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Background

A taxpayer generally must mark to market transactions qualifying as Section
1256 contracts at the end of each tax year as if such transactions were sold
for fair market value.! Subject to certain exceptions, any gain or loss on a
Section 1256 contract is treated as 60% long-term capital gain or loss and
40% short-term capital gain or loss, regardless of how long the taxpayer
actually held the contract.?

Section 1256 contracts include (@among other things) requlated futures
contracts and non-equity options.3 A regulated futures contract is a contract
that (1) is marked to market on a daily basis to determine the amount that
the taxpayer must deposit to its margin account to cover losses, or the
amount that it may withdraw from such account as a result of price changes
during the day, and (2) is traded on or subject to the rules of a qualified
board or exchange.* A non-equity option is an option (other than an equity
option) that is traded on or subject to the rules of a qualified board or
exchange.® A “qualified board or exchange” means: (1) a national securities
exchange (2) a domestic board of trade, or (3) any other exchange, board of
trade, or other market that the Secretary determines has rules adequate to
carry out the purposes of Section 1256.°

Qualified board or exchange

Section 1256(g)(7) defines a qualified board or exchange (QBE) as (1) a
national securities exchange which is registered with the Securities and
Exchange Commission, (2) a domestic board of trade designated as a
contract market by the Commodities Futures Trading Commission or (3) any
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other market which the Secretary
determines has rules adequate

to carry out the purposes of the
section. Below is a list of exchanges
and boards that qualify as QBE's
pursuant to Section 1256(qg)(7).

A “national securities exchange”

is a securities exchange that has
registered with the SEC under
Section 6 of the Securities Exchange
Act of 1934 (the Exchange Act).
There are currently fifteen securities
exchanges registered with the SEC
under Section 6(a) of the Exchange
Act as national securities exchanges:

» NYSE Amex LLC (formerly the
American Stock Exchange)

» BATS Exchange, Inc.
» BATS Y-Exchange, Inc.

» NASDAQ OMX BX, Inc. (formerly
the Boston Stock Exchange)

» C2 Options Exchange, Incorporated

» Chicago Board Options Exchange,
Incorporated

» Chicago Stock Exchange, Inc.
EDGA Exchange, Inc.
EDGX Exchange, Inc.

v

v

» International Securities Exchange,
LLC

» The Nasdaq Stock Market LLC
» National Stock Exchange, Inc.
» New York Stock Exchange LLC
NYSE Arca, Inc.

NASDAQ OMX PHLX, Inc. (formerly
Philadelphia Stock Exchange)

v

v

Certain exchanges are also
registered with the SEC through a
notice filing under Section 6(g) of
the Exchange Act for the purpose

of trading security futures. These
exchanges also qualify as qualified
boards or exchanges for purposes of
Section 1256:

» Board of Trade of the City of
Chicago, Inc.

» CBOE Futures Exchange, LLC

» Chicago Mercantile Exchange

» One Chicago, LLC

» The Island Futures Exchange, LLC
» NQLX LLC

The domestic boards of trade
designated as contract markets by
the Commodity Futures Trading
Commission are as follows:

» Cantor Futures Exchange, L.P.
» CBOE Futures Exchange
» Chicago Board of Trade

» Chicago Climate Futures Exchange,
LLC

» Chicago Mercantile Exchange
» Commodity Exchange, Inc.

» ELX Futures, L.P.

» Eris Exchange LLC

» Green Exchange, LLC

» |CE Futures U.S., Inc.

» Kansas City Board of Trade

» Minneapolis Grain Exchange

» NASDAQ OMX Futures Exchange,
Inc.

International Tax Alert

» North American Derivative
Exchange, Inc - formerly listed as
HedgeStreet Inc.

» New York Mercantile Exchange

» NYSE Liffe US, LLC

» One Chicago LLC Futures Exchange
» The Trend Exchange, Inc.

Pursuant to Section 1256(g)(7)(C),
Treasury has also determined that
the following exchanges have rules
adequate to carry out the purposes
of Section 1256:

» International Futures Exchanges
(Bermuda) Ltd. (Rev. Rul. 85-72),

» Mercantile Division of the Montreal
Exchange (Rev. Rul. 86-7),

» Mutual Offset System - partnership
between Chicago Mercantile
Exchange and Singapore
International Monetary Exchange
Limited (Rev. Rul. 87-43),7

» |CE Futures (Rev. Rul. 2007-26),

» Dubai Mercantile Exchange (Rev.
Rul. 2009-04),

» ICE Futures Canada (Rev. Rul.
2009-24),

» LIFFE (Rev. Rul. 2010-3).
Implications

In September 2011, Treasury
released proposed regulations
addressing the tax treatment of
credit default swaps. The proposed
regulations are an extension of the
Dodd Frank Wall Street Reform and
Consumer Protection Act (herein
referred to as the Dodd-Frank Act).



The Dodd- Frank Act amended
Section 1256 to explicitly exclude
(for tax years beginning after

21 July 2010), any interest rate
swap, currency swap, basis swap,
interest rate cap, interest rate floor,
commodity swap, equity swap,
equity index swap, credit default
swap, or similar agreement from
the definition of a Section 1256
contract. This amendment was
designed to prevent swaps cleared
on an exchange from becoming
subject to Section 1256.

The proposed regulations confirm
that credit default swaps and other
swaps will not be considered Section
1256 contracts. The preamble to

the regulations, however, refers to
changes to the Commodity Exchange
Act (CEA) which may impact
gualified boards or exchanges.

Under the proposed regulations,
boards and exchanges may have

to resubmit to the Commaodities
Futures Trade Commission (CFTC)
for status as a designated contract
market. If reapplication to the CFTC
is required for designated contract
market status, previously designated
exchanges may no longer qualify
and the revenue rulings specifically
designating exchanges as having
rules adequate to carry out the
purposes of Section 1256 may be
considered null and void. Thus,
previously designated exchanges
may have to resubmit to the Internal
Revenue Service for a revenue
ruling in order to be treated as a
Section 1256 qualified board or
exchange. Further guidance has not
been issued on the Dodd-Frank Act.
The Service has indicated it hopes

to publish guidance on the issue
sometime in 2012. Ernst & Young,
LLP will monitor the status of the
proposed regulations. In the interim,
clients are advised to continue
marking to market contracts traded
on the designated exchanges.

This list is subject to change on

an ongoing basis as new qgualified
boards or exchanges are approved.
Please note that this list is updated
annually and does not immediately
reflect such changes in the status of
such qualified board or exchanges.
Please contact the individuals listed
below before adopting a position
with respect to whether Section
1256 applies to a particular contract
on a particular qualified board or
exchange.

Endnotes
1 Section 1256(a)(1).
2  Section 1256(@)(1), (3).
3 Section 1256(g)(1), (3).
4 Section 1256(g)(1).
5  Section 1256(g)(3).
6  Section 1256(g)(7).
.

(1) Futures contracts or option contracts established under the System are treated as traded on or subject

to the rules of the Origination Exchange for purposes of Section 1256 of the Code. Thus, contracts executed
on the SIMEX and assumed by the CME under the System are treated as traded on or subject to the rules of a
qualified board or exchange within the meaning of Section 1256(g)(1)(B) and Section 1256(g)(5) of the Code.
By contrast, contracts executed on the CME and assumed by the SIMEX under the System are not treated as
traded on or subject to the rules of a qualified board or exchange within the meaning of Section 1256(g)(1)(B)

or Section 1256(g)(5).
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Ernst & Young LLP, International Tax Services, Washington, DC

David Golden +1 202 327 6526 david.golden@ey.com
Alan Munro +1 2023277773 alan.munro®ey.com
Liz Hale +1 202 327 8070 liz.hale@ey.com

Ernst & Young LLP (United Kingdom), International Tax Services, London
Joy Harper +44 20 7951 9532  jharper@uk.ey.com

International Tax Services

Global ITS, Jim Tobin, New York
ITS Director, Americas, Jeffrey Michalak, Detroit
ITS Director of National Washington, DC, Margie Rollinson, Washington

Northeast West

Craig Hillier, Boston Julie Wooldridge, Irvine, CA

East Central Canada - Ernst & Young LLP (Canada)
Johnny Lindroos, McLean, VA George Guedikian, Toronto

FSO Israel - Kost Forer Gabbay & Kasierer
Phil Green, New York Sharon Shulman, Tel Aviv

Midwest Mexico and Central America - Mancera, S.C.
Simon Moore, Chicago Koen Van 't Hek, Mexico City

Southeast South America

Scott Shell, Charlotte, NC Alberto Lopez, New York

Southwest

Paul Palmer, Houston

4 International Tax Alert

Ernst & Young

Assurance | Tax | Transactions | Advisory

About Ernst & Young

Ernst & Young is a global leader in assurance,
tax, transaction and advisory services.
Worldwide, our 152,000 people are united
by our shared values and an unwavering
commitment to quality. We make a difference
by helping our people, our clients and our
wider communities achieve their potential.

Ernst & Young refers to the global
organization of member firms of

Ernst & Young Global Limited, each of which
is a separate legal entity.

Ernst & Young Global Limited, a UK company
limited by guarantee, does not provide
services to clients. For more information
about our organization, please visit www.
ey.com. Ernst & Young LLP is a member firm
of Ernst & Young Global Limited, serving
clients in the US.

International Tax Services
About Ernst & Young's International Tax
Services practices

Our dedicated international tax professionals
assist our clients with their cross-border tax
structuring, planning, reporting and risk
management. We work with you to build
proactive and truly integrated global tax
strategies that address the tax risks of today's
businesses and achieve sustainable growth.
It's how Ernst & Young makes a difference.

WWW.ey.com

© 2012 Ernst & Young LLP.
All Rights Reserved.

SCORE no. CM2672

This publication contains information in summary form
and is therefore intended for general guidance only. It
is not intended to be a substitute for detailed research
or the exercise of professional judgment. Neither EYGM
Limited nor any other member of the global Ernst &
Young organization can accept any responsibility for
loss occasioned to any person acting or refraining from
action as a result of any material in this publication. On
any specific matter, reference should be made to the
appropriate advisor.



