2

Office of the Associate Chief Counsel
(Financial Institufions & Products)
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Dear

This responds to your request received May 17, 2006, and supplemental
correspondence dated June 22, 2006, submitted by your authorized representative on
behalf of Fund. Fund requests that the Internal Revenue Service rule that: 1) income
and gain arising from the commodities-linked notes described in this letter will constitute
qualifying income to Fund under section 851(b)(2) of the Internal Revenue Code of
1986, as amended; and 2) that income earned from the ownership of a wholly-owned
subsidiary that is a controlled foreign corporation constitutes qualifying income to Fund
under section 851(b)}(2).

FACTS

Fund is organized as a State business trust and is registered as an open-end
management investment company under the Investment Company Act of 1940, 15
U.S.C. 80a-1 et seq., as amended (the 1940 Act). Fund intends to qualify as a
regulated investment company (RIC) under section 851.

Commodities-linked Notes

Fund intends to invest in commodities-linked notes having the terms and
conditions of the following note (Note): The Note will be.issued to a Fund at par value
of $v. Its payout formula will be determined with reference to one of the following
indices: Index 1, Index 2, Index 3, or Index 4 (Index). Its term will be nine months.
Fund, as holder of the Note, has the right to request prepayment of the Note at any time
at the calculated redemption price based on the closing Index on the trading day on
which the request is received or, in certain circumstances, the next following trading
day. In addition, if on any day, the closing price of the Index falls to a level that is at
least w% below the closing price of the Index on the day the Note was issued, then a
mandatory repayment of the Note is triggered and the Note will “knockout” and
automatically redeem based on the closing Index value of the next trading day. The
repayment obligation upon early redemption, knockout, or at maturity equals the face
amount of the Note plus or minus the following adjustment. In calculating the
adjustment, the face amount of the Note is multiplied by (A) a leverage factor of x, and
by (B) the percentage increase or decrease of the closing price of the Index on the day
the Note was issued as compared to its value on the applicable payment calculation
date. The total is then adjusted to account for a coupon amount calculated at a y rate
times the face amount of the Note, for an annual fee amount of z basis points of the
notional value (leveraged face amount) of the Note, and for the reversal of an interest
factor included in the Index.
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Fund makes the following representations with respect to this Note:

(1) The issuer of the Note will receive payment in full of the purchase price of the
Note substantially contemporaneously with the delivery of the Note;

(2) Fund while holding the Note will not be required to make any payment to the
issuer of the Note in addition to the purchase price paid for the Note, whether as
margin, settlement payment, or otherwise, during the life of the Note or at maturity;

(3) The issuer of the Note is not subject by the terms of the instrument to mark-
to-market margining requirements of the Commodities Exchange Act, 7 U.S.C. 2, as
amended (CEA); and

(4) The Note is not marketed as a contract of sale of a commodity for future
delivery (or option on such a contract) subject to the CEA.

Controlled Foreign Corporation

Fund intends to form a wholly-owned subsidiary (Subsidiary) that will be a foreign
corporation. Subsidiary will be incorporated as an exempted limited company under the
laws of Country. Under the laws of Country, an exempted limited company provides for
limited liability for all holders of shares. A shareholder’s liability is limited to the amount,
if any, unpaid with respect to the shares acquired by the shareholder. Subsidiary will
file an election on Form 8832 to be taxed as a corporation pursuant to §301.7701-3 of
the Procedure and Administration regulations.

Fund represents that, although Subsidiary will not be registered as an investment
company under the 1940 Act, Subsidiary will comply with the requirements of section
18(f) of the 1940 Act, Investment Company Act Release No. 10666, and related SEC
guidance pertaining to asset coverage with respect to fransactions in commodity index
swap agreements and other transactions in derivatives.

Fund will invest a portion of its assets in its Subsidiary, subject to the limitations
set forth in section 851(b)(3). Subsidiary will invest in commodity and financial futures
and options contracts, and fixed income securities that serve as collateral for these
contracts. Subsidiary may also invest in cash-settled nondeliverable forward contracts.

It is expected that all of Subsidiary's income will be subpart F income; Fund may
also receive income from Subsidiary, however, that is not properly characterized as
subpart F income.

LAW AND ANALYSIS
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Section 851(b)(2) provides that a corporation shall not be considered a RIC for
any taxable year unless it meets an income test (the "qualifying income requirement”).
Under this test, at least 90 percent of its gross income must be derived from certain
enumerated sources. Section 851(b)(2) defines qualifying income, in relevant part, as—

dividends, interest, payments with respect to securities loans (as defined
in section 512(a)(5)), and gains from the sale or other disposition of stock
or securities (as defined in section 2(a)(36) of the 1240 Act) or foreign
currencies, or other income (including but not limited to gains from
options, futures or forward contracts) derived with respect to [the RIC's]
business of investing in such stock, securities, or currencies . . . .

Section 2(a)(36) of the 1940 Act defines the term “security” as—

any note, stock, treasury stock, security future, bond, debenture, evidence
of indebtedness, certificate of interest or participation in any profit-sharing
agreement, collateral-trust certificate, preorganization certificate or
subscription, transferable share, investment contract, voting-trust
certificate, certificate of deposit for a security, fractional undivided interest
in oil, gas, or other mineral rights, any put, call, straddle, option, or
privilege on any security (including a certificate of deposit) or on any group
or index of securities (including any interest therein or based on the value
thereof), or any put, call, straddle, option, or privilege entered into on a
national securities exchange relating to foreign currency, or, in general,
any interest or instrument commonly known as a “security”, or any
certificate of interest or participation in, temparary or interim certificate for,
receipt for, guarantee of, or warrant or right to subscribe to or purchase,
any of the foregoing.

Section 2(f)(1) of the CEA provides that the CEA is not applicable to a hybrid
instrument that is predominantly a security. Section 2(f)(2) of the CEA provides that a
hybrid instrument shall be considered to be predominantly a security if—

(A) the issuer of the hybrid instrument receives payment in full of the purchase
price of the hybrid instrument, substantially contemporaneously with the delivery of the
hybrid instrument;

(B) the purchaser or holder of the hybrid instrument is not required to make any
payment to the issuer in addition to the purchase price paid under subparagraph (A),
whether as margin, settlement payment, or otherwise, during the life of the hybrid
instrument or at maturity;

(C) the issuer of the hybrid instrument is not subject by the terms of the
instrument to mark-to-market margining requirements; and
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(D) the hybrid instrument is not marketed as a contract of sale of a commodity
for future delivery (or option on such a contract) subject to the CEA.

Section 2(f)(3) of the CEA provides, in part, that for purposes of section 2(f)(2)(C)
of the CEA, mark-to-market margining requirements do not include the obligation of an
issuer of a secured debt instrument to increase the amount of collateral held in pledge
for the benefit of the purchaser of the secured debt instrument to secure the repayment
obligations of the issuer under the secured debt instrument.

In addition, section 851(b) provides that, for purposes of section 851(b)(2), there
shall be treated as dividends amounts included in gross income under section
951(a)(1)(A)(i) or 1293(a) for the taxable year to the extent that, under section 959(a)(1)
or 1283(c) (as the case may be), there is a distribution out of the earnings and profits of
the taxable year which are attributable to the amounts so included.

Section 957 defines a controlled foreign corporation (CFC) as any foreign
corporation in which more than 50 percent of (1) the total combined voting power of all
classes of stock entitled to vote, or (2) the total value of the stock is owned by United
States shareholders on any day during the corporation’s taxable year. A United States
shareholder is defined in section 851(b) as a United States person who owns 10
percent or more of the total voting power of a foreign corporation. Fund will own 100
percent of the voting power of the stock of Subsidiary. Fund is a United States person.
Subsidiary therefore will qualify as a CFC under these provisions.

Section 951(a)(1) provides that, if a foreign corporation is a CFC for an
uninterrupted period of 30 days or more during any taxable year, every person who is a
United States shareholder of this corporation and who owns stock in this corporation on
the last day of the taxable year in which the corporation is a CFC shall include in gross
income the sum of the shareholder’s pro rata share of the CFC's subpart F income for
the taxable year. t

Section 952 defines subpart F income to include foreign base company income
determined under section 954. Under section 954(a)(1), foreign base company income
includes foreign personal holding company income determined under section 954(c).
Section 954(c) defines foreign personal holding company income to include dividends,
interest, royalties, rents, and annuities; gains in excess of losses from transactions
(including futures, forward, and similar transactions) in any commodities; and net
income from notional principal contracts not entered into for purposes of hedging any
other described income item.

Subsidiary's investments may generate foreign personal holding company
income under section 954(c), which is subpart F income. Fund would therefore include
in income the sum of the pro rata share of Subsidiary's subpart F income for the taxable
year in accordance with section 951.
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CONCLUSION

Based on the facts as represented, we rule that income and gain arising from the
Notes constitutes qualifying income to Fund under section 851(b)(2). We further rule
that income derived by Fund from its investments in Subsidiary, whether or not
attributable to subpart F income, is income derived with respect to Fund's business of
investing in the stock of Subsidiary and thus constitutes gualifying income to Fund
under section 851(b)(2).

This ruling is directed only to the taxpayer who requested it, and is limited to the
facts as represented by the taxpayer. Section 6110(k)(3) provides that this letter may
not be used or cited as precedent.

Sincerely,

Susan Thompson Baker
Susan Thompson Baker

Assistant to the Branch Chief, Branch 2
Office of Associate Chief Counsel
(Financial Institutions and Products)
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Dear

This responds to your request dated March 8, 2007, and supplemental
correspondence dated March 20, 2007, submitted by your authorized representative on
behalf of Fund A and Fund B (each a “Fund,” and collectively, the “Funds”). Funds
request that the Internal Revenue Service rule that income arising from investments in
its wholly-owned subsidiaries constitutes qualifying income for purposes of section
851(b)(2) of the Internal Revenue Code of 1986, as amended (the “Code").

FACTS

Fund A is organized as a series of Trust, a business trust organized under the
laws of State A. Fund B is a statutory trust organized under the laws of State B. Each

Permanent Subcommittee on Investigations
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Fund is registered as an open-end management investment company (or series thereof)
under the Investment Company Act of 1940, 15 U.S.C. 80a-1 et seq., as amended (the
1940 Act). Each Fund qualifies as a regulated investment company (RIC) under section
851 of the Code.

Each Fund has an investment objective of total return and pursues its investment
objective by investing in commodity-linked derivative instruments backed by a portfolio
of fixed-income securities.

Each Fund intends to form a wholly-owned subsidiary (each a “Subsidiary,” and
collectively the “Subsidiaries”) that will be a foreign corporation. Each Subsidiary will be
incorporated as an exempted limited company under the laws of Country. Under the
laws of Country, an exempted limited company provides for limited liability for all holders
of shares. A shareholder's liability is limited to the amount, if any, unpaid with respect to
the shares acquired by the shareholder. Each Subsidiary will file an election on Form
8832, Entity Classification Election, to be taxed as a corporation pursuant to section
301.7701-3 of the Procedure and Administration Regulations.

Funds represent that, although the Subsidiaries will not be registered as
investment companies under the 1940 Act, each Subsidiary will comply with the
requirements of section 18(f) of the 1940 Act, Investment Company Act Release No.
10666, and related SEC guidance pertaining to asset coverage with respect to
transactions in commodity index swap agreements and other transaction in derivatives.

Each of the Funds will invest a portion of its assets in its wholly-owned
Subsidiary, subject to the limitations set forth in section 851(b)(3). Each Subsidiary is
expected to invest in commodity futures and notional principal contracts but may also
invest in other securities, debt or cash. Itis expected that all of the Subsidiaries’ income
will be subpart F income. Each Fund, however, may also receive income from its
Subsidiary that is not properly characterized as subpart F income.

LAW AND ANALYSIS

Section 851(b)(2) of the Code provides that a corporation shall not be considered
a RIC for any taxable year unless it meets an income test (the “qualifying income
requirement”). Under this test, at least 90 percent of its gross income must be derived
from certain enumerated sources. Section 851(b)(2) defines qualifying income, in
relevant part, as—

dividends, interest, payments with respect to securities loans (as defined
in section 512(a)(5)), and gains from the sale or other disposition of stock
or securities (as defined in section 2(a)(36) of the 1940 Act) or foreign
currencies, or other income (including but not limited to gains from
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options, futures or forward contracts) derived with respect to [the RIC's]
business of investing in such stock, securities, or currencies . . . .

Section 851(b) of the Code further provides that, for purposes of section
851(b)(2), there shall be treated as dividends amounts included in gross income under
section 951(a)(1)(A)(i) or section 1293(a) for the taxable year to the extent that, under
section 959(a)(1) or section 1293(c) (as the case may be), there is a distribution out of
the eamings and profits of the taxable year that are attributable to the amounts so
included.

Section 957 of the Code defines a controlled foreign corporation (*CFC") as any
foreign corporation in which more than 50 percent of (1) the total combined voting
power of all classes of stock entitled to vote, or (2) the total value of the stock is owned
by United States shareholders on any day during the corporation's taxable year. A
United States shareholder is defined in section 951(b) as a United States person who
owns 10 percent or more of the total voting power of a foreign corporation. Each Fund
will own 100 percent of the voting power of its Subsidiary. Each Fund is a United States
person. Each Subsidiary therefore will qualify as a CFC under these provisions.

Section 951(a)(1) provides that, if a foreign corporation is a CFC for an
uninterrupted period of 30 days or more during any taxable year, every person who is a
United States shareholder of this corporation and who owns stock in this corporation on
the last day of the taxable year in which the corporation is a CFC shall include in gross
income the sum of the shareholder's pro rata share of the CFC's subpart F income for
the taxable year.

Section 952 of the Code defines subpart F income to include foreign base
company income determined under section 954. Under section 954(a)(1), foreign base
company income includes foreign personal holding company income determined under
section 954(c). Section 954(c) defines foreign personal holding company income to
include dividends, interest, royalties, rents, and annuities.

Subsidiaries' investments in commodity futures, notional principal contracts, debt,
cash, and other securities will produce income that may generate foreign personal
holding company income under section 954(c) of the Code, which is subpart F income.
Each Fund would therefore include in income the sum of its respective pro rata shares
of its Subsidiary's subpart F income for the taxable year in accordance with section 951.

Section 851(b) of the Code includes a specific rule providing dividend treatment
for certain subpart F inclusions (those attributable to distributions out of eamings and
profits). Subpart F inclusions also constitute RIC qualifying income under section
851(b)(2)(A), which states that qualifying income includes “other income ... derived with
respect to [the RIC’s] business of investing in ... stock, securities, or currencies” (the
“other income rule”).
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The investment by each Fund in its Subsidiary, which is a corporation for federal
income tax purposes, will be an investment in stock. Each Fund's income from its
Subsidiary will be derived from its stock ownership and thus will be “income derived with
respect to its business of investing in such stock” under the other income rule of
section 851(b)(2)(A) of the Code.

CONCLUSION

We rule that income derived by each Fund from its investments in its wholly-
owned Subsidiary is qualifying income to each Fund under section 851(b)(2) of the
Code without regard to whether the income is subpart F income or is from another
source and without regard to whether the income has been distributed.

No opinion is expressed as to whether each Fund qualifies as a RIC that is
taxable under subchapter M, part | of the Code.

This ruling is directed only to the taxpayers who requested it. Section 6110()(3)
of the Code provides that it may not be used or cited as precedent.

Sincerely,

Susan Thompson Baker
Susan Thompson Baker

Assistant to the Branch Chief, Branch 2
Office of the Associate Chief Counsel
(Financial Institutions & Products)
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§851
Suhok M Reralatad T 4 +
Companies and Renl Estate Investment Trusts

Part

L t

IL Real estate investment trusts.

oI Provisions which apply to both regulated in-
vestment companiss and real estate invest-
ment Lrusts.

v. Real estate mortgage investment condults,

. Repealed.]

AMENDMENTS

2004—Pub. L. 108-357, title VIII, §E35(b}12), Oct. 22,
2004, 118 Stat. 1564, struck out item for part V “‘Finan-
cial asset securitization Investment trasts'.

1956—Pub. L. 104-188, title 1, §1621(c), Avg. 20, 1996, 110
Stat. 1867, added item for part V.

1988—Pub. L. 100-647, title 1, §1016(n)(30), Nov, 10, 1988,
102 Stat. 3581, added item for part IV.

19786—FPub. L. 85-600, title ITI, §362(d)(8), Nov. 6, 1978, 82
Stat. 2852, added ftem for part III.

PART I—-REGULATED INVESTMENT

COMPANIES
Sec.
851, Definition of regulated Inv .
852, Taxation of regulated investment companies
and their shareholders,
a53. Foreign tax credit allowed to sbareholders,
B53A. Credits from tax credit bonds allowed to
shareholders.
854, Limitations applicable to dividends received
{rom regulated investment company.
855, Dividends paid by regulated investment com-
pany after close of taxable year,
AMENDMENTS

2008—Pub. L. 111-5, div. B, title I, §1541(b)2), Feb. 1T,
2009, 123 Stat. 362, added item B53A.

1880—Pub L. 96-223. title IV, §4040bXT), Apr. 2, 1960, 94
Stat. 307, inserted “and taxable Interest” after "divi-
dends™ in item 854 for taxable years after Dec. 31, 1980,
and before Jaxn. 1, 1982,

1960—Pub. L. B5-TT9, §10(b)(1}, Sept. 14, 1960, 74 Stat,
1008, inserted “and Real Estate Investment Trusta” in
subchapter M heading, part [ and part 1I designations
thereunder and part I designation preceding table of
sections numbered 851 to B55.

§851. Definition of regulated inv
pany
{a) General rule

For purposes of this subtitle, the term “‘regu-
lated investment company” means any domestic
corporation—

(1) which, at all times during the taxable
year—

{A) is registered under the Investment
Company Act of 1940, as amended (15 U.5.C.
80a-1 to B0b-2) as a management company or
unit investment trust, or

(B) kas in effect an election under such
Act to be treated as a business development
company, or
(2) which is a common trust fund or similar

fund excluded by section 3(c)(3) of such Act (15

U.5.C. Bla-3(c)) from the delinition of “invest-

ment company” and is not included in the def-

imitlon of “common trust fund" by section
58d(a).
(b) Limitations

A corporation shall not be considered a regu-
lated investment company for any taxable year
unless—

com-
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(1) it files with its return for the taxable
year an election to be a regulated investment
company or has made such election for a pre-
vipus taxable year;

{2) at least 90 percent of its gross income is
derived from—

(A) dividends, interest, payments with re-
spect to securities loans (as defined in sec-
tion 512(a)(5)), and gains from the sale or
other disposition of stock or securities (as
defined in section 2(a){36) of the Investment
Company Act of 1940, as amended) or foreign
currencies, or other income (including but
not limited to gains from options, futures or
forward contracts) derived with respect to
its business of investing in such stock, secu-
rities, or currencies, and

(B) net income derived from an interest in
& gqualified publicly traded partnership (as
defined in subsection (h)); and

(3) at the close of each quarter of the taxable
year—
{A) at least 50 percent of the value of its
total assets is represented by—

(1) cash and cash items (including receiv-
ables), Government securities and securi-
ties of other regulated investment compa-
nies, and

{ii} other securities for purposes of this
caleulation limited, except and to the ex-
tent provided in subsection {(e), in respect
of any one issuer to an amount not greater
in value than 5 percent of the value of the
total assets of the taxpaver and to not
more than 10 percent of the outstanding
voting securities of such issuer, and

{B) not more than 25 percent of the value
of its total assets is invested in—

{1} the securities (other than Govern-
ment securities or the securities of other
regulated investment companies) of any
one issuer,

(1f) the securities (other than the securi-
ties of other regulated investment compa-
nies)} of two or more issuers which the tax-
payver controls and which are determined,
under regulations prescribed by the Sec-
retary, to be engaged in the same or simi-
lar trades or businesses or related trades
or businesses, or

(iii) the securities of one or more quali-
fied publicly traded partnerships (as de-
fined in sabsection (h)).

For purposes of paragraph (2), there shall be
treated as dividends amounts included in gross
income under section 951(a)(1)(A){1) or 1283(a) for
the taxable year to the extent that, under sec-
tion 959(a)1) or 1283(c) (as the case may be),
there 18 a distribution out of the earnings and
profits of the taxable year which are attrib-
utable to the amounts so included. For purposes
of paragraph (2), the Secretary may by regula-
tion exclude from qualifying income foreign cur-
rency gains which are not directly related to the
company's principal business of investing in
stock or securities (or optionz and futures with
respect 1o stock or securities)., For purposes of
paragraph (2), amounts excludable from gross in-
come under section 103(a) shall be treated as in-
cluded in gross income. Income derived from a
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partnership (other than a qualified publicly
traded partnership as defined in subsection (h))
or trust shall be treated as described in para-
graph (2) only to the extent such income is at-
tributable to items of income of the partnership
or trust (as the case may be) which would be de-
scribed in paragraph (2) if realized by the regu-
lated investment company in the same manner
as realized by the partnership or trust.
{c) Rules applicable to subsection (b)(3)

For purposes of subsection (b)(3) and thizs sub-
section—

(1) In ascertaining the wvalue of the tax-
payer's investment in the securities of an is-
suer, for the purposes of subparagraph (B).
there shall be included its proper proportion of
the investment of any other corporation, a
member of a controlled group, in the securi-
ties of such issuer, as determined under regu-
lations prescribed by the Secretary.

(2) The term “controls’ means the owner-
ship in a corporation of 20 percent or more of
the total combined voting power of all classes
of stock entitled to vote.

(3) The term “‘controlled group” means one
or more chains of corporations connected
through stock ownership with the taxpayer

{A) 20 percent or more of the total com-
bined voting power of all classes of stock en-
titled to vote of each of the corporations (ex-
cept the taxpayer) is owned directly by one
or more of the other corporations, and

(B) the taxpayer owns directly 20 percent
or more of the total combined voting power
of all classes of stock entitled to vote, of at
least one of the other corporations.

(4) The term “‘value'' means, with respect to
securities (other than those of majority-owned
subsidiaries) for which market gquotations are
readily available, the market value of such se-
curities; and with respect to other securities
and assets, fair value as determined in good
faith by the board of directors, except that in
the case of securities of majority-owned sub-
sidiaries which are investment companies such
fair value shall not exceed market value or
asset value, whichever is higher.

{5) The term ‘“‘outstanding voting securities
of such issuer' shall include the equity securi-
ties of a qualified publicly traded partnership
(as defined in subsection (h)).

(6) All other terms shall have the same
meaning as when used in the Investment Com-
pany Act of 1940, as amended.

(d) Determination of status
(1) In general

A corporation which meets the requirements
of subsections (b)(3} and (c¢) at the close of any
quarter shall not lose its status as a regulated
investment company because of a discrepancy
during a subsequent quarter between the value
of its various investments and such require-
ments unless such discrepancy exists imme-
diately after the acquisition of any security or
other property and is wholly or partly the re-
sult of such acquisition. A corporation which
does not meet such requirements at the close
of any quarter by reason of a discrepancy ex-

isting immediately after the acquisition of
any security or other property which is wholly
or partly the result of such acquisition during
such quarter shall not lose its status for such
quarter as a regulated investment company if
such discrepancy is eliminated within 30 days
after the close of such guarter and in such
cases it shall be considered to have met such
requirements at the close of such guarter for
purposes of applying the preceding sentence,
(2) Special rules regarding failure to satisfy re-
quirements

If paragraph (1) does not preserve a corpora-
tion's status as a regulated investment com-
pany for any particular quarter—

{A) In general

A corporation that fails to meet the re-
quirements of subsection (b)(3) (other than a
failure described in subparagraph (B)(i)) for
such quarter shall nevertheless be consid-
ered to have satisfied the requirements of
such subsection for such guarter if—

(i) following the corporation’s identifica-
tion of the failure to satisfy the require-
ments of such subsection for such quarter,
a description of each asset that causes the
corporation to fail to satisfy the regquire-
ments of such subsection at the close of
such quarter is set forth in a schedule for
such quarter filed in the manner provided
by the Secretary,

{ii) the failure to meet the requirements
of such subsection for such quarter is due
to reasonable cause and not due to willful
neglect, and

(1ii}(I) the corporation disposes of the as-
sets set forth on the schedule specified in
clause (1) within 6 months after the last
day of the quarter in which the corpora-
tion's identification of the failure to sat-
isfy the reguirements of such subsection
oceurred or such other time period pre-
scribed by the Secretary and in the man-
ner prescribed by the Secretary, or

(II) the requirements of such subsection
are otherwise met within the time period
specified in subeclause (I).

(B) Rule for certain de minimis failures

A corporation that fails to meet the re-
quirements of subsection (b)(3) for such
quarter shall nevertheless be considered to
have satisfied the requirements of such sub-
section for such quarter if—

(i) such failure is due to the ownership of
assets the total value of which does not ex-
ceed the lesser of—

{1} 1 percent of the total value of the
corporation’s assets at the end of the
quarter for which such measurement is
done, or

(II) $10,000,000, and

(iixI) the corporation, following the
identification of such fallure, disposes of
assets in order to meet the requirements of
such subsection within 6 months after the
last day of the guarter in which the cor-
poration's identification of the failure to
satisfy the requirements of such sub-
section occurred or such other time period
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prescribed by the Secretary and in the
manner prescribed by the Secretary, or
(II) the requirements of such subsection
are otherwise met within the time period
specified in subclause (1),
(C) Tax
(i) Tax imposed
If subparagraph (A) applies to a corpora-
tion for any guarter, there is hereby im-
posed on such corporation a tax in an
amount equal to the greater of—
(I) $50,000, or
(IT) the amount determined (pursuant
to regulations promulgated by the Sec-
retary) by multiplying the net income
generated by the assets described in the
schedule specified in subparagraph (A)(i)
for the period specified in clause (ii) by
the highest rate of tax specified in sec-
tion 11.
(ii) Period
For purposes of clause (i)(I1), the period
described in this clause is the period begin-
ning on the first date that the failure to
satisfy the reqguirements of subsection
(b)(3) occurs as a result of the ownership of
such assets and ending on the earlier of
the date on which the corporation disposes
of such assets or the end of the first quar-
ter when there is no longer a failure to sat-
isfy such subsection.
(iii) Administrative provisions
For purposes of subtitle F, a tax imposed
by this subparagraph shall be treated as an
excise tax with respect to which the defi-
ciency procedures of such subtitle apply.
{e) Investment companies furnishing capital to
development corporations
(1) General rule

If the Securities and Exchange Commission
determines, in accordance with regulations is-
sued by it, and certifies to the Secretary not
earlier than 60 days prior to the close of the
taxable year of a management company or a
business development company described in
subsection (a)(1), that such investment com-
pany is principally engaged in the furnishing
of capital to other corporations which are
principally engaged in the development or ex-
ploitation of inventions, technological im-
provements, new processes, or products not
previously generally available, such invest-
ment company may, in the computation of 50
percent of the value of its assets under sub-
paragraph (A} of subsection (b)(3) for any quar-
ter of such taxable year, include the value of
any securities of an issuer, whether or not the
investment company owns more thano 10 per-
cent of the outstanding voting securities of
such issuer, the basis of which, when added to
the basis of the investment company for secu-
rities of such issuer previously acquired, did
not exceed 5 percent of the value of the total
assets of the investment company at the time
of the subsequent acguisition of securities.
The preceding sentence shall not apply to the
securities of an issuer if the investment com-
pany has continuously held any security of
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such issuer (or of any predecessor company of
such issuer as determined under regulations
prescribed by the Secretary) for 10 or more
years preceding such guarter of such taxable
Year.

(2) Limitation

The provisions of this subsection shall not
apply at the close of any quarter of a taxable
year to an investment company if at the close
of such quarter more than 25 percent of the
value of its total assets is represented by secu-
rities of issuers with respect to each of which
the investment company holds more than 10
percent of the outstanding voting securities of
such issuer and in respect of each of which or
any predecessor thereof the investment com-
pany has continuounsly held any security for 10
or more years preceding such guarter unless
the value of its total assets so represented is
reduced to 25 percent or less within 30 days
after the close of such quarter.

(8) Determination of status

For purposes of thiz subsection, unless the
Securities and Exchange Commission deter-
mines otherwise, a corporation shall be con-
sidered to be principally engaged in the devel-
opment or exploitation of inventions, techno-
logical improvements, new processes, or prod-
ucts not previously generally available, for at
least 10 years after the date of the first acqui-
sition of any security in such corporation or
any predecessor thereof by such investment
company if at the date of such acquisition the
corporation or its predecessor was principally
so engaged, and an investment company shall
be considered at any date to be furnishing cap-
ital to any company whose securities it holds
if within 10 years prior to such date it has ac-
quired any of such securities, or any securities
surrendered in exchange therefor, from such
other company or predecessor thereof. For
purposes of the certification under this sub-
section, the Securities and Exchange Commis-
sion shall have authority to issue such rules,
regulations and orders, and to conduct such
investigations and hearings, either public or
private, as it may deem appropriate.

(4) Definitions
The terms used in this subsection shall have

the same meaning as in subsections (b)(3) and
(c) of this section.

{f) Certain unit investment trusts

For purposes of this title—
(1) A unit investment trust (as defined in the
Investment Company Act of 1940)—

(A) which is registered under such Act and
issues periodic payment plan certificates (as
defined in such Act) in one or more series,

(B) substantially all of the assets of which,
as to all sach series, consist of (i) securities
issued by a single management company (as
defined in such Act) and securities acquired
pursuant to subparagraph (C), or (ii) securi-
ties issued by a single other corporation, and

(C) which has no power to invest in any
other securities except securities issued by a
single other management company, when
permitted by such Act or the rules and regu-
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lations of the Securities and Exchange Com-
mission,

shall not be treated a2 a person.
(2} In the case of a unit investment trust de-
scribed in paragraph (1)—

(A) each holder of an interest in such trust
shall, to the extent of such interest, be
treated as owning a proportionate share of
the assets of such trust;

{B) the basis of the assets of such trust
which are treated under subparagraph (A) as
being owned by a holder of an interest in
such trust shall be the same as the basis of
his interest in such trust; and

(C) in determiring the period for which the
holder of an interest in such trust has held
the assets of the trust which are treated
under subparagraph (A) as being owned by
him, there shall be included the period for
which such holder has held his interest in
such trast.

This subsection shall not apply in the case of a
unit investment trust which is a segregated
asset account under the insurance laws or regu-
lations of a State.
(g) Special rule for series funds

(1) In general

In the case of a regulated investment com-
pany (within the meaning of subsection (a))
having more than one fund, each fund of such
regulated investment company shall be treat-
ed as a separate corporation for purposes of
this title {(except with respect to the defini-
tional requirement of subsection (a)).

(2) Fund defined

For purposes of paragraph (1) the term
"fund" means a segregated portfolio of assets,
the beneficial interests in which are owned by
the holders of a class or series of stock of the
regulated investment company that is pre-
ferred over all other classes or series in re-
spect of such portfolio of assets.

(h) Qualified publicly traded partnership

For purposes of this section, the term ‘‘quali-
fied publicly traded partpership’” means a pub-
licly traded partnership described in section
T704(b) other than a partnership which would
satisfy the gross income requirements of section
TT04(c)2) if qualifying income included only in-
come described in subsection (b)(2)(A).

(i) Failure to satisly gross income test

(1) Disclosure requirement

A corporation that fails to meet the require-
ment of paragraph (2) of subsection (b) for any
taxable year shall nevertheless be considered
to have satisfied the requirement of such para-
graph for such taxable year if—

(A) following the corporation’s identifica-
tion of the failure to meet such requirement
for such taxable year, a description of each
item of its gross income described in such
paragraph is set forth in a schedule for such
taxable yvear filed in the manner provided by
the Secretary, and

{B) the failure to meet such requirement is
due to reasonable cause and not due to will-
ful neglect.

(2) Imposition of tax on failures

If paragraph (1) applies to a regulated in-
vestment company for any taxable year, there
is hereby imposed on such company a tax in an
amount equal to the excess of—

(A) the gross income of such company
which is not derived from sources referred to
in subsection (b)(2), over

(B) % of the gross income of such company
which is derived from such sources.



75

MENTZ LETTER

DEPARTMENT OF THE TREASURY
Washington, DC

February 5, 1986.

Hon. RONNIE G. FLIPPO,

House of Representatives, Washington, DC.
DEAR MR. FLIPPO:

Thank you for your September 25, 1985, letter to former Assistant Secretary Pearlman requesting the

Treasury Department’s views on H.R. 3397. | apologize for the delay in responding.

H.R. 3397 would amend the provisions of the Internal Revenue Code relating to regulated investment
companies ("RICs"). The amendments would remove a limitation on the short-term trading activities of
RICs, expand and clarify the types of income that may be earned by RIC's revise and clarify the treatment
of RICs organized in series form, and make other minor changes. In general, the Treasury Department
supports H.R. 3397. We believe, however, that revisions are needed to narrow the amendment of the
income source rules and to provide certain transition rules. Cur comments on the specific provisions of

H.R. 3397 are described below.

auin

Sources of income of RICS. Section 851(b)(2) of the Code requires a RIC to derive at least 90 percent
of its gross income from dividends, interest, payments with respect to securities loans, and gains from the
sale or other disposition of stock or securities. This listing of qualifying income fails to include many types

of investment-related income commonly received by RICs.

The Internal Revenue Service has often gone beyond the literal terms of the statute in order to give a
reasonable interpretation to section 851(b)(2). For example, the IRS has ruled privately that certain
investment products will be treated as securities, gains from the sale or disposition of which will be
qualifying income under section 851(b)(2). See G.C.M. 37233 (August 25, 1977) (options on securities);
G.C.M. 38994 (January 21, 1983) (futures contracts on securities); and G.C.M. 39316 (July 31, 1984)

(stock index futures, options on stock indexes, and options on stock index futures). In addition, the IRS

Cr\Documents and Settings\ZIMMS023\My Docu:
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has ruled both publicly and privately that the receipt of certain other kinds of income, although not
qualifying under secfion 851(b)(2), will not result in loss of RIC status. See Rev. Rul. 64-247, 1.964-2__
C.B. 1-79 (recovery of excess management fees); Rev. Rul. 74-248 1.974-1 C.S. 167 (recovery of
damages from investment advisor for breach of fiduciary duty); Lir. Rul. 8530016 (April 24, 1985)
{recovery of state taxes). Despite the flexibility that has been shown by the IRS, RICs often can be certain

of the treatment of various income items only by obtaining a private ruling from the IRS.

H.R. 3397 would amend section 851(b)(2} to expand the list of qualifying income of a RIC to include gains
from the disposition of "foreign currency, and cther income (including but not limited to gains from options
or futures contracts) derived with respect to its business of investing in such stock, securities, or
currencies.” If section 851{b){3) is repealed, additional pressure is placed on section 851(b)(2) to limit the
types of activities in which RICs may engage. We believe it is essential that two limits on the activities of
RICs be retained. First, income qualifying under section 851(bj(2) should be limited to income from
property held for investment, as opposed to property held for sale to customers in the ordinary course of
business. Second, income qualifying under section 857(b){2) should be limited to income from stocks and
securities, as opposed to other property. (The reimbursement or recovery of expenses and similar items
should be treated as falling within these limits since they generally represent amounts that were offset
against such income in past years.) For example, under the second limit, we would generally not treat as
qualifying income gains from trading in commodities, even if the purpose of that trading is to hedge a

related stock investment.

H.R. 3397 would treat foreign currency gains as income qualifying under section 851(b)(2) . Foreign
currency is a commodity and not a security. The purchase and sale of a stock or security denominated in
a foreign currency cannot be accomplished, however, without the purchase and sale of foreign currency.
Hence, foreign currency gains and losses are an inherent part of any investment in foreign-currency

denominated securities.

We believe that investments in foreign-currency denominated securities are the type of passive
investments that should be permissible for RICs. Moreover, foreign currency investments that are made
to hedge investments in foreign-currency denominated securities also appear to be an appropriate, part of
the passive investment activity of RICs. Accordingly, we believe that foreign currency gains from
investments in foreign-currency denominated securities and from hedging activities with respect to such

securities should be treated as qualifying income under section 851(b)(2).
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We question whether other foreign currency gains should be treated as qualifying income under section
851(b)(3). We recognize, however, that attempting to distinguish between gualifying and nongualifying
foreign currency gains would be difficult. We are not prepared at this time to propose statutory rules that
would draw the appropriate distinction. Consequently, we suggest that foreign currency gains be added to
the list of qualifying income under section 851(b)(2), but that Treasury be provided with regulatory
authority to exclude from qualifying income any foreign currency gains that are not derived with respect to
investment in a foreign-currency denominated security or from hedging activity with respect to such a

security.

wwan

We appreciate the opportunity to comment on the provisions of H.R. 3397 and look forward to working

with Congress toward legislative improvements in this area.
Sincerely,

J. ROGER MENTZ,
Acting Assistant Secretary
(Tax Policy).
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Regulated investment company (RIC). A RIC's mcome from a derivatve contract with respect Io a commodity index is not qualifying income for
purpases of seckon 851(b){2) of the Code if the income from the contract 18 not derived with respect to the RIC's business of investing n stocks,
secunties, of cumencies Such a contract is not a security for purposes of section 851(EH2)

ISSUE

If a corporation enters info 8 dervatve contract that provides for a total-ret ona dity index, does income from the derivative
contract satsty fhe lest descnbed in section 851(b)(2) of the Intermal Reveﬂue Code?

FACTS

Risa undar the Company Act of 1840 (the 40 Act”), 15 U.5.C. section 80a-1 e seq., as amended,

and has elected undar semm 851{b)(1) of the Code to be a regulated investment company {RIC) taxable under subchapter M, part |, of the Code, R
invesis sybstantially all of the funds il receives from shareholders in debt instruments. R also enters into contracts ("Dervatives”) with vanous
counterparties pursyant (o Master Agreements under which it will pay an amount equal to the 3-month LS. Treasury bill rate plus a spread and
pursuant to whech it will receive (or pay) an amount basad on the total return gaén {or loss) on a commodity index The aggregate amount of the index

on which the retum on the Deri i3 based is equal 1o the amount R has mvesied in s debt instruments The payment
obligation on each Dedvative is setied manthly by the receipt {in the event of a gain) or payment (in the event of a loss) of cash, in the net amount
due under the contract, and aach monthiy penad a separate iva contract under the Master Agreements

Law

Section 851{b)(2) of the Code prowides that a corporation shall not be considared a RIC for any taxable year unkess it meets an income test (the
“gualifying income requiremant’}. Under this tast, at leasl 80 percent of ils gross income must be derived from certain enumeraled sources,

In addition, section 851(b)(2) of the Code provides that a corporation shall nol be considered a RIC for any taxable year unless i mests an asset test
(the "asset tesl”). Under this tes!, al least 50 percent of its 1otal assets must be represanted by cash, cash itams, Government secunties, securities of
otner RICS, and "olher securities.” The “other securities” are generally limited with respect 1o any one issuer to an amount not greater than 5 percent
of the value of the RIC’s total assets and to not more than 10 percent of the culstanding voting securities af the issuer.

Prier to the enactment of the Tax Reform At of 1986 (the 1986 Act’), section B51(b)(2) identified ifying Income as " . inerest,

with respect io securibes loans (as defined in section 512{a)(5)), and gains from the sale or other disposition of stock or securities.” Section 851 did
not contain s own definition of the term “securities,” but section 851(c}(S) provided that, for purpases of the asset test, "all other terms shali have the
same meaning as when used” in the 40 Act

The 1986 Act the definiton of RIC qualifying income in a number of ways: by adding a to the definition of " in the
‘40 Act by adding gains from the sale or other dispesition of foreign curencies; and by adding an “other income” prowision. As so amended, section
B851{b)(2) defines qualifying income, in relevant part, as—

ds, interest, pay with respect to ies loans (a3 defined in section 512(a)(5)), and gains from the sale or other
dsposilion of stock or securities {as defined in [the '40 Act]) or foreign cumrencies, or other income (Including but not limited to gains
from options, futures or forwand contracts) derved with respect o [the RIC's] business of investing in such stock. secunifies, or
curences . . . .

Section 851(b) further prowides that, for this purpese, “the Secretary may by regulation exclude from qualifying income foreign currency gains which
are not directly related to the company’s principal business of investing in stock or securities (or cptions and futures with respect to stock or
securties).”

EXHIBIT #3c
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The '40 Act dafines "secunty” as—

any nate, slock, treasury stock, security Mure bond, d i of of inferast or 0 any
prafit-sharing agreement, collateral-trust ripti share, i contract,
veting-trust certficate, mmleoraepommamw mwwmmmmln ofl, gas, or other mineral rights, any put, call,
siraddie, opbon, or privilege on any secunty (including a certificale of depasst) or on any group or ndex of securities (including any
inferest theren or based on the value thereof), or any put, call, straddle, option, or privilege entered into on a nabonal secunties
exchange refatng to foreign currency, o, In general, any interest or insirument commenly known a3 & “security”, o any certificate of
interest or panticipation in, lemporary or interim cerificate for, receipt for, guarantee of, or warmant or right to subscribe o o purchase,
any of the foregeing.

45 U.S.C. § B0a-2(a)(38) (2000).
ANALYSIS
1. Definition of "securities.”

The Dermau'vez thal R enters into are not stock, debl snsinumants, or curency (or options, futures, or feeward mwsm mspecnu stock, debt

s income tom the Dervatives may be "other income” o the D i of
sectian 351ib]i2} This determination depends on the effect of the 1386 Act amendments 1o section 851{b)2), \~hn:h added the msmhm to
the definition of secunbes in the 40 Acl.

Thselsnuconduuu aumom however, as to whether derivative contracts on commeodities are included in the '40 Act's definifion of "secunties.”

i tent en enacting that e s helpful in whether coniracts
mmmmmammuumz} Evidence of that intent may be found in the background to amendments ta section 851BH2) i the
lmmmnmmm“mamnassnmmmmdmwmnumt-wnu-allybec-m-mwesag:LTMHmmsmm

commitiee repors, therefore, do not discuss these provisions, and the relevant discussion of the cross-reference in the report of the Conference
Gommitiee is extremely bref See H.R. Rep. No. 99-426 {1985) (not discussed), S. Rep. No. 88-313 (1988) {not discussed), 2 HR. Cont. Rep. No.
§8-841, al 11-243 (1986) ("The Senale amendment ctanfies the definition of * by to the definition of in the
Company Act of 1840.%) Thus the best evidence of Congressional infent is found in the floor statement when the provision was added to the Senate
ill and n other fioor and A related

The fo the 1838 Aol included H R. 3307, which was i on 20, 1985, by

Flippo, Kennelly, and McGrath, and 5. 2155, which was introduced on March 7, 1986, by Senator Armstrong, These bills proposed the "other
ncome” peovision and the cross-reference 1o the definition of security in the *40 Act ‘Ihe former change was o codify a series of latter rulings, and
the latter was to reflect then-current Treasury Reguletons. See 131 Cong, Rec 24,570 {1985) {section-by section analyms of H.R. 3357)

With respect to the dafintion of qualdying income, Semlurmmq s floor amendment to the bill that became the 1985 Act was identical ta 5.
2155, In introducing S. 2155, Senator that hes bill i “miner changes” to H.R. 3337 “to comply with recommendations
of the Treasury Departmant, which has given its support for the Bill” 132 Cang Rec. 4045 (1986) {remarks of Senator Armstrong). Senator
Armstrong concluded his remarks by nsarting into the Congressional Record the letter from the Treasury Department that had recommended
changes to H R 3357, See id. at 4046, 4047-46 (nseriing a letter from Acting Assistant Secretary of the Treasury (Tax Policy) J. Roger Mentz, dated
February 5, 1986).

Mr Mentz's lefter explained the fundamental pobcy served by the qualifying income requirement:

[t i5 essential that two imits on the activities of RICs be retained. First, income qualifying under section 851(b)(2) should be limited to
income from property held for investment, as opposed 1o property heid far sale to customers in the crdnary course of business.
Second, income qualifying under section 851(b)(2) should be limited to mcome from stocks and securities, as opposed to other
propesty. . .. For exampde, under that sacond limit, we would generally not treat as qualifysing income gains from trading in
mmmnwmemdmmwmuhmw:mm slock investment.

Fd. |l 4048.

The latter pointed out that the Service had *oftan gane beyond the literal terms of the stalute in order to give a reasonable interpretation to [then-
current] section 851(bN2)," for example by granting letler rulings that cerasm i products ware mnnlhesulunrdlapﬂsmonnﬂ'
which resulted in qualifying income. (The products exphcitly mantioned wera options on futures stock indax futures,
opticns on stock indices, munpumummm"mm1mmnmmmnmmunnmw sud‘lRICbould be cartain of the treaiment
of various income fems only by obtaining its own lefter ruling. See id at 4047-48. Thus, one j in H.R. 3357

1o be providing ihe needed certainty.

With respect to foreign cumency gains, the Treasury letter staled:

mbdmmmmmmmlwmmwdmammmmmnfpmw investments that should be

for RICs. that are made to hedge investments in foreign-currency denominated
mmomwube.nmummwmmmmmtmwmmmm we befieve that foreign
cumency gains from info ies and from hedgng activities wilh respect 1o such secunties

should be traated as qualifying incame under sechion 851(EX2).
Id at 4048,

ﬂumeDapurthhm msnnlpmpmadalmmmmponmnoqmshmmudnhnquumbmnmmwgamrﬂwm
in stocks or in a foreign currency and cther currency gains that Treasury bebeved should not be qualifying
memﬁlm]ﬂ] Theleﬂer ifmlure mwlsdﬂﬂthm&n mmmmammmwmlmmmwmmmm

hitn/fwww irs covlirh/2006-02 TRB/ar(6 html 1/18/2012
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investment m a foreign-cumency denominated secunty or from hedging activity with respect to such a secunty.” fd.

When Senator Armstrong offered the relevant provision as an amendment on the Senate floor, he assertad that it "enjoys the support of the Treasury
Department” and that its purpose was “to perma the mutual fund industry to make befter use of income from stock oplions, futures contracts and
optons on stock indficles, options and futures ofn] foreign currencies. and foreign currency ransactions.” 132 Cang. Rec. 14,981-92 (1986).

This di i that the to section 851{h)(2) made by the 1988 Act had a very specific purpose. which was to provide
certainty by the statulory iption of yng income to include income that the Service, in specific cases, had akeady treated
sdmunistrabively 88 qualitying inceme. This included income from deri an siocks and iies (as the temm “secunty” is generally
understood in tha U S 1ax law), maﬂ\.ﬂmnnnoplmunmmm which create an o slock or even though
ne property ying the des may be a of stocks and securibes, rather than a specific stock or security,

The new rule regarding gains from foreign cumencies {and options, futures or forward confracts on foregn cumencies) was destinct from both the
“glher income” provision and the cross-reference to the definibon of “security” in the 40 Act, Thus a separate provision both established the general
rule that foreign cumency gain 1s qualifying income and created specific regulatony authority to exclude any foreign currancy gains that are nol
“diractly refated” to a RIC's *pnnoipal business of investing in stock ar securifies {or options and futures with respect to stock or securities).” The
reason was that these gains were income from property other than stock or securities,

The foregoing indicates mrcmmu did not intend for the cross-reference to the "40 Act to incorporate inte section 851[b){2) an expansive

of the term was the specific inclusion in the 1985 amendment of foreign-curmency-related gains. If the
40 Act were read expansively, ﬂlura\muld be noneed for special mention of these gains, because they would be included in the prowvision for “cthas
income . . denved with respect |o [the RIC's| business of investing in securities.” Mnmuvur the authority given to Treasury to exciude from qualifying
income *foreign curmency gains which are not directly related to the company’s principal business of mvesting in stock or securities” indicates that the
reazen for the special treatment for foreign cumency was |o facilitate a RIC's principal activity, namely investing in qualifying stock or securities, when
the stock or securibes are denominated in a foreign curency.

of the term ° ies” that exciudes tracts g for a total return
Conames intent in amending sachon B51{b)(2) in 1986. Accordingly. because the underying property 1S & commadity toronmnom index), the
Derivatives that R anters into are not secunfies for purposes of section B51(b)(2).

2. Application of the “other income" provision,

ﬁinmbsuhdamal\fulcfmmndsﬁmcewseﬁun in debt i which are ins for of sachon B51{B)(2). Even
thouwgh A's Deri are not of secton 851(b)(2), income from the Derivatives counts toward the 80-percent
test if & is "othar income (including but not limited mgm from options, futures, or forward contracts) derived with respect to [R's] business of
investing in” stock, secunties, of currancies.

R, however, does nat enter into the Derivalives in connection with a business of investing in stock, secunhes, or cumencies. Nor does R enter into the
Dmvatrvunnudubmuhedge!helwdofﬂd:nabumnmuhmllnghm:l: secunifies, or curencies R's business is o cresle
investment exposure to changes in iy pricas, and the D ives are the pnmary vehicle for doing so. Rmslhodwhm«mm
facilitate its business of providing this commodity-derivative exposure. Because R's D ives are not and because K does
naot entar into those cantracts with respect to a business of investng in siock, secunites, or cumencies, income from the Denvatives is not qualifying
ncome for purposes of sechion 851(b)(2).

HOLDING

A dervative contract with respect to a commodity index is not a security for purposes of section 851(b)(2). Under the facts above, R's income from
such a contract is not qualdying income for purposes of section 851(5){2) because the income from the contract is not derived with respect to R's
busmess of investing in slocks, secunbes or cumencies.

PROSPECTIVE APPLICATION

Under the authority of sechon TB05(b)(B), the holding of thes revenue nuling will not be applied adversely with respect to amounts of income that a
laxpayer recognizes on or before June 30, 2006

DRAFTING INFORMATION

The principal author of this revenue nuiing Is Dale 5. Collinsan of the Office of the Assoxiate Chief Counsel (Financial Institulions & Products). For
further informahon regarding this revenue ruling, contact ham at {202) 622-3800 or Susan Thompson Baker at (202) 622-3930 {not toll-free calls).
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IRS Implicitly Rules on Economic
Substance Doctrine and Blockers

By Davlid H. Shapiro and
Jetffrey W. Maddrey

David H. Shapiro and Jeffrey W. Maddrey are

principals in the National Tax office of

oopers LLP. The authors would like

to thank Monte Jackel, Brian Meighan, and Laura

Valestin for their thoughtful comments on earlier
versions of this article,

The authors note that the [RS has recently issued
more than 40 private letter rulings (on identical facts)
that sanction the use of tax-mohvated blockers. They
assert that the rullngs implicitly hold that the eco-
nomic substance doctrine does not apply to those
blackers, and they consider the potential importance
of that implicit holding, following the enactment of
section 7701(o0).

Copyright 2011 Davxd H. Shapiro and
Jeffrey

W. Maddrey.
All nghta reserved.

A mutual fund cannot generate RIC in-
come”! by trading in commodities. 'I%e IRS made
that abundantly clear in Rev. Rul. 2006-17 and
Congress purposefully refused to change that result
when it enacted the Regulated Investment Com-
pany Modernization Act of 2010 at the end of last
year?® Notwithstanding the clear prohibition on

*That is, income described in section 851 that ensbles the
company to qualify as a regulated investment company for tax

21)06—1 CB 261, [JanDOSZS“G 2005 TNT 242-15. The
details tory of the
prohibitian on commodity trading within RICs, describing how
# senator inserted a letter from the assistant secretary of the
ngjmm the Congressional Record that “explained the fun-
damental policy served by the income
That leter stad, 1t s ool thet Tt o the scivites of
RICs be retained. . .. Income qualifying [as good RIC income]
il mﬁ X s le, mur‘idu [mﬁm:
to T examp!
mdd gmmlrmz"gmt as qualifying & moume gains from
trading in commodities, even if the that trading is to
hedge a related stock investment.” See nlsa Rev. Rul. 2006-31,
2006-1 C.B. 1133, Doe 2006-10637, 2005 TNT 107-20.
y versions of the RIC Modemization Act contained a
provision that would allow RICs to trade commodities. See HLR.
(Footnote continued in next column.)

fax notes’

direct commodity trading by a fund under current
law, it would appear that a fund can generate good
RIC income by trading commodities in a wholly
owned controlled foreign corporation created for
this purpose. Sotheﬂ;inkh'tggoes (i) a fund
employing this strategy is not, itself, generating any
income from commodity trading; (if) the fund is still
taxed on 100 t of the commodity trading
income by reason of subpart F¥; and (iii) the subpart
F inclusions are, themselves, items of good RIC
income. The IRS has recently confirmed that result
in more than 40 private letter rulings,® which ex-
plicitly rule that subpart F inclusions resulting from

4337, section 201 as originally introduced m the House on Dec.
16, 2009 (Doc 200927636, 2009 TNT 240-29). However, the
provision was removed by a voice vote in the Senate. Ser alto
Letter of the Commodity Markets Oversight Coalition, dated
Novw. 24, 2010, g the RIC Modemnd Act, enailable at
hittp:/ fw di } htorg (last checked
Feb. 23, 2011); Joint Committee on Texation, “Techrical la-
nation of HER. 4337, the ‘Regulated Investment Company

ernization Act of 2010, for Consideration on the fioor of w
House of Representatives,” JCX-49-10 (Sept. 28, 2010}, at &-7,
Doc 2010-21178, 2010 TNT 188-22. {Interestingly, the JCT report
explicitly acknowledges that “the IRS also has heid that income
of a RIC derived from investments in commodities by a whally
owned [mugn subsidiary of the RIC is qualifying income for

\”?0“25 aof the gross income test.”)

‘Ser section 956{:}{]]{C] {eommodity ‘ndm&:c is “far-
eign personal holding company income") isnot, itself,
taxed in the United States by reason of the commodity trading
safe harbor in section 864(c).

*As of March 3, the following 44 private letter rulings have
been publicly released. (Readers will note that they began as a
trickle in the 2006-2008 period and that the picks up
considerably in 2009-2011.) See LTR 200647017, Doc 2006-23717,
2006 TNT 227-24; LTR 200741004, Doc 2007-22913, 2007 TNT
198-25; LTR. 200743005, Doc 2007-23886, 2007 TNT 208-35; LTR
200822010, Doc 2008-11948, 2008 TNT 106-3%; LTR 200840039,
Doc 2008-21294, 2008 TWNT 194-44; LTR 200842014, Doc 2008-
22256, 2008 TWT 203-56; LTR 200912003, Doc 2009-6214, 2009
TNT 53-21; LTR 200922010, Dor 2009-12098, 2008 TNT 102-26;
LTR 200923011, Dec 2009-12734, 2002 TNT 107-35 LTR
200931003, Doc 2009-17407, 2009 TNT 146-33; LTR 200931008,
Doc 2009-17412, 2009 TNT 146-34; LTR 200932007, Doc 2009-
17858, 2009 TNT 151-37; LTR 200936002, Doc 2009-19856, 2009
TNT 171-50; LTR 200939017, Doc 2003-21334, 2008 TNT 185-35;
LTR 200946036, Doc 2009-25045, 2008 TNT 21645 LTR
200947026, Doc 2009-25640, 2003 TNT 223-37; LTR 200947032,
Doc 2009-25646, 2009 TNT 223-38; LTR 201005023, Dac 2010
2804, 2010 TNT 25-41; LTR 201007044, Doe 2010-3702, 2010 TNT
3541; LTR 201024004, Doc 2010-13543, 2010 TNT 118-43; LTR
201024003, Doc 2010-13542, 2010 TNT 118-42; LTR 200025081,
Doc 2010-14148, 2010 TNT 123-36; LTR 201030004, Dee 2010
16986, 2020 TNT 147-41; LTR 201034011, Doc 2010-19012, 2020

{Footnate continued on next page.)

TAX NOTES, March 21, 2011

Permanent Subcommittee on Investigation: 1461
EXHIBIT #3d
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COMMENTARY / VIEWPOINTS

commodity trading activity constitute good RIC
income for the fund (the explicit holding).* Signi
cantly, the [RS did not condition the favorable Jetter
rulings on the existence of a nontax business pur-
pose for the interposition of the CFCs. From the face
of the rulings, it appears that the sole purpose for
the interposition of the CFCs was to achueve the
conversion effect — in other words, the CFCs were
created to achieve a tax purpose.

Although the rulings do not mention the eco-
nomic substance doctrine or section 269, they con-
tain an implicit holding that the economic
substance doctrine and section 269 do not apply
(the Implicit Holding). There is simply no way to
reach the good RIC income result without getting
comfortable with the view that neither applies.
Read fairly, the rulings countenance the overtly
tax-motivated use of a CFC to, for lack of a better
term, convert bad income (income from commuodity
trading) into good RIC income (subpart F inclu-
sions). Stated differently, the rulings allow a fund to
use a foreign corporation to engage in activities
which, if performed directly, would generate a bad
US. tax result. The nonapplication of the economic
substance doctrine and section 269 are integral to
the result and therefore implicit in the ruling.

The Implicit Holding is significant for three rea-
50nS,

First, the Implicit Holding marks an important
evolutionary point in the IRS’s administrative view
of the role of business purpose where a corporation
is interposed between a taxpayer and an activity

TNT 167-29; LTR 201037012, Doc 2010-20380, 2010 TNT 181-38;
LTR 201037014, Doc 2010-20362, 2010 TNT 181-3%; LTR
201039002, Doc 2010-21438, 2010 TNT 151-52; LTR 201041033,
Doc 2010-22452, 2010 TNT 200-35; LTR, 201042015, Do 2010-
22521, 2000 TNT 205-34; LTR 201042001, Doc 201022507, 2010
TNT 205-33; LTR 200043017, Doc 2010-23437, 2010 TNT 210-34;
LTR 201048021, Doc 2010-25739, 2010 TNT 23343 LIR
2AN048022, Doc 2010-25740, 2010 TNT 233-44; LTR 201045015,
Doc 2010-26343, 2010 TNT 235-36; LTR 201051014, Doc 2010-
27368, 2010 TNT 248-24; LTR 201102047, Dioc 2011-948, 2011 TNT
11-3¢; UTR 201102055, Doc 2011-356, 2011 TNT 11-3% LTR
2103017, Doc 2011-1373, 2011 TNT 15-58; LTR 201103009, Doc
2011-1365, 2011 TNT 15-57; LTR 201103033, Doc 2011-1389, 2011
TNT 15-60; LTR 201104013, Doc 2011-1932, 2011 TNT 20-45; LTR
201107012, Doc 2011-3560, 2011 TNT 35-33; LTR 201108008, Doc
2011-£012, 2011 TNT 35-47; LTR 201108018, Doc 2011-4022, 2011
TNT 35-45. We would nate that most of the rulings were issued
after the enactment of section 7701{o).

*Some of the rulings also directly address the highly techni-
cal issue of whether a subpart F inclusion constitutes good RIC
I.ncome ‘when it is not accompanied by
CFC. Dale Collinson wrote a thoughtful piece explaining that
aspect of the rulings (which is not immediately apparent, at
laasimuhwiﬁuuu:olﬁmon'ahu@k iding the way). See
Dale 5. Collinson, “Qualifying Income RJCPIDml{wmI-
ment in a CFC," Tix Notes, Feb. 12, 2007, p. 673 Do 2007-1721,
or 2007 TNT 30-45.
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that, absent tax concerns, would be undertaken
directly by the taxpayer. Earlier, in three important
rulings addressing the interposition of a foreig
ation between a tax-exempt entity and an
activity that would give rise to unrelated business
taxable income, the IRS ruled that the interposed
corporation worked as intended.” However, those
private rulings (like some earlier cases®) were con-
ditioned on the patina of a nontax business pur-
pose. In each of the UBTI rulings, the taxpayer
represented four oses, three of which were not
tax related: (1) lhgtuge interposed corporation pro-
vides flexibility in disposing of underlying invest-
ments; (2) that the interposed corporation provides
“further insulation” from liabilities arising from the
investments; (3) that the interposed corporation will
be able to manage investments more efficiently; and
(4) that the interposed corporation will enable the
tax-exempt investor to avoid earning UBTIL

Viewed objem'vely, the articulated business pur-
poses in the UBTI rulin, Een.ng hollow, especiall
when weighed against significant tax advan-

derived from interposing the corporation. In
the recent commodity CFC rulings, the IRS appears
to have jettisoned the need for the taxpayers to
represent that they had a nontax business purpose.
With one exception,” no mention is made of a

T5ee LTR 200251016, Doc 2002-27816, 2002 TNT 246-32; LTR
20252096, Doc 2003-96, 2002 TNT 250-78; and LTR 200315028,
Doc 2003-9318, 2003 TNT 71-41.

i Siegal v. Commissioner, 45 T.C. 566 (1966), acq. 1966-2 C.B.
3, a U5 individual seeking to invest in a foreign partnership
structured the investment through a newly organized, foreign
enrporation. Because the transaction occurred in a year before
the enactment of the subpart F regime, if the corporation’s role
was respected and if section 269 did not apply, the taxpaver
would be entitied to significant deferral {when compared to
holding the partnership investment d.lrec!ly) The Tex Court
held for the taxp on both and section
269 grounds. Significantly, the texpayer offered the best nontax
reasons he could for interposing the corporation (limit persanal
lisbility and protect against damage to his reputation, credit,
and personal government license). The Tax Court found that the
taxpayer “was in Fad mm-edby these [nontax| considerations in

part” posing the foreign and

ﬂ\ua did :\otvtew itsr.l.hu addressing a ﬂhnhm! in which the

was solel . The court was,

of course, aware of the heavy influence tax considerations had

on the structure: *To be sure, we are not 5o naive 25 to think that

tax consequences were not taken into account in organicing [the

corporation], and the record suggests that tax considerations
dud.pla}npa.n' 45 T.C. at 576.

200743005, supra note 5, indicates that the fund will
fnm :heCFC “to enhance the performance of its portfolios and
to better reflect the pricing of the commodities markets.” None
of the other LTRs articulates & similar purpose for creating or
using the CFC. (The other LTRs do mention, in passing, that the
fund will have limited liability in respect of activities conducted
by the CFC. However, the LTRs do not suggest that that is a
reason or purpose for the creation of the
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business purpose in any of the rulings (in contrast
to the UBTI rulings), and it is hard to imagine that
there could be a nontax purpose outweighing the
tax purpose on the facts of the rulings. The did
not force the taxpayers to concoct nontax reasons
for the interposition of the corporation in the rul-
ings — we all know why it is there; there is no
reason to hide it. This is a small step (given the
insignificance of the nontax purposes in the earlier
situations), but it is nevertheless noteworthy.

Second, the Implicit Holding is even more sig-
nificant for what it might say about the economic
substance doctrine after the enactment of section
7701(0). The IRS previously challenged {on eco-
nomic substance grounds) transactions between
taxpayers and corporate subsidiaries formed solely
for tax avoidance. For example, in Northern Indiana
Public Service Carporation,’® the IRS challenged (as
lacking economic substance) a financing arrange-
ment between a domestic oorperanon and its for-
eign finance subsidiary (formed sole 1{;0 obtain
specific tax benefits under a treaty). Seventh
Circuit labeled the commissioner’s economic sub-
stance argument as “creative” but viewed it as an
assault on the existence (from a tax perspective) of
the subsidiary itself. Stated differently, the court
i reted the economic substance argument as an
attempt by the IRS to disregard the existence of the
corporation. The court did not accept the [RS argu-
ment, and citing Moline Properties, explicitly articu-
lated the principle that a corporation will be
respected "F or tax purposes, despite any tax-avoidance
motive, so long as the corporation engages in bona

e ically-based b transactions”

fide
(emphasis added)

Is Northern Indiana fairly read as a case in which
the economic subslance doctrine was applied using
a “one-prong” test (that is, no business purpose is
required for a corporation to be recognized), or as a
situation in which the economic substance doctrine
was not relevant to the question at hand? Obvi-
ously, after the enactment of section 7701(0), this
question is critical. If the case involves a one-prong
application of the economic substance doctrine,
section 7701{o)} would change the result. If the
economic substance doctrine was not relevant to the
court’s holding, section 7701(0) would change noth-
ing. The Implicit Holding in the commodity CFC
rulings suggests that the economic substance doc-
trine is simply not relevant to the question.” In that

“*us E3d 506 (7th Cir. 1997), Doc 97-16951, 97 TNT 11317,
Indeed, perhaps the IRS concuded that the economic
substance doctrine is 50 irrelevant, it's not even worthy of being
discussed. We would lament that as tax professionals in private
practice, Circular 230 does not afford us the same lwaury.
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regard, the rulings are an important step to defining
and applying the economic substance doctrine ra-
tionally. The rulings could be read as confirming
that the codified version of the doctrine does not
swallow the entire body of tax law.

Third, the Implicit Holding is also significant for
what it says about the IRS's approach to guidance
regarding economic substance after the enactment
of section 7701{0). Many have complained that the
IRS has not published an "angel list” of transactions
immune to economic substance attack. While we
might appreciate a list that clearly delineates good
transactions from bad, we realize that those lists are
not the natural way tax law evolves. Much more
natural is for the IRS to look at a few transactions in
context and render its view in private rulings (or
other forms of guidance). The IRS has clearly done
that here. The 44-and-counting rulings have added
another data point to the body of economic sub-
stance authorities from which all can reason.

Unfortunately, the fact that the Implicit Holding
was implied (and therefore not discussed) limits its
usefulness as a data point outside the narrow fact
situation to which the rulings were addressed.!?
Without discussion of the economic substance doc-
frine in the text of the rulings, we are left to
speculate about the principles guiding the rulings’
conclusion. Why is it acceptable for RICs {and tax
exempts) to use blockers? One can only guess.
Perhaps the utilization of a blocker to canvert the
character of income and thereby avoid onhry -level
tax is simply an acceptable tax planning technique
to which the economic substance doctrine does not
apply.’* Perhaps the idea is that the relevant opera-
tive provision is so easily avoided by other means,
that the utilization of an offshore blocker is not to be
viewed as an incremental abuse!* Perhaps the

“Indeed, we suspect that taxpayers will cantinue to seek
new n:hngs,because the existing rulings don't explicitly discuss
doctrine or section 269, and therefore do
rwt provide a mooring on which private practitioners can
comfortably dock their own analysis on the issue. That fact
the critical imy of the RS © g to
mwelhem]k@ln“walhm:"—-tnmmelzxpn “aan
engage in an M:tzv‘ry with which the IRS has no objection, but
which annot otherwise get by

themselves,

5ee discussion sbove.

"“For example, mmpl investors can gain leverage
through mutual funds, swaps, and short sales — so allowing
them to access leverage through an investment partnership {(via
2 foreign blocker) does not mea:ungfn]l)' anything.
Similarly, RICs can obtain by
lm“t "securities” — so all ; them to access the same

nmmodlryupcs\ucmacrcdoﬁnntpm them with a
practical result they could not already achieve. The later
strategy has given rise to a whole other series of rulings, in the
rulings themselves (and in a raft of other rulings).

gin
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identity of the taxpayers (RICs and tax exempts)
makes a difference. Are they simply “good” (from a
normative ive), in contrast to other sorts of
taxpayers (li funds, perhaps)? Perhaps the
government views the relevant rules’® as inappro-
priate and therefore is willing to tolerate tax-
motivated structures to avoid their literal scope.
The problem with those guesses, of course, is that
ge;eﬂect subjective judgments that only the IRS
to make. At some level, this is the problem
wl&l the economic substance doctrine as a whole. In
practice, the doctrine feels more like an aesthetic
response to one-off situations, rather than a coher-
ent body of law.’s With economic substance, we all
know it when we see it, or think we do.”” But how
are we to know, ex anfe, that the situation in the
“{mgs is not problematic? One might step back and
ask:

Here’s a domestic corporation that might have
earned income from commodity trading. The
corporation would not qualify as a RIC be-
cause of this activity, and so all of the
ration’s income would be subject to U.S. tax (it
would receive no deduction when it paid a
dividend, as it might if it were a RIC).

by design, because RICs are not allowed to
trade commodities. However, if the corpora-
tion eamns the same income, indirectly, through
a wholly owned subsidiary and via subpart F
inclusions, it need not pay any tax on the
income. Does this comport with the economic
substance doctrine and section 269 when this
taxpayer’s status as a RIC was not clearly
intended by Congress?1#

We s t that that question sends taxpayers to
the IRS tor rulings because they have difficulty
answering it definitively by themselves. Precisely
because taxpayers can’t know beforehand, a private
ruling process (in which Implicit Holdings of the
type seen in the commaodity rulings are rendered) is
an appropriate and indeed necessary step in the
Sisyphean effort to administer the scope of the
doctrine, We can't get an angel list, but we will take

"That is, the rules prohibiting debt-financed investments by

tax exempts and commedity trading by RICs.

b M on Form and Substance in
Taxation,” 49 U. Ch. L Rev. 659, 874 (1982) (cniticizing early
economic substm« doctrine cases as mpsuht{msj in the

o

end an
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what we can get — and we would submit that if the
IRS is willing to make favorable calls (obviously,
where appropriate) in the private ruling process, it
would go a long way to administering the economic
substance doctrine in a rational way.

Having said that, we respectfully suggest that
after more than 40 private rulings, it's time to
publish a revenue ruling (or revenue procedure) on
the topic, if for no other reason than to free up
taxpayer and IRS resources. It would also ensure
horizontal equity in the broader tax system (by
ensuring that similarly situated taxpayers are
treated the same). We recognize that the idea of an
implicit holding embedded within a revenue ruling

ing sections 269 and 7701(0) may create some
discomfort within the government.'® If so, we re-
spectfully suggest that the revenue ruling take a
step toward making the Implicit Holding more
explicit. By expressly articulating the rationale for
the Implicit Holding, it would limit the potential
that it can be used in ways the government finds
objectionable. Furthermore, there seems little harm
now that the administrative practice on this point
has been set. Note that the JCT's explamt:im of
section 7701{o} provides:

The provision is not intended to alter the tax
treatment of certain basic business transac-
tions that, under longstanding judicial and ad-
ministrative practice are respected, merely
because the choice between meaningful eco-
nomic alternatives is largely or entirely based
on comg ve tax ad Among these
basic transactions is...a US, person’s choice
between utilizing a foreign corporation or a
domestic corporation to make a foreign invest-
ment? [Emphasis added.]

the IRS is imagining scenarios in which income
ﬂmw otherwise be taxed in the United States is not taxed,
by reason of conducting the same activity in 2 foreign corpora-
tion — a result that is, effectively, the same result sanctioned by
the rulings. David 5. Miller recently catalogued a number of
those situations at the NYU Coll, on Tax Policy and
Public Finance. See David 5. Miller, E tended Consequences:
How US. Tax Law Encourages Investment in Offshore Tax
Havens,” Feb. 3, 2011, For e.umvie, an individual mnght avoid
the 2 percent limi
{and the AMT Umit on ﬂ!usededumm)lfi\em*ganwsiCFC
to hold securities and pay the management fee. Miller also
suggests foreign blockers might be used (mmng other things) to
avoid ﬁn: TMP rules, to avoid COD income, and to reduce

thozgght unwaorthy of sum:ssj &l
See Monte A. Jackel, “The Dawn of a New Era: Congress
Codifies Economic Substance,” Tix Netes, Apr. 19, 2010, p. 289,
Doc 2010-5878, or 2010 TNT 75-3; and David P. Hariton, “The
Frame Game: How Defining the Transaction’ Decdes the
Case,” 63 Tax Low. 1 (Fall 2009).
18See supra notes 2 and 3.
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" d income" subject to Medicare tax.

MCT, “Techni of the R, Provisions of
the Reconciliation Act of 2010, as Amended in Combination
With the Patient Protection and Affordable Care Act," JCX-
18-10 (Mar. 21, 2010), at 152-153, Doc 2010-6147, 2010 TNT 5523,
We would observe that the JCT report on the RIC Modemnization
Act (see footnote 3, supra) explicitly acknowledges that “the IRS
also has held that income of a RIC derived from investments in

(Footnote continued on next page.)
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One may wonder if the volume of the rulings
already represents the sort of “longstanding admin-
istrative practice” to which the JCT is referring @
Regardless of the answer, after more than 40 private
letter rulings (and counting), would articulating the
Implicit Holding in published guidance really be
such a big step?

commeodities by a whelly owned foreign subsidiary of the RIC
is qualifying income for purposes of the gross income test.” That
statement was made in the JCT's description of “present law”
(after the enactment of section 7701(0)). That might suggest that
the JCT agrees with the Implicit Holding.

‘Can administrative practice become “long-standing” based
on volume alone? If so, 40 separately considered rulings would
appear to cement current administrative practice. Or can ad-
ministrative practice only become longstanding through the
passage of time? When the JCT used the word “long-standing,”
did it really mean “well settled”? Of course, tax motivated
“blockers” have been used for a long time — a point often
recognized on Capitol Hill {usually with regret) as legal. For a
recent recognition of that, see, £3. g Statement of
Senator Charles Grassley at the nomination hearing of Jeffrey
Goldstein for Treasury Undersecretary, Mar. 2, 2010, Doc 2010~
4488, 2010 TNT 41-27. (“This committee has held hearings on
the use of offshore blocker corporations [on September 26, 2007].
We learmed that . . . more than 12,000 businesses .. . in the Cay-
man Islands had ne purpose for being there other than fax svoidance.
Similarly, the private equity firm of which [the nominee] was a
managing director set up blocker corporations . .. While it is not
illegal fo utilize such tions, these arrangements have been
the subject of much debate and discussion”) (emphasis added).
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Sequencing Tax Reform
By James Q. Riordan Sr.

James Q. Riordan Sr. is a former staff member of the
House Ways and Means Committee, worked in the
Justice Department’s Tax Division, is the former chair
of the Tax Foundation, and is a former vice chair of
Mobil OiL

Riordan suggests sequencing tax reform efforts in
three parts: first, reforming the income tax base;
second, reducing the bias against savings; and third,
eliminating tax expenditures.

Copyright 2011 James Q. Riordan Sr.
All rights reserved.

Introduction

Sequencing the tax reform effort will be the key
to success.

Congress should first reform the income tax base
to simplify it, reduce its bias against savings, and
eliminate tax expenditures. It should do that on a
revenue neutral/progressivity neutral basis. Once
the tax base is rez:vmwd, Co?:gmss should achieve
its revenue targets and progressivity targets
through the tax rate structure — not through tax
base manipulation.

Adoption of a VAT will help Congress achieve its
revenue target and will permit less reliance on the
income tax (making it easier to reform the income
tax base). Congress can achieve any progressivity
target it chooses for the total system through the
progressive rate structure of the income tax.

Discussion
There are three separate challenges that need to
be addressed by Congress in the next two years:

1. agree on caps for spending and revenue as a
peréep::age ofGDP I;?Eel cmgnrm! of the deficit;

2. agree on how much progressivity it wants to

achieve in the total tax system and how best to

measure and achieve it; and

3. reform the tax system to make it simpler and

less biased against savings, and to accomplish

other needed improvements,

Most informed commentators that it will be
more difficult to accomplish any of those three tasks
if Congress attempts them as a part of a single
effort. The work should be split into three segments.

The tax reform effort should in now on a
revenue-neutral, progressivity-neutral basis. The
tax base needs to be reformed regardless of the
t; Congress ultimately sets for total revenue

progressivity.
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III. MODIFICATION OF GROSS INCOME AND ASSET TESTS OF RICS

A. Income From Commodities Counted Toward Gross Income Test of RICs
(sec. 201 of the bill and sec. 851(b) of the Code)

Present Law

A RIC must derive 90 percent of its gross income for a taxable year from certain types of
income. '® These types of income (“qualifying income”) are (1) dividends, interest, payments
with respect to securities loans (as defined in section 512(a)(5)), and gains from the sale or other
disposition of stock or securities (as defined in section 2(a)(36) of the Investment Company Act
of 1940, as amended) ' or foreign currencies, or other income (including but not limited to gains
from options, futures or forward contracts) derived with respect to the business of investing in
such stock, securities, or currencies, and (2) net income derived from an interest in a qualified
publicly traded partnership.'®

In general, because direct investments in commodities are not “securities™ under section
2(a)(36) of the Investment Company Act of 1940, they do not generate “qualifying income™ for
purposes of the 90 percent gross income test. Similarly, the IRS has ruled that derivative
contracts with respect to commodity indexes are not securities for the purposes of the gross
income tests.'” On the other hand, in a series of private rulings, the IRS has held that certain
notes, with payout formulas determined with reference to a commodities index, produce
qualifying income for purposes of the gross income test™® The IRS also has held that income of
a RIC derived from investments in commodities by a wholly owned foreign subsidiary of the
RIC is qualifying income for purposes of the gross income test.'

' Sec. 851(b)(2).

' Section 2(2)(36) of the Investment Company Act of 1940 defines a “security” as “any note, stock,
treasury stock, security future, bond, debenture, evidence of indebtedness, certificate of interest or participation in
any profit-sharing agreement, collateral-trust certificate, preorganization certificate or subscription, transferable
share, investment contract, voting-trust certificate, certificate of deposit for a security, fractional undivided interest
in oil, gas, or other mineral rights, any put, call, straddle, option, or privilege on any security (including a certificate
of deposit) or on any group or index of securities (including any interest therein or based on the value thereof), or
any put, call, straddle, option, or privilege entered into on a national securities exchange relating to foreign currency.
or, in general, any interest or instrument commonly known as a “security,” or any certificate of interest or
participation in, temporary or interim certificate for, receipt for, guarantee of, or warrant or right to subscribe to or
purchase, any of the foregoing.”

'* A “qualified publicly traded partnership” means a publicly traded partnership (within the meaning of

section 7704(b)), other than a publicly traded partnership whose gross income is qualifying income (other than
income of another publicly traded partnership). Sec. 851(h).

'* See Rev. Rul. 2006-31, 2006-1 C.B. 1133.
* See, e.g., PLRs 201031007, 200822012, 200705026, 200701020, 200647017, 200637018, 200628001.
' See, e.g., PLRs 200936002, 200932007.
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The Secretary has the regulatory authority to exclude from qualifying income foreign
currency gains which are not directly related to the RIC's principal business of investing in stock
or securities (or options and futures with respect to stock or securities).”

Explanation of Provision

The provision modifies the qualifying income test to provide that (i) a RIC's gains from
the sale or other disposition of commodities and (ii) other income of a RIC (including but not
limited to gains from options, futures or forward contracts) derived with respect to its business of
investing in commodities, are qualifying income for purposes of the gross income test. Asa
result, income earned by a RIC from derivative contracts with respect to commodity indices will
be qualifying income for purposes of the gross income test.”® In general, these changes are not
intended to change the present law treatment of RICs' income from foreign currencies. However
because the provision allows RICs to derive qualifying income from investments in commodities
(including foreign currencies), the provision repeals the regulatory authority given to the
Secretary to exclude certain foreign currency gains from qualifying income.?

Effective Date

The provision is effective for taxable years beginning after the date of enactment.

# Sec. 851(b)(3).

% Cf. Rev. Rul. 2006-31, 2006-1 C.B. 1133 (holding that a RIC"s income from a derivative contract with
respect to a commodity index is not qualifying income for purposes of section 851(b)(2), because the income from
the contract is not derived with respect to the RIC’s business of investing in stocks, securities, or currencies.)

* The bill contains several conforming amendments to retain the present law definition of qualifying
income for purposes of provisions relating to publicly traded partnerships.
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o \r, mmsrnnh m ‘shall apply with re-

PRk Lo amounts allotted coder section 1143
of I Social Security Act for payment for a
fiscalfgear after fipcal yoar 0.

TheWEPEAKER pro tempore. Pursu-
ant tofhe rule, the gentleman from
TennessWe (Mr. TaNHER) and the gen-
tleman Texas (Mr SAM JOENSON)
each will dyntrol 20 minutes.

The Chalyrecognizes the gentieman
from Tenneades,

N ER LEAVE

Madam Speaker, I ask
unanimous corfent that all Members
have 5 legislativ days in which to re-
vise and extend Weir remarks on the
bill under considerfion.

The SPEAKER pi§ tempore. Is there
objection to the pest of the gen-
tiernan from Tennessol

There was no objectifg

Mr. TA

Mr. TANNER. MadRn Speaker, I
yield myself as much Mne as I may
consume.

This bill is an extension¥ef two very
important provisions of thiTicket to

Work Act of 1898 which basifglly helps
disabled Americans return Yo work
when, and if, they can. This hdy been a

bipartisan team effort I was plifsed to
work on with Mr, JoHNsON somBgtime
#g0. The bill has no direct spefging
and complies with pay-as-you-go rifes.

[ am pleased to suppor this importaniigx-
tension of two programs from the bipartid
Ticket to Work Act of 1888, which was intr}
duced by my colleagues EarL PoMeRoY, Ji
MCDERMOTT, and Sam JOHNSON.

This has been a bipartisan, coliahorative ef-
fort to ensure thal twe important programs
help disabled Americans retum to work coff
tinue for ancther year, and 1 thank my gbi-

Work Incentives Planning and gfsist-
ance program (WIPA) provides $23 bn for
commundy-based organizations to Jbrovide

o hetlp
Security Income {551} and Social Sgfurity Dis-

Social Security's complex work

37,000 551 and DI beneficiaghs
o ratum to work,
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Good data is critical to our eforts to make
sure that laxpeyer funds 1o WIPAs are w

spent.,
It also helps us leam more about whagkind
of help disabled beneficiades may nesdff they

are abie to return o work, which will fow us
h: make other improvements in futurgflegisla-
Sm\d this legislalion wouldfaliow all

WIPA granlees fo carry over 10fpercent of
their funding into the next yegl, a
oﬁgmuy proposed by the Obagha Administra-
is change will aflowffor better and
rnom uxwem budgeting igftead of ancour-
agang end-gf-year spending
By extending WIPA andJPABSS for a year,
we rea!lirm OUr Commil 1o these impartant
work support programsfwhile atso acknowl-
edging the need to cogbider policy and fund-
ing changes in the negl tuture.
1 urge my colleagghs la mnﬂrl this bipar-
tisan, commonsensgfilegi
1 reserve the § lance o{ my time.
Mr. SAM JOPNSON of Texas. Madam

Speaker, 1 id myself such time as 1
ma¥ eonsu

1 rise todg in support of the passage
of this legjflation, and I think the Sup-
plementa)f Security Income and Bocial
Securityfl disability benefit programs
providefan essential income safety net

for peglhle with disabilities.

Yei Jhese programs face a real fiscal chal-
engalfl Waste, frasd and atuse continues 1o
en public confidence, Most importantly

gf disability program will not be able to pay
Iyl benefis beginning just eight years from

bw in 2018,

Those who depend on these critical benefits

& counting on us to act. They want answers

d we must tun 10 these issues without

Rh respect to the legislalion we are con-
sideMeg today, just over 10 ysars ago Con-
gressWeassed The Ticket 1o Wark and Work
Incent¥gs Improvemant Act to help those with

disabilitifg get back to work.

The grant programs we would reauthor-
ize loday Were created as part of that land-
mack lagiston.

One of grant programs, The Werk In-
contives Pla g Assistance Program funds

community-basie organizations 1o assist those
receiving benelifte find work as well as un-
derstand Soclal Zeurity’s complex rubes and
the efect of workllg on their benefits, their
health care and onWher public benefits they
may raceive.

Todoy there are a g of 103 community-

a for Bene.

(PAESS‘] program

L 5 esignated

Protection and A 4 Sweml 1o provide
legal  advocacy 5

need to secure, magfiain, or mga]n emaloy-

ment, In 2008, PANSS served neardy 9,000

benaliciaries.

i Congress cffes not exend these pro-

grams by the of October, the Social Secu-

rty Agministratiin has told us there may be a

E to beneficiaries, so It's impor-

L .= tion about the beneficiaries they serva
kinds of heip they provided, the same
enl that current PABSS grantees

based aipements in all 50
States, Last year these Mpgrams served over
37,000 peaple.

One example is The i Incenfive Plan-
ning Assistance Program Easter Seals
Morth Texas which serves 13counties in the

north Texas area, including my
1o their hard work, 5o far this
percent of their caseload has joba

The other grant program, TheProtection
and Advocacy Program for Be a of

Thanks
over 20

Social Security Program funds ﬁ Dm-
grams covering all 50 Stales. These fagrams.
served almost 8,000 pecpla last year, Yalping
those warking of trying to work by assishlg in
the resclution of potential disputes, incidling

those with their employer.
The authorized funding level included in (W
bill for these two programs is $30 million. This
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kindng fevel fies remebned constart sace

aghfd.
A motion to reconsider was laid W
the table.

e —

REGULATED INVESTMENT COM-
PANY MODERNIZATION ACT OF
@10

Mr. NEAL. Madam Speaker, I move
to suspend the rules and pass the hill
(H.R. 4387) to amend the Internal Rev-
enue Code of 1986 to modify certain
rales applicable to regulated invest-
ment companies, and for other puor-
poses, as amended.

The Clerk read the title of the bill.

‘The text of the bill is as follows:

H.R. 37 .

Be it enacted by the Sencte and Howse of Rep-
resentatives of the United States of America
Congress assembled,

FECTION 1. SHORT TITLE, ETC.

(m) BHORT TITLE—Thiz Act may be clted as
ehe pany Mod-
ernization Act of 2010".

(6} REFFRENCE —Except as otherwise ex-
pressly provided, whemever in this Act an
ameadment or repeal s expressed Io terms of
an amendment to, or repeal of, a section or
otber provision, the reference ehall be con-
sidered to be made to & section or other pro-
vision of the Internal Revenoe Code of 1986

{¢) TABLE OF CONTRNTS.—The table of con-
tents for this Act is as follows:

Bec. 1. Bhort title, ete.
TITLE 1-CAPITAL LOBS CARRYOVERS

OF REGULATED INVESTMENT COMPA-

See. 101, Capital loss carryovers of reguiated

investment companies.

TITLE D-—-MODIFICATION OF GEOSS IN-
COME AND ASEET TESTS OF REGU-
LATED INVESTMENT COMPANIES

Sec. 201 Income from commoditiss counted

toward gross income test of
régulated investment compa-

nies.

Sec. 202 Savings provisicos for fallures of
regulaled investment compa-
nies to satiafy gross income and
BESEL test.

EXHIBIT #4b
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TITLE HI—MODIFICATION OF RULES RE-
LATED TO DIVIDENDS AND OTHER DIS-
TRIBUTIONS

Eec, J0l. Modification of dividend designa-

tion requirements and alloca-
tion rules for regulated invest-
‘ment companies.

and profits of regulated

investment companies.

. Pass-thro of exempt-interest divi-

dends and forelgn tax credits in
fund of funds stroctare.

Sec. 302
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Y{1}) LOSSES TO WHICH THIE PARAGRAFH AP-
PLIES —Claunses (i) and (i) of subparagraph
(A) shall be applied without regard to any
amount treated as o short-term capital loss
under paragraph (1).

“(11) LOSEES TO WHICH GENERAL RULE AP-
PLIES.—Paragraph (1) shall be applied by sub-
stituting ‘net capital loss for the loss year or
any taxable year thersafter (other than a zet
capital loss to which parsgreph (3NA) ap-
plies)” for ‘net capital loss for t.h: loss year
or my taxable }’eu' thereafter’."

Zec. 3. Modification of roles for
dividends of regulated inua!r
ment companies.

Return of capital distribotions of
regulated investment compa-

Sec. 305,

mles,
Sec. 306, Distributions ™ ln  redemption  of

() Cos

[43] anbwqraph () of menun 1212(a}(1) ia
amended to read a8 follows:

*(C) a capital losa carryover to each of the
10 taxable years succeeding the loss year, but
only to the extent such lose la attributable
to A foreign expropriation loss,'".

stock of &
company.

. Repeal of preferential dividend rule
for pablicly offered regulated
lavestmest campanies.

Elective deferral of Hmin late-
Fear losses of regulated invest-
ment companies.

Exception to holding period re-
quiremest for certals regularly
declared exempt-interest divi-
dends,

Sec. 308,

See. 304,

TITLE IV—-MODIFICATIONS RELATED TO
EXCISE TAX APPLICABLE TO REGU-
LATED INVESTMENT COMPANIES

Bec. 401, Excise tax exemption for certain

regulated investment compa-
nies cwned by tax exempt eatl.

ties.

402. Deferzal of certain gains and losses
of regulatad investment compa-
nies for excise tax purposes,

403. Distributed amount for excise tax
purposes determined on basis of
taxes paid by regulated invest-
Ment COMPARY.

404. Increase io required distribution of
eapital gain oot income.

TITLE V—OTHER PROVISIONS

- 501. Repeal of assessable ponalty with

respect to Mabillty for tax of

Sec.

Sec.

Sec.

(2 F (10) of section 1222 13 amend-

ed b’y striking “'section 1213" and inserting
‘section mm\m

(c) EFPECTIVE DATE.—

(13 IN GENERAL—Ezcept as provided in
paragraph (2), the amendments made by thia
sectico shall apply to net capital losses for
taxable years baginning after the date of the
enld:tmmr. of this Aot,

[4:3]
v{ muon 112{a}2) of the Interzal Revenue
Code of 1385, as added by this section, shall
apply to taxable years beginning after the
date of the ensctment of this Act.
TITLE O—-MODIFICATION OF GROSS IN-
REGU-

SEC. 201. INCOME FROM COMMODITIES COUNTED
TOW, ARD GROSS INCOME TBST 09
TED INVESTMENT

(n) GROSS mmﬂ TesT.—Subparagraph (A)
of section B31(b)(2} is amended—

(1) by striking “foreigm currenctes™ and in-
serting “commodities”, and

(2) by striking “or currencles” and insert-
Ing “or commodities",

(b) REPEAL OF REGULATORY AUTRORITY T
ExcLUDE CErTAIN FoREeN CURRENCY GANS
FROM QUALIFYING INCOME —Subsection (b) of
section 851 15 amended by stelking “For pur-
poses of paragraph (2), the Seoretary may by
exclude from difyi income

regulated compa-

aies.

Sec. 502, Modification of sales joad basis de-
ferral rule for regulated invest-
ment companies,

TITLE VI—PAYCO COMPLIANCE

Bec. 601, Paygo compliance.

TITLE I—CAPITAL LOSS CARRYOVERS OF

REGULATED INVESTMENT COMPANIES

SEC. 101 CAPITAL LOSS CARRYOVERS OF REGU-
LATED INVESTMENT COMPANIES.
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“{A) IN GENERAL.—A corporation that falls

to Qyeet the reguirements of subsection (b
1 r than a failore described in sabpa
gTil (BH1)) for such quarter shall new

Rils to meet the

{bX3) for such
il be considered to
ents of such sub-

requirements of
quarter shall neve:
bave satisfied the r
section for such qoa

(i) such failure is Qu
assets the total valul
ceed the lesser of—

(I} 1 percent of the
poration’s assets at
for which such measu)

*4(I1) §10,000,000, an

(Y1) the corporafio
tification of such {1
in order to meet

b within
of the guarter |
id s

the ownership of
which does not ex-

tal value of the cor-
end of the guarter
ent is doze, or

Tollowing the iden-

disposes of ASEeLs
e refpirements of such
after the last day
which oor

s
e failur@to satisfy the re-

foreign currency gains whick are not directly
related to the company's principal business
of investing in stock or securities (or options
and fetures with respect o stock or securl-
tiee).” in the Oush matter after paragraph
3

’(c) CONFORMING AMENDMENTS.—

{1) Sabsection (k) of section 851 is amended
by insertisg “(determioed by substitotiog
‘foreign currencies’ for ‘sommeodities’ thers-
in)'" after “subsectinn (b)2KAY".

2) Py
(3) 1 QENERAL —Submection (0 of section 1), FATRETIDh ) of section TIONQ) 1s
rioind ‘foreign fes' for °

by
i3 as h (§) and alter
paragraph (2) the [ollowing new paragraph:
*(3] REGULATED INVESTMENT COMPANIES —

“{A) IN GENERAL—I{ & regulated imvest-
ment company has a net capital loss for any
taxable yesr—

i “{i) paragraph (1) shall not apply to sech
oss,

“'(ii) the excess of the net short-term cap-
ital loss over the net long-term capital gain
for such year shall be & short-term capital
loss arlsing oo the first day of the next tax-
able year, and

“{iil} the excess of the nat long-term cap-
ital loss over the net short-term capital gain
for such year shall be & long-term capital
loss arising oo the first day of the next tax-
able yomr.

% TION WITH GENERAL RULE—If
& net capital loss to whick paragraph (1} ap-
plies is carvied over to a taxable year of o

A)",

h d or
riod bed by the Sec-
manner o ribed by the

of
such other time
retary and in
Secretary, or
() the of
are otherwise % within
specified in sufflanse (1),
*(C) TAX—
{1y TAX
plies to & col
15 hereby i
iz an amo!
(1) $50,
“(IT} the

ch
time period

.—1f sab
tion for any

osed on such
equal to the grea

aph (A) ap-
urter, there

tion & tax
prai

or
onnt determined (; ant Lo

Illea Ibsruln}" after “ssction
{dy

DATE~The amendments
mads hy tmn section shall apply to taxable
years beginning after the date of the enact-
man: of this Act.

G- 202 SAVINGS PROVISIONS FOR FAN
TED IN

b7 the fEecretary)
ing the net income gelerated by
in the !

by mull
the asse
in subj {ANE) for the per speoi-
fied o cihuss (i) by the highest of tax
section 11.

on, —For parposes of clandl (1)(ID),
described in this clause isfhe pe-

on the first date M fail-

B of
the
aof

ni

&

+3x with respect to which the deficiency
cedures of such subtitle apply.”.
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) IN OENERAL —Subscction [e) of se
R 18 amended by siviking paragrap!
{5} and {pserting the following new

on
(5]

) 'Imml‘ OF SPECIFIED GAINE AND
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SEC. 403, DISTRIEUTED AMOUNT FOR EXCISE
PURPOSES DETERMINED ON B

VESTMENT "ANY.
) In GENERAL.—Subsection (c) of s
is amended by adding 2t the end
e nEw QATRETAE:
‘W) SPECIAL RULE FOR ESTIMATED T.

AFTER OCTOERR 21 OF AR ) In cENERal.—In the case of #f regu-
la westment company which eldfts the
I¥ GENERAL.~ADF i in or for cal-
specifled loss which (but for this paj Pb}  endarfear—
wouldghe properly taken into accounl for the “[1) e distriduted amount with sjfpect to
portiol of the calendar year after ber 31 sach clnpany for soch calendar yeall shall be
shall treated as arising on J ry 1 of in by the smount on hoalified
the follgwing calendar year. estimat@d tax payments ars m by such
“{B} BFECIFIED GAINS AND ES—~For compandoring such celendar yeal and
purposesnt t-lr-li paragraph— (1) distribetled amount =ik respect
ik ED GAIN.—~The ternl ‘spocifl to such any for the followifle calendar
grin’ medgs nrdjnnrj' guin from #e sale, &x-  year shall redaced by the amghnt of such
change, ocfother disposition of rty {in- increase,
cluding ti terminatien of & eition with “B) Q ESTIMATEDS TAX PAY-
respect tofguch property). Sodff term shall MeENTS —Foll purposes of this pfagraph, the
include foreign currencyfgaln attrib- term ‘qualllied estimated PAFMELLS
utable to afeection %8 o tion {within means, wil speat Lo ARy endar year

pr section 566) agl any amount

includible [ gross income der section
1296(m)(2)

(i) Ep ED LOSS.—' rm ‘specifled
loss' means cfinary loss {gfm the sale, ex-

a positlon with
tRoroperty )l Suck term shall

ign ¥ Joss mitrib-
mnsaction {within
} and any amount
a8 & under sectiom

1286(a 2}

10} BPECIAL
TO USE THE TAKAR:
ARy company mal

COMPANTES ELECTING

—In the case of
election under para-
graph {4}, su {A) shall be applied
by substitoting thelast day of the com-
pany's taxable year ffl Ootober 31

“(6) TREATMENT MARK TO MARKET
GAIN.—

“(A) IN GENERAL

purposes of deter-
mioing & regulal tment company's
ordizary income, ftwi@standing paragraph
(1NQ), each speciiffd m; to market provi-
sion shall be apgfied such company's
taxable year endgll on Oclber 31, In the case
of & company malling an S@ction under para-

Eraph (4}, the ding seleonce shall be ap-
plied by substi! ng the 1 day of the com-
pany’s taxable for Ocf T 31,

“(B) EFE: MARE FROVI-
s108.—For of rh, the
term ‘specifigf mark to mdket provision®
means gacth 1256 and any other
provision of title {or rey tions there-
under) whiclf treata property disposed of
on the lost ghy of the taxable 2

" DEFERRAL OF TAIN ORDI-
NARY —Except as provi in regula-
tions presghibed by the Becre in the case
of & re ted investment o which
kes a tajible year otber than calendar

tur—

{A) may elect
its Ty ipcome for the an] Fear
withoulregard Lo aoy net o oss (de-
termi without regard to speci: Eains
and I taken Inte account um PETR-

graphgls)) which is attributable to
tion i such calendar year which is
begi g of the taxable year which
in sjfh calendar year, and

@) any amount of net i

payments of ftimated tax of

which begins fut does not e} in such cal-
endar year.'".

[ DaTe—T8e amendment
made by this seftion shall goply to calendar

years baginning fgfter the g
ment of this Actl]
HEC, 404. [N

OF C. O NET INCOME.
{a) IN GENERAL-RSubplagraph (B} of sec-
tion 4982b)(1} is o by striking “'98
2 percent"

perceot” and insertieg
(b} EFFECITVE

made by this sectio:

years beginning afte

ment of this Act.

e date of the snact-

TITLE V—0 PROVISIONS
SEC. 50l REPEAL PENALTY
WITH TO LIABILITY FOR
TAX OF TED INVESTMENT
COMP;

{a) I GENERAL —Jpst Rof subchapter B of
chapter B is ameged striking section
6637 {and by strikjfe thY item relaticg to
such section in th ble § sections of such

(b} Seott
is amended by & g snha tinn .
(e} Er
made by this se
years bej
ment of this As
SEC. 502

¥ to taxable

DEI RULE
Y

(a) In G
tien BSZN(1Y

riod beginaing on
referred to in sul
& o3 Janpary 31 of

date of i enactment of this Act.
VI—PAYGO COMPLIANCE

'AY GO COMPLIANCE.

dgetary effects of this Act, foff the

of complying with the Statdlery

on-Go-Act of 2010, shall be difer-

to the latest stal t

Into acoount for a calendar ye!
refon of subparagraph (A) shall be
sing on the 1st dey of the follow

ent of this Act.

7 Effects of PAYGO Legiffa-
'or this Act, submitted for pricting io
B 1 Record by the Chairman of
house Budget Committee, provided that
auch has been prier to
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Massachusetts {(Mr, NEAL} and the gen-
tleman from Michigan (Mr. CAMP) each
will control 20 minutes.

The Chair recognizes the gentleman
from Massachusetts,

GENERAL LEA®
‘Mr NEAL. Madam Speaker. I ask
that all M
may have 5 legislative days in which to
revise and extend their remarks and to
include extraneous material on the bill
under consideration.

The EFEAKER pro tempore. Is there
objection to the request of the gen-
tleman from Massachusetts?

There was no objection.

Mr. . Madam Speaker, 1 yield
mysalf such tima 88 I might consume,

Madam Speaker, more than 100 years
ago, the first U.S. motual fund was
started in Beston. Motual funds have
been a way of life for “everyman" to
invest In the market, with the benefits
of pooling and diversification. Indeed,
it invites the term ‘‘mutnalization.’
Today, more than 50 million house-
bolds invest through mutual fands
with a median househeld income of
$80,000. More than 50 percent of 401(k)
plan assets were invested in mutual
funds at the end of 2009.

H.R. 4357 was introduced last year by
Mr. RANGEL and me to modernize the
tax laws regarding regulated invest-
ment companies, better known as
mutual funds. A technical explanation
and revenue table for this bill may be
found on the Joint Tax Web site,
www. jot.gov.

The tax rules that relate to muotual
funds date back more than a hall cen-
tury. Although these rules have been
updated from time to time, it has been
over 20 years since they were last revis-
ited. The bill before us today would
make several changes to the Tax Code
to address outdated provisions, such as
rules that relate to preferential divi-
dends and rules that require mutual
funds to send separate annual dividend
designation notices to shareholders and
rales that prevent mutual fands from
earning income from commodities,

June, my subcommittee, the Se-
lect R Measures Sub
reviewed this legislation with a panel
of experts who expressed support for
these changes.

Today, 1 am pleaszed to be joined by
my friend, the gentleman from Michi-
gan (Mr. CaMP), in brioging this bill to
the floor with a few technical changes
and revenue offsets from within the in-
dustry. The Ways and Means Com-
mittee has the responsibility to review
our tax rules from time to time, re-
move the dead wood, and update where
necessary. This bill accomplishes that
to the benefit of investors, taxpayers,
and mutwpal fund companies. I urge its
adoption.

I reserve the balance of my time.

Mr., CAMP. Madam Speaker, 1 yield
myself such time as I may copsume.

(Mr. CAMP asked and was given per-

the vote on passags.
The SPEAKER pro tempore. Pursu-
ant to the rale, the gentleman from

o revise and extend his re-
marks.)

Mr. CAMP. Madam Speaker, regu-
lated investment companies, better
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known in thelr most prevalent form as
mutual funds, are intended to provide
individual investors the ability to in-
vest easily and with low costs in a di-
versified pool of professionally man-
aged iovestments, According to the In-
vestment Company Institute, ICI, the
main trade association for mutual
funds, more than 50 million American
families currently invest in mutual
funds.

Most of the current law mut.ul] fund
ruies were last
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(“RIC")
Modernization Act (H.R. m'n Omn behalf of
the millions of mutual {fund shareholders
who would bepefit from this bUl, we urge all
House members to vote lavorably oo this bill
when it 18 considered on the Suspension Cal-
endar.

This bill would modernize the taz Jaws
that govern mutual fonds. These laws have
oot been updated in any meaningful or com-
prebensive way since 1986, almost & guarter
century ago; some of the provisions in cur-
rent law date back more than 60 years. No-
merous developments during the past 20-plus

more than two decades ago. H‘R 4537
would modify and update certain tech-
plea] tax rules pertaining to mutoal
funds in order to make them better
conform to, and interact with, other
aspects of the Tax Code and applicahle
securities laws.

On June 15, 2010, the Ways and Means
Subcomunittee on  Select Revenue
Measures held a hearing on H.R. 4337,
Invited witnesses, including a rep-
resentative of ICI, were supportive of
the bill, and we are not aware of any
controversy or opposition to the legis-
lation.

Let me closa by making a broad

the of pew
fond stroctures and dizwribution channels—
have placed considerable streéss on the cur-
rently applicable tax rules.

‘The legislation's many bepelits were dis-
cussed in detail during the bill's June 2010
hearing before the Committes on Ways and
Means Select Revenue Measures Sub-
committee, The three key areas in which the
bill would benefit funds and thelr share-
bolders involve:

improving the efficiency of mutual fund 1n-
westment structures,

reducing  disproportiopate  tax
seguences for jnadvertant ervors, and

minimizing the need for amended tax
atatements and amended tax roturss.

As discussed in detail in our testimeny be-

point, It certainly is appropriate for
Ways and Means to periodically review
the tax law to ensure that targeted
provisions of tmportance tn particular
ts of the i

the mutual fund industry and their in-
vestors, are kept up to date; and I cer-
tainly appreciate the majority's deci-
#ion to hold a hearing on this bill be-
fore bringing it to the floor, because
our committes works best when it
works under regular order.

Having said that, I must say that T
am deeply disappointed that our com-
mittee seems to have lost sight of lts
responsibility to address the single
most significant tax issue facing Amer-

fora the the bill would reduce
the burden arisiog fom amended year-end
tax information statements, improve a
fund's ability to meet its distribution re-
quirements, create remedies for inadvertent
mutual fnd gualificaticn failures, improve
the tax treatment of investizg In a “(and-of-
funds" structure, and update the tax treat-
ment of fund capital loases.

This bill reflects the sponsors' conclusion,
with which we sirongly agree, that it is im-
portant to update, clarify, and streamline
the muteal furd tax rules. By ellminating
npeertaintins and allowing appropriate inno-
vations, funds will become more efficient
The ICI supports the pay-fors imcladed fa
H.E. 4337, which apply to regolated invest-
ment companies and fully offset the modest
revenue costs of the legislatien.

Enacling this legislation will allow our

fcans right pr g a

53.8 trillion tax increase at the end of
this year. These looming tax hilkes on
families, senjors, investors, and small
businesses not only threaten every
American taxpayer with higher taxes,
but they're also contributing signifi-
cantly to the uncertainty we see in the
economy as a whole. So while we
should continue to work together to
modernize the tax rules governing mo-
tual funds, we also should be working
together to prevent harmful tax in-
creases, such as the tax hikes on cap-
jtal gains and dividends that will dra-
matically affect the very same mutual
fund investors we're focusing on here

today.
With that, Madam Speaker, I urge
suppart for the bill before us.
INVESTMENT COMPANT INSTITUTE,
Washington, [XC, September 28, 2010,
Re: ICI Strongly Sepports Mutual Fand Mod-
ernization Lagislation.

.8, Ga'mtn{ Waskmnpton, DC.

Hon. JoHy BOEnNER,

Republican Leader, House of Representatives,

.5, Capitol, Woshington, DC.
DEAR SPEAXER PELOSI AND R!:PU'!ucu

Leaner The

Iostitute stroogly sopports the biwu.un

to focus on what they do best—
aerving thelr sharcholders.
We urge your sopport,
Sipcerely,
PAUL SCRHOTT STEVENS,
President and Chief Exscutive Officer.
Ireserve the balance of my time.
. NEAL. Madam Speaker, I yield
myself such time as I might consume.
Madam Speaker, we held a hearing
on this bill. 1t is well received by the
investors; it is well received by the mu-
tual fund compapies, and it certainly
received no negative ¥ in

September 28, 2010

gument made on any other piece of leg-
islation that was being considered
when, in fact, this is the matter that's

‘before us at this particular time.
I reserve the balance of my time.
o 1710

Mr. CAMP. I have no further requests
for time, and I yield back the balance
of my time.

Mr. NEAL. Madam Speaker, I have
no further requests for time, I urge
adoption of the bill, and I yield h&ck
the balance of my time.

The pro tempore. The
question i3 on the motion offered by
the gentleman from Massachusetts
(Mr, NEAL) that the House suspend the
rules and pass the bill, HR. 4337, as
amended.

The question was taken; and (two-
thirds being in the affirmative) the
rules were suspended and the bill, as
amended, was passed.

A motion to reconsider was laid on
the table.

PROMOTION ACT OF 2010
. VAN HOLLEN. Madam Spe

of the dllulosic biofuel produghr credit
and the llulosic
biofuel pla R
‘The Cld
. House of Rep-
Tesentatives offghe Unized St of America 1n
Congress a
SECTION L

Pelanse (I) of section
nal Rwemﬂ Code af

paragraphs (F, 1 as subparagrTaphs
(Hy, (1), and (Jiffrespactifely, and by insert-
ing after subpaghp he following new

the House. Why cangot we just come to
this floor and speak to the issue at
hand?

I worked hard on this piece of legisla-
tiom with Mr. TiBER] for a long period
of time. This is the legislation that’s in
fromt of this Congress at this particalar
time. It was well met because it was
fully vetted in the committes with suf-
ficient opportunity for any- and every-
one to comment on 1t

This 15 a product that we should bhe
proud of. For the first time in two dec-
ades, we mre modernizing issues that
relate to the industry that many, if not
millions, of Americans come to depend
upon for retirement. I don't understand
why there would be any additional ar-

65

by such other person inl
meets the requiremezta of

(il) sach fuel Slllll be treated as migting
the requirements of subparagraph (ENKII
in the bands of such taxpayer, and



93

CONGRESSIONAL RECORD —SENATE

IN REQUIRED
OF CAPITAL GAIN NET INCOME.
IN GENERAL.—Subparagraph (B) of ssc-

and lated
wrojects.

"{7} REGULATIONS.—TEke Director
consaltation with the Secpetary,
such rules and regulations as the

ar

It

this sectlon ahall apply to calendar
!n.s after the date of the enact-

"ANTES.

~Part I of aubchapter B of
ded by striking eection
the item relating to
table of sections of such

{t) EFFECTIVE DatE—The amMgdm
made by this pection shall apply to Ma
incurred in taxable years beginning afdl
date of the enactment of this Act,

SA 4745. Mr. REID (for Mr. CarPig
proposed an amendment to the bill
3167, to amend title 13 of the Unitg
States Code to provide for a 5-yg
term of office for the Director of

sert the following:
6} ADVISORY COMMITTEES. —

ADVISDRY COMMITTEE —
—MNot later than 180 days
aftor the date of the enactment of the Census

BERSIHIP.—Members of the tech-
ory committes shall be selected
ic. private, and academic sec-
among those who have experience
Erologies and services relevant to the
ag and sxecution of the census,

I} DUTIES.—The technolopy advisory
rittee shall make recommendations to
b Director ud pablish reports om the ose
and
scrr!eec ta improwe efflciencles and munage
costs In the implementation of the census

oot the fanctions of the Director.

“(8) DELEGATIONS, ETC,—~The Di
assign duties, and delegate, or &
cassive redelegations of, nathe:

_—OORRECTiON S8651
REGULATED INVESTMENT COM-

PANY MODERNIZATION ACT OF

2010

Mr. REID. I ask unanimous consent
thet the Senate proceed to the consid-
eration of Calendar No. 640, H.R. 4337,

The PRESIDING OFFICER. The
clerk will report the bill by title.

The legislative clerk read as follows:

A bill (R 4337) to amend the Internal
Fevenue Code of 1988 to modify certain roles
to regulated investment compa-

tions, all official acts and
officers and employees sl
fores and effect as tho

L-ionn of sach
| bave the same

niea, and for other purposes.
There bamg no chjection, the Sanate
P the bill.

ar ren-
dered by the Director, assignment, dele-
Eatton, or this

motice of such ass|
delegation (as the
in the Federal Rey

ent, delegation, or re-
e may be) is published

MEET

BANEING, HOUSING, AND URBAN
THE COMMITTEE ON HOMELAND

. Mr. President, 1
imous consent that the Com-
on Banking, Housing, and
Affairs and the Committee on
nd Security and Governmental
ba authorized to meet during
session of the Senate on December
2010, at 3: 3‘] p.m., to conduct a joint

the Effi-
ciency, Stability, and Integrity of the
U.5. Capital Markets. "

The PRESIDING OFFICER, Without
objection, it is so ordered.

DOMMITTEE 0N THE JUDICIARY

Mrs, MCCASKILL, Mr. Presid 1
k upanimous consent that the Com-
tee on the Judiclary be authorized
¢ot during the session of the Sen-
December 8, 2010, at 10 a.m. in
of the Dirksen Senate Office
% w conduct an executive busi-

. President, I ask unan-
hat the cloture vote on
oceed to Calendar No.

8. 3592; that during Th
Senator BENNETT be 13
speak for up to 20 minutes

up to 30 minutes for
speech.

‘The PRESIDING OFFICER. Without
objection, it is so ordered.

Mr. REID T ask unanimous consent
that the Bingaman substitute amend-
ment which is at the desk be agreed to;
the bill, as amended, be read three
times, passed; the motion to reconsider
be laid on the table; and any state-
ments relating to this matter be print-
ed in the RECORD.

The PRESB)ING OFFICER. Without
objection, 1t i3 30 ordered.

The amendment (No. 4744) was agreed

{The amendment is printed in today's
RECORD under *'Text of Amendments.')
The amendment was ordered to be
engrossed and the bill read a third
tima,
The bill (H.R. 4337, as amended, was
read the third time and passed.

—

RENSUS OVERSIGHT EFFICIENGE
D MANAGEMENT REFORM
]

. REID. Mr. President, I ask
& consent to proceed to Calf
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am pleased that the bill has re-
ceMed strong support from the Na-
tiorlyl Federation of the Blind and the
Allides of Automobile Manufacturers.
1 corfgnend manufacturers of hybrid
and al8tric vehicles that have already
steppedWorward to work with NHTSA
this serious safety lssue.
nt to thank my chairman,
Chairman Ygusy, and my colleagues,
the gentleffan from New York (Mr,
Towns) and Yhe gentleman from Flor-
ida (Mr. 8 1s), for thelr leadership
on this issue, Wigich has a strong record
of bipartisan a¥arensss and support. I
urge my colleag®es to support this leg-

talation.
1 reserve the balfgce of my time.
Mr. PITTS. Mad Speaker, 1 yield

myself such time as

I rise in support of
mend Congressman A
gressman STEARNS for
improve pedestrian safel
plons of the House comnion legisia-
tion to Senate 841. They Yave worked
with all the stakeholders %y champion
the legislative compromis®y that the
Senate passed and which isWpefore us

day.
The National Federation of

&3 consume.

g Blind
and the auto industry support tRg com-
promise legizlation that will ensige pe-
destrian safety is not compron i by

evalving engine technology.

The success of hybrid cars represdgts
technological progress, but the byprig-
uct is a silent engine that has raisy
concerns they are not audible to pedes
trians and cap jeopardize their safety
Quist techmology makes it very d
ficult for the blind and other podgh
trians, such as children, joggersgfor
bicyclists, to evaluate traffic thelf do
not see. The concern iz greategf for
blind pedestrians that rely on ghdible
attributes of cars to evaluate dffection
and speed of traffic to ensyfe their
safety. New vehicles that egfploy hy-
brid or electric gogine techilogy can
be silent, rendering themffextremely
dangerous in situations witre vehicles
and pedestrians come igo proximity
with each cther,

The changes requiredifoy the legisla-
tion will become mg important as
hybrid technolopy bffomes more and
more widely deplogld, and so I urge

Support.

1 reserve the balghce of my time.

Mr. BARROW #fMadam Speaker, 1
Field such time s he may consume to
the gentlemoandirom New York (Mr.
TOWNS),

Mr. TOWHE. Madam Speaker, 1
would like §fo thank the gentleman
from Georgh for yielding time, and of
course thgfranking member as well. T
rise to ¢ my colleagues to vote in

favor offs. 841, the Pedestrian Safety
Enhangfnent Act.

Todd¥f, environmentally friendly ve-
hicle quickly becoming a staple in
the Mives of Americons who ere ot-
tenibting to go green. I appland the use
offechnology that decreases air poliu-

Pn and fossil fuel copsumption; how-
er, We most address an unforeseen
of sach
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Over the years, we have heard traggc
stories involving pedestrians and Miy-
brid or electric vehicles. Not toojong
ago, news accounts were the stogffof a
young child hit by & hybrid This
accident was not caused by a Mriver's
negligence or a car's manufacyffring de-
fect. It occurred because child
never heard the approachingf car. The
hybrids: engines were simp}f too quiet.
Environmentally friendly gfhicles such

as hybrids often fail to pgfduce andible
sounds when driven.

The silent nature offfhess vehicles,
coupled with the g ing popularity,

presents a dilemma:
individuals dependefft on sounds for
their safety, such & unsuspecting pe-
destrians and thegblind? The solution
les in the Pedesifan Safety Act.

This act requffes the Secretary of
Transportationgo conduct a study of
the minimumgfevel of sound required
for environmdfatally friendly vehicles.
Once this ghfety standard 15 deter-
mined, it gfill be applied to all new
antomobiyl manufactured or sold in
the Unit#d States beginning 2 years
after standard is issued. This is an
effecti: way, not only to prevent
avoldglle injuries to pedestriams, but
to dgffao without impeding innovation
withiEtringent regulations.

I is clear that environmentally
frifndly vehicles are growing in popua-

ty. While it is important to em-

e technology that berpefits our en-

onment, we must do so with the
safety of all citizens in mind.

This bill successfully passed the Sen-

te last week and has been a long time

pming bere in the House. Our Cham-
b's companion bill, HR. 734, has 238
bifgriisan cosponsors. The bill coming
to W from the Senate Is even stronger.
It {4 completely deficit peutral and
suppied by the Alllance of Auto-
mobil) fi the Nati 1
FederaBpon of the Elind, the Associa-
tion of Mternational Automobile Man-
wufacture’y and the American Council
of the Bl

Before IWonclude, Madam Speaker,
let me take Wmoment 1o thank my col-

gfw do we protect

league andWyfriend, HRepresentative
CLIFF STEARME who has worked over
the years withWne on this bill. I want
to thank staff nlembers James Thomas

and Nicole Ale
dous assistance in
important legislat
also like to thank
Dana Grayson and a
have made this momeR a reality. This
bill has been & model & bipartisanship
and will benefit pedestifgns across the
country for years to com

gler for their tremen-
jelping us move this
n forward. I wonld
fmily Khoury and

other staff that

I urge all of my collefgues here in
the House of Repressntafifes to join
me in supporting this verdmportant

legislation.

one

Mr. PITTS. Madam SpeakerWy yield
back the balance of my time.

Mr. BARRO Madam Spealfgr, 1
urge my colleagues to support thiMieg-
islation, and I yield back the balance of
my time.

December 15, 2010

E ayes have it.

Speaker, on

REGULATED INVESTMENT COM-
PANY MODERNIZATION ACT OF
2010

Mr. LEVIN. Madam Speaker, 1 move
to suspend the rules and concur in the
Senate amendment to tha hill (HER.
4337) to amend the Internal Revenue
Code of 1986 to modl!’y certain rules ap-

Ncable to T comm-
panies, and for other purposes.

The Clerk read the title of the bill.

The text of the Senate amendment 15
as follows:

Eenats amendment:

Strike all after the enacting clanse and in-
sert the following:

SECTION 1. SHORT TITLE, ETC.
fa} SHORT TITLE—~Thiz Act may be cited as

the “Repuloted Investmeni Company Mod.

ernization Act of 2010".

{h) REFERENCE—Ercept o1 otherwise er-
pressly prowded. whemever m thiy Aed an
amendment or repeal i expressed in terme of an
amendment to, ot repeal of, & section or other
provision, the reference shall be considered to be
made {0 o section or other pravision of the fnier-
nal Revenue Code of 1565,

fc) TABLE OF CONTENTS.—~The table of con-
tents for this Act is as follows:

Sec. 1. Short title, etc.

TITLE I—CAPITAL LOSS CARRYOVERS OF
REGQULATED INVESTMENT COMPANIES
Sec. 101, Capilal loss carsyruers of regulated in-
VESPMERE COMPERiES.

TITLE {—-MODIFICATION OF GROSE IN-
COME AND ASSET TESTS OF REGULATED
INVESTMENT COMPANIES

Sec. 201. Savengs provanons for fallures of regu-

lated impestment companies to sai-
ify gross income and asset fests.

TITLE {ll—MODIFICATION OF RULES RE-
LATED TO DIVIDENDS AND OTHER DiS-
TRIBUTIONS

See, 301, Modification of dundend dengnotion

Tequirementz and allocation rules
fer regulated investment compa-

nies.
. Earnings and profits of regulated in-
vestment comparies.
363, Pass-thru of exempt-interest drwidends
and foreign r-nx eredits in fund of

funds
mmnmmn o!rule.t for spllover dim-
of reguicted inuestment
Com’“&!’

Return of capital distnbutions of regu-
icted inpestment companies,
Digtributions in redemplion of stock of

a repulnted myestment compEny.

. Repeal of preferemtial dividend rule
for publicly offered regulntsd tn-
vertment companies,

. 305,
306,
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Sec. 108 Elective deferral of cerigin late-yeat
losses of regulated investment

COMPAnIEs,

Sec. J09. Exception fo holding period reguire-
ment for certam regularly de-
clated ezempi-interest dividends.

TITLE IV—MODIFICATIONS RELATED TO

EXCISE TAX APPLICABLE TO REGU-
LATED INVESTMENT COMPANIES

Sec. 401. Ezcise tax ezemption for ceriain vegu-
lated inpestment companies pwned

taz exempt entities,

by
Sec. 402. Deferral of certain palny and lozses of
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TITLE O—MODIFICATION g;‘ GROSS IN-

SEC. 201, SAVINGS PROVISIONS FOR FAILURES OF
HREGULATED COMPA-

NTES TO SATISFY GROSS INCOME
AND ASSET TESTS.

fa) ASSET TEST.—Subsecton (d) of mm 851
iz amended—

() by striking "4 corporation which msn
and inzerting the following:

1 m GENERAL.—A corporation which
meets™
(2} b:v adding ot the end the follawing new

for excise taz purposes.

. 403, Dratribuled gmount for excise tox pur-
poses determined on bans of tazes
paid by rogulated investment com-

pany.
. 404, Increase i required distribution of
capital poin net income,
TITLE V—OTHER PROVISIONS

- 501. Repeal of assessable penalty with re-
spect lo Hability for lex of tegu-
laled investment companies.

502, Mod\ficatisn of sales load basts defer-
ral rule for regulated imvestment
companies.

TITLE I—CAPITAL LOSS CARRYOVERS
REGULATED OOIEPMS
BEC. 101. CAPITAL LOSS CARRYOVERS OF REGU.

LATED INVESTMENT COMPANTES,
fa) IN GENERAL—Subsecton () of section
m.‘ i ded by [e)]

Sec.

“{2) SPECIAL RULES REGARDING FAILURE TO
SATISFY REQUIREMENTS.—If paragraph (1) does
nol preserve @ cotporation's stalus af @ regu-
loted imvestmeni company for any particular

guarter—

(A} IN CENERAL~A carporation that fails fo
meet the requirements of subsection (0)(3) (other
than a farlure described m subparagraph (B)fi})
Jor such guarter shall neverthelass be conndered
to have satisfied the reguirements of such sub-
secticn for such quarfer if—

i ing the

af the foilure to satisfy the requirements of suck
subrectton for such gquarier, o description of
each asset that exuses the corporation to fail te
safrsfy the requerements of such subsection at
the close of such quarter is set forth m a sched-
ula far such guarter filed 1n the manner pro-

vided by the Secretary,
“fii) l?\«a Tailure to mest the requirements of

as paragraph {4) and by inserting ofter para-

graph (2} the follounng new paragraph:

“(3) REGULATED INVESTMENT COMPANIES.—

“(A) IN GENERAL—If a regulated investment
company has ¢ net capital loss for any tozahle
year—
: “fi} paragraph {1} shall nof apply to such
o1,

“fte) the excess of the met short-term copital
loge gver the net long-term copitel gain for ruch
wear shall be @ short-term capital logs arising on
the first day of the next tazable year, and

“fii} the excexs of the net long-term capial
loss pver the net thori-term capital gain for such
year shaill be a leng-term capital loss arising on
the first day of the next tazable year,

"'(8) COORDINATION WITR GENERAL AULE—If o
net capital fosz to which paragraph (1) epphes
i curried over 1o o torable year of o reguloled
investment company—

(i) LOSSES TO WHICH THIS PARAGRAPH AP
FLIES.—Clauses (i1} and (nt} of subperagraph
{A) shall be opplied without regard fo ary
omount frealed ar o shori-lerm capital losx
under paragraph (1)

“iif) LOSSES TO WHICH GENERAL RULE aP-
PLIES —Paragrapk (1) shall be applied by sub-
stiluting ‘net copilal loss for the loss year or
any forable year theveafter (other than & net
capital loss to which paragraph (3K A) applies)’
Jor "net captal Iozz ,for the logs year or any lar-
able year th

1) CONFORMING AMENDMENTS,

(1) Subparagrapk (C} of wd.lon 1212(a)I) iz
amended fo read a5 follows:

"{C) a capital losy carryover to sach of the 10
tazable years succeeding the loss year, but only
to the exteni suck loss is attributable to o for-
eign expropriahan less,”,

(2) Paragraph (10} of section [227 is amended
by striking “section 1212 and inserting “sec-
fien J212(al1)".

(¢} EFFECTIVE DATE—

{1} I¥ GENERAL.—Ezcept ar proveded m pare-
graph {2}, the amendments mode by this section
shall apply to net capital losses for tarable
years beginning after the date of the enactment
of thir Act.

(Z) COORDINATION RULES.—Subparagraph (B)
of sechon 1212(a}i3) of the Intermal Revenue
Code of 1986, ot added by this section, shall
apply to tazable years beginning after the date
of the enactment of this Act,

such for guch guarter iz due fo rea-
sonoble cause and not dus to willful neplect,

and

(i)} the corporation disposes of the assets
set forth on the schedule specified in clause (i)
withir § months after the lost day of the quarter
in which the corporation’s identification of the
Jailure fo satisfy the vequirements of such sub-
section occurred ar such other time pertod pre-
seribed by the Secretary end 1n the manner pre-
sr:rlhed by the Secretary, or

H8413

beginming on the first date that the failure fo
satisfy the requirements of subsection (bJ(3) ac-
curs as a resull of the ounership of such assets
and ending on the earlier of the date on which
the corporation disposes of such asseis or the
end of the first quorter when theve is no longer
o fatlure to satisfy such subsection.

(it} ADMINISTRATIVE PROVISIONS—For pur.
poses of subtitle F, a tar imposed by this sub-
paragroph shall be treated as an excise tox with
respect to which the defiaency procedures of
such subtitle apply. .

{b) GROSS INCOME TEST.—Section #51 is
amended by cdding at the end the follounng
new subsection:

(i) FAILURE TO SATISFY GROSS INCOME

“'f1) DISCLOSURE REQUIREMENT.—A corpara-
tiom that foils to meet the requirement of para-
graph {2} of subsection (b} for any tazable year
shall nevertheless be considered to have satusfied
the requirement of such parcgroph for such tar-
able year 1f—

"lA} he ¥
of the failure to meet such requirement for such
fozable year, o descripfion of each item of s
gross income described in such parograph is set
forth in @ schedule for such taTable year filed in
the manner prowded by the Secretary, and

(B} the fotlure to meel such vequiremeni ir
due to reasoncble cause and not due fo willful
neglect.

"{2) IMPOSITION OF TAX ON FAILURES~—If
paragraph (1) applies 0 o regulated moestment
company for any tarchle year, there 15 heraby
imposed on such company a far in an amount
equal Lo the excess of—

“{A) the gross income of fuch comparny whick
it mot denved from sources referred to in sub-
section (bN2), over

“'{B) % of the gross income of such company
which iz derived from such sources.”

(¢) DEDUCTION OF TAXES PAID FROM INVEST-
MENT COMPANY TAXABLE INCOME.~—

(2} v.l':ecrwn 3524'3) i amended by adding ol the
end th

“(I) the rag of sue b are
otherwise met unthin the time Nmod specified in
subelause (I).

“{B) RULE FOR CERTAIN DE MINIMIS FAIL-
URES.—A corporation that fails to mee the re-
quirements of rubsection ()(J) for such quarter
shall nevertheless be considered fo have satisfied
the requirements of such subrection for such
quarter if—

“f1) such fatlure ts due to the owmership of asz-
sets the total value of which does not exceed the
lesser of-

“(I} 1 percent of the total value of the cor-
poration's assets at the end of the guarier for
which such measurement 12 done, or

AT 310,000,000, and

“i)I} the corporation, following the denti-
fication of such failure, dirposes of assets in
order to meet the requirements of such sub-
section within § months ofter the last day of the
quarter in whick the corporation’s Wentification
of the forlure to satisfy the requirements of such
subsection occurred or such other time period
prescribed by the Secrel m-y ﬂm i the manner
rvr.n:rrhd by the Secra

“{1]) the requirements of mch subsection are
otherwice met within the trme period specified in

i} Tax IMPOSED.—If subparagraph (A} ap-
plies to @ corperation for any quarter, there is
hereby tmposed on such corporation 4 far in an
amount equal to the greater of--

1) 350,000, ot

“{1f) the amount determined (pursuant to reg-
ulations promulgated by the Secretory) by mul-
aplying the net income genevaled by the arsefs
described in the schedule specified in subpara-
graph (AMe) for the pemod specfied th clouse
(i) by the haghest rate of tax specified in section

1.
“fii} PERIOD.~For purposes of clause (INII),
the period described in this clause is the period

":‘GJ There .umll be deducted en amount equal
to the tar imposed by rubsections (d)(2) and f1)
af section 8571 for the tazable year.™.

{d) EFFECTIVE DATE—The omendments made
by this section shall to tarable years with

respect to which the due dote (determined unth
regard to eny ertensions) of the refurn of tor
Jfor quch tazable year is after the date of the en-
actment of this Ace,

LE [I—MODIFICATION OF RULES RE-

(1) IN OENERAL—Ezcent as promded i
&ause (11), the ercess reported amount (if By
which ir allocable to the reparted capital ¢
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) DATE—The
this section shall apply to calinder
ing after the date of the cnmm: cgfh

of subchapter 8 of
sinking section G697

y ap!

nmdad by ﬂrﬁd‘!ﬂ'
cif ard inserting “acquires,
period Meginning on the date of the o
to in subporograpk (B} and

tazable years beginming ofter the dote of
enaciment of this dct.

The SPEAKER pro tempore. Porsu-
ant to the rule, the gentleman from
Michigan (Mr. LEVIN) and the gen-
tleman from Ohio (Mr. TiBERI) each
will control 20 minutes,

The Chalr recognizes the gentleman
from Michigan.
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income of $60,000. More than 50 percent
of 401(k) plan assets were Invested in
mutual funds at the end of 2009,

H.R. 4337 was introdoced last year by
Mr. RANGEL and me to modernize the
tax laws regarding regulated invest-
ment companies, better known as mu-
tual funds. The tax ruies that relate to
mutnal funds date back more than 50
years, and although these rules have
been updated from time to time, it has
been over 20 years since the rules were
Jast revisited.

The bill before us today would make
soveral changes to the Tax Code to ad-
dress outdated provisions, such as rules
that relate to preferential dividends,
rules that require mutual funds to send
separate annual dividend designation
notices to shareholders, and rules that
prevent mutual funds from earning in-
come from commodities.

In June, my subw'nm\tbee the Se-

H8417

portive, and no opposition came before
us with respect to the legislation. It
was passed in the Senate last week by
unanimous consent, with one change.

My hope is today, Chairman LEvIN,
Chairman NEAL, Madam Speaker, that
this House will once again vote for this
underlying piece of legislation with the
one change and send it on to the Presi-
dent. Let's make this change, and let's
give American mutoal fond investors
some certainty into the future.

I yield back the balance of my time.

Mr. LEVIN. Madam Speaker, the bill
before us right now makes important
changes to the tax law rules that re-
late, as Mr. NeaL and Mr, TImERI sald,
to regulated investment companies,
more commonly known as mutual
funds. They were described BO years ago
in testimony before the Ways and
Means Committes as, “A group of

lect R
reviewed this legislation with a panel
of experts who expressed support for
the changes. Simply put, the sub-
committes held a hearing, and there
was broad support on the Democratic
side and on the Republican side for the
accomplishment that sits in front of
us.

I am pleased to support this modified
legislation, which is also revenue neu-
tral. The Ways and Means Committee
has a responsibility to review our tax
rules from time to time and to remove
the deadwood and update where nec-
essary, This bill accomplishes that to
the benefit of the investors, taxpayers,
and mutual fund companies.

I urge its adoption. I thank the chair-
man for yielding to me, and I thank
our friends on the other side for their
endorsement of this legislation as well.

Mr, TIBERT. I yield myself such time

CENERAL LEAVE as I may consume.
Mr. LEVIN. Madam Speaker, I ask Madam Speaker, as was Iust. said,
that all o bet-

have 5 legislative days to revise and ex-
tend their remarks and insert any ex-
traneons material in the CONGRES-
SIONAL RECORD.

The SPEAKER pro tempore, Is there
objection to the request of the gen-
tleman from Michigan?

There was no objection.

Mr. LEVIN. I yield such time as he
may comsume to the gentleman from
Massachusetts (Mr. NEaL), someone
who has been working on this issue
for—I dom't know how long—a long
time.

Mr. NEAL. I thank the chalrman,

Madam Speaker, this legislation has
already passed the House. It really was
& bipartisan achievement this year,
and much of the good work that went
into this legislation has been years in
coming.

More than 100 years ago, the first
mutual fund was started in Boston,
Massachusetts. Mutual fands have been
a way for the “everyman' to iovest in
the market with benefits of pooling
and diversification. Today, more than
50 million hooseholds invest through
mutaal funds with a median household

ter known as mutual funds to most
Americans and to us, are intended to
provide individual investors the ability
to invest easily and with low cost in a

small investors who have banded to-
goether for the purpose of obtaining di-
wversity and supervizion throwgh the
madiom of pooling their investments.”

While mutual funds continue to serve
this important role, the tax rules that
gEovern mutual funds have not been up-
dated in over 20 years. In June of this
year, the Select Revenue Measures
Subcommittee, chaired by Mr. NEAL,
heard testimony from a variety of lo-
dustry experts stressing the impor-
tance of modifying our Nation's tax
laws to ensure that the technical tax
roles pertaining to mutual funds would
better interact with other tax rules.

‘The Ways and Means Committee and
the Congress have an obligation to en-
sure that our tax rules keep up with
the times, 50 the bill before us wouold
update and simplify the rules that
apply r.o mutual fands to ensuu‘e !.Ile.t.
small { are not d
simply because they band their invest-
ments together through o mutoal fund
rather than fuvesting directly.

The bill enjoys strong bipartizan sup-
port. It passed the House by voice vote
earlier this year and just last week was

pool of professionally man-
aged investments, and they have
worked. In fact, according to the In-
the larg-
est trade assnl:!at-lun for mutual funds,
as Chairman NEAL sald, more than 50
million American families currently
invest in mutual funds.

Most of the current laws that mutual
funds have to deal with have not been
comprehensively updated for more
than two decades. In fact, HE. 4337
would modify and update certain tech-
nical tax rules pertaining to mutoal
funds, These changes will allow mutual
funds to better conform to and interact
with other aspscts of the Tax Code and
security laws.

As Chairman NEaL said, we had a
wonderful hearing where every single
person who testified agreed to the
changes in the underlying piece of leg-
islation. 1t was passed in this House
unanimously after that hearing this
last summer. Every witness was sup-

ded to pass the Senate by unani-
mous consent.

I want to thank all of my colleagues
on Ways and Means and all others who
joined for their contributions to ensare
that these Important changes to the
mutual fund rules can be swiftly signed
into law by the President of the United
Btates. Passage today will do jost that,
S0 I urge strong support for this meas-
ure. .

1 yield back the balance of my time.

The SPEAKER pro tempore. The
question is on the motion offered by
the gentleman from Michigan (Mr.
LEVI®) that the House suspend the
rules and concur in the Senate amend-
ment to the bill, H.R. 4337,

The gquestion was taken; and (two-
thirds being in the affirmative) the
rules were suspended and the Senate
amendment was concurred in.

A motion to reconsider was iaid on
the table.
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Selected Commodity Related Mutual Funds

Name

2011 Net Assets

PIMCO Commodity Real Return Strategy Fund
Fidelity Series Commodity Strategy Fund

Credit Suisse Commodity Return Strategy
Highbridge Dynamicc Commodities Strategy Fund
PIMCO CommoditiesPLUS Strategy Fund
Oppenheimer Commodity Strategy Total Return Fund
Russell Commodity Strategies Fund

DWS Enhanced Commodity Strategy Fund
Rydex/SGI Managed Futures Strategy Fund
Altegris Managed Futures Strategy Fund

Grant Park Managed Futures Strategy Fund
Goldman Sachs Commodity Strategy Fund

Equinox MutualHedge Frontier Legends Fund
Natixis ASG Managed Futures Strategy Fund

Eaton Vance Commodity Strategy Fund

Princeton Futures Strategy Fund

Rydex|SGI Long/Short Commodities Strategy Fund
Harbor Commodity Real Return Strategy Fund

MFS Commodity Strategy Fund

Ramius Trading Strategies Managed Futures Fund
DFA Commodity Strategy Fund

Transamerica Goldman Sachs Commeodity Strategy Fund

$22,785,400,000
$7,150,700,000
$5,407,400,000
$2,413,200,000
$1,976,900,000
$1,212,400,000
$1,146,200,000
$1,130,000,000
$1,130,000,000
$1,015,000,000
$1,000,000,000
$898,600,000
$556,600,000
$530,400,000
$508,700,000
$385,100,000
$380,400,000
$276,700,000
$249,800,000
$225,500,000
$210,200,000
$169,100,000

Altegris Macro Strategy Fund $147,400,000
Invesco Balanced-Risk Commodity Strategy Fund $145,400,000
Direxion Commodity Trends Strategy Fund $131,700,000
Jefferies Asset Management Commodity Strategy Allocation Fund $119,200,000
Credit Suisse Trust Commodity Return Strategy Fund $114,200,000
Fidelity Commodity Strategy Fund $112,000,000
ING Goldman Sachs Commodity Strategy Portfolio $102,200,000
Invesco Commodities Strategy Fund $87,000,000
LoCorr Managed Futures Strategy Fund $77,300,000
Blackrock Commeodities Strategy Fund $48,200,000
Van Eck CM Commodity Index Fund $41,200,000
Rydex Commodities Strategy Fund $24,600,000
SCA Absolute Return Fund $22,200,000
Eaton Vance Parametric Structured Commodity Strategy Fund 418,200,000
Arrow Commodity Strategy Fund %$16,800,000
Columbia Commodity Strategy Fund $8,700,000
TCW Enhanced Commodity Strategy I 4,100,000
Mosaic Managed Futures Strategy Fund $1,700,000
Total £51,980,400,000

Data source: Morningstar, Inc. and various mutual fund materials
List prepared by Permanent Subcommittee on Investigations, Nov. 2011

Permanent Subcommittee on Investigations
EXHIBIT #5a
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a managed tactical fund

the Commodity Trends Strategy Fund

A Diversified Long/Short Commedity Fund.

R RS
direxionfunds,

Think direction. Invest.

IPermineut Subeommitter on Investigations)

EXHIBIT #5b




Why commodities?

Financial professionals and their clients have found

that commodities can:

= potentially provide additional risk-adjusted retums
over time to a diversified portfolio;

* be an attractive investment option when global
demand for commodities surge;

*  offer low correlation to stocks and bonds;

= be an effective hedge against inflation; and

*  be a diversification tool with the potential to enhance
all asset allocation models.

Why consider long/short
commodities?

Mast traditional commedity funds onry provide ol
exposure to commodities. However, these long-only
commodity strategies have not proven to provide
sustainablé gains over time because:

» commodity returns are typically cyclical and sporadic,
* individual commodity sub-sectors tend to perform
dissimilarly in different market environments, and
= significant drawdowns can be damaging to portiolios

over time.

What does that mean for Investors? Long-only
exposure can tend to limit commodities’ potential to
contribute to a portfolio’s long-term performance.
For example, $1 invested in commodities in 1956 is
worth 71 cents (inflation-adjusted) today’.

The iollowin? chart illustrates the Commodity Trends
Indicator's (a longfshort index) performance results from
2004 through 2010, as compared to the performance
of two long anly commedity indices, the S&P GSCI™
(Goldman gams Commodity lndax) and the DJUBS Cl
(Dow jones UBS Commodity Index).?

As demonstrated in the table, while the long-only indexes
had periods of strong positive retumns, the long/short
index was able to maintain more favorable returns with a
lower volatility measure for the seven year period ?

*The chart is meant to demonstrate the differences between

Jong only and longishort indices and is not indicative of the
ds performance.

'Basedm data provided by the Chart Store for the Reuters/CRS

Continuous Futures Indlex for the period 1130/56 - 0121111,

2 Past performance, especially statistical information, i not

necessarily indicative of future results.

* Standard Deviation is 3 measure of the dispersion of a set of

data from its mean,

* The expected retum of that asset, Jess the rate of refum on 8

risk-free asset. mamresdmmmaredb!memkofmaresen

wihich &5 exp a5 the of returns.

¥ The greatest parcent dectine from a previous high.

stment ob;ectlve

;G ommi dity Trends Strategy Fund seeks to match the
the Comimodity Trends Indicatar (CTI@),
ith-offers pur mmodity exposure that seeks to
efitin all market conditions, through its unique long/

'atment strategy

modity Trends Indicator, the Fund invests
ty futires, positions its investments
nd component either long or shart
price trends within that component, and

od:t:.r Trends Indicator work?
d futures index that tracks both
 the commodity markets. It
ity markets {in six sectors}
g of short, based on price trends.
a/short decision involves' monitoring the price of
in relat|on fo their respactive seven-month
rice, which allows investors to benefit
d aihng commeodity prices. The exception
the. model is the Energy sector which, due to
issues, economic changes and other factors
ated to the sector, is positioned either long or

: Irvestor Institutionz
Index* Class C Shares Class
nfa 1.75/1.75 2.26R.326 1.251.25
[ DXCTX  DXSCX  DXCIX
cusie ‘Wa 254933457 254339341 25403938

| risks pf investing in the Commodity Trends
are fisks of investing in ‘commodity-linked
ing in wholly owned subsidiary,

ortfolio turnover, tax risk, risk of tracking error,
of” aggresswﬁs investment techriques, feverage
erparty risks, risk of non-

tigh, rlsks of investing in other investment
dverse market conditions, risks of
edn risk, uen\ranves risk,

of volatile d

n nsb resulf fmm focusing the Commodity Trends
dmmmmmmaspeuﬁcmdunq rry

mnnfmaybemorevdmremana fund
temmvsfmmﬁ

Fmdudmgnedmm{:’fe rfﬂ:ﬂg
. As a consequence, the
fer during conditions which are adverse to

gugg?ﬁmnm does not guaranree protection against market
Josies’ ensure a gain.
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ridex Compositions

Sector is Fla

P Eérgy00% -

P softs 14.4 %

© P Industrial Metals 16.0 %
P Grains36.8 %

Livestock 16.0-%

Precious Metals 16.8 %

v

in the Commadity Trends_Strategy Fund,
xion Fuinds, investors can take advantage
s of & diversified, open-ended’ commbod

furid—without the. inconvenience and higl
ordinarily associated with other commodity

ajof seéctors and comﬁniiem_s_t_h_at the CTI

- - Energy
*. Unleaded Gas
o # . Light Crude
"o Heafing Ol

= Nafiiral Gas

Lean Hogs
Uve Cattle .

The importance of non-correlation

Non-correlating  assets help reduce wvolatility, while
providing diversification and risk-adjusted returns for your
investors’ portfolios. Whether market volatility is high or
low, investors should consider incorporating alternative
assets that have low correlation to traditional investment
vehicles into their portfolios.

The graph {below) compares the corelation of traditional

asset classes to that of both the S&P S00@ Index and the
Direxion Commadity Trends Strategy Fund.

& Month Correlation through 123110

B Cormisten'e SAPE30 1 Carelti 1 Comrapily Trand

As you can see, the Commaodity Trends Stratagy Fund has
historically performed independently of tradiional asset
classes, such as stocks and bonds. This non-comelation
could allow portfolio volatility to be reduced when the
fund is included as part of a well balanced portfolio.

it is important to note that different time frames will result
in different correlaticns.

The Russel] indexes noted herein are trademarks of Russell
Investments and have been licensed for use by Direxion
Shares. The fund is not sponsored, endorsed, sold or promoted
by Russell Investments and Russell Investments makes no
representation rding the advisabﬁig of investing in
the fund. The 5&F inderes are trademarks of Standard ana
Foor’s, 2 division of the McGraw Hill Companies, Inc. M5O
indexes are the exclusive property of M50 and it affillates.
All rights reserved, Indexes are unmanaged and cannot be
investad in directly
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Advantages of including the Commodity Trends
Strategy Fund in your investment strategies

The Commodity Trends Strategy Fund, with its long and short exposure:

*  may provide potentially solid returns over time;

+  typically exhibits a low correlation to stocks and bonds;

= can potentially serve as an effective hedge against both inflation and
deflation;

« potentially provides additional risk-adjusted returns over time to 2 well-
balanced and diversified portfolio;

= provides investors with a means to capitafize on surges and dedlines in
commadity demand and prices;

« allows for a buy and hold strategy while simultaneously acting upon short
term market trends; and

+ may be an effective complement to other alternative investments.

Diversification does not guarantee protection against market losses or
ensure a gain.

To learn more about the Commodity Trends Strategy Fund
and therole it can play in your clients’ investment strategies,
please contact Direxion Funds at 877-437-9363 or visit us at
www.direxionfunds.com.

An investor should consider the i objectives, risks, charges,
and expenses of the Direxion funds carefully before investing. The
prospectus contains this and other information about Direxion funds.
To obtain a prospectus, please contact Direxion Funds at 800.851.0511.
The prospectus should be read carefully before Investing. Investing in
funds that invest in specific industries or geographic regions may be
more volatile than investing in broadly diversified funds.

Date of First Use: April 30, 2010,
Distributed by: Rafferty Capital Markets, LLC
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Highbridge
Dynamic Commodities Strategy Fund

“A Shares (RDSAX)
C Shares (HDCCX)

Select Shares (HDCSX)

Fund performance”
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in 1he et commadity exposure table, the fund's aet exposure.
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Highbridge Dynamic Commodities Strategy Fund : - Snares e

Select Shares (HDLSX)
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MutualHedge Frontier Legends Fund

CLASS A AND CLASS C SHARES

Annual Report
September 30, 2010

1-888-643-3431
WWWMUTIALHEDGECOM

Distributed by Northern Lights Distributors, LLC
Member FINRA

MutualHedge Frontier Legends Fund _

Annual Letter to Shareholders for the period ended September 30, 2010

MumuaiHedge Frontier Legends Fund began trading on Decamber 31, 2009 with an initial NAY of $10.00. For the period ending on Septamber 30,
2010, Class A Shares returned |.00% and Class C Shares returned 0.50%. For the same nine-month period, the CASAM CISDM CTA Asset
‘Weighted Index* (the “Managed Futures Index”) recurned 4.93% and the S&P 500 Total Rewurn Index™ returned 3.89%

Most of the Fund’s underperformance versus the Managed Futures Index came In the first quarter of 2010, the Fund's very first quarter of
operations, when the Fund was down abow |%. As discussed in our last letter, this was the period during which CTA Programs (defined below)
were brought “on line” one at 2 time and were scaled into gradually, The Fund was down 1.3% during the second quarter, but there was 3 strong

rebound In performance during the third quarter, when the Fund was up a healthy 33%. Ve discuss performance stzribudon at greater length later
in this lettar,

The Fund's investment objective and strategy is to achieve capital appreciation in both rising and falling equity markets with an annualized level of
volatiliry similar 1o the historic level of volatility experienced by the SEP 500 Index. By analyzing the interrelationships among selected programs, the
Fund seeks 1o combine them in a portiolio that offers more consistent performance potential with lower volatility than individual programs. The
Fund gains exposure 1o managed frtures programs of selected commedity trading advisors (“CTA Programs™) through its investments in trading
companies.! The Fund's allocation as of September 30, 2010 to the five currently selected CTA Programs is displayed below. These allocations will
vary over time as a function of ongoing portiolio management and as new programs are identified and added o the mix.

MutualHedge Managed Futures Exposurs as of September 30, 2010

Aflocation % (based on | Aliocation changes from

TI0NY 10:52 AT AM]
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¥ The Furd imvests m the CTA, Programs through its wheally-owned sabsidiary,

The five programs differ in tarms of primary trading characearistics, This is refiectad in their long-term historical correlations, which are generally
Fairly fow,

[Correlation Coefficient of CTA Programs January]

2005 to September 2010 Beach Canuab QM Tiverton | Winton
each Hormon, LLP 00 (] -0.04 63 73
&1 1.00 0.0% 47 .58
-0.04 05 1.00 .07 000
0.63 A7 0.07 00 42
0.73 .58 010 042 [E]

Mote that the Fund gains exposure to these CTA Programs through trading companies managed by the CTAs fisted above, The correlation
coefficients in the chart above are based upon each CTA's track record. Not all CTAs have track records for the full period of this znafysis.
Inception dates for these are: Beach Horizon: May 2005; Tiverton: April 2006; Cantab: March 2007, The track records, with the exception of Beach
Heorlzon and Cantab which use 3 model account, are the composite track records of the respective CTAs, and do not include fees and expenses
associated with an investment in the Fund Including the indirect expances of the Fund's subsidiary and the CTA Programs.

~orrelation Coefficient: The correlation coefficient, r, indicates both the strength and direction of the refationship between the independent and

spendent vartables. Values of r range from -1.0, a srong negative relationship, to +1.0, 2 strong positive relationship. VWhen r=0, there is no
relationship between the S&P 500% and the other funds it Is being compared 15,

In reviewing the Fund's performance, it is important to recognize that CTA Programs can hold long, short or neutral positions, with the potentlal to
earn profits in rising or falling markets across the six different sactors: metals, energy, agricultural, currencies, interest rates and stock Indexes,

For the 'psiud from inception through September 30, 2010, three of our five CTA Programs posted positiee returns of 9.6%, 29% and 5%,

y. while the two negatvely performing programs returned -4.1% and -5.7%. The underlying CTA Programs’ month-by-menth resuls alsa
nmmﬁwmmmehwhfemdrvrﬁummolmum there was not a single month in which ali five programs traded down,
and two months in which they afl sarned positve returns. Further, their best and worst months of performance generally did net coincide. This
pattern of monthly returns reflacs the low correlations among the programs and illustrates the potential benefits of a diversified portolie.

167E-NLD-11/12/2010

The drivers of performance also tend 1o difier across the programs. The best performing program, Winton, earned the bulk of its positve
performance from trading interest rates, currencies and metals, while experiencing smaller losses in stock indexes, energy, and agricutoerals. The
worst performing program, QIM, incurred lesses mainly in trading stock indexes, as well as in all other market sectors excepr interest rates, which
were slightly profiable. The remaining three programs were afl profimable in Interest rates and metals: Beach Horizon and Cantab had meaningful
losses in the other four sectors, white Therton's losses were smaller, On the whole, then, interest rates were the most significant positive
conmributor to Fund performance, foliowed by merls, while the losing sectors were led by stock indexes.

Other contributors to the Fund's underperformance versus the Managed Futures Index include: the fact that (i) the Fund’s Investments In the CTA
Programs do net correspond with the components and weightings of the Managed Futures Index and some ranaged futures strategies may not be
represented in the Fund, and () the timing effects of the Fund's new investments inte the trading companies may cause outperformance or
underperformance against the Managed Futures Index.

A materhal portion of the Fund is invested in securities known 2s exchange taded funds (ETF), which are designed to mimic the performance of
pecific ficed-income indices. These investments may have material effects on the Fund's overall performance. For the period from inception
through September 30, 2010, the CTA Programs out-performed the ETFs,

10372011 10:524T AM]
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Rewrns on the Fund’s mmmmhwahqmmnf&nmagmm&smd incentive fees of the trading companies. The aggregate
ghted I fee and weighted average fee of the trading companies, in which the Subsidiary invested, were 0.64% of
meu under management and 24.55% of trading profics, as of Septamber 30, 2010.

ket Commentary

In May this year, the "Rash crash™ in US. stock markets raised some seriows concerns in the minds of investors, bkt is worth noting that circuit
breakers in the S&P index futures market were triggered and succeeded in slowing down trading, demonstrating the efficacy of some of the safery
nets that have the porential to protect futires markets. The trading systems of our CTA Programs also appear to have been robust enough 1o
withstand the shock. While four of our five programs did have negative performance during May, the Fund lost only about | 5%, For comparisan,
the worst month during this year for the Managed Futures Index was January, when it fell as much as 3.0%.

1678-NLD-13,/12/2010

The global economy continued to grow during the second and third quarters, although the outlook remains weak and policymakers face several
tricky imbalances. The headline story during recent months has been the rally in bonds, catalyzed by d\eweake:nnowand expecmtions of further
quantitative easing by the U.S. Federal Reserve. Imterest rates are Hy low, espechlly in d reflecting both aggressive
monetary policy as well as weak demand for credit. As money flows out of these wum:ndlnmunu';lng economies, where interest rates are
higher, upward pressure develops on their currencles, potentally hurting exporzs. The higher razes of economic growth in these countries are also
creating Inflationary pressures, which may result in tighter monetary policies and further interventions in currency markers,

Meanwhile, the effects of the financial meltdown are still being felt mainly in developed economies as businesses and banks hoard cash and deleverage.

in the US, manufacturing continues to increase at a very slow pace. Personal income and spending have increased modestly, while consumer
confidence remains low. The housing market hat not shown significant signs of recovery. The good news is that inflation appears to be under
control, at least for the foreseeable finure. Addidonally, the oudook for emerging economies like China and Indla remains posttve, albeit tempered
by longer-term challenges and the need for structural changes.

The price of gold continues to ciimb, possibly a reflection of ks status s a perceived safe haven. Energy markets have been fairly quiet, while
agricuttural prices have displayed an upward trend, Other significant market developments have included the sovereign debe crisis in Europe, the
wkness of the U5, dollar, the strength of the Japanese yen, The high probability of gridiock in Wash after the ULS. eiections appears to have
sergized Wall Street and the equity markets. The prospeet of lower taxes, lower deficits and a lower level of effort directed towards regulatory
reform of the markets is appealing to many market participants,

Although we are pleased with the Fund's recent performance, because of the unpredicable nature in the short-term of financial markess and most
asset classes, we encourage investors to focus on holding a portiolio that conmins a mix of stocks, bonds, cash and akernative asset classes
appropriate for their long-term goals. Such a well-balinced portiolic can provide protection from volatility while also affording opportunities for
potental long-term growth, We believe that the Fund can play an impormnt part in such a portolic.

Thank you for investing in the MutualHedge Fronder Legends Fund,

1578-NLD-11/12/2010

* The CASAM CISDM CTA Asset Weighted Index reflects the doflar-weighted performance of Commodity Trading Advisors (CTAs)
reportng to the CASAM CISDM Dambase. CTAs trade a wide variety of OTC and exchange-traded forward, futures and options markess (eg.
physicals, currency, financial), based on a wide variety of rading models. In order to be Included in the Asset Weighted Index universe, 2 CTA must
have at least $500,000 under management and at least a 12-manth track record. The index goes back historically to January 1980, Source:
easambedge.com.

** The S&P 500@Total Return Index is widely regarded as the best single gauge of the US. equities market This world-renowned Index
includes 500 leading companies in leading Industries of the US, Although the S&P 500 focuses on the large cap segment of the market, with
approximately 75% coverage of LS. equities, it s ako an ideal proxy for the toml market Toml return provides investors with a price-plus-gross
cash dividend return, Gross cash dividends are applied on the ex-date of the dividend, Source: smndardandpoors.com.

1678-NLD-11/12/201C
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MutualHedge Frontier Legends Fund
PORTFOLIO REVIEW
September 30, 2010 (U

The Fend's parformance figures® for the period ending Sepramber 30, 2010, compared to i benchenarker:

inception™ -
Sepmember 30, 2010
FutialHedge Frocter Legends Fund — Cliss A 1.00%
Mumalindgs Fronter Legends Fund = Cliss A with lod 431%
MumalHedge Froager Legends Fund - Chss C 050%
CASAM CEDM CTA Asser Weightad Index 493%
S&P 500 Toml Return Index 187%

* The parformance dnia quotad here represents pamt perfernonce. The perfimmance companion inddes reimeszmen of of dvidends and capaal pars ond ha been ecfusted for the Gt A
maximem oppbceble sles chorge of S 75X Cormene performonce moy be Jower of higher then the performance dete guotsd obove, Fomt perfremance b na puoromes: of Siture ;s The
veszmers. netem pad prncipol wive of on imestmern i flscoote 5o thee ovestr’s thores, when fedesmed, moy be werth move of fois than ther aignal con. The resumms shown do not refiedt
the deduczion of taees thes o shareholder wewld poy b0 Fund duibenoms o on the redamption of Fumd thares. Ferformonc fpuree for periods prene than | year ore onnuskzed The Funds
et eerual opersung experest o 1.20% far Clom A sheves, 1¥5% for Clexz € shaves per the Jasoory 1, 2010, prospectus. For performance inforen wihe hend,
pleme coll ilfree 18885433401

The CASAM CISOM CTA Amer Winpheed indor reflem thy dofirweipheed perfarmence of Commadiy Trding Advisers (CTAS) reporting = the CRSAM CSDA Datsbare. CTA wodke & wide
woiety of OTC and exchonge-trided faneovd] fuares ond opsiors morkess feg, phyical, cumency, financal], boned o @ wide vonesy of troding madiek. In order to be indeded in the Aser
Wengtned Inder enrers, ¢ CTA mast have o feost 5500000 wrder mamapement ond o leont @ | 2-mamh trock record The inder poes back femmncnlly t joneary 1780

** bomaon dam s Deownber 11, 2008,

‘Comparison of the Change in Yalue of 2 510,008

511,500 -+
510,500 —_— $10,493
! S / —— 510388
= ey —8— 510,050
59,500
— 59,515
58,500 L L |
12/09 3/10 610 9/10
~——— NutualHedge Frontier Legends Fund Class A with load
—8— MutualHedge Frontier Legends Fund Class C
—SEPS00TR
—CASAM QIS0 CTA Asset Weighted Index
The Fund's Top Asset Clases are a3 foliows
Sectors Hof Het Assets
Exchange Traded Funds = Bonds 363%
Systermatic Trading Companie 153
Crher, Cath & Cash Equivaienss 24.5%
100.00%
MutualHedge Frontier Legends Fund
CONSOLIDATED PORTFOLIO OF INVESTMENTS
September 30, 2010
Shares Nalue

3eflaTe. i TI0NN 1052:AT AM]
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EXCHANGE TRADED FUNDS - 56.3%

210,375  iShares Barclays |-3 Year Credit Bond Fund 3 2,097,790
203,630 IShares Barchys Aggregats Bond Fund 12124,3%%
22490 iShares S&P/Citigroup |-3 Year International Treasury Bond Fund 1.365,948
BBLEI3 PowerShares YRDO Tax-Free Weekly Portolio 21058412
TOTAL EXCHANGE TRADED FUNDS
{Core 568,160,093) 58,646,549
SYSTEMATIC TRADING COMPANIES - 19.2%
8581423 Beach Horizon Trading Co. - Horizon Program, LLC * + 6,943,487
6,652,569 Canmb Trading Co. - Arismrchus Program, LLC * + 7.289,020
4,578,664 QIM Trading Co. - Global Program, LLC * + 3.880,775
1,782,534  Tiverton Trading Co. - Discretionary Program, LLC ® + 2201,537
1,727,763 WNTN Trading Co. - Diversified Program, LLC * + 3,109,507
TOTAL SYSTEMATIC TRADING COMPANIES
(Cost §19,986,110) 13404327
TOTAL INVESTMENTS - 75.5% (Cost $38,146.203) (2) s 92,050,876
OTHER ASSETS AND LIABILITIES - 24.5% 29,962,446
TOTAL NET ASSETS - 100.0% ) 3 122,013,322
) Represess cost for Ainancial reporting purposes.  Aggregata cost for federsl rx purposes b5 S83, 146,203 and differs from marke value
by net enrealized apprasiavon (depreciation) of sesurties 3 follows
Unenalized Apprecution: 3 3921918
Unreskzed Dy (17.245)
et Unreabazed Appeecistion: 3 3.904.673

*Non-income produsing imvesment.
#This ivessrent & 2 bolding of MumlHedge Fund Limited SPC.

Sec accompanying notes 1o financial satements.

MutualHedge Frontier Legends Fund
CONSOLIDATED STATEMENT OF ASSETS AND LIABILITIES

September 30, 2010

ASSETS
Imveszment securities:
At cost
At value
Cash
Receivable for Fund shares sold
Dividends and interest receivable
Prepaid expenses and other assets
TOTAL ASSETS

LIABILITIES
Imvestment advisory fees payable
Distribution {12b-1) fees payable
Fees payable to other affilates
Payable for Fund shares repurchased
Accrued expenses and other labifites
TOTAL LIABILITIES
NET ASSETS

Composition of Net Assets:
Paid in capital [$0 par value, unfimited shares authorized]
et unrealized appreciation of investments

NET ASSETS

HNet Asset Value Per Share:
Class A Shares:
Nert Asses

5 88,146,203
H ¥2050876
29,177,552
1,019,195

6,020

269

122,253,922

113,309
26,788
18716

1850
79,937
240,600

$ 122,013,322

$ 118,108,649
3,904.673

—5_moian

5 113,177,204

344ETS0BE 282706 M Te
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Shares of beneficial Interest outstanding

11,203,024
Nezt asset value (Net Assers + Shares Outstanding), offering price
and redemption price per share (a)(b) $ 10,10
Maximum offering price per share
{net asset value plus maximum sales charge of 5.75%) (g $ 10.72
Class C Shares:
Net Assets H B,B36,118
Shares of beneficial interest oustanding B79,246
Net asset value (Net Assets + Shares Outstanding), offering price
and redemption price per share (b) § 10.05
(a) For cermin purchases of | miflion or more, ¥ 1% continpent deferred sales charge may apply 12 redemptions made within
Twelve months of purchase.
(b} Redempaions made within 30 days of purchase may be assessed 3 redemption fee of 100X
f6)  Oninverements of $25.000 or more, the ofiering price it reduced.
See accompanying notes oo Brancial sttements.
MutualHedge Frontier Legends Fund
CONSOLIDATED STATEMENT OF OPERATIONS
For the Period Ended September 30, 2010(a)
INVESTMENT INCOME
Dividends H 207,150
interest 20,587
TOTAL INYESTMENT INCOME 227737
EXPENSES
Investment advisory fees 388406
Professional fees 102903
Distribution (12b-1) fees:
Class & 53861
Class C 13,030
Transfer agent fees 44,112
Administrative services fees 40517
Accounting services fees 2171
Registration fees 12488
Comphiance officer fees 9,853
Printing and postage expenses 9,853
Custodian fees 8,129
Trustees fees and expenses 5941
Insurance expense 464
Other expenses i
TOTAL EXPENSES 715,700
Less: Fees waived by the Advisor (206,650)
NET EXPENSES 505,050
NET INVESTMENT LOSS (281.313)
REALIZED AND UNREALIZED GAIN ON INVESTMENTS
Met realized gain from security ransactions 1,442
Net change in unrealized appreciation {depreciation) of investments 3,904,673
NET REALIZED AND UNREALIZED GAIN ON INVESTMENTS 3,506,115
NET INCREASE IN NET ASSETS RESULTING FROM OPERATIONS 5 3,624,802

{2} The MutsalHedge Frontier Legends Fund commanced operstions on Decemiber 31, 2009

See accompanying notes to financial smrements,

IZT2011 305247 AM]
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MutualHedge Frontier Legends Fund

CONSOLIDATED STATEMENT OF CHANGES IN NET ASSETS

FROM OPERATIONS

Met investment loss

et realized gain from security transactions

INet change in unrealized appreciation {depreciation) of imvestments
Met increase in net assets resulting from operations

FROM SHARES OF BENEFICIAL INTEREST
Proceeds from shares seid:
Class A
Class C
Redempuion fee proceeds:
Class A
Class C
FPayments for shares redeemad:
Class A
Clas C
Met increase in net assets from shares of beneficial interest

TOTAL INCREASE IN NET ASSETS

NET ASSETS
Beginning of Period
End of Period

SHARE ACTIVITY
Class A:
Shares Seld
Shares Redeemed

Met increase in shares of benefichal interest outstanding

Class C:
Shares Sold
Shares Redeemed
Met increase in shares of beneficial intarest outstanding

{ah The Mhamaltedpe Frontier Lepends Fund commenced operations on December 31, 2009,

See accompanying notes to financial yatements,

MutualHedge Frontier Legends Fund

For the
Period Ended
September 30,

2010 ()

s i3
1,442

3,904,673
3,514,802

114,100,529
8,588,156

1434
9

(4,287.819)
13,871
118,388,520

122,013,322

$ 122,013,322

11,638,891
435,86
11,203,024

550,644

(1,398}
E79.246

CONSOLIDATED FINANCIAL HIGHLIGHTS
Per Share Dam and Ratios for a Share of Beneficial interest Outstanding Throughout the Period

Net azset value, beginning of period

Activity from Ewvestmont operatons:

Class A Class C

Period Ended Paricd Ended
September 10, Septemnber 30,

2010 (1) 2010 (1)

3 10.00 3

10.00

2730 inal[ 10272011 10:52:47 AMY



111

GAR Flling Decuments for (000910472 10-001203

et inveszment loss (2) 0om (.14}

et reabized ased unrealzed

Al on investments oy 018

Touml from investment operatans 0.10 0.03
Net asset value, wad of period 3 10,10 5 1005
Tora! rewm (38 Loo% 0.50%
Nez atzers, at end of period (00405) 3 N7 3 BE36
Patio of grots expenzes to average

fet asets (4)(5)(6) 198% 59T%
Ratio of net expenses w average

net mse (346} 120% 195%
Ratio of net investment ooy

o average net aztens (ST nawx {1.597%
Pordoba Tumaver Rate (8] o o

{1} The MutsalHedge Frontier Legends Fund's Class A and Class C shures commenced operations December 31, 2007,
(T Per share amounts miculitsd wsing the averype shanes methad, which mare appropristely presenss the per share di for the periad.
(3 Toml rewurns shows excode the effect of appboable sales charpes and redemgzion fees.
{4} Represents the ratio of exoenses 1o average net asters absent fine waivers andior expense reimbursements by the Advisar.
{5 Anmualized for periods less than ane full year,
{6} Dioes ror incheds tve expenaes of other invesoman: companies in which the Fund imvems,
{7 Recogrition of net investment income by the Fund & affected by the timing of the declration of dnidends by the
undartying ivestment companies in which the Fund invests,
{B) Mot anmualzed

See sccompanyiag noses to finaacial catements.

MutualHedge Frontier Legends Fund

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
September 30,2010

I. ORGANIZATION

The MutualHedge Frontier Legends Fund (the “Fund”) is 2 non-diversified series of shares of beneficial interest of Northern Lights
Fund Trust (the “Trust”). a smmtory trust organized under the laws of the State of Delaware on January 19, 2005, and is registered
under the Investment Company Act of 1940, 25 amended (the "1940 Act™), as an open-end 14 i pany. The
Fund currendy offers two distinct share classes; Class A and Class C shares. The Fund seeks to achieve capital appreciation in both
rising and flling (bull and bear) equity markets with an annual volatility that is generally lower than the volatilicy experienced by the
SEP 500 Index. The investment objective of the Fund is non-fundamentl and may be changed without shareholder approval,

The Fund currently offers Class A and Class C shares.  Class C shares are offered at necasser value.  Class A shares are offered at
net asset value plus a maximum sales charge of 5.75%.  Each class represents an interest in the same assets of the Fund and classes are
identical except for difierences in their sales charge structures and ongoing service and distribution charges. Al classes of shares have
equal voting privileges except that each chass has exclusive voting rights with respect to i service andlor distribution plans. The
Funds income, expenses (other than class specific distribution fees) and realized and unreafized gains and losses are allocated
proportionately each day based upon the relative net assets of each class.

2. SIGNIFICANT ACCOUNTING POLICIES

The following i a summary of significant accounting policies followed by the Fund in preparation of s consolidated financial
statements, The policies are in conformity with accounting principles generally accepted in the United Smtes of Americ (“GAAF).

The preparation of the « dated financial requires o make est and prions that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and [iabilities at the date of the consolidated financial
satements and the reported of Income and for the period. Actual results could differ from those estimates,

Security Valuation - Securties, including exchange traded funds, listed on an exchange are valued at the last reported sale price at
the dose of the regular trading session of the exchange on the business day the value is being determined, or in the case of securhies
listed on NASDAQ at the NASDAQ Official Closing Price ("NOCP"). In the absence of a sale such securities shall be valued at the
fast bid price on the day of valuation.  market quotations are not readily available or if the Advisor befieves the market quotations

102772011 10:52:47 AM]
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are not reflective of market value, securities will be valued at their fair market value as determined In good faith by the Trust's Fair
Value Committee and in accordance with the Trust's Portfolio Securities Valuation Procedures (the “Procedures”). The Board of
Trustees (the “Board”) will review the fair valus methed in use for securities requiring a fair market vaiue determination at least
quarterty, The Procedures consider, among others, the foliowing factors w determine a security’s fair value: the nann: and pricing
history (if any} of the security; whether any dealer quotations for the security are and possible valuat gles that
could be used to determine the fair value of the security. | in Sy Trading C ies are valued at a fair value
based on the net asset value a5 reported by underfying trading companies.  Short-term debt obligations having 60 days or less
remaining unt maturity, at tme of purchase, are valued at amortized cost. Investments in open-end investment companies are valued
at net asset value,

MutualHedge Frontier Legends Fund
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
September 30, 2010

The Fund wiilzes various methods to measure the fair value of most of is investments on a recurring basis. GAAP estblishes a
hierarchy that prioritizes inputs to valuaton methods. The three levels of input are:

Level | = Unadjusted quotad prices in active markets for identical assets and liabilities that the Fund has the ability to access.

Leve! 2 - Observable inputs other than quoted prices included in Level | that are observable for the asset or liabllity, either directly or
indirectly. These inputs may include quoted prices for the identical instrument in an inactive market, prices for similar insoruments,
interest rates, prepayment speeds, credit risk, yield curves, default rates and similar data.

Level 3 — Unobservable inputs for the asset or fiability, to the extent relevant observable inputs are not available, representing the
Fund's own jons about the P a market participant would use in valuing the asset or lability, and would be based on

the bast information available.

The availability of cbservable inputs can vary from security to security and is affected by a wide variery of facvors, including, for
example, the type of security, whether the security is new and not yet established in the marketplace, the liquidity of markets, and
other characteristics particular to the security. To the extent that valuation is based on medels or inputs that are less observabie or
unobservable in the marker, the determination of fair value requires more judgment. Accordingly, the degree of judgment exercised in
determining fair value is greatest for instruments categorized in Level 3,

The inputs wsed 1o measure fair value may fall into different levels of the fair value hierarchy. in such cases, for disclosure purposes,
the level in the fair value hisrarchy within which the fair value measurement falls in i entirety, is determined based on the lowest level
input that is significant to the fair value measurement in its entirety.

The inputs or methedology used for valuing securities are not necessarily an Indication of the risk assoclated with investing in these
securities. The following mbles summarize the inputs used as of September 30, 2010 for the Fund's assets and fiabifites measured at
fair value:

MutualHedge Frontier Legends Fund
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
September 30, 2010

Anen Level | Level 2 Level 3 Toml
Traded Funds 5 GBLEA4ES547 5- 3- 3 MHD!
tie Trading Companies - 213,404,327 - 3 13404327
Toul 3 BALHE549 3 20404377 5- 3§ YLUSD.8TE

The Fund did not hold any Level 3 securities during the period.

MutualHedge Fund Limited SPC (MFL-SPC) - The ¢ lidated financial of the Fund include MFL-SPC, a wholly-
owned and controfled subsidiary. All inter-company aceounts and transactions have been eliminated In consolidation.

The Fund may invest up to 25% of its total assets In a segregated portiolic company (“SPC), which acts as an investment vehicle in
order to effect certin investments consistent with the Fund's investment objectives and policies.

HFI. SPC invests in the global derivatives markets through the use of one or more propriesary global macro mading programs (“global

cro programs"), which are cften labeled "managed futures” programs, Global macro programs amempt to earn profits in a variety
ad' markets by employing long and short trading algorithms applied to futures, options, forward contracts, and other derivative
instruments. It is anticipated that the global macro programs used by MFL-SPC will be tied to a varlery of global markets for
currencies, interest rates, stock market indices, energy resources, metals and agricultural products. MFL-SPC's investment in 2 globa!

1027201 10:52:47 AM)



113

3GAR Filing Decuments for 00009104721 0-001253

bp gl - < " o4

macre program may be through investment in one or more unaffiliated private vehicles or unaffiliated dity pools
(“unaffiliated trading companies”) advised by one or more commodity trading advisors or "CTAs" registered with the US.
Commodity Futures Trading Commission, The Fund or MFL-5PC do not consclidate the assets, liabilitias, capizl or operations of the
trading companies into their financial statements, Rather, the unaffifiated trading companies are separately presented as an investment

in the Fund's i portolio of | |I\COM plns and unresfized appreciation or depreciation on the investments in
the trading companies are recorded in the Fund's of assets and lizbilities and the Fund's consolidated statement
of operations,

In accordance with its investment objectives and through its exp to the af joned global macro programs, the Fund may

have increased or decreased exposure to one or more of the following risk factors defined below:

Commoday Risk. Commodity risk relates to the change in value of commedities or commodity indexes as they refate to increases or
decreases in the jities market. C dities are physical assets that have mngible properties, Examples of these types of
assets are crude oil, heating oil, metals, livestock, and agricultural products,

Credit Risk. Credit risk relates to the ability of the issuer to meet interest and principal payments, or both, as they come due. In
general, lower-grade, higher-yield bonds are subject to eredit risk to a greater extent than lower-yield, higher-quality bonds.

Equity Risk. Equity risk refates to the change in value of equity securities as they relate to increases or decreases in the general marker

MutualHedge Frentier Legends Fund

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
September 30, 2010

Foreygm Exchange Rate Risk. Foreign exchange rate risk relates to the change in the US. dollar value of a security held that s
denominated in a foreign currency. The US. dollar value of 2 forelgn currency denominated security will decrease as the dollar
appreciates against the currency, while the US, doltar value will increase as the doltar depreciates against the currency,

Interest Rote Risk. Interest rate risk refers to the in vaiue of fced-§ securities resulting from the inverse relationship
between price and yield. For example, an increase in general interest rates will tend to reduce the market value of already issued
fixed-income investments, and a dedline in general interest rates will tend to increase their value. in addition, debr securities with
longer

maturities, which tend to have higher yields, are subject to potentially greater fluctuations in value from changes in interast rares than
obligations with shorter maturities,

Volatiity Risk. Volatlity risk refers to the magnitude of the movement, but not the direction of the movement. in a financial
instrument’s price over a defined time period. Large increases or decreases in a financial instrument’s price over a refative time period
typically indicate greater volatility risk, while small increases or decreases in its price typically indicate lower voladliy risk:

Piease refer to the Fund's prospectus for a full listing of risks associated with these investments.

A summary of the Fund's investments in the MFL-SPC is as follows:

MutualHedge Fund Limited SPC {MFL-5PC) * _|
September 30, 2010
Fair Value of ic Trading Ci 5 23,404,327
Other Assets 5 49,955
Total Net Assets [

Percentage of the Fund's Total Net Assets

* MFL-SPC commenced operations on January 12, 2010

For tax purposes, MFL-S5PC s an 4 Cayman ¥ MFL-SPC has received an undertaking from the
Government of the Cayman Istands cx.empunc it from all local income, profits and capital gains xes. No such mxes are levied in the
Cayman lslands at the present dme. For US, income tax purposes, MFL-SPC is a Controlled Foreign Corporation and as such is not
subject to US. income tax. However, 25 a wholly-owned Controlled Forelgn Corporation, MFL-5PC's net income and capitl jin, to
the extent of is earnings and profits, will be included each year in the Fund's investment company somble income.

Security Transactions and Related Income ~ Security transactions are accounted for on trade date basis. Interest income is
recognized on an accrual basis. Discounts are accreted and premiums are amortized on securities purchased over the lives of the
respective securites. Dividend income is recorded on the ex-dividend date. Realized gins or losses from sales of securities are
determined by comparing the identified cost of the security lot sold with the net sales proceeds.
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MutualHedge Frontier Legends Fund

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
Septemnber 30, 2010

Dividends and Distributions to Sharaholders - Dividends from net investment income,  any, are declared and paid at least
annualty. Disributable net realized capical gains, # any, are declared and distributed annually. Dividends from net investment income
and distributions from net realized gains are determined in accordance with federal income tax regulations, which may differ from
GAAP. These “bookfmx™ differences are considered either temporary (Le., deferred losses, capinl loss carry forwards) or permanent
in maure. To the extent these differences are permanent in nature, such amounts are reciassified within the composition of net assets
based on their federal tax-besis treatment; temporary differences do not require reclassification,  Dividends and distributions to
shareholders are recorded on ex-dividend date.

Cash and Cash Equivalents = Cash and cash equivalents include cash and overnight investments in interest-bearing demand
deposits with a financial instition with maturities of three months or less, The Fund maintins deposits with a high quality financial
instituion in an amount that is in excess of federally insured imics.

Federal Income Taxes - The Fund intends to continue to comply with the requirements of the Internal Revenue Code applicable
o regulated investment companies and to distribute all of its taxable income to its shareholders, Therefore, no provision for Federal
income tax is required, The Fund recognizes the tax benefits of uncertin @x positions only where the position is “more likely than
not” to be sustained assuming examination by tax auchorities. The Fund identifies its major tax jurisdictions as U5, Federal, Nebraska
and foreign jurisdictions where the Fund makes significant investments: however the Fund is not aware of any wx positions for which
it is reasonably possible that the toml amounts of unrecognized tx benefits will change materially in the next twelve months.

Indemnification - The Trust indemnifies its officers and trustees for cermin liabilites that may arise from the performance of their
duties o the Trust  Additionally, in the normal course of business, the Fund enters into contracts that contin a variety of
represenmtions and warranties and which provide general ind jes. The Fund's b p under these arrangt is
unknown, as this would invelve future claims that may be made against the Fund that have not yet occurred. However, based on
experience, the risk of lozs due to these warranties and indemnities appears to be remote.

3. INVESTHMENT TRANSACTIONS

For the period ended Septamber 30, 2010, cost of purchases and proceeds from sales of portdfolio securities, other than short-term
investments and US. Government securities, amounted to 588,146,203 and 30, respectively.

4. INVESTMENT ADVISORY AGREEMENT AND TRANSACTIONS WITH AFFILIATES

The business activities of the Fund are overseen by the Baard, which is responsible for the overall management of the Fund. Equinox
Fund Management, LLC serves as the Fund's Investment Advisor (the “Advisor”). The Fund has employed Gemini Fund Services, LLC
({"GF5") 1o provide administration, fund accounting, and transfer agent services, A Trustee and cerwin officers of the Fund are also
officers of GFS, and are not paid any fees directly by the Fund for serving in such capacities.

MutualHedge Frontier Legends Fund
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
Septernber 30, 2010

Pursuant to an Advisory Agreement with the Fund, the Advisor, under the oversight of the Board, directs the dally operations of the
Fund and supervises the performance of administrative and professional services provided by others. As compensation for its services
and the related expenses borne by the Advisor, the Fund pays the Adyisor a management fee, computed and accrued daily and paid
monthly, at an annual rate of 1.70% of the Fund’s average dally net assets.

Pursuant o a written contract (the “Waiver Agreement”), the Advisor has agreed, at least until January 31, 2012, to waive a portion
of ts advisory fee and hes agreed to reimburse the Fund for other expenses to the extent necessary so that the total expenses
incurred by the Fund (excluding front-end or contingent deferred loads, brokerage fees and commissions, acquired fund fees and
expenses, borrowing costs such as interest and dividend expenses on securities sold short, or exeraordinary expenses, such as
fitigation, not incurred in the ordinary course of the Fund's business) do not exceed 2.20% and 295% per annum of the Fund's average

daily net assets for Class A and Class C shares, respectively.  For the period ended September 30, 2010, the Advisor waived fees in
the amount of $206,650.

i the Advisor waives any fee or reimburses any expense pursuant to the Waiver Agreement, and the Fund's Operating Expenses are
subsequentdy less than 220% and 295% of average daily net assers atributable to Class A and Class C shares, respectively, the
Advisor shall be entitled 1 reimbursement by the Fund for such waived fees or reimbursed expenses provided that such
reimbursement does not cause the Fund's expenses 1o exceed 220% and 2.95% of average daily net assews for each share class, i
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Fund Operating Expenses atwibumable o Class A and Class C shares subsequendy excaed 2.20% and 2.95%, respectively per annum of
the average daily net assets, the reimbursements shali be suspended.

The Advisor may seek reimbursement only for expenses waived or paid by it during the three fiscal years prior w@ such
reimbursement: provided, however, that such expenses may only be reimbursed to the extent they were waived or paid after the
date of the Waiver Agreement (or any similar agreement). The Board may terminate this expensa reimbursement arrangement at any
time.

As of Septamber 30, 2010, the Advisor has $206,650 of waived expenses that may be recovered no later than September 30, 2013,

The Board has adopted a Distribuzion Plan and Agreement (the “Plan”) pursuant to Rule 12b-1 under the 1940 Act The Plan
provides that a monthly service andlor distribution fee is calculated by the Fund at an annual rate of 0.25% of the average dally net
assets attributable to the Class A shares and 1.00% of the average daily net assess auributable o Class C shares and b paid to
Mortharn Lights Distributors, LLC (the “Distributor™), to provide comp jon for ongoing distr fated activities or services

andfor maintenance of the Fund's sharsholder accounts, not otherwise required to be provided by the Advisor, The Planisa
compensation plan, which means that compensaton is provided regardiess of |2b-| expenses incurred.

MutualHedge Frontier Legends Fund
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
September 30, 2010

The Distributor acts as the Fund's principal underwriter in 2 continuous public offering of the Fund's Class A and Class C shares. The
Distributor is an affillate of GFS. For the period ended Seprember 30, 2010, cthe Distributor received $433.575 in underwriting
commissions for sales of Class A shares. of which $61.78% was remined by the principal underwriter or other affiliated broker-
dealers,

The Fund pays Its pro rata share of a total fee of $12.500 per quarter for the Northern Lights Fund Trust to each Trustes who is not
affiliated with the Trust or Advisor. The Fund pays the chairperson of the audit commirtee its pro rata share of an additional $2.500
per quarter,  The “interested persons” who serve as Trustees of the Trust receive no compensation for their services as Trustess,
None of the executive officers receive compensation from the Trust

Pursuant to separate servicing agr GFsise d for providing administration, fund accounting ond transfer agency services
to the Fund as foliows:

Adminigtration. The Fund pays GFS an asset-based fee in decreasing amounts as Fund assets reach certain breakpoints. The Fund is
subject to a mintmumn annual fee. The Fund also pays GFS for any out-of-pocket expenses.  Fess are billed monthly as follows:

The greater of

A minimum annual fee of $40,000 per annum or

- 10 basis points o 0.10% per annum on the first $100 million in net assets
- 6 basis points or 0.06% per annum on the next §150 million in net assets
- 5 basis points or 0.05% per annum on net assets greater than $250 million

Fbund Accouming. Towl charges for Fund Accounting services include asset-based fees and out-of-pocket Fees are cal
based upon the average net assets of the Fund for the previous month. The Fund pays GFS a hau annual fee of 524,000 plus $6,000

for each additional share class above one plus 3 basis point fee in decreasing amounts as Fund assets reach cermin breakpaints, as
follows:

- 2 basis points or 0.02% on net assers of $25 million to $100 million
- | basis point or 0.01% on net assets greater than $100 million

Iransfer Agency. For the services randered by GFS in its capacity as mansfer agent. the Fund pays GFS transfer agent fees, out-of-
pocket expenses, activity charges, and special report charges. The fees are billed monthly as follows:

- The greater of the annual minimum or per account charges. The annual minimum is $15,000 per class and the per account charge
is $14.00 for open accounts and $2.00 for dlosed accounts.

In additon, certain affiiates of GFS provide anciffary services to the Fund(s) as follows:

MutualHedge Frontier Legends Fund

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS {Continued)
Septernber 30, 2010
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NLCS, an affiliate of GFS, provides a Chiel Compliance Officer (“CCO") to the Trust, as well as related compliance services, pursuant
o 3 consulting agreement between NLCS and the Trust Under the terms of such agreement, NLCS receives from the Fund an annual
fee. payable quarterly, and is reimbursed for out-of-pocket expenses. For the period ended September 30, 2010, the Fund incurred
expenses of $9.853 for compliance sarvices pursiamt to the Trst's Agreement with NLCS. Such fees are included in the line kem
marked “Compliance Officer Fees™ on the Satement of Operations in this shareholder report.

GemCom., an affiliate of GFS, provides EDGAR conversion and filing services as well as print management services for the Fund on an
ad-hoc basis. For EDGAR services, GemCom charges 2 per-page conversion fee and a flat filing fee.  For the period ended
September 30, 2010, GemCom collected amounts wlallng 51914 for EDGAR and printing services performed.  Such fees are
included in the kne ltem marked “Printing and Posnce " on the § of Op in this report

5. TAX COMPONENTS OF CAPITAL

As of Sep 30, 2010, the 0 of lated earnings/(; t) ona tax basis were as follows:

Eainy

Permanant book and mx differences primarily accribumble to net operating losses, @x weatment of short-term capital gains and
adjustments resulting from the Fund’s investment in 2 controlied foreign corporation, rmﬂned in reclassification for the Fund for the
period ended September 30, 2010 was follows: a decrease in paid In capimal of $279.871;2 4 In net i foss
of $281,313; and 2 decrease in accumulated net realized gain from security transactions of §1,442. :

6. NEW ACCOUNTING PRONOUNCEMENT

In January 2010, the Financial Accountng Smndards Board ("FASBT) issued Accounting S\:ndard: Updar.e ("ASU™) No. 2010-06

“Improving Distlozures abowt Fair Value Measuremens.” ASU Mo, 2010.06 amends FASE A dards Codifi Topic

B20, Fair Value Measurements and Disclosures, o require additional disdicsures regarding fair \n}u: measurements. Certain

disclosures required by ASU Mo, 2010-06 are effective for interim and annual periods beginning after December |5, 2009, and other

mqmrad disclosures are eﬁecuve for fiscal years beginning after December 15, 2010, and for interim perinds within those fiseal years.
B is currenty evaluating the impact ASU Nao. 2010-06 will have on the Fund's financial satement disclosures.

MutualHedge Frontier Legends Fund
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
September 30, 2010

7. SUBSEQUENT EVENTS

The Fund is required to recognize in the finencial satemens the effects of all subsequent events that provide additional evidence
about conditions that existed at the date of the Statement of Assets and Liabilities. For non-recognized subsequent events that must
be disclosed to keep the financial statements fram being misleading, the Fund i required to disciose the nature of the event as well as
an estimate of its financial effect, or a statement that such an sum:u cannot be made.  In addidon, the Fund is required to disclose
the date through which subsequent events have been eval M has evaluated subseq events through the issuance
of these financial statements and has noted no such events,

Report of Independent Registered Public Accounting Firm

To the Board of Trustees of Northern Lights Fund Trust
and the Shareholders of MutualHedge Frontier Legends Fund

We have audited the panying i of assews and liabilives of HumajHeﬂge Frontier Legends Fund (Fund), including the

. portiolio of as of 30, 2010. and the related c lid of changes in net assets and
nancial highlights for the period from December 31, 2009 (commencement of operations) through Sept.embar 30, 2010, These consolidatac
financial and slidated financial highlights are the responsibility of the Fund's management. Our responsibility is to express an oplnion
on these lidated financial and ¢ dated financial highlig < based on our audit.
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We d our audit in with the sandards of the Public Company Accounting Oversight Board {United Soates). Those !mdzrd:
require that we plan and perform the audit to obtain reasonable assurance about whether the i financial and ¢ i
financial highlights are free of material misstatement. An audit includes sxamining, on a test basis, evidence supporting the amounts and disclosures in
didated financial O pi = included ufmcwned:sof ber 30, 2010, by © d with
custodian. An avdit also includes :ssuﬂng the accounting principles used and si made by as well as evaluating the
overall financial smrtament presenmton. YWe believe that our audit provides a reasanable basis for our opinion,

In our opinion, the lidated financial and ¢ lidated financial highlights referred to above present fairly, in all material respects, the
financial position of the Fund as of September 30, 2010, the resuls of its operations, changes in its net assess and the financial highlights for the

period from December 31, 2009 (commencemant of operations) through September 20, 2010, In conformity with accounting principles generally
accepted in the United States of America.

Is! McGladrey & Pullen, LLP

Denver, Colorado
MNovember 30, 2010

MutualHedge Frontier Legends Fund

EXPENSE EXAMPLES
Sep ber 30, 2010 (Unaudited)

As 3 shareholder of the MutualHedpe Frontier Legends Fund, you incer owo frpes of cosme (1] cansation corms, inchuding males charges (loads) on purchases of
Class & shares: (2) ongoing coss, incuding manapement fees; distribution andior service (12b- 1) fees: ard Dther Fund expanses This sample it intended 1 help
you undersmnd your cogoing cosw (in dollars) of investng in the MimalHsdge Fronter Legends Fund and w compure these tosm with the ongoing coms of
Iveesting i other manual funds,

The wamgle is based on an investment of $1.000 iwested at the bepinning of the period and held for the entre period from Apeil |, 2000 through September
30, 2000

Actual Expenses

The “Armal Expenses” Une In the mble below provides information about scvual account values and aal expesses  You may use the information below,
together with the moent you invesmed to ertimate the expentes that you paid over the period. Sply dhvide your accoumt vakue by $1.000 lor sample. an
58,600 scoount vakse divided by $1,000 = 8.6). thes multiply te resul by the homber in the tible under the heading entided "Expentes Paid During Period” m
estimats the Expenies you pakd of your sccount during thes perind.

Hypothetical Example for Comparison Purposes

The fine i the mble balow provides infarmation aboat hypothetical account vabuss and hypothetical experses based on the MumaliHedpe Fronter
Lwdchmd‘l wenal expense ratio and an rumed rate of rem of 5% per year before expensas, which is not the Funds acmal retum. The hypothesical
attount values and experdes may oot be used 1o extimate the sctual ending sccount balances or expenses you paid for the perod. You may use this information
te compare this 5% hypothetical example with the 5% hypothetital exampies thit appear i the shareholder reports of other hunds

Piease note that the expenses shown in the tible are meant to highlight your sepoing costs oaly and do not refiect any ranmctonal comx. such o mles charges
(oadsh or redemption feex. Therefore, the tble i useful in comparing ongoing costs only, and will not help you determine the relatve ol costs of owmng
dfiereat funds. In addaion, i thess transactional coss were inchaded, your cotts would have besn higher.

Beginning Ending Expanses Paid Expere Rato
Accours Valve  Accoust Valoe Dharing Period Druring, Peri
Acnal 310 419710 = WION0 A0 - 3310
Chass & D S+ 130%
Chans C Leis2e 1490 195
Begianing Ending Expenses Paid Experse Ratio
Hypothesical Accourt Yalee  Account Yalee  During Feriod During Period™
{5% return belore expenses) AN S0 1110 ~ W0 A0 = WEO0
Class A §1,000.00 S1E1404 S IR 0%
Chn C 1.000.00 1ei0.28 1487 155

“Exensas are a0l 1 the averipe ScCou vale over e paried, mutisled by the Funels anenabend expanse Ficic, multiphed by S rsber o days in the pericd (181} devided by the mumber
of days in the beeal year (365},
~Anmealoed.

MutualHedge Frontier Legends Fund
SUPPLEMENTAL INFORMATION (Continued)
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NYSE Ticker Symbols
Clas A QRAAX
Ciass B QRABX
ClassC  QRACX

fwww.oppe . nd/fjnv modityStrategyToralRerurnfund. You can
fhif infofrmation at i £0st by calling 1.800.225.5677 or by sénding an email regqiiest tor info@oppenheimerfinds.com. -
The Fund’s prospectus and Statement of Additional informacion {"SAI7), both daced March 30, 2011, and pages 7 chrough 78 of is
most recent Annual Report, dated December 31, 2010, are incorporated by reference into this Summary Prospectus. You can access
the Fund's prospectus and SAI at hupsy fwww.oppenheimerfundscom/fund/finvestorsfoverviewf _
CommodityStrategyTomiRecumFund. The Fund's prospectus is also available from financial intermediaries who are authaorized to sell
Fund shares.

Investment Objective. The Fund seeks toml retum,

Fees and Expenses of the Fund. This table describes the fees and expenses that you may pay if you buy and hold or radeem shares of
the Fund. You may qualify for sales charge discounts if you (or you and your spouse) invest, or agree to invest in the future, at least 525,000
in cerzin funds in the Oppenheimer family of funds More information about these and other discounts & available from your financial
professional and in the section "About Your Account” beginning on page 14 of the prospectus and in the sections "How to Buy Shares”
beginning on page 64 and "Appendix A” in the Fund's Statement of Additional Information.

reholder Fees (feks paid direcdy, f&in yout investment)

Class A ClassB  ClaisC: ClassN . ClassY
| S7A% . Mope  Name: . Mohe. | Node

i Sales Chirge (Load) imipdied on purchiases [a¢ % oF STSARE
Diferred Sales Charg (Lcad) (= % of the & Gt 5 :
i proceeds)., " T, . L Chone . o S%. . 3%... 1% None

e value OF your investment) .

. Class A ClaisB | ClassC  ClassN  Class Y.
% 1A% 1D4% - L4% 1D4%
TOM% 100% . 050%  Mone

Management Fees 6f the Find and Subsidiary’
Disoibliion and/or Service (125-1) Fres ™

026%
000%
0.26% -
D05% |
RN
! %). . (061%) . (027%)
3 146% T WEw. a3 s 1w
nit fees paid o the Manager by the Fund and the Subsidiary during

u:re-_:l_:ﬁ-.l-r_\d Fees and Expenses, ~
pial Fund Opersting Expenses

2l Arinual Fund Opersting Expenses After Fee Waiverand E_xbe'pse_i;ambur_s-
1. "Management Fees of the Fund and Subsidiary” reflects the gross managem
the Fund's most recent fiscal year.

2 The Manager has contractually agreed to waive the manzagement fee it receives from the Fund in an amount equal to the management fee paid
o the Manager by the Subsidiary. This waiver will continue in effect for so long as the Fund invests in the Subsidiary, and may not be terminated
by the Manager unless termination is approved by the Fund's Board of Trustees. The Fund's investrnent adviser has velunmnily agreed w waive
fees and/or reimburse Fund expenses in an amount equal to the indirect management fees incurred through the Fund's imvestment in
Opperheimer Institutional Money Market Fund. The Fund's tansfer agent has voluntarily agreed to limi is Fres For 2l clases 1o 035% of average
annuzl net assen per clase These expense limitrtions may be amended or withdrawn no earlier than one year from the date of this prospecrus.

Example. The following Example is intended 1o help you compare the cost of investing in the Fund with the cost of investing in other
micual funds The Bample assumes that you invest $10,000 in 2 class of shares of the Fund for the time periods indicared. The Bample
also assumes that your investment has a 5% requm each year and that the Fund's operating expenses rermain the same. Although your
actual costs may be higher or lower, based on these assumprions your expenses would be as follows

ng "

OppenheimerFunds’
s The Right Way to Invest
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Portfolio Turnover. The Fund pays transaction costs, such as commissions, when it buys and sells securities {or "rums over” its
portfolio). A higher portfolio rumover rate may indicate higher tansaction costs and may result in higher taxes when Fund shares are heid
in a able account These cost, which are not reflected in the annual fund operating expenses or in the example, affect the Fund's
performance During the most recent fiscal year, the Fund's portfolio tumover rate was 38% of the average value of its portfolio.

Principal Investment Strategies. The Fund mainly invests in a combination of commodicy-finked derivatives, corporate and
governmenal fixed-income securities and certzin other types of derivative investrments.
= G

ity-Linked Derivatives, A derivative is an i whose value depends on (or is derived from) the value of an underlying
security, asset, interest rate, index or currency. A commodity-finked derivative is 2 derivative inscrument whose value is finked to the price
movement of a commadity, commodity index, or commodity option or futures contract. Commedity-linked derivatives may include

commodity-linked notes, swaps, futures and options. The value of some commodity-linked derivatives may be based on a multiple of
those price movements.
Physical commodities are assers thar have @ngible properties. The Fund's commodity-finked investments provide exposure to the
invesmment returns of commodities markets without investing directly in physical commiodities. The commodity-linked instruments that
the Fund invests in may be linked to the price movements of a physical commdity such as heating oil, livestock, or agriculoural products;
a commodity option of futures contract a commodity inclex such as the S&P GSCI® ("S&P G5CI," formerly the "Goldman Sachs
Commodity Index’); of some other readily measurable variable that reflects changes in the value of particular commoditesor
commodities markets. The Fund does not intend to invest more than 10% of its total assets, determined at the dme of investment, in
commodity-linked notes that mature in more than 19 months.
= Fixed-Income Securities. The fixed-income securicies the Fund may invest in may be of any maturity and include US. Government
securities, repurchase agreements, money market securities and affiliated money market funds. The Fund may buy debt securities for
liquidity purposes, for collateral management or 1o seek income.
= Other Derivative Investments. The Fund may also invest in other derivadive instruments such as forwards, options, futures and swaps
relating to debr securities, interest rates or currencies. I may do so 1o seek to increase its investment returns or to hedge against declines
in the value of the Fund's other investments.
The Fund can purchase investment-grade and below investment-grade sacurities (also referred to as "junk bonds™). The Fund can invest up
1o 10% of its assets in lower-grade securities. The Fund may invest in US. or foreign securities, including derivative insquments that rade
1 US. ar Foreign exchanges or in the "over-the-counter” ("OTCT) market
The Fund can also invest up to 25% of its toml assers in its wholly-owned and controlled subsidiary (the “Subsidiary”). The Subsidiary
primarily invests in commodicy-linked derivatives (including commaodity futures, options and swap contracts) and fixed income securities
and other investments that serve as collateral for its derivatives positions I s in the Subsidiary are intended to provide the Fund
with expostre to commodities market recurns within the limications of the federal @x requirements that apply to the Fund. The Subsidiary
will be subject to the same invesoment restrictions and limitations, and follow the same compliance palicies and procedures as the Fund.
in selecting investments for the Fund's portfolic, the portfolio managers generally allocate the Fund's commodity-linked invesoments
among a variety of different commodity sectors, based on the weighdngs ofg the components of the Fund's benchmark index, the S&P
GSCL The Fund is not an "index” fund, however, and its investment allocations and performance will usually differ from the weightings and
perforrmance of the S&P GSCL The pordolia managers currendy focus on the following inter-related components, which may vary in
particular cases and may change over dme
= Commodities Selection. The portfolio managers use a model-driven approach and their own analysis and judgment to oy to idendfy
differences in quality berween two commodiies or contracts with the inteni of exploiting temporary market inefficiencies. The Fund's
propriecary models also incorporate fundamenal and technical factors intended 1o idenufy extreme market pricing imbalances for
individual commodities or sactors and catalysts thar may potendally eliminate the particular imbalances,
= Form of Investment. The portfolio managers akso consider which instrument or form of investment is best suited to provide the desired
commedities exposure If the portfolio managers determine that a commodity-linked note is approprizte, the Fund would generally
invest directly in the commodity-linked note. If the portfolio managers decide that a commodity futures contract, swap, of option on 2
futures contract is appropriate, the Fund might enter into the furures o swap Conwract or purchase the option directly of it might invest
in that insqurnent indirecdy chrough its Subsidiary.
= Collateral Management. The portfolio managers use a team approach to conszruct a portolio of fixed-income securities that includes
LS. Government securities, repurchiase agreements, money market securizies and affiliated money market funds to provide collateral,
liquidity and income.
. Perfam-ganc':a:;d Portfolio Risk Monitoring. The portfolic managers monitor the performance and risks of the Fund's investments on
an ongoing
The Fund's investment in the Subsidiary will vary based on the portolio managers’ use of different types of commodity-linked derivaives. I
the Fund increases its use of commodity linked notes, that would typically result in a lower level of investment in the Subsidiary. If the Fund
ISr?h;Fsdj?r;u use of commodity futures, swaps, or options on futwres, that would typically result in a higher level of investment in the
ui 8
Industry Concentration. The Fund will maintain exposure of 25% or more of its total assers in securities and derivatives linked to the
energy and natural resources, agriculture livestock, industrial metals, and precious metals sectors as a group. However, the Fund will not
ncenoare more than 25% of it total asets in issuers in any one industry. At times the Fund may emphasize investments in some
~dustries more than others. The individual components of an index will be considered as separate industries for this purpose.
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Principal Risks. The price of the Fund's shares can go up and down substantially. The value of the Fund's investrents may change
because of broad changes in the markets in which the Fund invests or from poor security selection, which could cause the Fund o
underperform other funds with similar investment objectives. There is no assurance that the Fund will achieve its investment objective.
When you redeem your shares, they may be worth more or less chan what you paid for them. These risks mean that you can lose money by
inrvesting in the Fund
Rislfoff dity-Linked Investments finked to the prices of commodities are considered speculative. The values of
commedities and commediry-linked investments are affected by events thar might have less impact on the values of stocks and bonds.
Prices of commodities and related contracts may fluctuate significanty over short periods due to a variety of factors, including changes in
supply and demand relationships, weather, agriculture, fiscal, and exchange conool programs, disease, pestilence, and internacional
econamic, political milicary and regulazory developments These risks may make commodity-linked investments more volatile than other
types of investments, The commodity-linked instruments in which the Fund invests have substandal risks, including risk of los of 2
significant pordon of cheir principal value. a
The commedity markets are subject 1o temporary distortions and other distuptions due to, among other factors, lack of liquidity, the
paricipation of speculators, and government regulation and other artions. US. funures exchanges and some foreign exchanges limic the
amount of fluctuation in futures contract prices which may oceur in a single business day (generally referred to as "daily price Aucruation
limits*). The maximum or minimum price of a contract as a result of these limits is referred to as a *fimit price.” If the limit price has been
reached in a particular conract, no rades may be made beyond the fimit price. Limit prices have the effect of precluding wading in a
particular contact or forcing the liquidation of contraces at disadvantageous times or prices. These circumstances could adversely affect
the value of the commodity-linked investments.
Risks of Derivath Derfvatives may be volatile and may involve significant risks. The underlying security or other insorument
on which a derivative is based, or the derivative itself, may not perform as expected Some derivatives have the potential for unlimited loss,
regardless of the size of the Fund's initial investment. The Fund may alsc fose money on a derivative investment if the issuer fails ©o pay the
amourtt due. Certain derivative investments held by the Fund may be illiquid, making it difficult to close out an unfavorable position.
Derivative mransactions may require the payment of premiums and can increase portfolio turnover, As a result of these risks, the Fund could
realize litte or no income or lose money from its investmen, or a hedge might be unsuccessful
= Special Risks of Options. If the Fund sells a put option, there is a risk that the Fund may be required 1o buy the underlying investment
at a disadvanageous price. If the Fund sells a call option, there is a risk thar the Fund may be required to sell the underlying investment at
a disadvanrageous price. If the Fund seils a call option on an investment that the Fund owrs (a "covered call”) and the investment has
increased in value when the call opton is exercised, the Fund will be required to sell the investment at the calf price and will not be able
to realize any of the investment's value above the call price. Options may involve economic leverage, which could result in greater price
volatilicy than other invesoments
= Special Risks of Futures Contracts. The voladlity of futures contracts prices has been historically greater than the volatility of stocks and
bonds. The liquidity of the futures market depends on participants entering into offsetting transactions racher than making or wking
detivery. To the extent participants decide to make or ke delivery, liquidity in the futures markee could be reduced in addition, futures
exchanges often impose a maximum permissible price movement on each futures conmact for each wading session. The Fund may be
disadvantaged if it is prohibited from executing a oade outside the daily permissible price movement.
= Special Risks of Swap Transactions. There is no central exchange or market for swap mansactions and therefore they are less liquid than
exchange-traded instruments. If the Fund were to sefl a swap it owned to a third parzy, the Fund would still remmain primarily liable for the
obligations under the swap contract
 Total Return Swaps. In a total retum swap transaction, one party agrees to pay the other party an amount equal to the toral rerum on
2 defined underlying asset or a non-asset reference during a speg%ed period of dme. The underlying asset might be a security, commodity
contract or basker of securities or commeodity contracts or a non-asset reference might be a securities or commodides index. In retum,
the other party would make periodic payments based on a fixed or variable interest rate or on the ol recurn from a different
underlying asset or non-asset reference.
Toal recurn swaps could result in losses if the underlying asset o reference does not perform as anticipated. Tatal retum swaps n
have the potential for unlimited losses. They are also subject to counterparty risk. If the counterparty fils to meet its obligations, the
Fund may lose money.
Special Risks Of Commodity-Linked Notes. The Fund may invest in commodicy-linked noses to gain exposure to commodities
markets. Commodity-finked notes may be subject to special risks that do not affect mraditional equity and debt securities:
= Risk of loss of interest. If the incerest rate on a commeodity-linked note is based on the value of a particular commodity, commadity
index or other economic variable, the Fund might receive lower interest payments (or not receive any interest) if the value of the
underlying investment falls.
= Risk of loss of principal. To the extent that the amounc of the principal to be repaid upon maturity is linked to the value of a particular
commadity, commodicy index or ocher economic variable, the value of the commodity, commodity index or other economic variable
may not increase sufficiently so that the Fund might not receive a portion (or any) of the principal when the invesoment matures or
upon earlier exchange.
= Credit Risk. Commuodity-linked notes are subject to credit risks on the underlying investment and to counterparty credit risk. If the
counterparty fails to meet its obligadons, the Fund may lose money.
= Valuation risk. The value of commodity-linked notes may be influenced by several factars, including: value of the cammodity,
commadity index or other economic variable, volarilicy, interest and yield rates in the markes, the time remaining to marurity and the
credic worthiness of the issuer of the commodity-linked note
= Liquidity risk. A liquid secondary market may not exisc for certain commodity-linked notes the Fund buys, which may make it difficulc
for the Fund to sell them at an acceptable price or to accurately value them.
= Volatility risk. The value of the commodity-linked derivacives the Fund buys may flucruate significancly because the values of the
underlying investments to which they are linked are exmemely volatile. Additonally, the particular terms of a commodity-finked note
may create economic leverage by requiring payment by the issuer of an amount that is a multiple of the price increase or decrease of the
underlying commodity, commdity index. or other economic varizble. Economic leverage increases the voladity of the value of
commedity-linked notes and their value may increase or decrease more quickly than the underlying commaodity, commedity index o
other economic variable. .
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Risks of I in L age. Cerain derivatives and other investments of the Fund may involve leverage. Leverage may be created
when an investment exposes the Fund 1o a risk of loss that exceeds the amount invested. Certain derivatives and other ir T .
provide the potental for investment gain or loss that may be several times greater than the change in the value of an underlying security,
asser, interest rate, index or currency, restiting in the potential for a loss that may be substantially greater than the amount invested.

Some derivatives and other leveraged investments have the potential for unlimited loss, regardless of the size of the initial investment.
Because leverage can magnify the effects of changes in the value of the Fund and make the Fund's share price more volatile, 3 shareholder's
fnvestment in the Fund will tend to be more volatile, resuiting in larger gains or losses in response tw the fluctuadng prices of the Fund's

investments.

The Fund has limizs on the leverage ratio of each commodity-linked note it buys and on its overall portfolio. The Fund is also subject to
legal requirements designed to reduce the effects of any leverage created by the use of cerrain investments. Under these requirements, the
Fund must earmark o segregate liquid assets or engage in other asser coverage measures with regard to the Fund's potential obligadens
with respect to those investments The Fund, including the Subsidiary, will comply with these requirements.

Risks Of Investments In The Fund's Wholly-Owned Subsidiary. The Subsidiary Is not registered under the Investment Company Act
and is not w&m o ts investor protections (excepr a5 otherwise noted in this prospectus). As an investor in the Subsidiary, the Fund does
not have all of the protections offered to investors by the Investment Company Act, however the Fund wholly owns and controls the
Subsidiary, and che Fund and the Subsidiary are both managed by the Manager and the Sub-Adviser. The Fund's ownership and control
rnake it unlikely char che Subsidiary will take actions contrary to the interests of the Fund or its shareholders The Fund's Board has
oversight resporsibilicy for the Fund's investment activities, including its investments in the Subsidiary and its role as the Subsidiary's sole
shareholder. The Manager and Sub-Adviser also apply the same investment restrictions and operational guidelines in managing the
Subsidiary’s portfolio that are applied 1o managing the Fund.

Changes in the laws of the Cayman Istands, under which the Subsidiary is incorporated, could prevent the Subsidiary from operating as
described in this prospectus and could negatively affect the Fund and its shareholders. For example, the Cayman lslands currendy does noc
impase any income, corporace or capital gains tax, estate duty, inheritance tax, gift tax or withholding tax on the Subsidiary. If Cayman
Istands law were changed and the Subsidiary was required to pay Cayman lsl caxes, the investment returns of the Fund would likely
decrease.

Main Risks of Debt Securities. Debr securities may be subject 1o credit risk, interest rate risk, prepayment risk and extension risk. Credic
risk is the risk that the issuer of a security might no rake interest and principal payments on the security as they become due. If an issuer
faifs to pay interest or repay principal, the Fund's income or share value might be reduced, Adverse news abour an issuer or a downgrade in
an issuer's credit raring, for any reason, can also reduce the market value of the issuer's securities Interest rate risk is the risk that when
prevalling interest races fall, the vakues of already-issued debr securities generally rise; and when prevailing interest rates rise, the values of
already-issued debr securities generally fall, and they may be worth less than the amount the Fund paid for thern, When interest rates
change, the values of longer-term debt securites usually change more than the valuss of shorer-term debe securities. When interest rates
fall. debr securities may be repaid more quickly than expected and the Fund may be required to reinvest the proceeds at 2 lower interest
rate This is referred to as "prepayment risk.” When interest razes rise, debt securities may be repaid more slowly than expected and the
value of the Fund's holdings may fall sharply. This is referred to as “extension risk” Interest rate changes normally have different effecs on
variable or ficating rate securities than they do on securities with fixed interest rates.

Because the Fund can invest up to 10% of its assets in lower-grade securities, the Fund's credit risks are greater than those of funds that
buy only investment-grade securities.

Fixed-income Market Risks. Economic and other market developments can adversely affect fixed-income securities markets in the
United Smtes, Europe and elsewhere. At times, participants in debt securities markets may develop concerns about the ability of certain
issuers of debt securities to make timely principal and interest payments, or they may develop concemns about the ability of financial
insticutions that make markets in certain debt securities to facilitaze 2n crderly marketr. Those concemns can cause increased voladlity in
those debe securities or debr securities markets. Under some circumstances, as was the case during the larcer half of 2008 and early 2003,
those concerns could cause reduced figuidity in certin debt securicies markets. A lack of liquidicy or other adverse credic markec
conditions may hamper the Fund's ability to sell the debr securities in which it invests or to find and purchase suitable debt insTuments.
Main Risks of Foreign Investing. Foreign securities are subject to special risks. Foreign issuers are usually not subject to the same
accounting and disclosure requirements that US companies are subject to, which may make it difficult for the Fund to evaluate a foreign
company’s operations or finandal conditon. A change in the value of a forign currency against the US. dollar will result in 2 change in the
U, dollar value of securities denominated in thar foreign currency and in the value of any income or distributions the Fund may receive
on these securiies. The value of foreign investments may be affected by exchange conrol regulations, foreign taxes, higher transaction and
other cosw, delays in the serdlement of mansactions, in economic or manetary policy in the United Smtes or abroad, expropriation
or natenaliztion of a company’s assers, or other political and economic factors. These risks may be greater for investmens in developing
of Emerging market countmes.

Time-Zone Arbitrage. The Fund may invest in securities of foreign issuers that are taded in U or foreign markers If the Fund invests a
significanc amount of its assers in foreign markets, it may be exposed to "ime-zone arbitrage” amempts by investors seeking to mke
advantage of differences in the values of foreign securities that might result from events that occur after the close of the foreign securities
mrarket on which a security is raded and before the Fund's et asset value is calculated. If such time-zone arbitrage were successful it
might dilue the incerests of other shareholders. The Fund's use of “fair value pricing” to adjust cerain market prices of foreign securities
may help deter those activities

Who Is the Fund Designed For? The Fund is designed for aggressive investors seeking toral recumn over the long term, mainly from
commodicy-linked derfvatives. Those investors should be willing to assume the risks of pocentially significant short-term share price
fiuctuations and losses because of the Fund's investments in commdity-linked instruments. The Fund is not designed for mvestors seeking
current income or preservation of capital. Investors should consider buying shares of the Fund as part of an overall portfolio strategy that
includes other asset classes, such as fixed-income and equity investments. The Fund is nota complete investment program and may not be
appropriate for all investors. You should carefully cansider your own investment goals and risk toleranice before investng in the Fund.
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The Fund's Past Performance. The bar char and table below provide some indication of the risks of investing in the Fund by showing
changes in the Fund's performance from year to year and by showing how the Fund's average annual recums for 1,5 and 10 years compare
with those of a broad measure of market performance. The Fund’s past investment performance (before and after caxes) is not necessarily
an indication of how the Fund will perform in the future. More recent performance information is available by calling the toll-free number
gﬂ the back of this prospectus and on the Fund's website:
oo/ penheimerfunds.comifundyi fi

e I
view Lol

Stracegy TorziReumFund

B R e e e A T D
Sales charges and taxes are not included and the returns would be lower if they were. During che period shown, the
highest recum for a calendar quarter was 30.80% (2nd Qo 08) and the lowest recurn was -5235% {dth Ot 08).

The following table shows the average annua! tozal returns for each class of the Fund's shares. After-tax recums are calkoulated using the
highest individual federal marginal income =x rates and do not reflect the impact of sate or local xes. Your actual after-tax recums,
depending on your individual tax situazion, may differ from those shown and after-tax returns shown are not relevant to investors who
hold their Fund shares through tax-deferred armangements, such as 401(k) plans or individual retirernent accounts. After-tax recurns are
showm for only one class and after-tax rerumns for other classes will vary.

tign 03-31-1997)
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1. From 02/28/01

Investment Adviser. Oppenheimerfunds, Inc. is the Fund’s investment adviser (the ‘Mmamand Oppenheimer Real Asset
Management, Inc. (the "Sub-Adviser”), 2 wholly-owned subsidiary of the Manager, is its sub-adviser,

Portfolio Managers, Kevin Baum, CFA, CALA, has been a Vice President of the Fund since October 2000, and a portfolio manager of the
Fund since May 1999 Robert Baker, CFA, has been a Vice President and portfolio manager of the Fund since May 2007. Carol Wolf has
been 2 Vice President and portfolic manager of the Fund since December 2008,

Purchase and Sale of Fund Shares. In most cases, you can buy Fund shares with a minimum inicial investment of §1,000 and make
addidonal invescments with as litde as $50. For cermin investment plans and retirement accounts, the minimum inidal investment is $500
and, for some, the minimum addigonal invesement is $25, For cenain fee based programs the minimum initial investment is $250.

Shares may be purchased through a financial intermediary or the Distributar and redeemed through a financial intermediary or the
Transfer Agent on days the New York Stock Exchange is open for mading, Shareholders may purchase or redeem shares by mail, through

the website ac www.oppenheimerfunds.com or by ealling 1.800.225.5677. Share mansactions may be paid by check, by Federal Funds wire or

directly from o into your bank accounc

w
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Taxes. If your shares are not held in 2 cx-deferred account, Fund distributions are subject to Federal income mx as ordinary income or as
capital gains and they may also be subject to state or local xes.

Payments to Broker-Dealers and Other Financial Intermediaries. If you purchase Fund shares through a broker-dealer or other
finandial intermediary (such as 2 bank), the Fund, the Manager, or their related companies may pay the intermediary for the sale of fund
shares and related services. These payments may create a confiict of interess by influencing the broker-dealer or other intermediary and

your salesperson to recommend the Fund over another invesoment. Ask your salesperson o visit your financial intermediary’s website for
more informaton

For More Information About Oppenheimer Commeodity Strategy Total Return Fund

‘You can access the Fund's prospectus and SAL at hreps/fwww.oppenheimerfundscom/fundfinvestors/overview/
CommadityStrategyTowmlRetumFund. You can also request addivonal information about the Fund or your account

Bheimerkundt Services oIl Tee 800 CALGOPE I35 SEr )22

PRO735.001.0311 The Fund's shares are disoribured by:
Oppenheimerfunds
Diswriunne Inc.
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CommodityRealReturn Strategy Fund®
CommoditiesPLUS™ Strategy Fund

Accessing the Diversification
and Inflation-Hedging
Potential of Commodities

Protacting against inflation by presarving the purchasing power of one’s
assets is 2 key element in achieving long-term finandial security. However,
long-term inflation rates will ahways be highly uncertain, and as a result it
is difficult to preserve the real vaiue of one’s assets by using tradi
stock and bond investmenits alone. PIMCO, 2 global commodity
manager, has long believed that the selective use of commedities within
ones investment strategy can prove highly effective as a portfolio
diversifier and a hedge against inflation, albeit with additional risk. Qur
actively managed commaodity index mandates include two PIMCO
funds— PIMCO CommodityRealReturn Strategy Fund and the FIMCO
CommoditiesPLUS Strategy Fund. Both Funds employ our enhanced-
index approach to commodity investing. This involves combining positions
in commodity index-linked derivatives that capture the price return of
the commodities futures market with a fixed income collateral portiolio
that is actively managed with the objective of adding incremental
return above those markets,

2l

Whiy invest in commodities?

Commodities are assets that have tangible properties, such as oil, metals and
agricultural products. Historically, commeodity investments have had a positive
correlation (tendency 1o move in tandem]) with changes in inflation and 3 low
correlation to stock and bond returns. That is why commodities can be used to
hedge against inflation as well as to enhance portfolio diversification. Further,
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underlying economic fundamentals suggest that commodities
will almost certainly trend upward over the Jong term. This is
largely due to growing demand from emerging markets and
underinvestment in infrastructure, investors should be aware,
however, that commodities are volatile investments, should
only form a small part of a diversified portfolio and may not
be suitable for alf investors.

How do these funds gain exposure?

The funds do not invest in physical commodities. Instead, they
use an “enhanced index” strategy. This exposes the funds

to commodities through investrments in commodity-indes-
linked derivative instruments. PIMCO CommodityRealReturn
Strategy Fund is linked to the Dow Jones UBS Commodity
Tota! Return Index. PIMCO CommoditiesPLUS Strategy Fund
is linked to the Credit Suisse Commodity Benchmark. Also,
the funds may invest in derivatives linked to the value of a
particular commeodity or commodity futures contracts {or in
subsets), FIMCO CommodityRealReturn Strategy Fund then
"collateralizes” these derivative instruments by investing the
ramaining portfolio assets in an actively managed portiolio of
inflation-indexed bonds and other fixed income securities. In
this way, the fund seeks to capitalize on the inflation-hedging
properties of both commodities and inflation-indexed bonds.

Inflation hedging and diversification

Commaodities have historically had a positive comelation with inflation and

2 noncomelation with stock and bond returns, making them an attractive

vehicle fo enhance portfolk: diversification and guard against inflation. Of

course, diversification does not guarantee 2 profit or protect against a lass.
G4
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PIMCO CommoaditiesPLUS Strategy Fund "collateralizes” these
derivative instruments by investing the assets in an actively
managed portfolio of high-quality short-term bonds. PIMCO
has extensive experience managing both index-finked secunities
and the collateral backing this exposure.

What are some of the advantages of this enhanced-
index approach?

Our approach to the commeodity index markets relies on

our core strengths as a derivatives manager and creates the
potential for the partfolios to cutperform the benchmarks.
Rather than purchase individual commodities, we use
derivatives to obtain exposure to changes in a broad index of
commodity futures prices without committing a substantial
amount of capital, leaving the remaining portfolio assets 1o
serve as coliateral. We seek to invest the portfolio assets that
serve a5 collateral in 2 portfolio of fixed income securities. if
thase fixed income investments provide & higher return than
the T-bill rate embedded in the returns of the commodity
index, then the total retumn of the overall portfolio should be
enhanced by the difference between these two rates.

What are the active commodities strategies the
funds employ?

Structural alpha strategies seek to add value by taking
advantage of identifiable economic factors that create
patterns of risk upon which the funds can capitalize and other
factors that might generate returns. These are distinguished
from traditional active commodities strategies, which are
based on cutright technical and fundamental views that
directly over- and underweight individual commodities ar
commaodity sectors.

Why did PIMCO choose the Dow Jones UBS Commodity
Total Return Index and the Credit Suisse Commodity
Benchmark as our benchmarks?

Commedity indices calculate the returns to a hypothetical
portiolio that contains only long positions in commodity

futures contracts, passively managed, on a fully collateralized

basis. Only long positions are considered, so that the portiolio
will consistently benefit if commodity futures prices rise. Only
commaodity (and not financial) futures are considered, so that

62 PIMCO COMMODITYREALRETURN STRATEGY FUND & FIMCO COMMODITIESPLUS STRATEGY FUND | FUND OVERVIEW
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Real Return Portfolio Management Team. He joined PIMCO in 2001 as a member of
the analytics team and worked on term structure modeling and options pricing. He
has a Ph.D. in theoretical physics from the University of Chicago and is the author of
numerous scientific papers. PIMCO CommoditiesPLUS Strategy Fund is managed by
Nicholas Johnson, a senior vice president and portfolio manager. He joined PIMCO
in 2004 and previously managed the portfolio analyst group. Prior to joining PIMCO,
he worked at NASA's Jet Propulsion Labaratory, developing Mars missions and

new methods of autonomous navigation. He holds a master's degree in financial
mathematics from the University of Chicago and an undergraduate degree from
California Polytechnic State University.

How can | learn more?

Ask your finandal advisor for more information, including a copy of the prospectus. You
can also visit our website at pimeco.com/investments or call us at 1.888.87.PIMCO.

Investors should consider risks, and expenses of the funds before
mwmmmsmmmm gmmsesw aﬁdmmmqmmw
which may be obitained by contacting your finandal advisor or by visiting pimon comvinvestments

or by calling 1-BB8-87-PIMCO. Please read them carefully before you invest or send money:
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About FIMCO

FIMCO is a leading global investment
management firm, with offices in
10 countries throughout North
America, Europe and Asia. Foundad
in 1971, PIMCO offers a wide range
of innovative sofutions to help
millions of investors worldwide meet
their needs. Our goal is to provide
attractive returns while maintaining
a strong culture of risk management
and long-term discipline.

pimco.comfinvestments

PIMCO
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RYDEX|SGI LONG SHORT COMMODITIES STRATEGY FUND RYDEX 'SGI

THE WTLLL GUNT PERSLIT OF MEAT4Y

A FUND PROVIDING LONG/SHORT EXPOSURE TO THE COMMODITIES MARKET SECOND QUARTER 2011

FUND HIGHLIGHTS & RYDEX|SG! LONG SHORT COMMODITIES STRATEGY FUND offers broad expasure to the commaods
APPLICATIONS s markets through & systematic trancHdentifying strategy that seeks 1o explolt both nsing and falling price
+ Offers broad exposure to the trends.
;::::m;ﬂ:m::ﬁ The fund may be up to 100% jong and 100% short (200% gross exposure) at timas in energy, metals and
way 1o parcipate in the growth agricuttural commodibies, The long short approach may mitigate the velatility and drawdowns often experi-
of the: global ecanomy and a5 encad in longonly commodities investing, while attempting to presarve other characteristics often found in
An commodity investments, suth as the potertial for a low carrelation 1o equity markets and use as an inflstion
inflation hedge hecge.
mﬂﬁmmuﬂnz ‘:naryx::;:.ﬂ INVESTMENT PROCESS
drawdowns The tund fellows a investment met that:
. ij"-e ial ”': ;‘P“’"F;E‘“’“ * Sesks to identfy longerterm price trends In 14 commodities futures
..‘:xg PR Tocme = Tesis recant price movements for consistency relative to the longer-term trend
= Weights positions squally
INVESTMENT STRATEGY = Attempts to control for expected portfolia volatility
The fund seeks to achisve positve Investment Universe

total retums with less volatiity than

INCOME DISTRIBUTION Natural Gas Nickel Silver Whaat
FREQUENCY 2 .
. - Gold oybean
Anrsal, K appicatie Gasoline: S ns
Heating Oit Com
FUND TYPE -
Commodties Brent &uge.
WTI Crude
PORTFOLIO MANAGERS INustrative S
ustrative Summa
Tewn managed y Covelatingy e (i

BENCHMARK COMPARISONS
» JPnorgan Core Commodiy-drvest
abie Global Asset Rotator Sigma
Long-Shart Total Retuen Index
«55P GS01
*0J UBS Commogiy index
SYMBOL & CUSIP NUMBER
Symibel CUSIE #

Synthetic Partfalio

Upto 7
Best Ferformens.

ASlass RYLBX TB3IS6A244
CClass RYLEX TE3ISEAZ36 f;ﬂ_ﬂif?lcf:waf?n Logs
HClass RYLFY  TEI56A251

InstEutional  AYITX 783568152
Class

For information,
call BDD.B20.0888 or visit
wiwrw.rydex-sgi.com

Fund Is sublect to a number of risks and may not be sultable for all Investors, » The fund's use of dervatives such a5 futures,
options. strusfured nowes and swap agreements may expose the fund to aodtional rsks that i would not be subject to I # investad directly in the securfies those
dematras. + A highly Ikuid secomdary market may not exist for the commadi-hinked structured notes the fund invests in, and there can be no assurance that & highly buid
setondary market will Sevelop, The fund's exposure o the commodey matets may subsect the fund to greater volatisy &5 commodiydinked imestments may be affacted by
=hanges in cvtrall market movements, commadiy indes volatilty. changes in interest rates of faciors affecting & perisular ndwestry o commaodiy—such 83 drmughts, fisods,
weathor, ermbasgos, Larfts and iz, politcal and reguiatony developments, = WMnﬁlscammnﬂr;mhunwawwkmﬁm'hmmnsks
WJ‘"EN&‘D‘aSewh‘ylhnn'lmmdm?ssal&mwsatumlamlﬂsh:r'hmzuaersku'umlmmm‘l?\enoretl\emﬂdm.smlwnmenduswn—ﬂs
he more tha ieverage will magniy any gams of iogses on those *The fund's in other inchding ETFs, subjects the fund 1o those
rets afisctng the mvestmant compary, including the possibilty that the value of the i hetd by the i company could decrease. Maneover, the fund
will cur w5 po s share of the expenses of the underkying investment companies” mms.-Ss.-urbeserenc:capmbomulgmudnwmnkmmf.ummw
Ry bank, are not insured by the FOIC or any other agency, and invaive invessment risk, includng the possible loss of the prncipal amount invessod, + See the prospectus for
mo'!r.le:alL-Themmu:msﬂaedmn:imsﬂ!um:..anrwmngmrWmadhmmmmumﬁdmmmlmwnnm'um MilBuﬂ.:l‘a'mB
i the market value of e y 56 groate in the value of fund shares than would actur in & more diversified furd,




130

RYDEX|SGI ALTERNATIVE MUTUAL FUNDS OFFER:

+ Daily liquidity,

+ Daily performance in addition to semi-annual and annual reports.

= Convenience of 1099s for tax reporting.

* Avaiiability to all investors™, depending on investment minimums and investor suitability. (Not subject to investor accreditation.}

* SECregi d and-regulated. Although regh ion with the SEC is a requirement for a 1540 Act mutual fund, neither the SEC
nor any other regulatory organization endorses, | or g the fund's performance.

*Excluding non-resident aliens.

AVERAGE ANNUAL TOTAL RETURNS (AS OF 6/30/2011}

GrossNet Inception
_ YD 1-Year 3-Year 5-Year 10-Year 51 Expense Ratio! Diate
A-Share Class (w/load) -155% 15.98% n/a n/a nfa 4.60% | 2.09%/1.93% 5/25/0%
.\; dm (NAV) 337% 21.78% nfa n/a & o/a TITR | 109%/193% 6/25/09
C-Share Class (w/load) 1.99% 19.90% afa nfa n/a 6.35% | LBIN/LE6TH |  6/25/09
C-Share Class (NAV) 199% 20.50% nfa afa nfa 6.35% LBIN/LE6T% 6/25/09
H-Shase Class. 3.38% 21.79% nfa afa nfa : TA5% | 07%/1.91% dﬂsfﬂ;—
Institstional Class . 153% 22.15% n/a nfa n/a 7.88% 1.88%,/1.70% 5/03/10
C-IGAK Sigma Index* 356% 1530% afa nia o/a 11.59% nfa -
S&P GSCI* 171% 26.11% -21L.66% -6,16% 3.69% | 9.10% nfa -
DJUBS CommodityIndex® | -158% | 2580% | -1182% | -005% | 659% i B2% | s =
F displayed past perft , which is no g of future resulfs. Investment return and principal value
will fluctuate so that h are they may be worth more or less than original cost. Returns reflect the reinvestment
of all divide Current perft may be lower or higher than the performance data quoted, For up-to-date fund performance,

Inciuding performance current to the most recent month-end, visit our web site at www.rydex-sgl.com. Class A-Share with kad perfor-
mance refiscts  maximum sales charge of 4.75%. A-Share investors may be eligibie for 8 reduction in sales charges. Under certain circumstances,
there may be a COSC of 1% for redemptions within 12 months of purchase. Class C-Share with oad per refiscts a I \gent de-
ferred sales charge (CDSC) of 1% for shares redeemed within 12 months of purchass. For additional information, see the funds prospectus,

Effective July 11, 2011, the fund's Investment cbjective changad from seeking o Iack the performance of 8 benchmark Io seaking 10 achieve positive absoiite retums,
The fund’s princinal investment strategy wiss also revised o reflect the new objective.

¥ yesr returns are ot lized. P Tesus are short-erm and may not provide an adeguste mwmruwn;m performance
porantiad of the fund over vanyng market condmions of Bccnomic cycles.? Retums are for the penod 6/25/09-6/30,/2014 Long Shom
Commomiises Strategy Fund H-Class), * The net expenss @bo M" 1o witve the foen fund i an ']
o the management fee pad o the Brviscr by the subsidiary, This inue in effect for 50 long as the fund isvests in the subsidiary, and may be termi
nated only with the approval of the fund's board of trustess. in Ilv!wm.mll undertaking wil mmmm@ww 2012. See the prospectus for more information.
*CIGAR Segrma, 542 GSCl and OJ USS Commodiy Indices are shown a3 Indices are and nat availavie foo
drect ncax. ooes not refisct ioh COStS, 168S Of EXDEN5ES.
1P, L] 1R 1d,
*1PMorgan’ i \Porgan Coee & 4
Sqpma Long v . o 3P Morgan's prorwritten appeoval Cooymght 2000 1P Morgan Alnghts neserved. Rydex | SG1 Long Short
e Py .

For more complete hmmﬂng uum,mmmom nrmmllw

rydex-sgi.oom for a prosp and 8 Y prosp o

Mmﬂywﬂnhmmmmmﬂmd

a fund before i ng The fund’s and fts (if avail- Y Ex i S I

m““‘“" ' Pfare you o THE INTELLIGENT PURSUIT OF WEALTH"™

4 funds are by Rytiex LLE [RDL). Securty investore, LEC (S1) )

Ba '!Bﬂ!re:l dmmm tmdwswmasmw Global Investors® Bnd Rysex For information, call 800 820 0BBE
an Security Beneft which s ;

whiohy ownied by Guggenhen SBC Hokims, LLC, o special purpese ety managed by an aftliata of visil www.rydex-sgl.com

of Guggenheim Partars, LLC, a dverified Anancial services firm with mare than $100 bllion n
Beses under supanasion. JTR-FSLSCR-DE11 x0011 #2199
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IND OFFERING Bl

FUND HIGHLIGHTS &
APPLICATIONS*

* Amedium-term-rend-
following managed futures
strategy

» Balanced expasure
between commodities and
financial markets (out does
nid take short positions in
energy)

= [westment methedology is
primarily based on the S&P
Diversified Trenas Indicator

INVESTMENT PROCESS
Rydex | 5GI Managed Futures.
Strategy Fund sesks to
achieve positive absalute
retums,

TOTAL ASSETS
$2.592,373,196
(A5 of 6/30/2011)

INCOME DISTRIBUTION
FREQUENCY
Annual, if applicable

FUND TYPE
Altemative Investment Fund

RYDEX|SGI MANAGED FUTURES STRATEGY FUND

t0AD EXPOSURE TO THE COMMODITIES AND FiID
SEEHING TO CAPTURE PRICE TRENDS IN BOTH RISING AND FALLING

RYDEX SGI

THE NTF_L RFRT SLWSL T OF WELTIe

CIAL MARKETS AND

RKETS SECOND QUARTER 20311

RYDEX | SGI MANAGED FUTURES STRATEGY FUND seeks to achmre positive absolute retums us-
ing a rules-based trend-following strategy. |t a and financial futures
designed to provide exposure to both up and down majer global maﬁm price trends. Positions may b
aither lang or short based on current prices relative to their moving averages.

SECTOR WEIGHTINGS

The fund gains exposure 1o 14 sectors, with S0% aliocated 1o financial futures and 50% (o commodity
futures. Each manth, the fund's sectar tsr o the below, and
sactors may be positioned either long or short, depending on current prices relative to their medium-term
moving averages. The oné exception is the energy sector, which cannot be held short because of political
igsues, economit changes and other nsk factors unique to that sector. Should the energy seclor take a
neutra! position, its weighting will be allocated propartionataly to the other sectors,

Physical C ditles—50% F 50%
Softs 4.50% Australian Dollar 2.00%
. British Pound 5.00%
Grains 11.50%
Canadian Dollar 1.00%
Livestock 5.00% Euro 13.00%

Precious Metals 5.25% Japanese Yen 12.00%

Swiss Franc 2.00%
ndustrial Metals 5.00%
U.S, Treasury Bonds 7.50%

LLS, Treasury Notes 7.50%

Energy 18.75%

= ion is subject to change.

PORTFOLID
Team managed

BENCHMARK

COMPARISONS

* S&P Diversified Trends
ndicator

= Bank of America Mermill
Lyneh 3 Month Treasury Bill

SYMBOL & CUSIP NUMBER
Symbel CUSIP #
AClase RYMTX  THAS6RASLT
H-Class AYMFX  TE3SEA01

CClass RYMIX  TBI5EAS2S

* Rydex]SG1 Mansged Futures Strategy Fund is subject to & numbet of risks and may not be suitable for all Inves-
tors. Investing in mutual funds involves risk and does not assure a profit* The fund’s use of demvatives such as
tuures, options, strustured notes and swap nm-uam:m: may expose the fund to addtional risks that it would not be
subjent 1o # 1 invested directly in the secunties those . A highly liquid market may net
vt for the commodiy-inked structured notes the fund invests in, and thene can be no assurance that a highly hauld
secondary market will deveiop. * The fund's exposure to the commodity NG Currency marksts fay subpect the fund
1o greater volatility as and y-hnked derivative may be affected by changes m ovenall
marks! Movements, commaodity index volatility, changes w interest rates or factors affecting 8 particular industry, com-
modity or curtency, such a5 droughts, floods, waather, lveatook disease, embangos, tariffs and intemational economic,
political and regulatory developments, The fund may also incur transaction costs with the conversion batween various
currencies, = The fund's use of shon sefing ivolves increased risk ang coste. The fund risks paying mors for 3 se-
curity than & received from its sale. Theoretically, securities sold shor have the risk of unlimited losses. » The fund's

in gther i les, including ETFs, subjects the fund to those risks affecting the investment
company, including the possindty that the value of the underlying securities held by the investment company could
oecrease. Moreover, the fund will incur its pro rata share of the expenses of the underlying svestment companies’
expenses. + This fund is considered nondiversified and can invest @ greatsr partion of fts assets ;m securities of indi
vidual issuers than a iversifiac fund. As a result, changes in the marker vabue of a single secusity could cause greater

i the value of fund shates than would occur in @ more diversified fund. « Securties are not degoshs of

Class

Fot information,
call 800.258,4332 or
wisit www.rydex-sgi.com

, -

of any bank; are not guaranteed by sny bank, ave not insured by the FOIC or any ather agency, and mvohve
investment risk, including the possible koss of the principal amount invested. * See the prospectus fae more details.

“5&P™ and “Siandard & Poo's®™" are trademarks of Standard & Poor's Financial Services, LLC and have boen bosnsed
for use by Managed Futures Fund is endorsed, sold or 0
Mipha Financial Technologies, Inc, {“AFT), the owner of the Divarsiied Trends Indicator methodology, and S&P and AFT
make no ion regarding the of investing in the fund.
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RYDEX|SGI ALTERNATIVE MUTUAL FUNDS OFFER: PORTFOLIO RISK/RETURN METRICS
« Dally liguidity. Since Fund Inception {3/02/2007 -6/30/2011)
+ Daily per in addition to semi-annual and annual
rEports. . ML3M
+ Convenience of 10995 for tax reporting. RIMER-SER DA T-Bills
- liability 1o all on . T ]
£ Sundard Deviation® |, 1141 114 037
and Investor sui {Not subject to investor AmbidpecedDoion; L8 B
accreditation). Bea? RN = - 1oy
« SEC regh and Although with ized Alpha* 035 051 0.00
the SEC is & requirement for a 1940 M mutual fund, B ] 002 000
nefther ma SEC ner any cther regulatory organization Rt . £03
of B the fund's performance. o 4 dii e
e, 0. 0 ;
*Excluding non-cesident pliens, B 8600 i3

Correlation' to ML 3M T-Bills 0.04 0.05 Lo0
Source: FacSel Calculations performed using dally data ponts.

AVERAGE ANNUAL TOTAL RETURNS (AS OF 6/30,/2011)

Gress Wet Expense  Inception
YT 1-Year 3-Year 5Year  10-Year 1 Expenze Ratic’ Ratio® Date
A-Class (w/load) <5B0% A4.25% —-.24% nfa nfa 0,19% To4% 1.97% 03/02/2007
A-Class (NAV) -1.09% 0.51% L60% n/s ale 131% L04% 157% 03/02/2007
C-Class {w/load) L4 -1.24% ~341% LT a/n a57% 7% 7% o302 2007
Hc,clm {NAV) 1445 D24% 3A4L% afa nfa D57% 279% 7% 03/02/2007
H-Class -109% a51% “LE65% Bla als L% L4% LT 03./00/2007
Institutional Class -053% 0.83% ufa afa 0 0.03% LTE% 1L72% 05,/03/2010
S&P DTI* 069% 299% 2.72% afa nfa 218%? - = e
?ﬁ;;“:::&“ﬁn Lrach g osm o.16% 0.42% ofa afa Lsa%t i3 e =

past which is no of future results. investment return and principal value
u'm' fluctuate so that when shares are redeemed, they may be worth more or less than original cost. Returns reflect the reinvestment
of all dividends. Current performance may be fower or higher than the performance data quoted. For up-to-date fund performance,
Including performance current to the most recent month-end, visit aur web site at www.rydes-sgi.com. Class A-Share with foad perfor.
mante reflects 3 maximum sales charge of 4.75%. A-Share investors may be eligible for a reduction in sales charges, Under certain circumstances,
there may be a COSC of 1% for redemptions within 12 months of purchase, Class C-Share with joed performance reflects a maximum contingent
deferred sales charge (COSC) of 1% for shares redeemed within 12 months of For , See the fund’s prospectus,

Effective July 11, 2011, the fund's investment objective changed from seeking to track the parfunnam of & benchmark 1o seeking to schieve positive
absodute returns. The fw-ds principal investment strategy was also revised to reflect the new objecti

* partial returns are not Tesults Are :aorHerm bnd may nol provide an adequate basis for evaluatling the
putformance potential of the fund over varying mltkel conditions of economic cycles. 7 The net expense ratio refiects the advisor's agreement to
whive the management fee |1 receives from the fund in an amount equal to the management fee paid 1o the agvisor by the subsidiary. This under-
taking will continue in effect for so long as the fund invests in the subsidiary, ant may be terminated only with the approval of the fund's board of
trusiees. |n any eveny, this undertaking will continue through April 30, 2012, Ses the prnspe:r.u: for more information. * The S&P DTl and Bank of
America Merrill Lynch 3-Month Treasury Bill are shown as indices ore unmanaged and not avaitable for
ditest investment. Index performance does not reflect Wransaction costs, fees o npe-nm ® Heturns are for the peried 03/02,/2007-6/30/2011
(since inception of Rydex|SGI1 !:f-nagpd Futures Strategy Fund H-Class). ' Standard deviation is 8 statistical measure of the nistoncal volstilty of

an invest-
meur.uu: Eenerally, 8 measure r!hemwmlmnmmar!sﬂmwummhmm%hwm number, the more volatifity s 10 bes expecied.
" Beta: A measure of & fund's o market The beta of the markst is 10O by definition. a fund's ex-
wmm?muwﬁnswmm\m el 80 & beta of L10 the fund has performed 10% better than &s banchmark

ndex n up markess and 10% worse in down markets, BEsuming al mf factors remain constanl. Comversely, a beta of 0.85 indicates that the fund's excess return
5 expectad 1o perform 15% worse than the market's excass feturm dunng up markets and 15% better n‘unn( down ml!he& Alph..lm!kblm. which measures
risk-adjustad performancs, factorng in the risk due to the specthe sesurlty, mther than

has performed better than would have been expested given s bets (volatizy) *Sharpe mu:mﬂumﬁ dmmwmumFslwpe.

uUming sandand deviation and Mrmmwdu\\:nnlnerawrrlwuwﬁmmnlmarmaswmmwwwﬁm&:mﬂj performance. The
3% represents the nekfree rate of retum, usually based on the three-month U.S. Treasury Bill,  Corretation 15 of haw twe u:mwunmm
retation to each other. This measure ranges fram -1 1o +1, where -1 indecates parfact negative cofrelation and *1 indézates par!m positive corredation,

-

Mlhemd"mmctnandsumﬂlm (if avail:
the fund's

tisks, charges, expenses and
other hfomam which should be cons;dcnd carefully before Investing. Obtain
[

sdoassasaa” s o ! RYDEX | SGI

lm are by Rydex LLC {RDL). Securfty Investers, LLC (51} THE INFELLIGENT PURSUIT OF WEALTH™
IS & regisised investiment advisor, and does business s Securlly Global Invesiors® and Rysex
Investments. Stand RDL are affliates snd are subsidiaries of Security Benefit Corporation, which For information, call BDO,258,4332
Is wholly owned hyﬁummmm sec Haunp LLE, & specinl purpose entity managed by an affill- 5
ate of ey firm with more than $100 biltion Or: IR Wity Cakagdl com
In assets under supervision. JTRFSMF-0611 x0811 #3201
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Van Eck CM Commodity Index Fund ~ August 2011

I | vaneck.com/ dities [:M[‘.'AX I COMIX 1 CMCYX

The Ven Eck CM commndiry Index Fund Is a passively- mana u‘ua! fund iha‘t seaka 1o track, belun fees and expenses, the perfnmm

of the UBS Bloomberg Constant Maturity Commodity Total Retufn Index (*CMCI"). The CMC) employs a methodology that seeks to mini

exposure to tha front end of the fultires curve and diversify ¢ across mmﬂ‘dea Br spreading | its exposure across munmle maturities, the index can
Dotemlan: mitigate the impacts of enmmnu and negative roll yield,

CMCI Target Welghtings (%): 2H 2011 N g
; : ¥ Investment Approach .

ked to the value of & peﬁicular aomrno&l? nr
commodity fi fu‘tures conract through @ whnl]fnwned subsidiary of the Fund formed
in the Caymmlslands
UBS Bloomberg CHC Highlights

 Diversified across 27 o i mpnnsn'ls 2nd up io five maturities

1 feturns than traditional cnmmodlm indices

aily Tolling of 1 sma.ll proportion of Lndarlymn cnmm:lx
ed E itrati risktnnrona “,',

Livestock {3.93)

Fund Facts as of 08/31/11
D% 1% 0% a0%  e0% Net Assets (GBS ALY . . . _$43.8M  Numbsr of Commodlly Sectors 5
5 E Average Welghted Contract Matuity 7.7 Morths  Humber of Commodity Components 7
Expenses; Clags A: Gross 1.52%; Net 0.95%;
Ciass | Gress 0.98%; Net 0.65% and Class Y
ruse 1,27%; Net 0.70%. Expenses are capped Average Annual Total Retums (%) as of 08/31/11
contrachisally untl 05/01/12 a1 0.95% for Class 1Mt IMet YT 1Y 3 SYr  0Yr  Life!
A, 0.65% for Class | and 0.70% for Class Y, Caps L LT Y na” - = - - e

Dt Exbiries, stk et Class A KAV fnceplion 12731400 0747 000 507

Cless A: Mzximum 5.75% load 542 -576 -086 - - - - =
The tables present past padformance which is > R P Py g g
40 QUaASe O e syl A i iy Clase ) NAV.(ncepion 12/31/90) . . 064 . 0.1 541 - - - -
bt dower or higher then cument performance. Class ¥: NAV (Inception 12/31/10) 064 011 528 - - - - -
Returns refiect applicable fee waivers andior . P
S TeRbisends. a0 188 Tond Fikred UBS Bloomberg MGl - 066 027 589 3135 039 - - 706

all expenses and fees, investment retums would
have been reduced. Investment returns and Fund

thirs will fluctuate 5o that fn s Average Annual Total Retums (%) as of 06/30/11

shares, whan redeemed, may be worth more of Mgt IMg  YID 1Y 3 5Y  10¥r  Ule?
Jess then their original cost. Fund retims assume - SV Moreaitae T : ; : - - -
that dividends and capital gains ons have Clags A: NAY (inception 12/31110) . -2.68 442 225 -~ e =

been relnvested in the Fund a1 NAV. Index retums Class A: Maximum 5.75% load -828 -9.82 2@l - - - - -
essume fiat dividends of the Index constitsants in T T P > . =

the byl o ez seliestad. Class 1: NAV (nciplion 12/31/10) -~ 2257 | 431 248  — - - -

Class Y: NAY (inception 12311 0) -2.57 -431 248 - - - - .

This Fund is newly ofiered and has a fimited T T - ;

operaling histoy, The perh ahown fir i USS Bloomberg CMCI_ .~ . ... _-256 4312 300 3536 587 - - G4
indizas does not refiect fees and chamges, which

are assessed with the purchase and ownership

of the Fund. Indices are not securties in which NAV History (Cless A) e s Tt B et i

investments can be made, ' . : 12-Month High  12-Month Low Month-End

- - $8.33

Ona-month and year-to-date retums are not annualized.
7UBS Bloomberg CMGI five track record (inception) baging on January 1, 2007,
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Van Eck CM Commodity Index Fund August 2011

— =5

CMCAX | COMIX | CMGYX

2011 Monthly Returns (%)
Jan Feb March Apsil May Jung August  Augus! Sept Dat HNav Dec Year

ClssANAY 427 282 095 200 -.A72 288 3B 074
UBS Blcamberg CMOI 352 EXE] 10 213 -386 256 358 D66
Retumns reflect capital and the of and capital gains, i any, a5 well as all Tees and expenses but do nol reflect any sales load,

Al Indices are unmenaged and include the remvestment of &l dividends, but do not reflect the payment of ransaction costs, advisory faes or expenses that are associ-
ated with an investment in the Fund, An Index's perfarmance is not dlustrative of the Fund's performance. Indices are not securities in which investments tan be made.
Results reflect past performance znd do not guaraniee fulure results, See the reverse sida for complete performance information.

Three-Year Max Drawdown (%) as of 08/31/11 Three-Year Volatility (%) as of U&"&ﬂﬁ CMCI Three-Year Correlation as of DB/31/11
Ugs Blodimbarg CMCI FTyT UsS Bloarnberg CMCh . - BarCap Apg Bond Index 034

S&P GSC| Index -60.52 S&P GSCI index S&P* 500 Index 0E2
DAESdex 4403 DamShndec

SEP® 500 Index -£1.82 SEP*® 500 Index

Maximum dmwdcmn s the larpest negative :hanpe]rl ﬁnd value over & ngn pearicd of time. \"olatﬂl'y isthe annuaTLzeE standard deviation of monthdy retums. Cor-
relation d ) or parafiel between two is The 15 & measura that determines the degree to which two
wvariables’ movements me zssociated and will vary from -1.0 to 1.0, -1.0 inficates perfect negetive correlation, and 1.0 indicates perfect positive corelation.

Know Your Terms: Contango occurs when the price of a futures contract is sbove the expected future spot price ef the ime the contract expires. Negative roll yield fs
the amount of retumn last in a contange market,

Know Your Indices: The Dow Jones-UES Commodity Index [DJUBS) s compesed of futwes contracts on 20 physical commadities covering seven sectors, specifically
anergy, petroleusn, precious metals, industriel metals, grains, Ivestock and softs. Energy expesure s fimited to no more than 33%; manager cannet invest above that
fevel no matter how favorable the energy market, The S&P® Goldman Sachs Commodity Index (3P GSCI) iz 2 composite index of commodity sector retums, repre-
senting an unk Jong-only i ] y utwres, High energy concentration; Timited diversification, The index banefits whan enargy ks strong, and
suffers when energy is weak. Lastly, the SAP® 500 Index consists of 500 widely held common stocks covering industrial, utility, financial and transpartation sectors,
The Barclays Capétal Global Aggregate Bond Index is composad of the morigage-backed and asset-backed securifies and governmentcredit bonds. All indicas ane
unmanaged and include the reinvestmen! of all dividends, bat do not reflect the payment of transaction costs, advisory fees o expenses that are associated with an
Investment in the Fund. An index’s p isnot of the Fund's Indices are nat securities in which investments can be mads.
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EXCESSIVE SPECULATION
IN THE NATURAL GAS MARKET

JUNE 25, 2007

I. EXECUTIVE SUMMARY

Since 2001, the U.S. Senate Permanent Subcommittee on
Investigations (“the Subcommittee™) has been examining the structure
and operation of U.S. energy markets. In June 2006, the Subcommittee
issued a bipartisan staff report, The Role of Market Specuiation in Rising
Oil and Gas Prices: A Need to Put the Cop Back on the Beat," analyzing
the extent to which the increasing amount of financial speculation in
energy markets has contributed to the steep rise in energy prices over the
past few years. The report concluded: “Speculation has contributed to
rising U.S. energy prices,” but also that “gaps in available market data”
made quantification of the speculative component problematic.” The
report endorsed the estimate of various analysts that the influx of
speculative investments into crude oil futures accounted for
approximately $20 of the then-prevailing crude oil price of
approximately $70 per barrel. The report’s analysis was based entirely
on publicly available data about the overall level of financial
investments in energy markets and publicly available data on energy
prices and supplies.

The Subcommittee’s staff report recommended that the
Commedity Futures Trading Commission (“CFTC”) be provided with
the same authority to regulate and monitor electronic energy exchanges,
such as the Intercontinental Exchange (“ICE”), as it has with respect to
the fully regulated futures markets, such as the New York Mercantile
Exchange (“NYMEX"), to ensure that excessive speculation did not
adversely affect the availability and affordability of vital energy
commodities through unwarranted price increases. Congress has not
taken any action since then to authorize CFTC oversight of unregulated
energy markets like ICE.

Shortly after the Subcommittee issued the report in 2006, the
natural gas market entered a period of extreme price volatility
punctuated by the collapse in September 2006 of Amaranth Advisors
LLC (“Amaranth™), one of the largest hedge funds in the natural gas
market. From the last week in August until the middle of September
2006, Amaranth’s natural gas positions lost over $2 billion in value,
precipitating the liquidation of the entire portfolio of the $8 billion fund.

' S. Prt. 109-65, 109" Congress, 2 Session (June 27, 2006).
21d, atp. 6.
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In late summer, natural gas prices began falling. For example, the
price of the NYMEX futures contract to deliver natural gas in October
2006 fell from a high of $8.45 per MMBtu in late July to just under
$4.80 per MMBtu in September, the lowest level for that contract in two
and one-half years. The difference in price between the NYMEX
natural gas futures contract for March 2007 and for Apnl 2007 — called
the price spread — fell from a high of nearly $2.50 per MMBH1u in July to
less than 60 cents in September, a drop of 75 percent. The price for the
immediate delivery of natural gas, called the spot price, fell from $7.49
per MMBtu in late August to $3.66 per MMBtu in early October, the
lowest level in four years.” The Electric Power Research Institute
described this price collapse as “stunning . . . one of the steepest
declines ever.”™

Throughout this period, the market fundamentals of supply and
demand were largely unchanged. Natural gas supplies were plentiful,
and the amount of natural gas in storage remained higher than average
throughout the summer and into the early fall. The large price variations
in the face of steady supply and demand trends raises several questions:
If the underlying supply and demand factors were unchanged, what was
causing the large price swings? To what extent was the collapse of
Amaranth related to the fall in prices? If Amaranth’s collapse either
caused or accelerated the price drops, then were Amaranth’s positions
responsible for the higher prices and large spreads that prevailed
throughout the summer? Was there adequate market oversight to ensure
that large hedge funds were not distorting natural gas prices?

In October 2006, the Subcommirtee began its investigation into the
behavior of natural gas prices earlier in the year, The Subcommittee
analyzed millions of natural gas transactions from trading records
obtained from NYMEX and ICE, the two principal exchanges for energy
commodities, and from Amaranth and other traders. In addition, the
Subcommittee conducted numerous interviews of natural gas market
participants, including natural gas traders, producers, suppliers, and
hedge fund managers, as well as exchange officials, regulators, and
energy market experts. NYMEX, ICE, Amaranth, and many traders
cooperated with detailed inquiries. The Subcommittee also reviewed
commodity market statutes and regulations, and researched a variety of
legal issues.

The trading records examined by the Subcommittee disclosed that
from early 2006 until its September collapse, Amaranth dominated
trading in the U.S. natural gas financial markets. Amaranth bought and

? Federal Energy Regulatory Commission (FERC), Winter 2006-07 Energy Market Assessment,
Item No.: A-3, October 19, 2006, at p. 2,

“ Electric Power Research Institute, Natural Gas Issues: Turnaround Prospects, Energy Markets
and Generation Response, October 2006, at p. 1.
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sold thousands of narural gas contracts on a daily basis, and tens of
thousands of contracts on certzin days. It accumulated tens of thousands
of natural gas holdings, or “positions,” on both NYMEX and ICE. The
CFTC defines a “large trader” for reporting purposes in the natural gas
market as a trader who holds at least 200 contracts; NYMEX examines a
trader's position if it exceeds 12,000 natural gas contracts in any one
month, Amaranth held as many as 100,000 natural gas contracts in a
single month, representing 1 trillion cubic feet of natural gas, or 5
percent of the natural gas used in the entire United States in a year. At
times Amaranth controlled 40 percent of all of the outstanding contracts
on NYMEX for natural gas in the winter season (October 2006 through
March 2007), including as much as 75 percent of the outstanding
contracts to deliver natural gas in November 2006.

Amaranth’s large positions and trades caused significant price
movements in key natural gas futures prices and price relationships. For
example, Amaranth’s purchases of contracts to deliver natural gas in the
winter months, in conjunction with Amaranth’s sales of natural gas
contracts for delivery in the summer months, drove winter prices far
above summer prices. - These differences between winter and summer
prices, called “price spreads,” were far higher in 2006 than in previous
years - until the collapse of Amaranth, when the price spreads returned
to more normal levels. On several specific dates, Amaranth’s massive
trades were responsible for large jumps in the price differences between
the futures contracts for March and April 2007. Traders interviewed by
the Subcommittee said that during the spring and summer of 2006 the
differences between winter and summer prices were “clearly out-of-
whack,” at “ridiculous” levels, and unjustified by supply or demand.

Purchasers of natural gas during the summer of 2006 for delivery
in the following winter months paid inflated prices due to Amaranth’s
large-scale speculative trading. Businesses such as utilities had to either
absorb this added expense or pass the higher costs onto the ultimate
consumer, such as residential users who paid higher home heating bills.

The current regulatory system was unable to prevent Amaranth’s
excessive speculation in the 2006 natural gas market. Under current
law, NYMEX is required to monitor the positions of its traders to
determine whether a trader’s positions are too large. If a trader’s
position exceeds pre-set “accountability levels,” the exchange may
require a trader to reduce its positions. The Amaranth case history
demonstrates two critical flaws. First, NYMEX has no routine access 1o
information about a trader’s positions on ICE in determining whether a
trader’s positions are too large. It is therefore impossible under the
current system for NYMEX to have a2 complete and accurate view of a
trader’s position in determining whether it is too large.
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Second, even if NYMEX orders a trader to reduce its positions on
NYMELX, the trader can simply shift its positions to ICE where no limits
apply. This is precisely what Amaranth did after NYMEX finally told
Amaranth, in August 2006, to reduce its positions in two confracts
nearing expiration, contracts to deliver gas in September and October
2006. In response, Amaranth reduced its positions on NYMEX and
increased them on ICE, maintaining the same overall positions in the
market. Within a few days, Amaranth resumed increasing its positions,
mostly on ICE. By the end of August, Amaranth held nearly 100,000
short positions in the September contract, mostly on ICE, and a total of
nearly 90,000 short positions for the October contract on both ICE and
NYMEX. These were huge positions - each variation of one cent in a
position of 100,000 contracts changes a trader’s profit or loss by $10
million. As a result, NYMEX’s instructions to Amaranth did nothing to
reduce Amaranth’s size, but simply caused Amaranth’s trading to move
from a regulated market to an unregulated one.

The data analyzed by the Subcommittee, together with trader
interviews, show that NYMEX and ICE are functionally equivalent
markets. Natural gas traders use both markets, employing coordinated
trading strategies. In many instances the volumes on ICE are
comparable to or greater than the volumes on NYMEX. Traders use the
natural gas contract on NYMEX. called a futures contract, in the same
way they use the natural gas contract on ICE, called a swap, for risk
management and economic purposes. The data show that prices on one
exchange affect the prices on the other. Given their equivalence, there is
no sound basis for one exchange to be regulated and the ather not.

The disparity in regulation between NYMEX and ICE results from
the so-called “Enron loophole” in the Commodity Exchange Act. The
Enron loophole, which was inserted into the law in 2000 at the request
of Enron and others, exempts electronic energy exchanges such as ICE
from CFTC oversight and regulation. Unlike NYMEX, there are no
limits on the trading on ICE, and no routine government oversight. The
Amaranth case history demonstrates that the disparity in regulation of
the two markets prevents the CFTC and the exchanges from fully
analyzing market transactions, understanding trading patterns, and
compiling accurate pictures of trader positions and market
concentration; it requires them to make regulatory judgments on the
basis of incomplete and inaccurate information; and it impedes their
authority to detect, prevent, and punish market manipulation and
excessive speculation.

Natural gas traders are well aware of the consequences of this
limitation. For example, when Amaranth’s lead energy trader predicted
in an email that “boy I bet you see some CFTC inquiries” into a price
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spike that affected the final price of the September 2006 futures contract,
another trader reminded him that most of the trades had taken place on
1CE using swaps. The trader wrote: “Until they monitor swaps no big
deal.” His comment captures the problem — current law requires our
regulators to oversee U.S. energy markets with incomplete information
and inadequate authority,

To repair the broken regulatory system, Congress needs to require
currently unregulated exchanges, such as ICE, to comply with the same
statutory obligations as regulated markets, such as NYMEX, and operate
under the same rules to prevent market manipulation and excessive
speculation from affecting the price of vital energy commodities.

Some market observers contend that Amaranth’s collapse proved
the energy markets are functioning well because an overly risky trader
met its demise without harming other traders or the natural gas market as
awhole. In fact, however, many otler market participants were harmed
by Amaranth’s massive speculative trading. For example, utilities that
provide gas-powered electricity or heating to homes, schools, hospitals,
and industries that use natural gas in manufacturing paid inflated prices.
Many of their costs were passed onto consumers. Some companies told
the Subcommittee that extreme price swings in the natural gas futures
market make it more difficult and expensive to use the futures market
for hedging. Still others told the Subcommittee that they have lost
confidence in the natural gas market, viewing it not as a mechanism to
set prices reflecting supply and demand, but as a market increasingly
responsive to a few dominant traders with sufficient capital to affect
prices.

If given authority to police all U.S. energy commodity markets, the
CFTC should use this authority to monitor aggregate positions taken by
traders on both NYMEX and ICE, and to analyze trading data from both
exchanges. Regulators should also strengthen their monitoring and
oversight to prevent excessive speculation for all of the months in which
confracts are traded, not just contracts near expiration. The Amaranth
experience demonstrates how excessive speculation can distort prices of
futures contracts that are many months from expiration, with serious
consequences for other market participants. To prevent excessive
speculation from causing unwarranted price changes, commaodity
regulators need to conduct oversight over both a broader market and for
a longer time horizon than the next few months,

A final major problem is the inadequate oversight capabilities of
the CFTC, The CFTC suffers from antiquated technology systems, a
shrinking staff, and flat budgets. In part, these budgetary woes have
occurred because Congress has never authorized the CFTC, as it has
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virtually every other federal financial regulator, to collect user fees from
the markets it oversees. Congress needs to provide the CFTC with
adequate resources to do its job, and authorize user fees to pay for the
additional expense.

Energy is a critical factor in the future of the U.S. economy. How
it is priced is of vital concern. The Amaranth case history is not just the
story of a single hedge fund dominating the market, but of a broken
regulatory system that has left our energy markets vulnerable to any
trader with sufficient resources to alter energy prices for all market
participants.

The remainder of this Report details the Amaranth case history.
Section II presents the staff findings and recommendations from the
Subcommittee’s investigation. Section III provides general information
on the importance of natural gas to the U.S. economy, its production,
economic uses, and the fundamentals of natural gas supply and demand.
Section IV provides general information on the cash and financial
markets for natural gas, and an overview of the regulatory structure for
the various types of energy exchanges. Section V describes the unusual
and extreme behavior of natural gas prices in the spring and summer of
2006, and analyzes the role of Amaranth and other hedge funds in
forming those prices. Section V also describes the impact of
Amaranth’s trading on other market participants. Sections VI and VII
offer recommendations to restore the integrity of energy commodity
markets in the United States and protect them against market
manipulation and excessive speculation, Section VIII contains
additional Minority Staff views on the Report.
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II. FINDINGS AND RECOMMENDATIONS
A. FINDINGS

(1) A single hedge fund, Amaranth Advisors LLC, dominated
the U.S. natural gas market in 2006.
(2) Amaranth accumulated massive natural gas holdings on
NYMEX and ICE spanning five years, from 2006-2010.
(b) Amaranth accumulated such large positions and traded
such large volumes of natural gas in 2006, on both NYMEX
and ICE, that it had a direct effect on U.S. natural gas prices
and increased price volatility in the natural gas market. The
larger than usual differences between winter and summer
futures prices that prevailed during the spring and summer
of 2006 were largely the result of Amaranth’s Jarge-scale
trades rather than the normal market interaction of many
buyers and sellers.
(c) Amaranth's 2006 positions in the natural gas market
constituted excessive speculation.

(2) In August 2006, Amaranth traded natural gas contracts on
ICE rather than on NYMEX so that it could trade without any
restrictions on the size of its positions.

(a) When NYMEX directed Amaranth to reduce its
positions in September 2006 and October 2006 natural gas
futures contracts, Amaranth simply transferred those
positions to 1CE, an unregulated market, thereby
maintaining its overall speculative position in the natural
gas market.

(b) NYMEX's attempt to limit speculative trading during
the last day of trading on the September 2006 natural gas
futures contract failed, because neither NYMEX nor the
CFTC had any authority, mandate, or ability to limit trading
on ICE that affected the pricing of the NYMEX futures
contract.

(3) Amaranth’s actions in causing significant price movements
in the natural gas market demonstrate that excessive
speculation distorts prices, increases volatility, and increases
costs and risks for natural gas consumers, such as utilities, who
ultimately pass on inflated costs to their customers.

() Purchasers of natural gas during the summer of 2006 for
delivery in the following winter months paid inflated prices
due to Amaranth’s speculative trading.



143

208

(b) Many of these inflated costs were passed on to
consurners, including residential users who paid higher home
heating bills.

(4) The two major U.S, exchanges that trade natural gas —
NYMEX and ICE - affect each other’s prices.
(a) Significant volumes of natural gas are traded on both
NYMEX and ICE, and both markets play a key role in
setting U.S. natural gas prices.
(b) The contracts used on NYMEX and ICE to trade natvral
gas, called futures contracts on NYMEX and swaps on ICE,
are equivalent financial products that serve the same risk-
management purposes.
(c) Traders routinely buy and sell natural gas contracts on
both NYMEX and ICE, and hold positions in both markets.
(d) The price of NYMEX futures and ICE swaps are
virtually identical up until the final half hour of the last
trading day of the NYMEX contract, when NYMEX and
ICE prices typically differ by a few cents at most.

(5) Current restraints on speculative trading to prevent

manipulation and price distortions are inadequate.
(a) The CFTC lacks statutory authority to establish or
enforce speculative position limits on the trading of natural
gas on ICE or other Exerapt Commercial Markets.
(b) When large traders choose to frade on ICE rather than
NYMEX, it is difficult, if not impossible, for NYMEX to-
prevent price manipulation or excessive speculation from
distorting NYMEX prices, because NYMEX does not have
information regarding, or the jurisdiction to limit, trading on
ICE even though ICE trades affect NYMEX futures prices.
(c) The CFTC’s primary strategy to stop cxcessive
speculation has been to prevent manipulation of the final
price of a futures contract that is about to expire, rather than
to generally review speculative trades affecting a range of
futures contract prices.

(6) The CFTC is unable to meet its statutory mandate to

prevent market manipulation and excessive speculation from

causing sudden, unreasonable, or unwarranted energy prices.
{a) The CFTC lacks statutory authority to effectively
oversee U.S. energy commodity markets, because the
“Enron Loophole” prevents the CFTC from overseeing [CE.
{b) The CFTC lacks budgetary, staff, and technological
resources to effectively monitor energy commodity markets.
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(c) As a result of the lack of legal authority and budgetary
resources, the CFTC was unable to prevent excessive
speculation in the natural gas market in 2006.

(d) If the CFTC is not provided with additional legal
authority and resources, the CFTC will remain unable to
accomplish its starutory mission.

(e) The inability of the CFTC to accomplish its statutory
mission with respect to the trading of energy commodities
presents a threat to the energy and economic security of the
United States.

B. RECOMMENDATIONS

(1) Congress should eliminate the “Enron Loophole” that
exempts electronic energy exchanges from regulatory
oversight. Experience since passage of the Commodity Futures
Modemization Act of 2000, demonstrates there is no sound
rationale for exempting electronic energy exchanges from
regulatory oversight. Excessive speculation that occurred on
electronic exchanges in 2006 contributed to the overall distortion
of energy prices in the natural gas market, to the detriment of
American consumers, businesses, industry, and utilities. Exempt
Commercial Markets, such as ICE, should be required to comply
with the same statutory obligations as Designated Contract
Markets, such as NYMEX, and should be regulated in the same
manner by the CFTC to prevent market manipulation and
excessive speculation. To ensure fair energy pricing, it is time to
put the cop back on the beat in all U.S. energy commodity markets.

(2) If given additional legal authority, the CFTC should
monitor aggregate positions on NYMEX and ICE. The CFTC
and exchanges should strengthen their monitoring and
oversight to prevent excessive speculation for all of the months
in which contracts are traded, not just for contracts near
expiration.

(3) Congress should increase the CFTC budget and authorize
CFTC user fees to help pay for the additional cost. The
CFTC's budget should be increased to provide the staff and
technology needed to monitor, integrate, and analyze real-time
transactional data from all U.S. commodity exchanges, including
NYMEX and ICE. Needed funding should be obtained from user
fees imposed on commodity markets.
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EXCESSIVE SPECULATION
IN THE WHEAT MARKET

I. EXECUTIVE SUMMARY

For several years, the U.S. Senate Permanent Subcommittee on
Investigations has been examining the role of speculation in the
commodity markets and failures of the federal regulatory structure to
prevent excessive speculation from causing unwarranted changes in
commodity prices and an undue burden on interstate commerce.

In 2006, the Subcommittee released a report showing how the
injection of billions of dollars from speculation into the commodity
futures markets had contributed to rising energy prices.! In 2007, the
Subcommittee released a report and held a hearing showing how
excessive speculation by a single hedge fund named Amaranth had
distorted natural gas prices and contributed to higher costs for natural
gas consumers. > These and other reports offered a number of
recommendations for legislative and regulatory actions to enable the
Commodity Futures Trading Commission (CFTC) to fulfill its mission
under the Commodity Exchange Act to prevent excessive speculation
from “causing unreasonable or unwarranted fluctuations in the price of
commodities in interstate commerce.”

'In its 2005 Report, “The Role of Market Speculation in Rising Oil and Gas Prices: A Need to
Pui the Cop Back on the Beal,™ 5. Prr. 109-65 (June 27, 2006), the Sub tittee investig:
found that influx of billions of dollars into the U.S energy markets through commodity index
fimds had contributed to the rise in energy prices, and that the large influx of speculatve
investments in these markets had altered the traditional relationships between futures prices and
supplies of energy commodities, particularly crude oil. The Report recommended that Congress
enact legislation to “close the Enron loophole,™ the provision in the Commodity Futures
Modernization Act of 2000 (CFMA), which exempted from regulation the trading of fitures
contracts and swaps for energy and metals commedities on electronic exchanges. It also
recommended legislation to ensure the CFTC had sufficient authority to monitor U.S. traders
trading in U § commodities on foreign exchanges. See the 2006 Subcommittee Report at

hitp /hsgac senate pov/public/ files/SenatePrnt] 0965MarketS: £ d

¥ 1n 11s 2007 Report, “Excessive Speculation in the Netural Gas Market,” reprinted 1o S. Hrg.
110-235 (June 25 and July 9, 2007), at pp. 196-710, the Subcommittes investigation found that
Amaranth had distorted the price of natural gas futures contracts es a result of its large purchases
of contracts on the regulated New York Mercantile Exchange (NYMEX) and “look-alike” SWap
contacts on the then-unregulared Intercontinental Exchange (ICE). As a result of several
provisions in the CFMA, the CFTC did not have suthority to limit the positions of raders using
ICE rather than NYMEX. Based on this finding, the Report recommended that Congress enact -
legislation to close the Enron loophole in order 1o fully regulate electronic exchanges, like ICE,
that are the functional equivalent of futures markets. In the 2008 Farm Bill, Congress enacted
legislation to close the Enron loophole by providing that commodity contracts waded on over-
the-counter electronic exchanges that perform a significant price discovery function be regulated
in the same manner as fulures comracts. As a result of this lepislation, the CFTC now has the
authority ~ and responsibility — o regulate and monitor these electronic markets to prevent
excessive speculation. See the 2007 Subcommities Report al hitp /hsgac senate gov/

blic! files. ORTExcessiveS lationipthe Nanuzal GasMart et pdf
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In the Amaranth investigation, the Subcommittee examined how
the activities of a single trader making large trades on both a regulated
futures exchange and an unregulated electronic energy exchange
constituted excessive speculation in the natural gas market. To prevent
this type of excessive speculation, the Subcommittee Report
recommended that limits on the number of contracts that a trader can
hold at one time, known as position limits, be applied consistently to
both markets in which the same type of natural gas contracts are traded.

In the current investigation, the Subcommittee has examined how
the activities of many traders, in the aggregate, have constituted
excessive speculation in the wheat market. To prevent this type of
excessive speculation, this Report recommends that the CFTC phase out
waivers and exemptions from position limits that were granted to
commodity index traders purchasing wheat contracts to help offset their
sales of speculative financial instruments tied to commodity indexes.

A commodity index, like an index for the stock market, such as the
Dow Jones Industrial Average or the S&P 500, is calculated according
to the prices of selected commodity futures contracts which make up the
index. Commeodity index traders sell financial instruments whose values
rise and fall in tune with the value of the commodity index upon which
they are based. Index traders sell these index instruments to hedge
funds, pension funds, other large institutions, and wealthy individuals
who want to invest or speculate in the commodity market without
actually buying any commodities. To offset their financial exposure to
changes in commodity prices that make up the index and the value of the
index-related instruments they sell, index traders typically buy the
futures contracts on which the index-related instruments are based. It is
through the purchase of these futures contracts that commodity index
traders directly affect the futures markets.

The Subcommittee investigation exarnined in detail how
commodity index traders affected the price of wheat contracts traded on
the Chicago Mercantile Exchange. CFTC data shows that, over the past
three years, between one-third and one-half of all of the outstanding
wheat futures contracts purchased (“long open interest”) on the Chicago
exchange are the result of purchases by index traders offsetting part of
their exposure to commodity index instruments sold to third parties. The
Subcommittee investigation evaluated the impact that the many
purchases made by index traders had on prices in the Chicago wheat
futures market. This Report finds that there is significant and persuasive
evidence to conclude that these commodity index traders, in the
aggregate, were one of the major causes of “unwarranted changes™ —
here, increases — in the price of wheat futures contracts relative to the
price of wheat in the cash market. The resulting unusual, persistent, and
large disparities between wheat futures and cash prices impaired the
ability of participants in the grain market to use the futures market to
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price their crops and hedge their price risks over time, and therefore
constituted an undue burden on interstate commerce. Accordingly, the
Report finds that the activities of commeodity index traders, in the
aggregate, constituted “excessive speculation” in the wheat market under
the Commodity Exchange Act.

The futures market for a commodity provides potential buyers and
sellers of the commodity with prices for the delivery of that commodity
at specified times in the future. In contrast, the cash market provides
potential buyers and sellers with the price for that commodity if it is
delivered immediately. Normally, the prices in the futures market
follow a predictable pattern with respect to the cash price for a
commodity. Typically, as a contract for future delivery of a commodity
gets closer to the ime when the commodity is to be delivered under the
contract (the expiration of the contract), the price of the futures contract
gets closer to the price of the commodity in the cash market. The prices
are said to “converge.” In recent years in the wheat market, however,
the futures prices for wheat have remained abnormally high compared to
the cash prices for wheat, and the relationship between the firtures and
cash prices for wheat has become unpredictable. Oftentimes the price of
wheat in the Chicago futures market has failed to converge with the cash
price as the futures contracts have neared expiration.

The result has been turmoil in the wheat markets. At a time when
wheat farmers were already being hit by soaring energy and fertilizer
costs, the relatively high price of wheat futures contracts compared to
the cash price, together with the breakdown in the relationship between
the two prices and their failure to converge at contract expiration, have
severely impaired the ability of farmers and others in the grain business
to use the futures markets as a reliable guide to wheat prices and to
manage price risks over time.

Participants in the grain industry have complained loudly about the
soaring prices and breakdowns in the market. “Anyone who tells you
they’ve seen something like this is a liar,” said an official of the Farmers
Trading Company of South Dakota. An official at cereal-maker Kellogg
observed, “The costs for commodities including grains and energy used
to manufacture and distribute our products continues to increase
dramatically.” “I can’t honestly sit here and tell who is determining the
price of grain,” said one Illinois farmer, “I've lost confidence in the
Chicago Board of Trade.” “I don’t know how anyone goes about
hedging in markets as volatile as this,” said the president of MGP
Ingredients which provides flour, wheat protein, and other grain
products to food producers. “These markets are behaving in ways we
have never seen,” said a senior official from Sara Lee. A grain elevator
manager wamed, “Eventually, those costs are going to come out of the
pockets of the American consumer,”
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The inability of farmers, grain elevators, grain merchants, grain
processors, grain consumers, and others to use the futures market as a
reliable guide to wheat prices and to manage their price risks over time
has significantly aggravated their economic difficulties and placed an
undue burden on the grain industry as a whole.

This Report concludes there is significant and persuasive evidence
that one of the major reasons for the recent market problems is the
unusually high level of speculation in the Chicago wheat futures market
due to purchases of futures contracts by index traders offsetting sales of
commodity index instruments. To diminish and prevent this type of
excessive speculation in the Chicago wheat futures market, the Report
recommends that the CFTC phase out existing exemptions and waivers
that allow some index traders to operate outside of the trading limits
designed to prevent excessive speculation.

A. Subcommittee Investigation

To prepare this Report, the Subcommittee conducted a year-long,
bipartisan investigation. As a first step, the Subcommittee obtained and
analyzed price and trading data from a variety of agricultural futures and
cash markets. The Subcommittee obtained, for example, daily and
monthly wheat futures and cash price data from the CFTC, U.S.
Department of Agriculture, Chicago Mercantile Exchange, Kansas City
Board of Trade, and Minneapolis Grain Exchange. The Subcommittee
also examined numerous historical materials on the operations and
performance of the grain futures markets, and on the development and
application of relevant statutes, regulations, and guidance. The CFTC
provided extensive data on index trading, as well as information on the
application of position limits and the granting of exemptions. The
Subcommittee appreciates the cooperation and responsiveness of the
exchanges and federal agencies.

To understand the issues, the Subcommittee interviewed numerous
experts and persons familiar with the wheat markets, agricultural
commodity markets as a whole, and commodity indexes. The interviews
included persons familiar with grain trading and actual traders from a
wide range of organizations in the grain industry: farm organizations,
grain elevator operators, grain merchants, grain processors, food
manufacturers, and agricultural trade groups. The Subcommittee also
interviewed farmers, market analysts, agricultural economists, academic
experts, financial institutions, and exchange officials. The
Subcommittee also benefited from a number of meetings and
presentations provided by the CFTC. The Subcommittee appreciates the
cooperation and assistance of these individuals, organizations, and
agencies.
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B. The Cash and Futures Markets for Wheat

Wheat crops change hands primarily through cash transactions.
There is no centralized cash market for wheat or other grains; the cash
market exists wherever a grain elevator, grain merchant, grain consumer,
or other participant in the grain industry posts a price to purchase or sell
grain, Cash transactions take place all over the country, at all times of
the day, either with or without the use of standardized contracts. Ina
common transaction, a grain elevator purchases wheat from a farmer for
cash and then stores the wheat for sales throughout the year to grain
Processors.

Wheat futures are sold on three regulated exchanges: the Chicago
Mercantile Exchange (CME), the Kansas City Board of Trade
(KCBOT), and the Minneapolis Grain Exchange (MGEX). Wheat
traded on the Chicago exchange, known as “soft red winter” wheat, is
used mainly for crackers, pie crusts, cakes, and biscuits, Wheat traded
in Kansas City, known as “hard red winter” wheat, is primarily used to
make flour for bread. The Minneapolis exchange trades “hard red
spring” wheat, which also is used to make bread, biscuits, and rolls.

. All three of these futures exchanges offer standardized contracts to
buy or sell standard amounts and types of wheat for which the only
negotiated variable is the price. In the vast majority of cases, traders of
wheat futures contracts do not take physical delivery of the wheat being
bought or sold on the futures market. Rather, the primary purpose of the
futures market is to enable market participants to “discover” the price of
wheat for delivery at specified times in the future, to purchase or sell
such contracts for future delivery at such prices, and thereby to enable
wheat market participants to protect their business activities against the
risk of future price changes.

C. Increasing Commodity Index Speculation

A commodity index is calculated using the prices of the futures
contracts for the commodities that make up the index. Each commodity
within 2 commodity index is assigned a “weight,” and the contribution
of each commodity toward the value of the index is calculated by
multiplying the current price of the specified futures contract for that
commodity by the assigned weight. All of the major, broad-based
commodity indexes include soft red winter wheat furtures contracts
traded on the Chicago exchange as one of their component commodities.

The purchase of a financial instrument whose value is linked to a
commodity index offers the buyer the potential opportunity to profit
from the price changes in futures contracts for a broad spectrum of
commodities, without having to actually purchase the referenced
commodities. Typically, hedge funds, pension funds, and other large
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institutions purchase these financial instruments with the aim of
diversifying their portfolios, obtaining some protection against inflation,
and profiting when commodity prices are rising. Since they are not
involved in selling or buying actual commodities, and do not use these
instruments to hedge or offset price risks regarding the actual use of the
underlying commodities, the purchasers of commodity index
instruments are making a speculative investment.

The large growth in commodity index speculation is a recent
phenomenon. 1t is only over the past six years that financial institutions
have heavily marketed commodity index instruments as a way to
diversify portfolios and profit from rising commodity prices. The total
value of the speculative investments in commodity indexes has increased
an estimated tenfold in five years, from an estimated $15 billion in 2003,
to around $200 billion by mid-2008.>

The amount of speculation in the wheat market due to sales of
commodity index instruments has, correspondingly, grown significantly
over the past five years. CFTC data indicates that purchases by index
traders in the largest wheat futures market, the Chicago Mercantile
Exchange, grew sevenfold from about 30,000 daily outstanding
contracts in early 2004, to a peak of about 220,000 contracts in mid-
2008, before dropping off at year’s end to about 150,000 contracts.
{Figure ES-1). The data shows that, during the period from 2006
through 2008, index traders held between 35 and 50% of the outstanding
wheat contracts (open long interest) on the Chicago exchange and
between 20 and 30% of the outstanding wheat contracts on the smaller
Kansas City Board of Trade.

The presence of index traders is greatest on the Chicago exchange
compared to the other two wheat exchanges, and is among the highest in
all agriculture markets. In addition, neither of the other two wheat
markets, nor any other grain market, has experienced the same degree of
breakdown in the relationship between the futures and cash markets as
has occurred in the Chicago wheat market. Accordingly, the
Subcommittee focused its investigation on the role of index trading on
the Chicago exchange and the breakdown in the relationship between
Chicago wheat futures and cash prices.

* This estimate reflects both the actual amounts invested in commodity index related instruments
and the appreciation in value of those in dusto i i dity prices.
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Outstanding Chicago Wheat Futures Contracts
Purchased by Index Traders
thousands of 2004 - 2009
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Figure ES-1. Growth in index fund purchases of Chicago wheat futures contracts. Chart
prepared by Permanent Sub ittee on Investigations. Data source: CFTC,

D. Impact of Index Instruments on the Wheat Futures Market

Commodity indexes have an indirect but significant impact on
1tures markets. A commodity index standing alone is a computational
evice unsupported by any actual assets such as futures or commodity
oldings. Financial institutions that sell index investments, however,
ave created three basic types of financial instruments tied to
ommodity indexes: commodity index swaps, exchange traded funds
ZTFs), and exchange traded notes (ETNs). Commodity index swaps
re sold by swap dealers and are the most common index instrument;
TFs and ETNs offer index-related shares for sale on a stock exchange.
‘he value of commodity index swaps, index-related ETFs, and index-

zlated ETNs rises and falls with the value of the commodity index upon

‘hich each is based.

Speculators who buy index instruments do not themselves
urchase futures contracts. But the financial institutions who sell them
a1e index instruments typically do. In the case of commodity index

waps, for example, swap dealers typically purchase futures contracts for

11 commodities on which an index is based to offset their financial
xposure from selling swaps linked to those futures contracts. CFTC
lata shows that, over the past five years, financial institutions selling

:ommodity index instruments have together purchased billions of dollars

vorth of futures contracts on the Chicago Mercantile Exchange.
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The Subcommittee investigation has found that the large number
of wheat futures contracts purchased by swap dealers and other index
traders is a prime reason for higher prices in the wheat futures market
relative to the cash market. Commodity traders call the difference
between the futures prices and the cash price “the basis.” Index traders
typically do not operate in the cash market, since they have no interest in
taking delivery or making use of a whear crop. Instead, index traders
operate in the futures markets, where they buy futures contracts to offset
the index instruments they have sold. The additional demand for wheat
futures resulting from these index traders is unrelated to the supply of
and demand for wheat in the cash market.

In the Chicago wheat market, the result has been wheat furures
prices that are increasingly disconnected from wheat cash prices, Data
compiled by the Subcommittee shows that, since 2006, the daily gap
between Chicago wheat futures prices and wheat cash prices (the basis)
has been unusually large and persistent. Figure ES-2 presents this data
for the last eight years.

Chicago Wheat Prices
Daily Difference Between Futures and Cash Price
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Figure ES-2. Increase in daily difference between futures and cash prices for Chicago
wheat. Char! prepared by P Sut ittee on L igat Deata sources:
CME (daily funmres prices); MGEX (sverage daily cash prices).

From 2000 through 2005, the average daily difference between the
average cash and the futures price for soft red winter wheat traded on the
Chicago exchange was about 25 cents. During the second half of 2008,
in contrast, the price of the nearest wheat futures contract on the Chicago
exchange was between $1.50 and $2.00 per bushel higher than the
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average cash price, an unprecedented price gap (basis).‘ During that
period, the average cash price for soft red winter wheat ranged from
$3.12 to $7.31 per bushel, while the futures price ranged from $4.57 to
$9.24. The fundamentals of supply and demand in the cash market
alone cannot explain this unprecedented disparity in pricing between the
futures and cash markets for the same commodity at the same time.

In addition, increasingly, the wheat futures prices on the Chicago
exchange have not converged with the cash prices at the expiration of
the futures contracts. Figure ES-3 shows the extent of this price gap
(basis).

Chicago Wheat Prices
ke Difference Between Futures Price and Cash Price

in Chicago at Contract Expiration

; i Es I|I ;

Figure ES-3. Increase in difference between futures and cash prices for Chicago wheat
at futures contract expiration. Chart prepared by Permanent Subcommittes on
Investigations. Data sources: CME (daily futures prices) and USDA (cash prices at
Chicago).

The data underlying this chart shows that the average difference
between the cash and futures price at contract expiration at the delivery
location in Chicago for the Chicago wheat futures contract rose from an
average of about 13 cents per bushel in 2005 to 34 cents in 2006, to 60
cents in 2007, to $1.53 in 2008, a tenfold increase in four years.

In the same period during which these pricing disparities occurred,
CFTC data shows a very large presence of index traders in the Chicago
wheat market. Since 2006, index traders have held between one-third
and one-half of all of the outstanding purchased futures contracts (“long
open interest”) for wheat on the Chicago exchange. For most of 2008,
the demand for Chicago wheat futures contracts from these index

* Typically, traders define basis as the difference berween the cash and firtures price (basis = cash
— futures). In this Report, the basis is defined as the difference berween the futures end cash
price (basis = futures — cash) in order to give a positive value to the basis when the futures price
is lugher than the cash price, as it typically is in the wheat market.
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investors was greater than the supply of wheat futures contracts from
commercial firms selling grain for future delivery. During July 2008,
for instance, index traders buying wheat futures contracts held, in total,
futures contracts calling for the delivery of over 1 billion bushels of
wheat, while farmers, grain elevators, grain merchants, and other
commercial sellers of wheat had outstanding futures contracts providing
for the delivery of a total of only about 800 million bushels of wheat.
Under these circumstances, the additional demand from index traders for
contracts for future delivery of wheat bid up the futures prices unti
prices were high enough to attract additional speculators willing to sell
the desired futures contracts at the higher prices.

The investigation found that, in 2008, the greater demand for
Chicago wheat futures contracts generated by index traders was a
significant factor in the relative increase in the wheat futures price
compared to the cash price (the basis) during that period. In addition, a
significant cause of the resulting price disparity between the futures and
cash markets, which was far greater than the normal gap between futures
and cash prices, was the purchases of Chicago wheat futures by index
traders.

E. Undue Burden on Interstate Commerce

The ongoing pricing discrepancy between wheat futures and cash
market prices has exacerbated many of the recent economic difficuities
facing farmers, grain elevators, grain merchants, and grain end-users,

Over the past few years, the prices of many agricultural
commodities — like the prices of commodities in general — experienced
an unprecedented spike and subsequent collapse. For example, the cash
price of wheat rose from just over $3 per bushel in mid-2006, to over
$11 per bushel in early 2008, before collapsing to about $3.50 per bushel
at the end of 2008. Figure ES4 shows the average daily cash price of
wheat from 2000 to 2008, including the spike in the price of wheat
during 2007 and 2008.
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Figure ES-4. The average daily cash price of soft red winter wheat, the type of wheat
traded on the Chicapo Mercantile Exchange. Chart prepared by Permanent
Subcommitiee on Investigations, Data source: MGEX (daily cash index price).

A wide variety of factors contributed to the price volatility in the
cash market for wheat, including poor weather, changes in agricultural
productivity, an increasing demand for commodities in developing
countries, changing dietary habits, increasing energy prices, and changes
in the value of the dollar compared to other currencies.

Wheat prices in the cash market rose steadily from 2004 to 2008,
in part due to steep increases in the price of energy, particularly oil,
gasoline, natural gas, and diesel fuel, which sharply increased the costs
of farming, transporting grain to markets, and grain-processing,.
Although grain prices in the cash market eventually rose to record highs,
farmers and grain merchants often were unable to realize the benefits of
those higher prices due to the higher costs. In March 2009, for example,
USDA reported that although wheat was selling for very high prices by
historical standards, the increase in fuel and fertilizer costs had “offset
this unprecedented runup in wheat prices for producers.” -

During this same period, futures prices also rose. The steep
increases in cash and futures prices severely affected the grain industry
in several ways. First, higher futures prices resulted in higher margin
calls for wheat farmers, grain elevators, and other sellers of wheat that
had hedged in the futures markets, requiring them to make much larger
cash outlays than normal. The National Grain and Feed Association
estimated, for example, that a typical grain elevator faced a 300%
increase in hedging costs in 2008, compared to 2006, It stated that
“recent commodity price increases have led to unprecedented borrowing
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by elevators — and unprecedented lending by their bankers - to finance
inventory and maintain hedge margins.” According to the Federal
Reserve Bank of Kansas City, in the first quarter of 2008, the Farm
Credit System “raised $10 billion in funds through the sale of debt
securities to meet increasing demand from elevators and other
processing and marketing entities.” In April 2008, the Federal Reserve
Bank of Kansas City reported that nearly one-quarter of all grain
elevators it surveyed were struggling to acquire the cash needed to
manage margin calls; about 40% stated they had “enough cash to just
manage current margin calls.”

The cash flow problems confronting many grain elevators directly
affected farmers, as those elevators began to reduce their cash purchases,
pull back on forward contracts offered to farmers, and lower the cash
prices offered for crops. Some began to require farmers to pre-pay for
seed and fertilizer, causing cash flow problems for farming operations.
Farmers participating directly in the futures market also were subject to
rising margin calls. One wheat farmer explained, “If you’ve got 50,000
bushels hedged and the market moves up 20 cents, that would be a
$10,000 day. If you only had $10,000 in your margin account, you'd
have to sit down and write a check. You can see $10,000 disappear
overnight. ... Everybody has a story about a guy they know getting
blown out of his hedge.”

Other problems arose from the unusually large and persistent gap
betwesen the futures and cash prices for wheat and the failure of the two
prices to converge as futures contracts expired. This persistent pricing
difference and lack of convergence meant that farmers, grain elevators,
grain merchants, and others who had nsed the futures market to hedge
their future sales found that when they went to sell their wheat, the cash
prices were much Jower than they had anticipated based upon the futures
market. This persistent price gap significantly impaired the ability of
farmers and others to protect themselves from declining prices during
the dramatic price decreases experienced during the second half of 2008.
It also meant that wheat industry participants could no longer rely on the
futures markets to reliably price their crops and effectively manage their
price risks over time.

In a properly functioning futures market, futures and cash prices
converge as futures contracts near expiration. Otherwise, if one price
were higher, a trader could buy the commodity in the lesser-priced
market and immediately sell it in the higher-priced market for a quick
profit. Those types of transactions would soon equalize the two prices.
But on many occasions during the last few years in the Chicago wheat
market, the two prices have not converged.

One key reason is that the large price disparity between the cash
and futures price makes it much more profitable for grain merchants to



158
176

13

buy grain in the cash market, hold onto it, and then sell it later — at the
price of the higher-priced futures contracts — than engage in the type of
transactions described above between the cash and futures market that
would make the two prices converge. In addition, the large price
disparity means that merchants who already have grain in storage and
have hedged that grain by selling futures contracts could suffer a loss if
they decided to actually sell their grain in the cash market, because they
also would have to buy back the futures contract at a higher price than
they could get for selling their grain in the cash market.

Virtually all of the traders interviewed by the Subcommittee, from
all perspectives within the grain business, identified the large presence
of index traders in the Chicago market as a major cause of the price
convergence problem. This ongoing problem indicates that at a
fundamental Jevel the Chicago wheat futures market no longer
effectively serves the needs of many wheat growers or commercial
wheat users.

Still another set of problems caused by excessive speculation in the
wheat market and the disconnect between wheat futures and cash prices
affects the federal crop insurance program. Federal crop insurance,
which is supported with taxpayer dollars, is available to farmers who
want to cover potential financial losses due to bad weather or crop
disease. Several types of federal crop insurance use futures prices to
determine how much money should be paid to a farmer who has
purchased coverage and suffered a loss in crop income. Futures prices
are used in the formulas that calculate both the insurance premiums to be
paid by farmers and the indemnity payments made to farmers after an
insurance claim. Because they are included in the calculations, futures
market prices that are significantly higher than actual cash prices impair
the accuracy of the insurance formulas and can inflate the final figures,
Futures prices that are much higher than the prices in the cash market
and that do not closely follow the prices in the cash market can increase
both the crop insurance premiums paid in part by farmers and can either
increase or decrease the ultimate insurance payout to the farmer —
thereby either resulting in too large a payout from a taxpayer-funded
program or too small a payout to the farmer who has paid for the
insurance. Either scenario undermines the effectiveness of the crop
insurance program.

The ongoing large gap between wheat futures prices and cash
prices is a problem of intense concern to the wheat industry, the
exchanges, and the CFTC. The CFTC has conducted several public
hearings and recently formed a special advisory subcommittee to make
recommendations on how best to address the problem. The Chicago
exchange has amended its wheat contract in several respects —to provide
for additional delivery locations, to increase the storage rate for wheat,
and to change certain specifications for deliverable wheat — in an effort
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to improve trading and create a more active cash market that will force
cash and firtures prices to converge.

These actions to date, however, do not address one of the
fundamental causes of the problem — the large presence of index traders
in the Chicago wheat market. These index traders, who buy wheat
futures contracts and hold them without regard to the fundamentals of
supply and demand in the cash market for wheat, have created a
significant additional demand for wheat futures contracts that has as
much as doubled the overall demand for wheat futures contracts.
Because this significant increase in demand in the futures market is
unrelated to any corresponding supply or demand in the cash market, the
price of wheat futures coritracts has risen relative to the price of wheat in
the cash market. The very large number of index traders on the Chicago
exchange has, thus, contributed to “unwarranted changes” in the prices
of wheat futures relative to the price of wheat in the cash market. These
“unwarranted changes™ have, in turn, significantly impaired the ability
of farmers and other grain businesses to price crops and manage price
risks over time, thus creating an undue burden on interstate commerce.
The activities of these index traders constitute the type of excessive
speculation that the CFTC should diminish or prevent through the
imposition and enforcement of position limits as intended by the
Commodity Exchange Act.

F. Trading Limits on Index Traders

The Commodity Exchange Act (CEA) directs the CFTC to prevent
excessive speculation in the futures markets. Specifically, Section 4a(a)
of the CEA requires the CFTC to establish and maintain “position
limits” on commodity traders to prevent the undue burden on interstate
commerce that results from “sudden or unreasonable fluctuations or
unwarranted changes” in the price of a commodity caused by excessive
speculation. Pursuant to this statutory mandate, the CFTC has
established position limits for the agricultural commodities traded on
futures markets such as wheat, corn, oats, and soybeans. These position
limits specify the maximum number of outstanding futures contracts that
any single trader can hold at any particular time. For example, the
CFTC has generally prohibited any single trader from holding more than
6,500 wheat futures contracts at any one time. Prior to 2005, the
maximum number of contracts that could be held at any one time was
5,000 contracts.

Over the course of many years, the CFTC has made a number of
decisions that have enabled certain index traders to hold more than the
current limit of 6,500 wheat futures contracts. The first set of decisions
resulted in the CFTC’s granting position limit exemptions to swap
dealers selling commodity index swaps. Although the CEA directs the
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CFTC to impose trading limits to prevent excessive speculation, section
4a(c) of the Act also states that these limits are not to be applied to
“transactions or positions which are shown to be bona fide hedging
transactions or positions.” The CEA provides the CFTC with the
discretion to define the term “bona fide hedging transaction” in order to
“permit producers, purchasers, sellers, middlemen, and users of a
commodity or a product derived therefrom to hedge their legitimate
anticipated business needs for that period of time into the future for
which an appropriate futures contract is open and available on an

exchange.”

Initially, the CFTC limited the concept of a bona fide hedging
transaction to transactions directly linked to the business needs of the
producers, marketers, and users of a physical commodity in the cash
market. But afier Congress directed the CFTC, in 1986, to consider
expanding its definition to include persons using the futures markets to
manage risks associated with financial investment portfolios, the CFTC.
issued a series of clarifications and interpretations which, in effect,
expanded the definition to include trading strategies to reduce financial
risks, regardless of whether a matching transaction ever took place in a
cash market for a physical commodity.

In 1991, using this expanded definition, the CFTC granted the first
exemption from speculative trading limits to a swap dealer seeking to
buy futures contracts to hedge its financial exposure to commodity index
swaps it had sold to third parties. According to CFTC data provided to
the Subcommitiee, the CFTC has currently issued four hedge
exemptions to swap dealers seeking to buy wheat futures. Those
exemptions permit the swap dealers to exceed the 6,500 position limit
and hold up to 10,000, 17,500, 26,000, and 53,000 wheat futures
contracts to hedge their exposures to commodity index swaps that
reference wheat futures prices. In addition, in 2006, the CFTC staff took
another step by issuing two “no-action” letters permitting the manager of
one index-related exchange traded fund (ETF) to hold up to 11,000
wheat futures contracts and another fund manager to hold up to 13,000
wheat futures contracts.

Together, these hedge exemptions and no-action letters permit six
index traders to hold a total of up to almost 130,000 wheat futures
contracts at any one time. Absent these waivers from the position limits,
these six index traders would have been limited to a total of about
39,000 wheat futures contracts at a time, or less than one-third of the
contracts that they are now permitted to hold.

CFTC data indicates that, from 2006 to mid-2008, the total
number of outstanding contracts (long open interest) attributable to
commodity index traders in the wheat market was about 200,000
contracts. That means that the six index traders granted waivers
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from the trading limits may have held up to about 60% of all the
outstanding wheat contracts held by index traders.

In directing the CFTC to consider granting position limit
exemptions to firms using the futures markets to manage price risks
associated with financial portfolios, Congress emphasized that the
Commission’s actions should remain consistent with its mandate to
prevent excessive speculation from causing unreasonable or unwarranted
changes in the prices of commodities traded on the futures exchanges.
Because the large amount of index investments in the Chicago wheat
futures market have been one of the major causes of “unreasonable or
unwarranted” changes in wheat futures prices relative to cash prices, the
granting of exemptions and waivers to index traders is inconsistent with
the CFTC's statutory mandate to prevent excessive speculation on
futures exchanges. Accordingly, the Report recommends that the CFTC
no longer waive position Jimits for index traders and, in addition, begin
an orderly phase-out of the existing waivers.

If the CFTC were to phase out the exemptions and waivers granted
to index traders in the wheat market, those traders would become subject
to the position limits for wheat futures contracts that generally apply and
would be unable to hold more than 6,500 wheat contracts at any one
time. The strict enforcement of the 6,500 contract limit should reduce
the presence of index traders in the Chicago wheat futures market and
help bring the futures market into better alignment with the cash market.

Restoring the 6,500 position limit to index traders may not,
however, fully solve the pricing problems in the Chicago wheat futures
market and eliminate the problems in the market exacerbated by
excessive speculation. CFTC data indicates that at most 60% of the total
outstanding wheat contracts (long open interest) which can be attributed
to index investors would be affected by restoring the 6,500 limit. If
pricing problems persist in the wheat market after the phase-out of these
waivers, and after implementation of other actions being taken by the
Chicago exchange, the CFTC should consider imposing additional
restrictions on index traders to reduce their presence, such as by
restoring the pre-2005 position limit of 5,000 wheat contracts per index
trader to reduce their apgregate impact on wheat futures prices.

G. Other Commodities

The wheat market illustrates how a large amount of index trading
on a futures exchange can significantly impair the ability of the futures
market to perform its primary purposes — to enable commercial market
participants, including farmers, grain elevators, grain merchants, and
consumers, to efficiently price their commodities and manage their price
risks over time. The Subcommittee investigation was made possible in
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large part by the availability of data compiled by the CFTC on index
trading in the wheat market. Comparable data on index trading in non-
agricultural markets, including for crude oil, natural gas, and other
energy commodities, is not presently available. The data problem is due
in part to the complexity of the over-the-counter (OTC) energy market,
the associated difficulty in tracing index trading in that market, and the
difficulty in assessing the impact of OTC energy trades on regulated
energy futures exchanges. To understand the role of index trading in
energy and other non-agricultural commodity markets, the CFTC will
need to improve its data collection and analysis efforts for both the OTC
markets and index trading. Given the importance of this issue, despite
the difficulties, the CFTC should undertake this effort to bring additional
transparency to the impact of index trading on energy futures markets.

H. Findings and Recommendations

Based upon the Subcomumittee’s investigation, the Report makes
the following findings of fact and recommendations to diminish or
prevent excessive speculation in the wheat market.

Findings of Fact.

(1) Excessive Speculation in Wheat. The large number of
wheat futures contracts purchased and held by commodity
index traders on the Chicago futures exchange over the last
five years constituted excessive speculation.

(a) Index Traders Increased Futures Prices Relative to
Cash Prices. The large number of wheat futures
contracts purchased by index traders on the Chicago
exchange created additional demand for those contracts
and was a major contributing factor in the increasing
difference between wheat futures prices and cash prices
from 2006 to 2008.

(b) Index Traders Impeded Price Convergence. Over
the past few years, the large number of Chicago wheat
futures contracts purchased by index traders has been a
-major cause of the frequent failure of wheat futures and
cash prices to converge upon contract expiration.

(¢) Unwarranted Price Changes. The additional demand
for Chicago wheat futures contracts attributable to
commodity index traders contributed to “‘unreasonable
fluctuations or unwarranted changes” in wheat fistures
prices, resulting in an abnormally large and persistent
gap between wheat futures and cash prices (the basis).
Largely as a result of index trading, the average
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difference between the cash and futures price at
contract expiration rose from 13 cents per bushel in
2005, to 34 cents in 2006, to 60 cents in 2007, to $1.53
in 2008, a tenfold increase in four years.

(d) Undue Burden on Commerce. The unwarranted
changes in wheat prices resulting from the large amount
of index trading in the Chicago wheat futures market
created an undue burden on interstate commerce. This
undue burden was imposed on farmers, grain elevators,
grain merchants, grain processors, and others by
impeding useful hedging strategies, imposing
significant unanticipated costs, and providing
inaccurate indications of expected prices in the wheat
markets.

CFTC Waivers Facilitated Excessive Speculation. CFTC
actions to waive position limits for commodity index traders
facilitated excessive speculation in the Chicago wheat futures
market. Waiving position limits for these index traders is
inconsistent with the CFTC’s statutory mandate o maintain
position limits to prevent excessive speculation,

Inflated Futures Prices Affect Crop Insurance. Because
federal crop insurance, which is backed with taxpayer dollars,
uses futures prices in its calculations, inflated futures prices
can inflate insurance premiums, whose cost is shared by
farmers and taxpayers, and impair the accuracy of the formulas
used to determine the payouts to farmers, resulting in either’
overpayments or underpayments.

Poor Data Impedes Analysis. There is a lack of adequate
data on the number of futures contracts purchased by
commodity index traders for non-agricultural commodities like
crude oil. Improved data is essential to analyze the extent to
which index traders may be contributing to higher futures
prices and excessive speculation in crude oil and other
markets.

Recommendations.

M

Phase Out Existing Wheat Waivers for Index Traders,
The CFTC should phase out existing waivers, granted through
exemptions or no-action letters, which permit commodity
index traders to exceed the standard limit of 6,500 wheat
contracts per trader at any one time, and re-apply the standard

position limit designed to prevent excessive speculation in the
wheat market.
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(2) Take Further Action If Necessary. If pricing problems in
the Chicago exchange persist after the phase-out of index
trader waivers and after implementation of other actions being
taken by the Chicago exchange, the CFTC should consider
imposing additional restrictions on commodity index traders
to reduce excessive speculation, such as by imposing a
position fimit of 5,000 wheat contracts per index trader.

(3) Analyze Other Agricultural Commodities. The CFTC
should undertake an analysis of other agricultural commodities
to determine whether commodity index traders have increased
futures prices compared to cash prices or caused price
convergence problems, and whether position limit waivers for
index traders should be phased out to eliminate excessive
speculation.

(4) Strengthen Data Collection for Non-Agricultural
Commodities. The CFTC should develop reliable data on the
extent to which commodity index traders purchase non-
agricultural commodity futures contracts, especially crude oil
and other energy commodities. Once this data is collected, the
CFTC should evaluate the impact of index trading in these
markets, and whether position limits for index traders should
be phased in to eliminate excessive speculation.

The following sections of this Report present detailed information
on how, in recent years, the high level of commodity index trading in the
wheat market constituted excessive speculation. Section II describes the
wheat futures and cash markets, and recent pricing trends that have
caused turmoil among wheat producers, merchants, and consumers.
Section III provides general information about hedging and speculation
in the commodity markets, and why price convergence is important to
commercial users of the wheat market. Section IV explains how
commodity index frading works, its impact on the futures markets, and
how the CFTC has facilitated index trading by waiving position limits
for wheat and other agricultural commodities. Section V details the
evidence indicating how commodity index trading has been one of the
major causes of unwarranted price fluctuations and an undue burden on
interstate commerce, and thereby constituted excessive speculation in
the wheat market. Section VI describes how inflated futures prices
affect the federal crop insurance program.
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FOOD SPECULATION

http:fiiwww.wdm.org.uk/stop-bankers-betting-fi ists-tell-g20 1 ion-food-prices

450 economists tell the G20: regulate speculation on food prices

11 October 2011
Dear G20 Finance Ministers,

We write to you ahead of the October meeting of the G20 Finance Ministers to urge you to commit with
your counterparts to take effective action to curb excessive speculation on food commodities Excessive
financial speculiation is contributing to increasing volatility and record high food prices, exacerbating
global hunger and poverty,

While there are many pressures on food prices, fundamental changes in supply and demand cannot fully
account for the dramatic price fluctuations that have occurred in recent years.

in June, a report for the G20 by international organisations including the IMF and the OECD noted that
“too much speculation can cause frequent and erratic price changes” in futures markets. Evidence
suggests that financiai spaculators are less likely to make trading decisions based on information
regarding supply and demand and are more prone to herding behaviours than commercial traders.
Excessive speculation undermines the price discovery function of futures markets, driving real prices
away from levels determined by supply and demand.

The High Level Panel of Experts on food security for the Committee on World Food Security at the FAC
reporied in July that “tighter regulation of speculation is necessary.” The panel suggested that “Increasing
transparency, by requiring exchange trading and clearing of most agricultural commodity contracts, and
sething lower limits for noncommercial actors could be the first set of measures taken by the countries that
house major commodity exchanges.”

Increasing market transparency is vital, but will not go far enough to tackle excessive financial .
speculation, We therefore urge you to support the establishment of position limits to cap the proportion of
agricultural commodity derivatives markets that can be held by financial speculators. Limits could be set
at a level that would maintain sufficient liquidity in the markets while preventing an excessive
concentration of purely financial actors. The US has already passed legislation including provisions to
introduce such limits and the G20 should act to prevent regulatory arbitrage between exchanges.

Position fimits would be more effective in tackling excessive speculation than position management
powers, which rely on the use of judgement by exchanges and provide little assurance that powers will be
exercised effectively Clear limits would provide regulatory certainty, promoting stable and sustainable
derivatives markets to the benefit of food producers, consumers and broader economic stability

I Permanent Subcommittee on Investigations| 1

EXHIBIT #6c
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With around 1 billion people enduring chronic hunger worldwide, action is urgently needed to curb
excessive speculation and its effects on global food prices.

Yours sincerely,

cc: Michel Barnier, European commissioner for internal market and services

Signed

Mr Abduthafiz Ahmed Abdisubhan, Finance and Economic Development Bureau, ETHIOPIA

Charles Abugre, Regional Director (Africa), The United Nations Millennium Campaign, MNairobi, KENYA

Prof Nicola Acocella, Department of Methods and Models for Economics, Territory and Finance, Faculty
of Economics, University of Rome, ITALY

Dr Funda Rana Adacay, Associate Professor in Economics, Anadolu Univeristy, Eskisehir, TURKEY
Dr lpek likkaracan Ajas, Associate Professor of Economics, Istanbul Technical University, TURKEY
Dr Alpaslan Akcoraoglu, Associate Professor of Economics, Gazi University, TURKEY

Prof A. Haroon Akram-Lodhi, Chair of the Department of International Development Studies, Trent
University Peterborough, CANADA

Mr Tanweer Ali, Lecturer in Finance, Empire State College, State University of New York, USA
Marzoug Alnusf, Department of Economics, University of Massachusetts at Amherst, USA
Wilfried Alizinger, Department of Economics, Vienna University of Economics, AUSTRIA

Dr Francisco Alvarez Cuadrado, Associate Professor, Department of Economics, McGill University,
CANADA

Dr Rui Henrigue Alves, Assistant Professor at the Faculty of Economics, University of Porto, PORTUGAL
Dr Bruno Amorose, Department for Society and Globalization Roskilde, University Denmark, DENMARK
Prof Paolo Andrei, Professor in Business Economics, University of Parma, ITALY

Rania Antonopoulos, Senior Scholar and Director of Gender Equality and the Economy Program, Levy
Economics Institute, USA

Dr Ozlern Arpac Arconian, Department of Economics, School of Oriental and African Studies, University
of London, UK

Prof Alessandro Arrighetti, Professor of Economics, University of Parma, ITALY
Prof Wiji Arulampalam, Department of Economics, University of Wanwick UK

Prof Thankom Arun, Director of Institute of Global Finance and Public Policy, Lancashire Business
School, University of Central Lancashire, UK

ma
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Or Michael Ash, Associate Professor of Economics and Public Policy and Chair, Depariment of
Economics, University of Massachusetts Amherst, USA

Prof Venkatesh Athreya, Professor of Economics, Bharathidasan University, Tiruchirapalli, INDIA
Jonathan Adabre Atia, Policy Analyst, Integrated Social Development Centre, GHANA

Fiona Atkins, LECturler in Economics, Birkback J-Jni\rersity of London, UK

Dr Rohit Azad, Assistant Professor, Faculty of Economics, South Asian University, New Delhi, INDIA

Prof M. V. Lee Badgett, Professor of Economics and Director for Center for Public Policy and
Administration, University of Massachusetts Amherst, USA

Dean Baker, Co-Director, Center for Economics and Policy Research, USA
Dr Dean Baker, Center for Economic and Policy Research, Washington, DC, USA

Prof Radhika Balakrishnan, Professor of Women's and Gender Studies Rutgers, The Siate University of
New Jersey, former Professor of Economics and International Studies at Marymount Manhattan Coliege,
usa

Prof Erol Balkan, Professor of Economics, Hamilton College, New York, USA
Dr Nesecan Balkan, Department of Economics, Hamilton College, USA
Dr Nina Banks, Associate Professor of Economics, Bucknell University, USA

Prof Drucilta K Barker, Director Women's & Gender Studies, Phd in Economics, University of South
Carclina, Columbia, USA

Prof David Barkin, Distinguished Professor of Economics, Universidad Autonoma Metropolitana-
Xochimilco, Mexico City, MEXICO

Dr John Bamshaw, Depértment of Sociology, University of South Flerida, USA

Dr Stephanie Barrientos, Senior Lecturer, Institute of Development Policy and Management, Associate
Director Brooks World Poverty Programme, University of Manchester, UK

Michael Barrow, Senior Lecturer in Economics, School of Business, Management and Ecenomics,
University of Sussex, UK

Prof Hans-Heinrich Bass, Professor of International Economics, Bremen University of Applied Sciences,
GERMANY

Dr PL Beena, ICSSR General Fellow, Institute for Studies in Industrial Development, New Delhi, INDIA
Riccardo Bellofiore, Department of Economic Science, University of Bergamo, ITALY

Prof Lourdes Beneria, Professor Emerita, Department of City and Regional Plémning. Comell University,
USA

Prof Gunseli Berik, Econamics Department, University of Utah, USA



168

Prof Jacques Berthelot, Emeritus professor of Economics, Ecole Nationale Supérieure Agronomique de
Toulouse, FRANCE

Prof Sheila Bhalla, Professor at the Institute for Human Development, New Delhi, INDIA

Dr Ravi Bhandari, Associate Professer and Chevron Chair of Development Economics, Saint Mary's
College of California, USA

Prof Cyrus Bina, Distinguished Research Professor of Economics, University of Minnesota, USA

Dr Stephanie Blankenburg, Department of Economics and CISD, School of Oriental and African Studies,
UK

Prof Patrick Bond, Professor of Development Studies, University of KwaZulu-Natal, S0OUTH AFRICA

Dr A. J. C Bose, Associate Professor, Department of Economics, Shri Ram College of Commeice,
University of Delhi, INDIA

Sam Boshra, Economist and former income Analyst with Statistics Canada, CANADA
Dr Roger Even Bove, Depariment of Economics & Finance, West Chester University, USA

Dr Christopher Bowdler, University Lecturer in Economics and Feliow of Oriel College, University of
Oxford, UK

Dr James K. Boyce, Department of Economics, University of Massachusetts, Amherst, USA
Dr Manuel Branco, Associate Professor of Economics, University of Evora, PORTUGAL

Prof Luiz Carlos Bresser-Pereira, Professor Emeritus of Economics, Getulio Vargas Foundation, Sao
Paulo, BRAZIL

Dr Kate Bronfenbrenner, Senior Lecturer, Comell School of Industrial and Labor Relations, USA
Dr Reiner Buchegger, Associate Professor, Johannes Kepler University, AUSTRIA
Dr Jorge Buzaglo, Associate Professor of Economics, University of Goteburg, SWEDEN

Prof Antonio Caliari, Sigmund M. and Mary B. Hyman Professor of Economics, and Director of the Local
Economy Center, Franklin and Marshall College, Lancaster, USA

Prof Jim Campen, Professor Emeritus of Economics, University of Massachusetts, Boston, USA
Dr Michele Cangiani, Associate Professor of Economic Sociclogy, Foscari Venezia University, ITALY

Dr Michael Carter, Associate Professor of Economics, Chair of Economics Department, University of
Massachusetts, Lowell, USA

Prof Carlos Nuno Castel-Branco, Director of Institute of Social Economics Studies, MOZAMBIQUE

Prof Sergio Cesaratto, Professor of Economics University of Siena, ITALY
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Rakesh Chandra, Junior Research Fellow, Center for the Study of Regional Development, Jawahar Lal
Nehru University, New Delhi, INDIA

Shouvik Chakaraborty, Assistant Professor, Indian School of Business and Finance (ISBF), New Delhi,
INDIA

Malini Chakravarty, Senior Economist, International Development Economics Associates (IDEAs), New
Delhi, INDIA

Prof Nirmal K. Chandra, Professor of Economics (Retd), Indian Institute of Management Calcutta, INDIA

Prof C. P. Chandrasekhar, Centre for Economic Studies and Planning Jawaharial Nehru University New
Delhi, INDIA

Dr Ha-Joon Chang, Reader, Faculty of Economics, University of Cambridge, UK
Dr Anup Chatterjee, Associate Professor in Economics, ARSD College, University of Delhi, INDIA

Prof Monojit Chatterji, Bonar Professor of Apllied Economics, University of Dundee, UK and Bye Fellow in
Economics and Director of Studies in Economics, Sidney Sussex College, Cambridge, UK

Prof Sudip Chaudhun, Professor of Economics, Indian Institute of Management, Calcutta, INDIA
Pallavi Chavan, Economist, INDIA

Prof Robert Chemomas, Department of Economics, University of Manitoba, CANADA,

Dr Lynne Chester, Department of Political Economy, University of Sydney, AUSTRALIA

Prof Victoria Chick, Emeritus Professor of Econamics, University College London, UK

Prof Wittayakarn Chiengkul, Professor of Political Economy, Dean of Social Innovation College, Rangsit
University, THAILAND

Prof Anis Chowdhury, Professor of Economics, University of Western Sydney, and Co-editor of the
Journal of the Asia Pacific Economy, AUSTRALIA

John Chfislensen. Economic Adviser and Director, Tax Justice Network, Landon, UK .

Kimberly Christensen, Visiting Faculty Member in Economics and Public Policy, Sarah Lawrence College
in Bronxville, New York, USA

Dr Mammen Chundamannil, Head of Forest Economics, Kerala Forest Research Institute, INDIA

Dr Edward J. Clay, Senior Research Associate, Overseas Development Institute, London, UK

Prof Pavel Isa Contreras, Professor of Economics, Santo Domingo, DOMINICAN REPUBLIC
Eileen Cook, Scoftish Agricultural College, Scotland, UK

Dr Eugenia Correa, Department of Economics, National Autonomous University of Mexico, MEXICO

Prof Marcella Corsi, Professor of Economics, Sapienza University of Rome, ITALY
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Prof Carmen Costea, Professor of International Business and Commerce, ASE Bucharest, Founder and
President of Alternative Sciences Association, ROMANIA

Prof Christopher Cramer, Professor of the Political Economy of Development, SOAS, UK

Prof James Crotty, Professor Emeritus of Economics and Helen Sheridan Memorial Scholar, UMASS
Amherst, USA

Antenio Cuerpo, Economist and Researcher, University Complutense of Madrid, SPAIN

Dr Carlo D'lppeliti, Assistant Professor of Economics, Sapienza University of Rome, ITALY

Dr Omar S. Dahi, Assistant Professor of Economics, Hampshire College, USA

Dr Gareth Dale, Senior Lecturer in Politics & International Relations, Brunel University, London, UK

Dr Anita Dancs, Assistant Professor, Department of Economics, Western New England University, USA
Dr Charles Danreuther, School of Politics and International Studies, Umiversity of Leeds, UK

Dr Guglielmo Forges Davanzati, Associate Professor of Economics, Faculty of Political Sciences,
University of Salento, Lecce, ITALY

Prof Chuck David, Professor of Labor Studies, Indiana University, USA

Paul Davidson, Editor of Journal of Post Keynesian Economics, Fellow at Bernard Schwartz Center for
Economic Palicy Analysis, USA

Prof Joaquim P. de Andrade, Professor of Economics. University of Brasilia, BRAZIL
Dr Elisabetta de Antoni, Associate Professor, Department of Economics, Trento University, ITALY

Dr Catherine de Fontenay, Associate Professor, Melbourne Business School, University of Melboumne,
AUSTRALIA

Dr Jan-Emmanuel De Neve, Assistant Professor in Political Economy and Behavioural Science,
University Ceollege London, UK

Prof Carmen Diana Deere, Distihguished Professor of Food & Resource Economics and Latin American
Studies, University of Florida, USA

Benny Dembitzer, Visiting Lecturer in Macroeconomic Theory, Greenwich Business School, University of
Greenwich, UK

Dr Firat Demir, Assistant Professor of Economics, University of Oklahoma, USA

Dr Andy Denis, Senior lecturer in political economy, City University London, UK

Dr Richard Denniss, Executive Director, The Australia Institute, AUSTRALIA

Prof Radhika Desai, Author, Department of Political Studies, University of Manitoba, CANADA

Prof Sergio Destefanis, Professor of Economics, University of Salerno, ITALY
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Dr Stephen Devereux, Research Fellow, Institute of Development Studies, University of Sussex , UK

Ashok M. Dhareshwar, Retired World Bank Economist and visiting faculty at Indian Institute of
IManagement, Calcutta

Swati Dhingra, Lecturer in Economics, London School of Economics, UK

Prof Robert Dixon, Professor of Economics, University of Melbourne, AUSTRALIA

Prof Thomas L. Dobbs, Professor Emeritus of Economics, South Dakota State Univeristy, USA

José Domingo Villadeamigo, Research Fellow, CEPED, Institute of Economics, FCE-UBA, ARGENTINA

Prof Daniel Drache, Senior Research Fellow and Professor of Political Science, Robarts Centre for
Canadian Studies, CANADA

Sarah Dustin, Independent Scholar, University of New Hampshire, USA

Prof Amitava Krishna Dutt, Professor of Economics and Political Science, University of Notre Dame, USA
Dr Graham Dyer, Econamics Department, SOAS, University of London, UK

Prof Gary A Dymiski, Professor of Economics, Univer;try of California, Riverside, USA

Or Michael Edwards, Senior Lecturer in the Economics of Planning and Leverhulme Emeritus Fellow, The
Bartleft School, University College London, UK

Prof Frank Ellis, Professorial Fellow, School of International Development, University of East Anglia, UK

Prof Wolfram Elsner, Author and Professor of Economics, Economics and Business Studies, University of
Bremen, GERMANY

Prof Diane Elson, Phd in Economics, Professor at the Centre for Research in Economic Sociology and
Innovation, Department of Sociology, University of Essex, UK

Prof Gerald Epstein, Professor of Economics and Co-Director of Political Economy Research Institute
(PERI), University of Massachusetts, USA

Dr M Mustafa Erdogdu, Associate Professor of Economics, Marmara University, TURKEY

Prof Korkut Erturk, Professor of Economics, University of Utah, USA

Mr Ismail Erturk, Senior Lecturer in Banking, Manchester Business School, UK

Prof Jemry Evensky, Professor of Economics, Syracuse University, USA

Prof Guilhem Fabre, Professor of Economics and Chinese Studies, University of Le Havre, FRANCE

Prof Susan Feiner, Professor of Economics and of Women and Gender Studies, University of Southern
Maine, USA

Prof Leornardo Felii, Professor of Economics, London School of Economics and Political Science, UK
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Dr Jesus Ferreiro, Associate Professor of Economics, University of the Basque Country, SPAIN
Prof Ben Fine, Department of Economics, School of Oriental and African Studies, London, UK

Dr Kade Finnoff, Assistant Professor, Depariment of Economics, University of Massachusetts, Boston,
Usa

Prof Mahir Fisunoglu, Professor of Economics, Cukurova University, TURKEY
Mahir Frsunoglu, Department of Economics, Cukurova Unversity Adana, TURKEY
Prof Maria S. Floro, Department of Economics, American University, Washington, USA

Prof Giuseppe Fontana, Professor of Monetary Economics, Head of Economics, Leeds University
Business School, University of Leeds, UK

Prof Alan Freeman, Visiting Professor of London Metropolitan University, UK
Dr Ines Freier, Economist, GERMANY
Dr Jose Ricardo Fucidji, Assistant Professor, Department of Economics, UNESP, BRAZIL

Dr Kevin Gallagher, Associate Professor of International Relations and Director of Global Development
Policy Program, Boston University, USA

Dr Clara Garcia, Associate Professor, Department of Economics, Complutense University of Madrid,
SPAIN

Prof Christian Gehrke, Depariment of Economics, University of Graz, AUSTRIA

Prof J. George, Chief Promoter, Strategic Economic Management Initiative in Governance, University of
Deihi, INDIA

Dr Susan George, Political economist, Transnational Institute

Salvador H. Geranil, Vice Char of Philippine Network of Rural Development Institutes, PHILIPPINES
Prof Jayati Ghosh, Professor of Economics, Jawaharlal Nehru University, INDIA

Prof Andrea Ginzburg, Professor of Economics, University of Modena and Reggio Emilia, ITALY

Dr Mwangi wa Githinji, Assistant Professer of Economics, Thompson Hall, University of Massachusetts,
USA

Dr David Gold, Asscciate Professor, Phd Economics, International Affairs Program, The New School,
New York, USA

Francois Gobbe, Coordinator Kairos Europe WE, BRUSSELS
Prof Don Goidstein, Professor of Economics, Allegheny College, Meadville, USA

Dr Sara Gorgoni, Lecturer in Economics and Business, Businass School, University of Greenwich, UK
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Rahul Goswami, Social Sector Researcher, National Agriculture Innovation Project, Ministry of
Agriculture, INDIA

Prof lan Gough, Emeritus Professor, University of Bath, and Professorial Research Fellow, London
School of Economics. UK

Dr Krishn A. Goyal, Convener & Head of Management Department, Bhupal Nobles College, Udaipur,
INDIA

Prof llene Grabel, Department of Economics, University of Denver, USA

Prof John Groenewegen, Professor of Economics of infrastructures, Delft University of Technology,
NETHERLANDS

Joseph Halevi, Department of Political Economy, University of Sydney, AUSTRALIA
Prof Ferda Halicioglu, Professor of Economics, Yeditepe University, TURKEY
Dr Peter Hall, Associate Professor, Urban Studies, Simon Fraser University, CANADA

Dr David Hall-Matthews, Senior Lecturar in International Develepment School of Politics and International
Studies, University of Leeds, UK

Lesie Hamilton, Associate Lecturer in Economics, Leeds Metropolitan University, UK

Prof Geoff Harcourt, Visiting Professorial Fellow at Australian School of Business, University of New
South Wales, AUSTRALIA

Prof Jane Harrigan, Department of Economics, SOAS, University of London, UK
Prof Gillian Hart, Chair of Development Studies, University of California, Berkeley, USA

Dr Neil Hart, Senior lecturer, Schoal of Economics and Finance, University of Western Sydney,
AUSTRALIA

Prof Martin Hart-Landsberg, Professor of Economics, Lewis and Clark College, USA
Dr Ingrid Hartmann, Agricultural Economist, Berlin, GERMANY

Dr Joop Hartog, Emeritus Professor of Economics, Amsterdam School of Economics University of
Amsterdam, NETHERLANDS

Dr James Heintz, Associate Research Professor, Political Economy Research Institute, University of
Massachusetts, USA

Anton Hellesay, Economist and Independent consultant, NORWAY
Andrew Hepburn, Commodity Analyst, CANADA

Dr Barry Herman, Visiting Senior Fellow, Graduate Program in International Affairs, The New School,
New York, USA

Arturp Hermann, Senior Research Fellow at ISTAT, Rome, ITALY
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Dr Adam Hersh, Economist, Center for American Progress, USA

Dr Gillian Hewitson, Department of Political Economy, University of Sydney, AUSTRALIA

Nicholas Hildyard, Director of The Corner House, UK

Prof Susan Himmelweit, Professor of Economics, Faculty of Social Sciences, Open University, UK
P)_'cf Geoffrey M. Hodgson, Research Professor in Business Studies, University of Hertfordshire, UK
Dr Raul Hopkins, Consultant on agricultural issues and information technologies, Lima, PERU

Dr David Hudson, Lecturer in Political Economy, Depariment of Pelitical Science, University College
London, UK

David Hulme, Professor of Development Studies, School of Environment and Development, University of
Manchester, Head, Institute for Development Policy and Management, Executive Director, Brooks Waorld
Poverty Institute, CEQ, Effective States and Inclusive Development, UK

Veronika Hummer, German Institute for Economic Research, Berlin, GERMANY
Prof Grazia letto-Gillies, Emeritus Professor of Applied Economics, London South Bank Uniuersitjr, UK

Dr Katsushi Imai, Associate Professor in Development Economics, Department of Economics and Brooks
World Poverty Institure, University of Manchester, UK

Gustavo Indart, Senior Lecturer, Department of Economics, University of Toronto, CANADA

Dr Davide Infante, Associate Professor of Political Economy Deparntment of Economics and Statistics
University of Calabria, ITALY

Prof George Irvin, Professorial Research Associate in Economics, SOAS, University of London, UK
Prof Toru lwami, Professor of Economics, University of Tokyo, JAPAN

Dr Johannes Jager, University of Applied Sciences BFi Vienna, AUSTRIA

Frof Jesper Jespersen, Professor of Economics, Roskilde University, DENMARK

Ravinder Jha, Lecturer, University of Delhi, INDIA

Anne Marie John, Economist, Economic Research Foundation, New Delni, INDIA

Prof James Johnson, Department of Political Science, University of Rochester, New York, USA

Dr Michael Johnson, Associate Professor at School of Social Science and International Studies,
University of New South Wales, Sydney, AUSTRALIA

Prof Sir Richard Jolly, Institute of Development Studies, University of Sussex. UK

Mr Tinu Joseph, Jawaharlal Nehru University, New Delhi, INDIA
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Prof P.N. Junankar, Professorial Visiting Fellow, Schoo! of Economics, University of New South Wales
and Emeritus Professor, University of Western Sydney, AUSTRALIA

David Kane, Associate for Latin America and Economic Justice, Maryknoll Office for Global Concerns,
USA

Woojin Kang, Researcher, Crawford School of Economics and Government. Australian National
University, AUSTRALIA

Dr Nikolaos Karagiannis, Associate Professor of Economics, Department of Economics & Finance,
Winston-Salem State University, North Carolina, USA

Dr Zahra Karimi, Assistant Professor of Economics, Univeré.ity of Mazadaran, IRAN

Prof Massoud Karshenas, Professor of Economics, School of Oriental and African Studies, University of
London, UK

Dr Emily Kawano, Executive Director, Center for Popular Economics & Solidarity Economy Network, USA

Prof Cristobal Kay, Emeritus Professor, International Institute of Social Studies, Erasmus University
Rotterdam, NETHERLANDS.

Dr Steve Keen, Associate Professor in Economics and Finance, University of Western Sydney,
AUSTRALIA

Prof Saul Keifman, Professor of Economics and Chair of the Economics Major School of Economics
Sciences, University of Buenocs Aires, ARGENTINA

Prof Neil M. Kellard, Professor of Finance, Essex Business School, University of Essex, UK
Dr Stephanie A, Kelton, Associate Professor of Economiics, University of Missouri-Kansas City, USA

Ahmet Kerem Ozdemir, Research and Teaching Assistant, Finance Depariment, School of Business
Administration, Istanbul University, TURKEY

Dr Prue Kerr, Department of Economics, University of Adelaide, South Australia, AUSTRALIA
Prof Farida C Khan, Professor of Economics, University of Wisconsin - Parkside, USA

Prof Sushil Khanna, Professor of Economics and Strategic Management, Indian Institute of Management
Calcutta, INDIA

Prof Mushtag Husain Khan, Department of Economics, School of Criental and African Studies, University
of London, UK

Kijong Kim, Research Scholar, The Levy Economics Institute of Bard College Biithwood, New York, USA
Prof Mary C King, Professor of Economics, Portland State University, Oregon, USA

Dr Godbertha Kinyondo, Lecturer in Economics, Mzumbe University, Dar es Salaam Business College,
TANZANIA

Prof Nikoi Kote-Nikoi, Professor of Economics, S.1.T Graduate Institute, Vermont, LISA
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Dr David Kristianson-Gural, Associate Professor of Economics, Social Justice College, Lewisburg, USA
Mr Andrey Kuleshov, Economist at the Common Fund for Commodities, Amsterdam, NETHERLANDS

Dr Uday Kumar, Associate Professor and Coordinator, Department of International Business, University
College Mangalore, INDIA

Dr C. Nalin Kumar, Assistant Professor of Economics and Policy Research, Indian Institute of Plantation
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Prof Amiya Kumar Bagchi, First Chancellor, Tripura Central University, Director Institute of Development
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Prof Sarosh Kuruvilla, Professor, School of Industrial and Labor Relations, Cornell University, USA
Dr Pierre Lacour, Clinical Assistant Professor, Coordinator of Economics, New York University, USA
Dr Thomas Lambert, Lecturer in Economics, Indiana University Southeast, New Albany, USA

Prof Michael Landesmann, Professor of Economics and Scientific Director, Vienna Institute for
International Economic Studies, AUSTRIA

Stewart Lansley, Research Fellow in Economics, University of Bristol, UK
Alessandra lanza, Chief Economist, Prometeia Spa Financial Consulting, ITALY
Dr Alberto Lanzavecchia, Assistant Professor in Corporate Finance University of Padova, ITALY

Prof Costas Lapavitsas, Department of Economics, School of Oriental and African Studes, University of
London, UK

Prof Marc Lavoie, Department of Economics, University of Ottawa, CANADA
Alejandro Ignacio Lazarte, MA, Zurich Financial Services, SWITZERLAND

Dr Jonathan Leape, Senior Lecturer in Economics, London School of Economics and Political Science,
UK :

Prof Dennis Leech, Professor of Economics, Warwick University and Research Associate, CPNSS,
London School of Economics, UK

Prof Margaret Levenstein, Professor of Business Economics and Public Policy, University of Michigan,
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Dr Mingi Li, Associate Professor, Department of Economics, University of Utah, USA

Dr Dan Li, Assistant Professor in Finance, School of Economics and Finance University of Hong Kong,
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Dr Carlos F. Liard-Muriente, Associate Professor and Chair of the Department of Economics, Central
Connecticut State University, USA

Thomas Lines, Author of Making Poverty: A History, UK
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Prof Sumanasin Liyanage, Professor of Economics, University of Peradeniya, SRI LANKA

Juan José Llach, Director, Center for the Study of Government, Business, Scciety and the Economy, IAE
Business School, Universidad Austral, ARGENTINA

Prof John Loxley, Department of Economics, University of Manitoba, CANADA
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(202) 618-6430

NEW BETTER MARKETS RESEARCH REPORT SHOWS WALL STREET DRIVING UP FOOD, FUEL
PRICES; DATA SHOWS THAT COMMODITY INDEX FUNDS SHOULD BE BANNED

Better Markets today released a new research report showing speculative commodity trading
pushed by Wall Street is causing market disruptions that have increased prices for American
families and farmers.

The analysis reviews commodity markets data over the last 27 years and shows that, since
2005, so-called commodity index funds have triggered an upward price curve in the futures
markets when they trade out of an expiring month contract and into a new future month
(referred to as the “roll”). This has resulted in rising prices and costs as well as a boom-and-bust
cycle by changing the incentives of producers and consumers of commodities. It also has sent
misleading and non-fundamental price signals to the market, which have disrupted the futures
and physical commodity markets.

“This research report analyzes commodity market activity for more than 25 years and
specifically analyzed speculative commodity index fund trading,” said Dennis Kelleher,
president and CEO of Better Markets. “This is the first study to directly isolate the impact of the
speculative index fund roll trading. The data shows the trading those funds do every month has
severely disrupted and dramatically changed those markets, causing food and fuel prices to
increase, hedging costs for businesses to rise, and prices to swing erratically up and down,
which also raises everyone’s costs.”

“When this research and data is considered with Better Markets’ prior research on speculation,
the need to ban commodity index funds is overwhelming,” said Mr. Kelleher.

The Dodd-Frank law requires the Commodity Futures Trading Commission to “diminish,

eliminate, or prevent excessive speculation.” In its March 28 comment letter to the
Commission, Better Markets called for banning commodity index funds because they are the

Permanent Subcommittee on Investigations
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primary drivers of such speculation, triggering dramatic increases in the price of vital
commodities such as food and energy. The CFTC will rule on that matter on Oct. 18.

As detailed in the report, the research found that during this “roll” period, the price spread
increases between the expiring contract and the new longer-dated contract, creating an
upward price curve known as “contango.” The data shows that this bias toward contango is
generally absent during the rest of the trading month.

The analysis also found that this contango bias did not exist prior to the rapid expansion of
commodity index funds in 2004. In prior years, the historical price curve norm for longer-dated
contracts was actually priced lower than near-term contracts — a structure known as
“backwardation. But this has changed since $200 billion to $300 billion in these speculative
index funds poured into the futures markets, pushed by the Wall Street firms that have heavily
marketed and profited from them.

The research specifically analyzed the same trading dates on which the roll now occurs, going
‘back 27 years. But no contango bias was present prior to creation of the commaodity index fund.
The study looked primarily at NYMEX WTI Crude Oil and CBOT Wheat. The analysis was also
extended to NYMEX Heating Oil, CBOT Corn, NYMEX Natural Gas, and CME Live Cattle.

The data and analysis shows commodity index funds’ speculative trading is causing market
distortions, disrupting price discovery, increasing the costs for commercial hedgers and pushing

prices needlessly higher.

Better Markets, Inc., is a nonpartisan, nonprofit organization that promotes the public interest
in the international and domestic capital and commodity markets.
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Research analyzing commaodity markets for the last 27 years shows that Wall
Street's speculative trading through commodity index funds is causing market disruptions,
interfering with price discovery, increasing the costs for businesses to hedge, and
needlessly pushing prices higher for all Americans. It shows how the biggest banks, all
bailed out by the taxpayers in 2008, are lining their pockets at the expense of America's
families and farmers.

Since 2005, there has been historically high commodity price volatility, with prices
swinging up and down at persistent levels that are not justified by supply and demand.
That wasn't always the case. Prior to 2005, big price swings, when they happened, were
typically the result of a supply or demand event like a war or a hurricane.

Importantly, as commodity price volatility has increased, there has also beena
massive inflow of new funds into these markets, particularly from so-called commodity
index funds, which is all speculative trading, as opposed to buying and selling by actual
producers and consumers, While the precise amounts invested are hard to determine,
there is at least $200 to $300 billion invested in various speculative trading funds.

We do know, however, that these speculative trading funds, while a relatively new
type of market player, now collectively make up the single largest group of non-commercial
traders in the commodities futures markets. These speculative trading funds, which
represent giant pools of capital, have in recent times been the single largest group of
traders, outweighing both commercial business hedgers (producers and consumers of
commodities) and traditional “speculators,” who take short-term directional bets and
provide liquidity.

Given both the very large size and the common trading strategies of these
speculative trading funds, many market observers have concluded that there is a high
likelihood that they are distorting price formation in commodities markets. [t has been
suggested that this distortion has directly led to the more recent "boom and bust” price
cycles and higher prices for many food and energy commodities in markets around the
world. .

Historically, under typical trading activities in the commodity markets, price curves
in the commodities futures markets have been predominantly "backwardated.” That is just
a fancy way of saying longer-dated contracts are most often priced lower than shorter-
dated contracts. This traditional price curve structure is commonly explained in terms of
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“convenience yield” i.e. price volatility can make it hard to produce sufficient product at
short notice. Therefore, if you want your commodity sooner, you must pay a premiurm.

Therefore, the further out in time a contract is, the lower the premium. Putanother
way, futures prices should slope downwards. Everyone in the market knows this doesn't
necessarily mean prices are actually going to decline over time. Rather, the traditional
pricing signal in a backwardated market is that prices over time will stay fairly steady, all
else being equal.

However, this changes once speculative trading funds start pouring hundreds of
billions of dollars into the futures markets. In fact, the price curve is basically turned
upside down. The traditionally backwardated price curves become upward sloping. This is
known as “contango,” where the longer-dated contract prices are relatively higher and
continue to go up.

This shouldn't happen as a routine matter given the premium built into the price of
near-dated futures contracts. When buyers and sellers see a price curve in contango, it tells
them that even with the convenience yield built into today’s price, tomorrow’s price will
almost certainly be higher. That tells producers to delay production, and consumers to buy
more now (even if this doesn't necessarily show up in patchy data on inventories). This
causes exaggerated scarcity in the short run, which pushes prices up sharply. In the long
run, when the delayed production comes on to the market while at the same time demand
declines because consumers have already stocked up or cut back, the bubble bursts, and
prices come crashing down.

Although there were some fundamental supply and demand events that appeared to
give a partial explanation of the change in the price curves (e.g. crude oil delivery
bottlenecks at Cushing, OK), their occurrence did not seem to match accurately either the
timing or magnitude of the shift. Therefore, we decided to use a new set of analytic
approaches to look at what the speculative trading funds were doing. The dramatic change
in price curves seemed to coincide with their trading, but was it coincidence or causation?
Our research and analysis was all directed at trying to answer this question.

Specifically, we examined the behavior of futures price spreads before, during and
after the time each month that the speculative trading funds closed out their expiring
futures contracts and purchased new futures contracts. ! This is referred to as "rolling”
contracts into the future and we call the period in question the "Roll,” "Roll Period,” or
“Roll Cycle.”? For example, the largest group of speculative trading funds is based on the
Standard & Poor's Goldman Sachs Commodity Index (GSCI), which must roll forward their
expiring futures contracts during a set period of each month, from the 5% to 9* business
day.

U Futures contracts expire at regular periods. Traditional hedgers simply close out their contracts for cash at
expiration, or make or take delivery. However, speculative commodity index funds are designed to keep
bets on the table for long periods of time. That is what gives rise to the necessity of "rolling" those expiring
contracts into new futures contracts every month. This requires massive trading every month as these
funds liquidate all expiring contracts and replace them, swamping the market repeatedly.

2 These speculative trading funds are misleadingly labeled "commodity index funds,” presumably
intentionally to make people think of benign, passive, low cost stock index funds. The commodity funds
bear little resemblance to the stock index funds. Crucially, one cannot buy and hold a futures contract
forever like a stock, so every month hundreds of transactions are required simply to keep a commodity
index fund invested.
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QOur analysis found overwhelming evidence that the GSCI Roll Cycle systematically
distorts forward commodities futures price curves towards a contango state, As explained
above, this causes speculative "boom-bust” cycles by changing the incentives of producers
and consumers of storable commodities, and also by sending misleading and non-
fundamental price signals to the market.

The analysis looked very closely at the behavior of prices during the monthly GSCI
Roll Period. The primary commodities studied were NYMEX WTI Crude Oil and CBOT
Wheat. The analysis was also extended to NYMEX Heating Oil, CBOT Corn, NYMEX Natural
Gas, and CME Live Cattle.

The research found that during the Roll, the price spread between the expiring
contract and the new longer-dated contract (which the speculative trading fund must buy)
increases, creating a "contango” price curve. The data also show that this bias towards
contango is generally absent during the rest of the trading month, clearly suggesting that
the persistent contango that has been witnessed in many commodities over the last several
years is generated by the speculative trading funds activity rather than supply and demand
conditions.

The analysis also found that the contango bias during the Roll period did not exist
prior to the rapid expansion of Commodity Index Funds in 2004. The research specifically
analyzed the same trading dates on which the Roll now occurs, going back more than 25
years. Bias towards contango simply was not present prior to the creation of the
commodity index fund.

This clearly indicates that there is indeed a hugely misleading price signal generated
by the activities of the commaodity index funds and other speculators who may be trading
around the Roll. The persistent contango of recent years is not the result of some pre-
existing phenomenon, whether fundamentals- or market-based. Since this price signal is
not related to actual supply and demand fundamentals, the consequence is to drive prices
away from their true value, Because the phenomenon is persistent, and is not arbitraged
away, it has significant long-term implications, and tends to promote boom-and-bust price
cycles.

In conclusion, speculative trading through commodity index funds is causing market
disruptions, interfering with price discovery, increasing the costs for businesses to hedge,
and needlessly pushing prices higher for all Americans. The way to prevent these market
damaging events is to ban commodity index funds.

1825 K Street, NW, Suite 1080, Washington, DC 20006 {1y 202.61B8-6464 {1} 202.618.6465 bettermarkets.com
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News Analysis: IRS Suspends RIC Commodities Investments Rulings

by Lee A. Sheppard

Full Text Published by Taxanalysls

The IRS has stopped issuing rulings allowing regulated investment companies to
indirectly invest in commodities through controlled subsidiaries and structured notes.
The IRS is still accepting ruling requests; it's just not acting on them while it studies
the issue.

Although RICs are regulated by the SEC under the Investment Company Act of
1940, the code is where the restrictions on their investments are lodged. The qualifying
income requirement of section 851(b)(2) requires that 90 percent of a RIC's income be
derived from equities, securities and currencies. By exclusion, it prohibits extensive
investments in commodities and commodities futures.

Mutual funds turned to structured notes to be able to hold commodity-linked
investments, which the IRS gave them permission to hold. (See, e.g., LTR 200720011.)
The IRS has been given rulings allowing RICs to invest in commodities through
controlled foreign subsidiaries that elect to be treated as separate corporations, on the
reasoning that distributions are dividends under section 951(a){1)(A)(i). (See, e.g., LTR
201129002.) (For LTR 200720011, see Doc 2007-12201 or 2007 TNT 98-34. For LTR
201129002, see Doc 2011-15971 or 2011 TNT 142-33.)

The IRS has been merrily issuing these rulings for years. In the current state of
affairs, however, some funds have rulings and some funds don't. Every fund needs its
own ruling, even if its sponsor is a fund management firm with a large family of funds.
(For prior coverage, see Doc 20711-4752 or 2011 TNT 55-6.)

Issuance of the rulings was suspended after Steve Larson, IRS associate chief
counsel (financial institutions and products), attended a CFTC roundtable on rule 4.5
(17 C.FR. 4.5). The IRS has been in communication with the CFTC about RICs investing
in commodities.

The IRS says that it was not ordered to stop giving rulings, but is just taking a
pause to rethink the rulings it has been giving. "Although we and the CFTC staff are
communicating, the CFTC neither suggested nor demanded that we suspend our
rulings,” said an IRS spokesman.

CFTC Exclusion

Rule 4.5(a)(1) excludes RICs registered with the SEC under the 1940 Act from
having to register with the CFTC as commodity pool operators when they invest in
commeodities. There is no such thing as dual registration, which would require
cooperation between the two agencies, which use different methods of calculating fund
performance.

EXHIBIT #7
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The CFTC is being lobbied to restrict rule 4.5(a)(1). The National Futures
Association wants the CFTC to restrict the RIC exclusion. In its petition to the CFTC,
the NFA complained about IRS ruling practices. (For the NFA's CFTC petition, see
http:/iwww.nfa.futures.org/news/newsPetition.asp?ArticlelD=2491.)

"We were not directly aware of the complaints received by the CFTC, but the
increase in activity by that agency was certainly a factor in our deciding to look more
carefully at the policies and analysis behind our letter ruling policy,” said an IRS
spokesman.

The NFA's beef is that mutual funds went hog wild with their exclusion and are
competing unfairly (cheesy puns fully intended). Rule 4.5(c) used to require that RICs
restrict their commodities activity to hedging, restrict commaodities holdings to 5 percent
of the liquidation value of the portfolio, and not hold themselves out as commodities
trading vehicles.

The NFA wants these restrictions, which were removed in 2003, restored. This
would mean that a lot of RIC subsidiaries would have to either unwind or register with
the CFTC as commodities pool operators.

The NFA complains that some mutual funds are marketing leveraged commoadities
funds loaded with derivatives, futures, and options to unsophisticated retail customers.
The petition notes that RIC subsidiaries that invest in commeodities are not subject to
1940 Act regulation and customer protection rules. Oh, and the parent RICs hold a lot
of liquid investments to collateralize the commodities subsidiaries’ derivatives positions.

The NFA frets that others will take advantage of the wide-open exemption. Of
course, the same unsophisticated investors are going directly into exchange-traded
funds (ETFs), the most popular of which is GLD, which holds gold bullion. The NFA
complained about ETFs as well.

Another factor in the IRS suspension was the recent enactment of the RIC
Modernization Act (PL. 111-325). As originally introduced in 2009, H.R. 4337 would
have explicitly permitted RICS to invest in commodities and commodities futures under
section 851(b)(2). (For the original bill, see Doc 2003-27636 or 2009 TNT 240-39.)

This provision was stripped out when the bill was passed into law, apparently on
the insistence of one of the congressional agriculture committees. In the minds of some,
the congressional failure to explicitly permit unlimited commaodities investments creates
a negative inference that the IRS should not be permitting them administratively.

"It is fair to say that we had hoped that the RIC Modernization Act would bring
clarity on this point, and that the failure to bring that clarity was also a factor in our
decision to look into the issue more closely," said an IRS spokesman.

Similarly Situated?

RICs have ruling requests currently lodged with the IRS, whose personnel are
telling applicants that the requests cannot be granted. This creates a situation in which
it could be said that similarly situated taxpayers are being treated differently.
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In Schering-Plough Corp. v. United States, the taxpayer argued that it had been
unfairly treated because a competitor got a ruling for the same scheme. The government
prevailed on a motion for summary judgment that the two taxpayers were not similarly
situated because the taxpayer had never requested a ruling. (For the opinion in
Schering-Plough, No. 05-2575 (D.N.J. Dec. 3, 2007), see Doc 2007-26557 or 2007
TNT 234-8.)

Schering-Plough relied on International Business Machines Corp. v. United States,
343 F.2d 914 (Ct. Cl. 1965), cert. denied 382 U.S. 1028 (1966) for its disparate treatment
argument. In that case, an IBM competitor got a favorable excise tax ruling. Upon
learning of this, IBM sought a similar ruling for the same equipment, and the IRS sat
on its request for two years. The IRS then revoked the competitor's ruling prospectively,
while telling |1BM it owed excise tax retroactively.

The Court of Claims found a tax policy of equal treatment to ensure fulfillment of
congressionally intended uniform taxation within business sectors. The court rejected
the argument that the IRS had a universal power to tax regardless of the impact on
other taxpayers. Finding an abuse of section 7805(b) discretion, the court awarded
IBM a refund for the same period that its competitor was not required to pay excise
taxes.

Can RICs with ruling requests on file get their rulings if the IRS decides to change
its policy because the CFTC may be changing its policy? The seminal gift loan case,
Dickman v. Commissioner, 465 U.S. 330 (1985), established that taxpayers may not
rely on previous administrative stupidity after the agency's practice has changed. The
IRS cannot be barred from collecting a tax because it corrected an erroneous
interpretation of law.

RICs filing requests for the same rulings that others (even within their own fund
families) have are certainly similarly situated to each other, and arguably within IBM,
But what if the rulings were wrongly granted? On the regulatory side, there is a question
whether the IRS went too far in opening the door to commodities investments by RICs.
Perhaps the IRS was not aware of RICs' aggressive use of rulings to get around CFTC
rules.

Fairness to similarly situated taxpayers may ultimately be out of the hands of the
IRS. If the CFTC changes its policy along the lines suggested by the NFA, the lucky
RICs that have commodities rulings will have to unwind their commodities affiliates if
they do not want to register them as commodities pool operators.

uaguos Aped pag 1o wiewoep Nged Aue vl Sddos wiep Jou sa0p sISAieuy xe) pamasas siubu iy | LOZ sishieuy xey (D)



195

S401dNI 401dd
ALIAOWWOD 103138

Permanent Subcommittes on Investipations
EXHIBIT #8




196

RESPONSES TO SUPPLEMENTAL QUESTIONS FOR THE RECORD
from
SENATOR CARL LEVIN
Chairman, Permanent Subcommittee on Investigations
to
THE HONORABLE DOUGLAS H. SHULMAN

Commissioner, Internal Revenue Service

Hearing On
“Compliance with Tax Limits on Mutual Fund Commodity Speculation”
January 26, 2012

. In connection with its approval of the 72 private letter rulings, did the IRS request or
receive from the mutual funds information concerning one or more substantial nontax
purposes for creating or using an offshore corporation or commodify-linked note to
make commodity investments versus the mutual funds making those same types of
commodity investments directly? If so, please describe the substantial non-tax purposes
identified by the mutual funds.

Answer:

The IRS analyzed the 72 private letter rulings under section 851 and the tax law
principles relevant to applying that statute. In the case of the private letter rulings
involving controlled foreign corporations (CFCs), the IRS requested and received
information sufficient to analyze whether the relevant CFCs should be respected for tax
purposes. In performing this analysis, the IRS relied on long-standing principles in the
tax law which generally respect a taxpayer’s choice of entity, but require a taxpayer that
has chosen the corporate form to comply with the normal requirements of corporate law.
For example, one such consideration is whether the CFC is adequately capitalized to
conduct its business. In connection with these private letter rulings, the IRS required and
received representation that the CFC would be adequately capitalized, and more
specifically that the CFC would comply with the requirements of section 18(f) of the
Investment Company Act of 1940 and related SEC guidance pertaining to asset coverage.
As discussed in my written testimony, IRS lawyers then analyzed the CFC structures in
light of section 851 to determine the proper treatment of the CFC income for the parent
regulated investment company (RIC).

In the case of the private letter rulings involving commodity-linked notes, the IRS
requested and received information related to whether the relevant note should be treated
as a security, including the structure and terms of the note (such as principal pay-back
features), and other counterparty arrangements. As also discussed in my written
testimony, IRS lawyers then analyzed these notes in light of section 851 to determine the
proper treatment of investments in the notes.

Permanent Subcommittee on Investigations
EXHIBIT #9
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2. Given codification of the economic substance doctrine in Internal Revenue Code
Section 7701(o) in 2010, please explain why the IRS does not plan to apply the economic
substance doctrine when analyzing policy issues related to the 72 private letter rulings
allowing mutual funds to use wholly owned offshore shell corporations and structured
notes to invest in commodities in apparent circumvention of the income restrictions of
Section 851(b)(2).

Answer:

The economic substance doctrine, as codified in section 7701(o) of the Internal Revenue
Code, is a powerful tool which the IRS has used very successfully in attacking tax
shelters and similar abusive transactions. The court cases in which the IRS has
successfully litigated the economic substance doctrine contain fact patterns different from
the fact pattern presented by the RIC CFC and structured note ruling requests.

Your question asks why we would not assert the economic substance doctrine against the
taxpayers who have been issued favorable private letter rulings. The IRS believes that it
would be unnecessary to invoke the economic substance doctrine against conduct that has
taken place in express reliance on the taxpayer’s private letter ruling. Other tax law
doctrines or principles are better suited to these transactions and, as discussed in question
1, were considered in issuing the private letter rulings. If it were determined that RIC
investments in structured notes, CFC stock, or both, are inappropriate, the IRS believes
that the conduct could be curtailed by the issuance of appropriate guidance, withdrawal of
the private letter rulings, or other similar administrative steps.

3. In principles set out in the 1972 Aiken Industries case and subsequent IRS regulations,
the IRS is allowed to disregard any entity which functions as an intermediary for a
taxpayer and treat its income as income attributable to the taxpayer itself. As one 2002
IRS private letter ruling explains: “where the parent corporation so controls the affairs
of the subsidiary that it is merely an instrumentality of the parent, the corporate entity
of the subsidiary may be disregarded.”

Please explain whether the IRS plans to use the conduit analysis under Aiken Industries
case and the subsequent IRS regulations to treat the CFCs conducting commodity
investments as conduits, agents, or instrumentalities for the mutual funds that own
them and attribute the CFC income to the mutual funds for purposes of Section
851(b)(2) and, if not, why not.

Answer:

While Aiken Industries is an important case for the IRS in attacking certain types of
conduit structures, the IRS does not view the conduit theory applied in Aiken Industries
as applicable to the CFC subsidiaries in which RICs have invested. The facts of Aiken
Industries are instructive on this point: In that case, the taxpayer was the payor of a $§2.25
million note issued originally to a related Bahamian corporation, and, as such, would
have been responsible for foreign withholding tax on any interest paid. To avoid this
withholding tax, the Bahamian corporation transferred its note to a subsidiary
incorporated in Honduras, which had a treaty with the U.S. eliminating withholding on
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interest paid to a Honduras corporation. The note was exchanged for a matching series of
notes also aggregating $2.25 million, such that all of the note payments received in
Honduras were immediately paid over to the Bahamian corporation. The court held that
the taxpayer was required to pay the withholding tax because the Honduras subsidiary
received the interest only as a collection agent for the Bahamian corporation, and did not
itself have any beneficial interest in the payments.

Unlike the situation in Aiken Industries, the CFCs engage on their own account and in
their own name in the business of investing in instruments providing exposure to
commodity price movements. Each CFC would have income and loss at the subsidiary
level, even though that income or loss may effectively be included in the income or loss
of its parent under the subpart F rules. Cases such as Moline Properties, 319 U.S. 436
(1943), support the recognition of such subsidiaries, provided normal corporate law
requirements are satisfied, including adequate capitalization.

Your question asks whether we plan to assert the conduit theory against the taxpayers
who have been issued favorable private letter rulings. As we noted in our response to
Question 2, pertaining to the economic substance doctrine, that there is no need to resort
to doctrines like the conduit theory to address CFC investments. If a determination were
made that CFC investments are inappropriate, compliance with that view could be
obtained through published guidance or withdrawal of the private letter rulings.

#irit
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RESPONSE TO SUPPLEMENTAL QUESTION FOR THE RECORD
from
SENATOR CARL LEVIN
Chairman, Permanent Subcommittee on Investigations
to
EMILY McMAHON
Acting Assistant Secretary for Tax Policy
U. S. Department of the Treasury

Hearing On
“Compliance with Tax Limits on Mutual Fund Commodity Speculation”
January 26, 2012

From 2006 to 2010, the IRS issued 72 private letter rulings allowing the mutual funds to
whom the letters were addressed to use either wholly-owned offshore corporations or
financial instruments called “commodity linked notes” to make unrestricted commodity
investments, notwithstanding the 10% limit in Section 851.

In your written statement submitted on January 26, 2012 to the Subcommittee, you
stated, “the extent which investors should be able to obtain exposure to commodity price
fluctuations through investment in RICs [mutual funds] is not fundamentally a tax
policy issue.” Please explain why the IRS’ approval of the use of offshore shell
corporations and commodity linked notes permitting mutual funds to gain unrestricted
exposure to commodities, allowing them to do indirectly what the law doesn’t let them do
directly, is not fundamentally a tax policy issue.

Answer:

The hearing on “Compliance with Tax Limits on Mutual Fund Commedity Speculation,”
which took place on January 26, 2012 addressed two types of private letter rulings that
the Internal Revenue Service (IRS) had been issuing to regulated investment companies
(RICs) that invested in securities, giving them indirect commodity exposure. The first
type treated certain structured notes linked to commodities prices or a commodities price
index as “securities” that produce qualifying income for purposes of section 851(b)(2) of
the Internal Revenue Code (Code). The second type treated subpart F income
attributable to a RIC parent from the stock of certain wholly owned foreign subsidiaries
as qualifying income for purposes of section 851(b)(2). (The subsidiary stock also
satisfied the security ownership requirements of section 851(b)(3)).

As an initial matter, to elaborate on the statement | made in my testimony, Congress
conceivably could amend the Code to provide that income derived from commodity-
related securities is not qualifying income for purposes of section 851(b)(2). However,
we do not see any particular reason relating to tax policy to further limit the extent to
which RICs are permitted to obtain indirect commodity exposure through investments in
commodity-related securities. Rather, we believe that this question is better addressed
by the Securities and Exchange Commission (SEC) or the Commodity Futures Trading

Permanent Subcommittee on Investigations
EXHIBIT #10
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Commission (CFTC), and if Congress chooses to impose additional limitations through
the Code on the extent to which RICs can make commodity-related investments, that
such a decision be informed by their views.

With regard to the specific question you raise in your letter, the private letter rulings in
question simply interpret section 851 as written. The private letter rulings involving
commodity-linked notes address whether income from those notes is described in section
851(b)(2)(A). That section requires a RIC to derive at least 90 percent of its gross
income from securities, as defined in section 2(a)(36) of the Investment Company Act of
1940 (1940 Act). Although the Treasury Department did not participate in the issuance
of these private letter rulings, the rulings necessarily apply section 2(a)(36) of the 1940
Act. Section 851(b)(2)(A) does not impose any further limitations on the types of
securities that produce qualifying income, and we are not aware of any guidance issued
by the SEC that would imply that commodity-linked notes should not be treated as
securities for 1940 Act purposes. Therefore, notwithstanding that income derived from a
direct investment in commodities is not qualifying income for a RIC, it is difficult to
find any statutory basis to conclude that a commodity-linked note, to the extent that it
constitutes a “security” under the 1940 Aet, cannot produce qualifying income.

Similarly, the private letter rulings involving an investment by a RIC in a wholly owned
corporate subsidiary are consistent with the rule of section 851(b) that subpart F income
is generally treated as a dividend, and thus as qualifying income for purposes of section
851(b)(2). The statute imposes no limitations on the activities that can be conducted by
the issuer of the securities in which the RIC invests. Consequently, it is difficult to find
a statutory basis to conclude that a wholly-owned subsidiary of a RIC cannot invest in
commodities, or cannot carry on any other type of business, whether or not such
business could be conducted directly by the RIC.

Your question seems to imply that the Treasury Department should be applying certain
judicial doctrines (such as sham transaction, conduit, and economic substance) to
prohibit the use by RICs of commodity-linked notes or controlled foreign corporations ta
obtain commodity exposure. These are enforcement tools that the IRS has successfully
used on numerous occasions. However, these doctrines require factual inquiries that
must be done on a case-by-case basis. Therefore, it is not appropriate to apply these
doctrines as a blanket prohibition on the use of commodity-linked notes or controlled
foreign corporations by all RICs, when the statute does not otherwise prohibit them.
Instead, those doctrines may be relevant depending on the facts of a particular case.
Although the Treasury Department was not involved in the private letter rulings at issue,
we believe it is unlikely that the IRS would have issued favorable rulings if it believed
the relevant facts warranted invoking those doctrines.
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