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You have asked whether Enron Japan Corp. (“EJC”) or Enron Japan Marketing Corp. (“EJMC”) should be the Japanese corporation to enter into futures contracts for gasoline and kerosene through trading on the Tokyo Commodity Exchange (“TOCOM”).

I understand from advice that we have obtained from Baker & McKenzie in Tokyo that these futures contracts can only be settled physically.  Baker & McKenzie have also advised, however, that such contracts can be sold through cash settlement and can be terminated by entering into a counter-transaction.  

You have stated that you expect at least 95% of all such contracts to be settled through cash payments.  This means that although almost all of such contracts will be financially settled, there will be a few instances where the Tokyo traders decide that from a market perspective, it would be better to hold such contracts until they receive the underlying gasoline or kerosene.  Upon holding the underlying commodity, the traders would then presumably sell that physical commodity to third parties in the market.

As we have previously discussed, the Japanese trading office was set up through two Japanese kabushiki kaishas (“KKs”) to avoid the immediate US taxation of net gains from its physically settled commodity transactions.
  For this end, the trading operations are separated into physically settled and financial transactions.  EJC enters into financial transactions and EJMC enters into physically settled commodity transactions.  EJC also houses the Tokyo office operations and bills to EJMC its share of the office costs at a cost plus 5% mark-up.  To maintain this division of operations, the decision must be made whether the TOCOM futures contracts for gasoline and kerosene should be traded through EJC or EJMC for US tax purposes.

Summary
The TOCOM futures contracts for gasoline and kerosene are subject to the general rule of immediate US taxation for net gains from commodity transactions.  Because they will be settled financially 95% of the time, net gains from the trading of such futures would not meet the “qualified active sales” exception under the Treasury regulations, which is the exception we use for the physically settled transactions.  As a result, the futures would need to be traded by EJC.  

Using EJC presents an additional issue, however, of how do we avoid immediate US taxation on the net gains from EJC selling the gasoline and kerosene that it receives under the futures contracts.  Although income from the financially settled futures should meet the dealer exception under the Internal Revenue Code, the sales of physical product by EJC would not meet the requirements of the qualified active sales exception.  I had previously advised that EJC should sell to EJMC its rights in the futures contracts that were going to settle physically immediately prior to such physical settlement.  You have since stated, however, that the TOCOM rules (or other Japanese regulations) do not permit the assignment of such futures to other parties.  Thus, we are currently considering other ways of avoiding immediate US taxation on net gains from the sale of gasoline and kerosene by EJC that it obtains through the futures contracts.

Discussion

1.
General US Taxation Rules on the Net Gains from the Sale of Commodities by a Foreign Subsidiary

The US Internal Revenue Code (“Code”) requires certain income generated by controlled foreign corporations to be subject to immediate US taxation at a 35% federal rate even though such income is not distributed as a dividend to its direct or indirect US shareholder.
  There are various categories of income included in these anti-tax deferral provisions.  One of these categories is the net gain from commodity transactions (including futures, forwards, and similar transactions).
  Thus, under this general inclusion provision, net gains from either physical or financial commodity trading activities could be subject to immediate US taxation.

The Treasury Regulations expand on when net gains from commodities transactions would fall under this provision.  The regulations define a “commodity transaction” to mean:

… the purchase or sale of a commodity for immediate (spot) delivery or deferred (forward) delivery, or the right to purchase, sell, receive, or transfer a commodity, or any other right or obligation with respect to a commodity accomplished through a cash or off-exchange market, an interbank market, an organized exchange or board of trade, or an over-the-counter market, or in a transaction effected between private parties outside of any market. Commodities transactions include, but are not limited to— 

(A)
A futures or forward contract in a commodity; 

(B)
A leverage contract in a commodity purchased from a leverage transaction merchant; 

(C)
An exchange of futures for physical transaction; 

(D)
A transaction, including a notional principal contract, in which the income or loss to the parties is measured by reference to the price of a commodity, a pool of commodities, or an index of commodities; 

(E)
The purchase or sale of an option or other right to acquire or transfer a commodity, a futures contract in a commodity, or an index of commodities; and 

(F)
The delivery of one commodity in exchange for the delivery of another commodity, the same commodity at another time, cash, or nonfunctional currency.

Thus, based on this definition, the trading of gasoline and kerosene futures on the TOCOM would clearly be considered to be a commodity transaction within the purview of these rules.  As a result, unless an exception otherwise applies, net gains from such transactions would be subject to immediate US taxation at a 35% federal rate.

2.
Qualified Active Sales Exception for Sales of Physical Commodities

The Code excludes from such commodity income, gains or losses that:

(i)
arise out of bona fide hedging transactions reasonably necessary to the conduct of any business by a producer, processor, merchant, or handler of a commodity in the manner in which such business is customarily and usually conducted by others, and

(ii)
are active business gains or losses from the sale of commodities, but only if substantially all of the controlled foreign corporation's business is as an active producer, processor, merchant, or handler of commodities.

The Treasury Regulations expand upon these exclusions (hereinafter referred to as the “qualified hedging exception” and the “qualified sales exception,” respectively).  With respect to the qualified active sales exclusion, the Regulations provide that only qualified active sales fall within this exclusion, which they define as:

. . . the sale of commodities in the active conduct of a commodities business as a producer, processor, merchant or handler of commodities if substantially all of the controlled foreign corporation's business is as an active producer, processor, merchant or handler of commodities. The sale of commodities held by a controlled foreign corporation [i.e., a foreign subsidiary] other than in its capacity as an active producer, processor, merchant or handler of commodities is not a qualified active sale. For example, the sale by a controlled foreign corporation of commodities that were held for investment or speculation would not be a qualified active sale.

The “substantially all” requirement is met where the sum of the foreign subsidiary’s gross receipts for all of its qualified active sales of commodities and its gross receipts from all of its qualified hedging transactions (applied without regard to the substantially all requirement) equals or exceeds 85% of its total gross receipts for the taxable year.

In order for a foreign subsidiary to be in the “active conduct of a commodities business,” the Regulations require that each of the following requirements be met:

(1)
It holds the commodities directly, and not through an agent or independent contractor, as inventory or similar property . . . or as dealer property . . . ; and 

(2)
With respect to such commodities, it incurs substantial expenses in the ordinary course of a commodities business from engaging in one or more of the following activities directly, and not through an independent contractor— 

(i)
Substantial activities in the production of the commodities, including planting, tending or harvesting crops, raising or slaughtering livestock, or extracting minerals; 

(ii)
Substantial processing activities prior to the sale of the commodities, including the blending and drying of agricultural commodities, or the concentrating, refining, mixing, crushing, aerating or milling of commodities; or 

(iii)
Significant activities ….

(3)
… the significant activities must relate to— 

(i)
The physical movement, handling and storage of the commodities, including preparation of contracts and invoices, arranging freight, insurance and credit, arranging for receipt, transfer or negotiation of shipping documents, arranging storage or warehousing, and dealing with quality claims; 

(ii)
Owning and operating facilities for storage or warehousing; or 

(iii)
Owning or chartering vessels or vehicles for the transportation of the commodities.

In determining whether a foreign subsidiary is in the active conduct of a commodities business, a corporation is not considered to be engaged in a commodities business as a producer, processor, merchant, or handler of commodities if its business is primarily financial.
  The regulations give as an example that a business of a foreign subsidiary is primarily financial if its principal business is making a market in notional principal contracts based on a commodity index.

Under these rules, the futures trading on the TOCOM would not meet the qualified active sales exception.  First, the trading would be primarily financial because 95% of such futures would be settled financially.  Second, such trading would not constitute the active conduct of a commodities business because only 5% of such futures would relate to the movement, shipment, handling, etc. of the underlying commodities (i.e., the gasoline and kerosene).  As a result, the futures should not be traded through EJMC because not only would they not meet the qualified active sales exception, but they could cause the other physical income generated by EJMC to be subject to immediate US taxation because EJMC wouldn’t meet the 85% gross receipts requirement set forth above.

3.
Dealer Exception for Financial Instruments

The Code also provides another exception from the general rule of immediate US taxation on net gains from commodity transactions.  Under this exception, income earned by  a regular dealer of forward contracts, option contracts or similar financial instruments (including notional principal contracts and all instruments referenced to commodities) will not be subject to immediate US taxation on income (other than certain types of passive income such as dividends and interest) from any transaction (including hedging transactions) entered into in the ordinary course of such dealer’s trade or business as such a dealer.

Income from the TOCOM futures trading should fall within this exception if EJC were the entity to enter into such trading.  The question then becomes, however, whether income from the subsequent sales of the underlying commodities (i.e., the gasoline and kerosene) would fall within this exclusion.  I am currently in the process of reviewing whether a few isolated sales of physical commodities could fall within this exception.  I will let you know as soon as I complete this research, which should be within the next couple of days.  I am researching this issue based on the assumption that only 5% of the futures would be physically settled.  Please let me know immediately if this assumption has changed because such change could materially affect the conclusions reached from such research.

CC:  Jane McBride

� See I.R.C. § 954(c)(1)(C).  These companies were set up as KKs because the use of KKs is more readily accepted in the Japanese business arena than other forms of doing business.  KKs are treated as per se corporations for US tax purposes.  As a result, these companies generally cannot distribute earnings to their Dutch BV parents without the dividends being subject to immediate US taxation at a 35% federal rate.


� A “controlled foreign corporation” is generally a foreign (i.e., non-US) subsidiary that is more than 50% owned by vote or value by US shareholders that each own at least 10% of the voting power of the foreign subsidiary.


� I.R.C. § 954(c)(1)(C).


� Treas. Reg. § 1.954-2(f)(2)(ii).


� I.R.C. § 954(c(1)(C)(i) and (ii).


� Treas. Reg. § 1.954-2(f)(2)(iii)(A).


� Treas. Reg. § 1.954-2(f)(2)(iii)(C).  These regulations further provide that the IRS may disregard any sale or hedging transaction that has as a principal purpose the manipulation of the 85% gross receipts test, and that a purpose may be a principal purpose even though it is outweighed by other purposes (taken together or separately).


� Treas. Reg. § 1.954-2(f)(2)(iii)(B).


� Treas. Reg. § 1.954-2(f)(2)(iii)(E).


� Id.


� I.R.C. § 954(c)(2)(C).
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