
 
 

Give to AgEcon Search 

 
 

 

The World’s Largest Open Access Agricultural & Applied Economics Digital Library 
 

 
 

This document is discoverable and free to researchers across the 
globe due to the work of AgEcon Search. 

 
 
 

Help ensure our sustainability. 
 

 
 
 
 
 
 
 

AgEcon Search 
http://ageconsearch.umn.edu 

aesearch@umn.edu 
 
 
 

 
 
 
 
 
 
Papers downloaded from AgEcon Search may be used for non-commercial purposes and personal study only. 
No other use, including posting to another Internet site, is permitted without permission from the copyright 
owner (not AgEcon Search), or as allowed under the provisions of Fair Use, U.S. Copyright Act, Title 17 U.S.C. 

https://makingagift.umn.edu/give/yourgift.html?&cart=2313
https://makingagift.umn.edu/give/yourgift.html?&cart=2313
https://makingagift.umn.edu/give/yourgift.html?&cart=2313
http://ageconsearch.umn.edu/
mailto:aesearch@umn.edu


HENRY B. ARTHURoI'.> 

THE NATURE OF COMMODITY FUTURES AS 
AN ECONOMIC AND BUSINESS INSTRUMENTt 

The commodity futures contract has two separate and distinct 
parts, one relating to delivery at a future date and the other relating to deposits 
and settlements. The apparent preoccupation with the future delivery aspects of 
the contract has led to rulings, interpretations, accounting practices, and business 
decisions that appear to call for reevaluation. The present discussion examines 
in greater detail than previous discussions the anatomy of futures transactions 
and the nature of the incomes that flow from them. The dilemmas faced by 
accountants, by business managers making hedging decisions, and by the income 
tax authorities are all involved in this question. It is believed that much of the con
fusion surrounding this area can be resolved by a more careful look at the anato
my of the commodity future as an economic instrument. 

THE NATURE OF THE COMMODITY FUTURES CONTRACT 

In general terms the commodity futures contract consists of a firm, legal 
agreement between a buyer (or seller) and an established commodity exchange 
or its clearing house whereby the trader agrees to accept (or deliver) between 
designated dates, a carefully specified "lot" of a commodity meeting the quality 
and delivery conditions prescribed by the commodity exchange, with cash settle
ment on delivery date at a settlement pricel to be prescribed; provided further
and this is most important-that the trader agrees to an arrangement with a 
qualified broker (or the clearing house) to: 

1. Provide him with a margin deposit as required, and 
2. Reimburse him or accept credit from him for all interim gains or losses in 

value of that futures contract resulting from day-to-day changes in its price on 
the floor of the established commodity exchange. Also, 

3. That the trader have an option which permits him to close out his contract 

• Moffett Professor of Agriculture and Business, emeritus, Harvard University. 
1- This paper presents certain findings of a research project conducted at the Harvard Business 

?chool with financial assistance from Whitehall Foundation. The fuller results of the study appear 
III Commodity Futures as a Business Management Tool, by Henry B. Arthur, Division of Research, 
Harvard Business School, Boston (1971). 

1 There is a "settlement price" declared at the end of each trading session and all accounts are 
brought to this level. For transactions within the day, such as a new contract bought, that trade is 
moved from the transaction price to the day's settlement price, which ordinarily reflects the closing 
qUotatlOn or quotations on the trading floor. This is the same settlement price that is used in making 
deliveries. 



258 HENRY B. ARTHUR 

at any time (at the market) simply by notifying his broker of his desire; and 
on the other side, it permits the broker to close out the commitment if the mar
gin is impaired, by disposing of the contract at the market. 

As a corollary to the above definition, it is necessary to recognize a number 
of other attributes of this basic commitment: 

1. The contract defines a so-called par delivery specification which is the 
basic unit being traded on the exchange. This specification includes a precise set 
of terms relating to the quantity, the quality, the location, and services that must 
be met in making delivery. 

2. In addition to the par delivery specifications there are usually alternatives 
available to the seller who chooses to make delivery of a commodity not pre
cisely conforming to the par delivery specifications. Thus a scale of premiums or 
discounts is established for those deviations from the par delivery which are stilI 
permissible or "deliverable" under the terms of the contract. For instance, mul
tiple locations of delivery may be permitted; variations in unit weights or toler
ances in total quantity making up the delivery; grade deviations or penalties for 
imperfections; and similar premiums or penalties for other variations that are 
acceptable to the exchange. (These may not be refused by the person receiving 
delivery against a long contract.) 

3. Delivery for most commodities is permitted to take the form of a ware
house receipt or, in some cases, a shipping certificate or a bill of lading, which 
is construed as an actual transfer of title. 

4. As implied above, the individual holding a contract may be dealing di
rectly with the commodity exchange clearing house (if he is a clearing member), 
or he may be dealing through a broker (or commission firm), in which case the 
exchange clearing house holds the commission firm responsible for the transac
tion. 

5. In national emergencies or other extreme situations commodity trading has, 
on rare occasions, been stopped. In such cases there are usually arrangements for 
arbitration of outstanding commitments prior to recourse to the courts. 

6. The operations of the exchanges are subject to various published trading 
rules, legal provisions, and regulations which may restrict individual trading in 
various ways. These rules may originate from the exchange or from the govern
ment. 

7. While the exchange undertakes to maintain open public trading in the 
various contracts, it sets its own hours and rules of trading and may suspend 
trading or set limits beyond which prices may not move in a single day.2 

Such are the chief attributes of the commodity futures contract. The act of 
using it consists of entering a commitment (to buy or sell), of closing out an 

2 When prices on the exchange for a particular contract reach the limit of permitted daily move
ment, trading is halted since only bids or offers within this limit can be executed. If the market 
closes at the limit, then this point becomes the base for measuring the limit on the following day. 
When trading encounters these limits, there may be a few orders "at the market" (either to buy 
or scll) which can be executed at the limit. For example, when the market is down the limit, it 
can be assumed that would-be sellers are numerous and buyers scarce. The few buy orders that come 
into market have to be distributed to sellers by some form of allocation, pooling arrangement, or 
lottery. In cases of severe and extended price movements in which a trader can neither maintain his 
margin nor liquidate because trading is halted by the daily limit, the clearing member is still re
sponsible to the clearing house for the completion of his own or his clients' outstanding commitments 
for daily settlements. 
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open commitment, or of making or receiving delivery in accordance with the 
terms of an open commitment. Meantime, the required margin deposit is main
tained at a prescribed level at all times, as prices go up or down. Trading is open 
to anyone who can meet the margin and other requirements as specified by a 
qualified broker. 

Individual traders enter (and liquidate) their contract commitments by a 
bilateral trade on the floor of the exchange in which a current benchmark price 
is agreed upon. Thereafter the clearing house assumes the matching obligations 
of each trading partner, receiving and making daily payments as prices fluctuate. 
These details are discussed below. 

It is important to reemphasize the two major dimensions of the commitment 
undertaken when a trader enters into a commodity futures contract. Indeed it is 
well to consider it a dual contract or at least a contract which stands on two 
equally important legs. The first is the commitment on the part of a short to 
deliver a commodity meeting the exchange specifications at a designated future 
date. This part of the contract merely promises delivery of the goods; the price 
at which the delivery occurs will be dependent not upon the price at which the 
commitment was entered but upon the settlement price at the time of delivery. 
The second leg of the contract involves a promise to keep up with daily price 
adjustments as quoted on the exchange through payment or receipt of cash at 
the clearing-house window. This daily settlement process has the effect of main
taining the validity of the delivery promise so that any cancellation of the deliv
ery commitment can be accomplished without further transfer of funds. A trans
action in commodity futures (unless and until settled by delivery) does not 
involve an exchange of any substantive value since only the process of daily 
adjustment generates income or loss. Nothing is borrowed in order to finance 
a purchase or sale of commodity futures, although a good-faith margin deposit 
is required of both buyer and seller. There are no debit balances in the entire 
futures operation other than the daily payment requirements which have to be 
made in cash; all net balances of traders are on the credit side. The trader is 
never allowed to be in debt.3 

Most commodity futures contracts are terminated without actual delivery of 
the commodity. Such termination can be accomplished at the request of the 
trader simply by notifying his broker of his desire to terminate at a price in 
line with current quotations in the futures market. It can also be terminated by 
the broker if the customer fails to make prompt payment of any amounts due 
the broker as a result of day-to-day price changes. If actual delivery of the com
modity is made, the final daily settlement price adjustment is applied to the con
tract, and then the seller, in order to meet his contract obligation, supplies the 
commodity and receives a price for it based upon the same settlement quotation 
determined on the exchange. The delivery process is officially initiated by the 
holder of a short contract who files a notice of intention to deliver through the 
clearing house. There is always a corresponding holder of a long position who 
mUst accept this deliverable commodity and pay the prescribed current settle
ment price subject to any quality discounts or premiums that may apply. 

3 This statement may be subject to qualification for certain commodities not under Commodity 
Exchange Authority regulation, like cocoa. 
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In order to make the significance of this distinction between the two aspects 
of the futures contract clear, we can say that the first portion-the daily settle
ment commitment at the clearing house based upon daily price fluctuations-is 
not a purchase or sale at all. The act of buying or selling occurs only after a de
livery intent is declared. At this time the second aspect of the dual contract comes 
into operation: the clearing house exits from its position and a specific buyer and 
seller are paired up, each of whom is obliged to complete an actual purchase or 
sale at the then current settlement price. (The trade terminology speaks of "buy
ing" or "selling" a contract to refer to the act of entering or liquidating a commit
ment. While we will use this terminology, it should be remembered that it would 
be better to speak of "taking a long, or a short, position" or to say "go long," "go 
short," "cover the short commitment," "liquidate the long commitment," for 
transactions short of delivery.) 

THE CLEARING HOUSE RECORDS 

The essence of the commodity futures contract can be illustrated by tracing 
a single transaction. Assume that a trader instructs his broker to buy one con
tract-representing five thousand bushels-in December wheat at $1.50 at Chi
cago. The broker (being assured that his customer has a sufficient uncommitted 
credit balance, or satisfied that a cash deposit will be made promptly to cover the 
initial margin) instructs his floor trader to make the purchase at that price. The 
trade will be made only if a seller is available and willing to trade at $1.50. (The 
seller may be entering a new short contract position or surrendering a previ
ously held long contract. In either event, the transaction will only take place when 
two traders, a buyer and a seller, get together.) Up to this point the clearing house 
is not involved. 

However, once the trade is consummated on the exchange floor, the clearing 
house takes over as intermediary (see 3, pp.113-32; 6, pp. 37-40; 5). It enters on 
its books the obligations-one long and one short-of the two brokers who made 
the trade. (If the brokers are not clearing members, each must have a clearing 
member who acts on his behalf.4) 

It is important to note that, once the clearing house has confirmed the trade 
and the specific price at which it was entered, the individual transaction loses its 
identity so far as the clearing house itself is concerned. Several things happen 
henceforth: 

(a) No one cares who was the seller who paired up with this particular 
buyer; instead, each party is directly obligated to the clearing house. 

(b) Each party (through his clearing member) is held responsible for main
taining an unimpaired credit balance sufficient to cover the required deposit 
against all open commitments. 

( c) This deposit (which, for regulated commodities at least, must be main
tained in segregated funds by all parties) is charged each day with the amount 
by which prices changed that day. 

(d) The clearing house has records for each clearing member to show the 

4 A "clearing member" may handle accounts of other (non-clearing) members as well as its 
own, thus reducing the number of accounts carried by the clearing house. 
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aggregate positions, long and short, for which that member is responsible. It does 
not care at what prices these contracts were initially entered, because each one 
has been brought up to last night's settlement price and the accounts are charged 
and credited daily. Since there is a short for every long contract, the clearing house 
is always in balance with a zero net position. 

(e) The clearing house can thus operate without having any record to iden
tify the original price at which a particular contract was entered. This is a mat
ter for the broker and the trader, not the clearing house. 

(f) By virtue of the process of making cash settlements each day to reflect the 
daily price changes on the exchange floor, all profits and losses are settled at once
all losses are paid and profits are credited. Any two positions, one short and one 
long, in a particular contract can be paired up and closed out simply by a "close
out" transaction without any additional cash changing hands (except for commis
sion charges and any price differences since the previous night's settlement quo
tations). In fact the close-out operation releases back to the traders the cash they 
had deposited as their required margin. 

(g) If the buyer who entered a long commitment in December wheat at 
$150 decides to take delivery, he will receive through the clearing house a notice 
of intention to deliver from a seller which in effect does two things. First, it closes 
out the buyer's contract account with the clearing house on the specified settle
ment date and at the settlement price set on that date. This cancels the buyer's 
obligation to make further daily settlements at the clearing house. (Matching 
this action, a short contract was cancelled when the wheat delivery tender was 
presented.) The second part of the delivery process is the actual change of title 
of the wheat delivered and the payment of cash to the party making the delivery. 
This is accomplished by use of the same settlement price as that which closed out 
the futures contracts, namely the current price on the exchange for a "par deliv
ery" quality and location of wheat deliverable under the rules of the exchange, 
adjusted for whatever prescribed premiums and discounts apply to the grain actu
ally delivered. 

It can be seen that the trader who originally went long at $150 per bushel 
may have had to pay a very different cash price when he took delivery-perhaps 
$1.75 or $1.25 depending upon what happened in the market quotations for De
cember futures up to the time of delivery. However, he would have paid or re
ceived interim cash credits or charges which could be balanced out against the 
cost of his delivery wheat to give him a net cost equivalent to that at which he 
entered the contract. 

THE BROKER OR COMMISSION FIRM RECORDS 

In contrast to the accounts maintained by the clearing house, the broker has 
to meet the needs of his individual clients. He therefore carries a record of the 
individual transactions of each client in each contract classification, and he also 
maintains a record of the current status of the account including the daily up
dating of debits and credits resulting from price changes, together with the cash 
transfers and the net credit balances of the customer. This latter record also 
shows the number of open contracts in the account as a basis for calculating the 
credit balance required by minimum margin regulations, to be checked against 
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the actual credit balance. As stated earlier, the broker calls for more cash when 
margins fall below a prescribed maintenance level (see 4); otherwise he will 
close out enough contracts to bring the amount of margin required by the rules 
into line with the available credit balance. Finally, the broker customarily com
piles a monthly statement for his clients, recording the summary of transactions 
and status of the account. This statement can be drawn up to show the results of 
all contract positions closed out during the month, together with cash transfers, 
in or out, and the current status of open contracts, together with a summary of 
end-of-month credit balances and margin requirements. A simple illustration of 
a position statement, developed by the author for teaching purposes, is presented 
as Exhibit 1. 

The broker thus is able to provide a record of (1) all transactions, (2) daily 
results, (3) open commitments, (4) margin requirements, and (5) the current 
equity status of the account. These accounts include data showing the specific 
outcome of each contract entered and terminated. 

INDIVIDUAL TRADERS 

SO far as the individual trader is concerned, the records he needs for account
ing and for decision purposes can vary widely. It all depends upon his purposes 
and his total situation. If he is a speculator, he is presumably following a plan; 
and he must have enough information regarding his own situation and the rele
vant factors operating in the market to enable him to see how he is doing and 
how well his plans are working. If the trader is one who uses the futures market 
as a business management tool, he must be able to relate the futures market ex
perience to his commercial transactions and positions, and this calls for additional 
or different kinds of information. 

For our present purposes we will confine ourselves to the actual transactions 
and adjustments affecting the financial status of the individual trader. If he is a 
speculator, he may have a number of instructions for his broker-standing orders, 
stop orders, and the like-which become effective under certain market condi
tions. Beyond this he undoubtedly maintains a volume of information which will 
be useful to him in decision-making. However, for purposes of measuring in
come or loss and current position, the information outlined in Exhibit I covers 
most of what he needs.6 

The commercial trader needs to have his information in a form that will fit 
into his total accounting system. For instance, he may use the futures market to 
hedge his inventory position and will in most cases want to price his inventories 
of this particular commodity at market and adjust their price for the net gains 
or losses on open futures contracts. In business uses of this sort it is a common 
practice to assign the gains and losses from closed futures contracts as an adjust
ment in the calculations of cost of goods sold. (Futures profits would reduce the 
cost and thus increase earnings, while losses on futures would increase costs, re
ducing earnings.) 

There are a good many other uses of commodity futures in connection with 

6 This summary position statement would normally enable him to ascertain the length of time 
which a particular contract commitment has been held so that he can comply with present income 
tax requirements regarding capital gains and losses. 
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EXHIBIT I 

WEEKLY FUTURES TRADING POSITION STATEMENT 

NAME~ _________________ __ 
UNITS (BU., LB., ETC.) 

WEEK ENDING'--______ _ PER CONTRACTc.-_________ _ 

EXCHANGE'--________ _ MIN. FLUCT. PTS. 
NAME OF COMMODITY. ____ _ MIN. FLUCT. = $ ___ -.-.PER CONTRAC'! 

Profit or (Loss) on Open Contracts 

1 2 3 4 5 6 7 8 
Long Bought Price No.Min.Fluct Min.Fluct. 

Total or or at Units Gained Units 
Delivery No. of Margin Short Sold at Fri. or Lost Per X 

Month C's $'s (L or S (price) Close Contract No. Cont. 

Totals 
Net Dollar Gain or (Loss) on All Open Contracts 

Profit or (Loss) on Contracts Closed During the Week 

1 2 3 4 56 7 8 
Total Long Price No.Min.Fluct Min.Fluct. 
Com- or Orig. at Units Gained Units 

Delivery No. df mission Short B or S Close or Lost Per X 
Month C's $'s (L or S Price Date Contract No. Cont. 

Totals 
Net Dollar Gain or (Loss) on All Contracts Closed During the Week 

SUMMARY OF FUTURES TRADING ACCOUNT 

Last Week's NET CAPITAL POSITION ON ALL 
COMPLETED BUSINESS 

Gain or (Loss) on Contracts Closed during week 
Less Commissions incurred during week 
Cash transferred to (+) or received from (-) broker ____ _ 
NET CAPITAL POSITION ON ALL COMPLETED BUSINESS 
Plus Net BOOK gain (loss) on OPEN contracts 
NET EQUITY (available to margin open contracts 
MARGIN requirements on OPEN contracts 
Net uncommitted credit in margin account 

9 

Results 

Gain 

9 

Gain 

10 

to Dat 

Loss 

10 

Loss 
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commercial businesses. The futures may be a procurement instrument or a 
method of earning storage. They may be indirect or cross-hedges, and they may 
be in the nature of an anticipatory hedge against commercial expectations rather 
than against firm commitments. A long hedge, for instance, may be used as a 
device for fixing the cost of a raw material which will he used at a future date 
without tying up nearly as much capital as would be involved if the physical 
product were to be acquired and held until needed. Without going into detail, 
it should be clear that the accountant is confronted with many possible ways of 
interpreting and accomplishing the accounting requirements. It is sufficient for 
our present purpose merely to affirm that the results of futures transactions are 
expected to be entered into current operating results of the business and may 
not be interpreted as capital gains or losses. It is not entirely clear whether gains 
or losses from open contracts (as distinct from closed contracts) need to he taken 
up currently or may be deferred until each contract is closed. Some are handled 
in each way. Certainly, open contracts are taken into account on a cumulative 
basis when they are used in the process of adjusting inventory prices, but it is not 
at all clear that such treatment is necessary in all situations. 

TAX STATUS OF COMMODITY FUTURES OPERATIONS 

Operations in commodity futures have been the subject of a number of tax 
rulings. These have made certain situations clear but have left other operations 
unclear. A situation which seems quite straightforward at first glance becomes 
highly complex upon further scrutiny. The involvement seems to center upon 
the question of whether or not a futures contract is "property," and whether or 
not income is generated while contracts are still open or whether the income is 
deferred until the contract interest is terminated. 

In ordinary accounting practice, commodity futures contracts themselves are 
not a balance sheet item to the holder. They are neither an asset nor a liability 
on the books, but rather a cancellable agreement. In contrast to short sales in the 
securities market, there has been no borrowing and delivery of a stock certificate 
to the buyer as evidence of a title transfer. At the same time there is a tangible 
asset in the form of a margin deposit or "receivable from broker" credit which is 
usually a current account receivable. 

The impacts of price fluctuations upon open futures contracts, however, are 
clearly a significant factor in financial results. 

Certain pragmatic rulings have been affirmed which can be summarized as 
follows: 

(a) Speculative futures contracts on the long side apparently are "capital 
assets." Losses on long speculative positions have been required to be treated as 
capital losses rather than as current operating expenses.6 However, no rulings 
were found to substantiate actual experience with such losses (or gains) as "long 
term," although according to Internal Revenue Service practice and to "non
court" tax opinions, long speculative positions held over six months can receive 
long-term capital gains treatment (d. 1, p. 136). 

6 See Tennessee Egg Company, petitioner, v. Commissioner of Internal Revenue, 47BTA, August 
18, 1942, as reaffirmed by Frank B. Polachek, petitioner, v. Commissioner of Internal Revenue, 22TC 
858, July 9, 1954. 
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(b) On short-sale, speculative positions (as distinct from hedges), total gain 
or loss is a short-term gain or loss. Apparently an open short-sale contract is not 
legally a "capital asset" (i.e., it is not "property") except in very unusual circum
stances.7 Apparently, however, when a long contract is purchased for the pur
pose of canceling the short position, the long contract is "property" which instan
taneously takes on the loss or gain resulting from the prior short commitment. 
Thus, the net loss or gain from speculative short positions must be treated as 
short-term in nature (cf. 2). 

( c) For a firm dealing in futures as a part of its regular commercial opera
tions, both the futures contract and the matching commodity commitment are 
ordinarily valued at, or adjusted to, current market, so there is no tax liability 
involved in the paired transactions, assuming the hedge is perfect.s The courts 
have also regarded a futures transaction (even though not matched against a trade 
commitment) as producing only current operating profits or losses if the com
modity is intimately involved in the day-to-day dealings of the business.9 

While accounting practices vary from one situation to another, Exhibit II 
describes, as nearly as we could ascertain, the major categories of tax treatment 
that prevail today in the United States. 

The categories outlined in Exhibit II reveal distinct contrasts in the method 
of treating-for tax purposes at least-the income or losses generated by com
modity futures operations. In the case of speculative accounts, the results may be 
taken up as taxable income or loss when the contract is closed out, whereas most 
commercial users take them up on a current basis. This is the official position, 
even though cash may change hands on a daily basis and no one who is involved 
in the operation acknowledges an accrual of values due him except in the form 
of a credit balance with the broker. This balance may be drawn down on demand 
with no strings attached, so long as it does not drop below the level of the good
faith margin requirement which is a constant amount per contract set up when 
the contract is opened and released when it is closed. 

On long speculative contracts the final results are treated for tax purposes as 
long- or short-term capital gains or losses, depending on how long the particular 
contract position remained open. This situation seems anomalous in view of the 
fact that profits may have been realized and spent from day to day and no addi
tional settlement is made (other than release of the required margin) when the 
position is terminated. 

In view of these facts relating to long contracts, it appears that the long con
tract, even though it may be defined as "property" or "capital asset,"10 must 
a fortiori be regarded as having a zero value at any given time. All accruals be
come cash values divorced from the contract, while the contract itself can be 
liquidated at any time without any cash settlement (other than release of the 
required reserve or margin). 

7 See U.S. Internal Revenue Code 1. 1233-1(b) and 1. 1233-1(d. 2). 
8 In some cases the accounting adjustment of both the inventory price and the matching futures 

contracts are deferred until the goods are sold and the hedge is closed. The income effects are still 
substantially the same since the two sides of the hedge compensate each other. 

o See Corn Products Refining Co. v. Commissioner of Internal Revenue, 1958, U.S. Supreme 
Court decision. 

10 It should be remembered that a short-sale contract is denied the status of "property" or 
"capital asset," since it is apparently interpreted as selling something you do not have. 



EXHIBIT II 

TAX TREATMENT OF COMMODITY FUTURES CONTRACT RESULTS 

Open Contracts Closed Contracts 
I 

Speculator Gains on Long Positions 

Results are capital gains; they must be 
deferred till contract is closed. They may 
not be accrued to reflect current market, 
even though cash in margin account is 
withdrawn and spent. 

II 

Results may qualify as long-term capital 
gains if the particular contract is held 
for the prescribed length of time. Certain 
switching operations are permitted without 
breaking continuity of holding. 

Speculator Losses on Long Positions 

These are capital losses; they must be 
deferred, even though cash must be paid 
out as prices fall. 

Must be regarded as capital losses, not as 
current operating expense. 

Note on I and II: Long contracts are legally regarded as "property," or "capital assets." 
However, see comment in text. 

III 

Speculator Gains or Losses on Short Positions 

Outcome must be deferred until contract 
is disposed of. 

Must be regarded as short-term (non
property) income or loss realized at date 
of closing a contract commitment. It may 
not be accrued on a current basis. 

Note on III: Short futures contracts are not legally regarded as "property," but the cancellation 
of the speculative short position is interpreted as requiring the acquisition momen
tarily of a long contract which is "property" and hence can generate only an instan
taneous (short-term) capital gain or loss. 

IV 

Gains and Losses from Futures Contracts Qualified as Hedging 

Contract results normally kept on current 
market basis. Many methods of handling 
through the books, including (a) variance 
accounts, (0) reserve adjustments, (c) 
posting to raw material costs, or (d) en-
tering as cost of goods sold. 

Must be taken up on closed contracts, if 
not already covered earlier. 

Note on IV: Hedging is regarded as an adjustment to inventory or cost of goods so2d. It is thus 
a current operating expense or credit. 
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Moreover, in cases where the contract is terminated in actual delivery, it is 
settled by a cash transaction at the current futures market settlement price 
(assuming par-delivery specifications are met) rather than at the original con
tracted price, whether the market is higher or lower. All interim price changes 
will already have been absorbed in the transfers of clearing house and brokers' 
balances. The clearing house (as distinct from the broker or clearing member) 
need not know nor care at what price the futures commitment was entered. 

This interpretation would imply that speculative capital gains or losses from 
the price impacts upon long commodity futures contracts should be regarded as 
realized on a current day-to-day basis, not as deferred capital gains or losses. 
At the same time we do not attempt to define the tax status of the margin ac
count itself, the "receivable from broker" item. If this is a capital asset account 
in which capital gains and losses accumulate over long periods before a "reali
zation" occurs, there may still be a basis for claiming long-term capital gains 
treatment, but it would appear difficult to associate such "realizations" with the 
specific entering or liquidating of a particular commodity futures contract. 

A futures contract differs from a stock or bond in that no evidence of title 
is passed, and no specific value inheres to the contract beyond the daily settle
ment adjustments. No security is borrowed to effect a delivery as in a short sale 
of a stock. A futures contract, long or short, is not a pledgeable asset; a defi
ciency in the broker's or clearing account has to be settled at once in cash, while 
a favorable accrual is available as cash, not merely as a trial-balance credit.l1 

In contrast to the long position, the short speculative contract enjoys only 
short-term capital gains treatment, no matter how long the short-sale commit
ment has been in effect. However, the fact that gains or losses from such trans
actions (under present tax rules) are accrued until the contract is closed or repur
chased has the effect of permitting the deferral of incomes or losses, pending 
liquidation, despite the actual practice of daily settlements.l2 

The net outcome of our examination suggests that commodity futures con
tracts are current items which are in fact maintained at a net value of zero 
through a continuous cash settlement process. They are not the same thing as 
buying and holding a tangible asset which ties up resources over a period of time 
and can yield a gain or loss only when it is liquidated.'s 

11 "One of the most important concepts of the Clearing Corporation system is daily settlement 
in cash for all price variations in every commodity traded on the Board of Trade. The Clearing 
Corporation pays out cash daily to those Clearing Members having a net gain due to favorable price 
movements during the previous trading day. At the same time, the Clearing Corporation requires 
immediate payment from those Members having a net loss as the result of the same price move
ments." (See 5.) 

12 A speculator with capital gains from other sources may use this deferral provision to shift 
such income from one year to the next on a relatively riskless basis. In October he may open a "spread" 
transaction (e.g., long April and short June). Then, whichever direction the futures price swings 
he can, before his tax year ends, liquidate the side which shows a loss, replacing it with a different 
delivery month (7). 

1& One of the leading commodity brokerage houses (Hayden Stone) in its "Commodity Com
mentary" for February 2, 1970 includes the following statement in citing some of the advantages of 
speculating in commodities as compared with stocks: "There is no interest charged on debit balances 
used to buy or sell commodity futures. This is true because commodity futures don't yet exist and the 
margin put up is simply a performance deposit, not a partial payment against a purchase or sale 
total price." 

The Chicago Board of Trade monograph affirms the same position in its statement "Commodity 
margins do not represent 'down payments' for goods received and should not be confused with 
margins required of bUyers of securities" (5). 



268 HENRY B. ARTHUR 

What would be involved if the interpretation we are exploring were to be 
adopted? Essentially the "capital asset" or "property" classification of the long 
contract itself might or might not be retained, but if so, all gains or losses would 
be considered as realized on a current day-to-day basis, which is what actually 
happens. Similarly the short contract, assuming it continues to be denied the 
status of "capital asset" or "property," would be regarded as generating day-to
day (not deferrable) ordinary income or losses. In either long or short specula
tive operations, of course, these daily income adjustments could readily be accu
mulated between accounting or fiscal closing dates without detailing each daily 
increment. 

For the commercial use of commodity futures in conjunction with a business, 
the treatment of all results as ordinary income or loss would require no change 
except that the logic of the present interpretation would make it mandatory with
out exception to record all price changes affecting open contracts on a current 
accrual basis, rather than to permit the (apparently occasional) practice of not 
taking up results until the contracts are closed. 

It should be recognized that the questions and suggestions presented here 
would have the effect of moving the essential focus of commodity futures oper
ations in the direction of current adjustments to current market factors and less 
toward the use of the futures markets for securing favored tax treatment. Never
theless, the extremely high leverage that is characteristic of futures trading should 
cause little doubt that commodity markets would remain a highly attractive ve
hicle for speculators. 

We have been discussing the nature of income and losses generated by the 
operating of the commodity futures market. These gains and losses can be 
thought of as self-contained results so far as speculators are concerned. For the 
commercial business, however, the futures contracts are, almost by definition, 
an instrument used in conjunction with other business activities including buy
ing, selling, inventory and other trade commitments. Once the immediate na
ture of the outcome of commodity futures operations has been defined, the more 
involved problems of incorporating these results into the commercial accounting 
system of the firm must still be resolved. As with many other accounting pro
cedures the answer must be found in light of the unique needs of the industry 
or the individual firm, and a considerable variety of specific applications can be 
expected. 
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