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Distributions under Securities Investor

Protection Act may not be capital gain

by BARRY LEIBOWICZ

Congress has provided investors with substantial protection agoinsi lvsses resulting

from the bankrupicy or liguidation of firms holding theiv securities in safekeeping

or on loan. In some instances, this protection can result in a taxgble gain which

may, although the securities constituted a capital asset, be treated as ordinary

income. Mr. Leibowicz discusses the provisions of the dct and indicates the types

of distributions that may be affected.

TIIE SEcumiTies INveEsTOR Protection
Act of 1870 (SIPA) has as its primary
purpese the protection of individual
investors by insuring them against losses
arising from financial difficulty or failure
of brokerage firmsl The Act accom-
plishes this by establishing the Sccuritics
Investor Protection Corporation (SIPC)
which provides customers of its member
firms with protection against losses as a
result of the firm's liquidation 2

Liguidation of a brokerage firm under
SIPA would occur in  circumstances
which would, ahsent the Aect, result in
normal bankruptcy proceedings, and
the relatively small distriburiont which
normally attend them. In the event of
liquidation of a member firm, a trustee
appointed by the appropriate Federal
district court will, to the extent possible,
return specifically identifiable securities
held by the firm to their owners8 Such
securities are, in general, fully-paid se-
curities in cash accounts and excess se-
curities in margin accounts which have
been segregated as the cuscomer's spe-
cific property. The return of such se-
curities would, of course, he without
tax effect.

However, to the extent ¢claims for se-
curities cannot be satisficd out of the re-
maining assers of the liquidating firm,
the owners will be compensated at fair
market valucs as of the liquidation
date, up o a maximum sum of $50,000.4
It is this insurance feature which, al-

though offering the investor much-need-
ed protection, produces the possibility
of a realization of gain in circumstances
under which only losses would have pre-
viously been realized.

Like kind exchange aspect

Stock delivered to a customer by a
brokerage firm which had previously
held such stock for safekeeping is fre-
quently represented by certificates other
than those originally held by the s
tomer. The receipt of such different
rertificaces is entitled to treatment as a
like-kind exchange, upor which the re-
alization of gain is not recognized pur-
suant to Section 1036.5 When the reali-
zation of gain or loss results from a
distribution of other than like-kind
property, as compensation for undeliv-
ered stock, Section 1036 is no longer ap-
plicable and accordingly does not pro-
duce non-recognition.

Involuntary conversion aspect

It would seem at first glance that the
receipt of cash compensation for unre-
turned securities, stemming from a brok-
erage firm's insolvency and subsequent
liquidation under SIPA, would qualify
for the benefits accorded involuntary
canversions under Sections 1033 and
1231, After all, the securities have been
“converted” into cash in a transaction
which is definitely involuntary. Regard-
less of the nature of the conversion,

however, if it is onc which falls cutside
of the specific circumstances enumerated
in the limiting clauses of the parricuiar
scctions, it is ineligible for the special
tax benefit provided by them.

The inveluntary conversions enumer-
ated in Sections 1033 and 1231 are lim-
ited to destruction in whole or in part,
theft, scizure, requisition, condemnation,
or threat or imminence thereof. If the
conversion is so qualified the proceeds
may be rolled over tax free under Sec-
tion 1033, or granted special charac-
terization pursuant to Sectiont 1231.

The element of governmental author-
ity present in the liquidation of a hrok-
erage firm and subsequent compensation
of its customers, thereby extinguishing
all further claims by them, is not suff-
cient to bring the conversion within the
purview of the involuntary-conversion
provisions. In a situation in which stack
was disposed of as the result of a court-
ordered divestiture, a district court con-
strucd the words “requisiion or con-
demnation” to mean “a taking of prop-
erty by public autharity for public use

.. " “The presence of the element of
governmental action . . . is not alone
enouph to satisfy the statute.”

The conversion must take place “as
a result of . . . requisition or condemna-
tion or threat or imminence thereof.”8
The stock there, said the court, was not
taken by “public authority for public
use,” Omnce the conversion occurs it
merely becomes necessary for govern-
mental action te be taken to minimize
the disruption inherent in the conver-
sion, and compensate victims of the con-
version for their lost property. None of
the property ever passes to, or is used
by, the government. Neither is it de-
stroyed, stolen, or seized. Its conversion
into cash is involuntary. But it is not
by such an accurrence as is required by
the limiting clauses of the two sections.
Being outside of the scope of both Sec-
tions 1033 and 123), realized gains or
Iosses upon conversion of the stock pur-
suant to a SIPC liquidation are not en-
titled to the special treatment provided
by these sections. The gain or loss is
therefore both realized and recognized,
without benefit of any special charac-
terization under Section 128].

Once it is determined that the trans-
action is one which produces gain or
loss which is both realized and recog-
nized, problems of characterization arise.
In the case of losses, in addition to the
questions of characterization, their de-
ductibility is ar issue.
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Ordinary loss aspect

Several choices present themselves in
the event that losses arise as the result
of a liquidation under SIPC. Such pos
sibilities include denial of the loss de-
duction as personal, bad debt characteri-
zation, allowance of an ordinary loss un-
der 185({c), or treatment as a capital loss
under 165(f).

The question of whether a loss on a
“loaned” security creates @ deductible
bad debt or loss was presented in Stahl,
411 F.2d §99 (CA-DC, 1970) aff’g. 294 F.
Supp. 248 (DC-DC., 1969). The taxpay-
er in $tzhl turned over securities with a
substantial value to a brokerage firm for
use by them in meeting SEC capital re-
quirements. Pursuant to an agreement
with the firm Mrs. Stahl was to receive
all dividends and interest generated by
the securities and an additional 1%, per
quarter fee until the eventual return of
the securities under the agreement. The
agreement required that Mys, Stahl's
rights were to be subordinate to all oth-
er creditors, current or future. As a rc-
sult of bankruptcy of the firm Mrs.
Stahl “lost” the securities. Both the tax-
paver and the Government agreed that
the loss was deductible. The character
of the loss was in dispute, however. The
Government sought to characterize the
loss as one arising from a debtor-creditor
relationship which, since not meeting
the narrow interpretation of a business
bad debt, was a short-term capital lnss
under Section 166{(d). Mrs. Stahl argued
that, rather than being a debt, the rela-
tionship created by the agreement was
one of bailec-bailor, as providing per-
sonality for a particular purpose and
subsequent return, and was deductible
as an ordinary loss under Section 165 (c}.

The Circuit Gourt, in concurring with
the taxpayer, seized upon Reg. 1.166-1
(c)'s requirement of an obligation to
pay a “fixed or determinable sum of
money” and held that a hailee-bailor
relationship was created. An absolute
liability to pay such sum of money was
held to be a2 “sine qua non of the
debtor-creditar relationship.” Since such
an absolute liability was not present, no
debtor-creditar relationship, and there-
fore no bad debt, could exist. Any de-
duction must accordingly result from a
loss as defined in Section 165. In finding
that the expectation of compensation
for the use of the securities in the trans.
action made it “plainly one entered
into for profit,” the court determined
ordinary loss treatment under Section
165(c)(2) to be applicable. The Circuit

Court thus made a determination as to
the specific subscction of Section 165(c)
under which the loss would be deducti-
ble, despite an earlier determinacion by
the district court that such specificity
was Unnecessary.

Accordingly, the decision in Siahl, al-
though contrary to the views expressed
by some commentators,” provides a rule
that losses resulting from transactions
in which securities are converted are
limited to treatment under Section 165.
For individuals, allowable ordinary
losses are further limited hy Section
165{c). Safekecping agreements would
not constitute a sufficient “trade or busi-
ness" as to prevail against the Supreme
Court’s consistently narrow interpreta-
tion of Section 165(c)(1).8 Neither
would conversion of stack held under
such an arrangement gqualify as a ca-
sualty loss under Section 165{c} (%) for
reasons similar to those discussed ahove
in reference to the involuntary conver-
sion provisions applicability. The only
possibility of deduction for such con-
version losses would therefore be under
Section 165(c)(2), as a tramsaction en-
tered into for profit,

Mrs. Stahl’s relationship w0 the bro-
kerage firm was as a subordinated
“creditor” rather than as a customer.
In such a situation, an owner common-
ly deposits securities with & firm under
an agreement whereby the firm uses
such securitics to meet SEC capital re-
quirements. The subordinated creditor
retains iegal and beneficial title o the
securities and s entitled to vote all
shares and receive any dividends upon
them for as long as they continue to
be held by the firm. The agreement
provides that the firm will return the
securities to their owner upon termina-
tion of the appropriate period, subject
however to the risk that they will be
appropriated by the firm to pay the
claims of its general creditors. In re-
turn for the deposit of securities the
owner of such securities is entitled to
compensation, usually based upon a
percentage of the value of the securities.
Such compensation “fees” are ordinary
income to the owner-recipient.®

In the event pledged sccurities are
liquidated by the firm under the agree-
ment, such liquidation constitutes a
sale by or on behalf of the owner re-
sulting in the recognition of gain or
loss (usually capital in nature) in the
year of sale by the firm.1® Qwners of
securities who participate in such sub-
ordination agreemecnts are not custom-
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ers in regard to such securities for the
purposcs of SIPA and, therefore, unlike
customers, are extended no insurance
protection by the Act.'! In the event of
a firm’s liquidation under SIPA they
are limited to the receipt of proceeds as
subordinated creditors in the general
estate, which rarely produces any sub-
stantial recoveries to them. A custom-
er, however, being cntitled to the insur-
ance protection of SIPA, has an almost
assured Tight to recovery.

In Stahl, the court found Section
165(c){2) applicable, since Mrs. Stahl ex-
pected to derive interest and profits
from the arrangement. But the court
also said that in such cases the hurden
is on the taxpayer to establish that the
loss was incurred in a transaction en-
tered into for profit. In Stah! the profit
motive was direct and obvious. In a
purely safekeeping arrangement it is
not. The purchase of stock and its re-
tention is a transaction entered into
for profit. If the safekeeping arrange-
ment is considered an integral part of
such transaction any resulting loss would
qualify for deduction under Section 165
()(2). However, if the safekeeping trans
action is treated independently, Section
166(c)(2) would not apply. The safe-
keeping arrangement alone produces no
profit to the taxpayer. It is entered into
for convenience, Thus, loss on conver-
sion of stock held in safekeeping may
produce a deductible ardinary loss un-
der Section 165(¢c}(2) as part of the over-
all profit transaction, or no 165(c) loss
at all as being part of an independent
transaction entered ints solely for per-
sonal convenience. Qualification for
capital treatment would create a possi-
bility that the otherwise allowable loss
under Section 165(c)(2) would be further
limited to capital loss treatment under

! 8. Rep™t. MNo. 1218, H, Rap't, No, 1618, 91st Cong.
2d Bess. (1970},

3 Ben T3 Colum, L. Rev. BO2, 307 {1978).

3 SIPA, Sectlon 6(e) (2) (O).

& BIPA, Bection &{f).

5 Rev, Rul. 57-461, 1867-2 CB 286,

& BEehr-Munning Corp., 106 F.Bupp. 120 {(DC Maaa,
1881} .

T Sea 70 Mich. L. Rev, 400 {1871),

8 Whipple, 878 U.B. 1938 (1088),

* Rev. Rul, 49.455, 1963-2 CE 8,

1» Bev. Rad. T4-301, IHB 197425, 21.

ugEC V. F. 0. Baraf Company, e, 497 F.24
280 {CA-2, 19T4).
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Section 165(f). However, for reasons
enumerated below, capital treatment is
inapplicable in the purely safekeeping
type of arrangement.

Accordingly, any loss in a safekeeping
situation in which stock has been con-
verted will produce either a deductible
ordinary loss, or ane which is disal-
Iowed in its cntirety as personal, de-
pending upon the “profit” characteriza-
tion of the transaction.

The Journal of Taxation

Capital gain or loss

In the event a gain is realized upon
receipt of SIPC compensation, or 2 loss
qualifying for deduction under Section
165(c), a question as to the character
of such gain ar loss arises. If 2 gain is
capital, it qualifics for the substantially
lower capital gains rates. If a loss is
capital the otherwise ordinary deduction
would be limired to the less advantage-
ous capital loss rules. It is in this area
of characterization where SIPC com-
pensation presents the most difficulty.

Section 1222 provides that capital
gains or losses result from the “sale or
exchange” of a capital asset. Two condi-
tions must be met, therefore, absent
coverage by any special characierization
statute, for capital treatment. They are
that (1) there be a capital asset and (2)
that realization occur by 'sale or ex-
change” of that asset. The first of the
conditions for capital treatment is met
in most situations covered hy SIPC.
The stock converted is a capital assct.
Thus, the basic question presented by
the distribution under SIPC of funds
for lost stock is whether or not the trans-
action constitutes a sale or exchange.

Not every gain which arises upon a
transaction which concerns a capital
.asset benefits from a capital characteri-
zation. “Those are limited by definition
to gains from the sale or exchange of
capital assets.”12 To the extent that
gain or loss is realized, through other
than a “sale or exchange,” realization
is by “other disposition,” under Section
1601, and results in ordinary gain or loss.

Congress has never provided a defini.
tion for the term “sale or exchange” as
used in Section 1222. The Supreme
Court was thus presented with the neces-
sity of defining the term in 2 manner
consistent with Congressional intent
in William Flaccus Oak Leather Co.,
815 1.5, 247 (1941).

3 Dobson, 321 L8, 281 (1544},

1 Hart, 813 U3, 28 {1541).

 Eptate of Bary, 388 F.2d 844 (CA-2, 1066).
15 Reow. Rul. T4-208, IRB 1874285, 11.
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In Flaccus, insurance proceeds were
received as the result of the destruction
of property by fire. The Court held that
there had been no “sale or exchange,”
and the resultant income therefore was
ordinary. The Flaceus Court said “gen-
erally speaking the language in the
Reveniue Act, just as in any statuate, is
to be given its ordinary meaning, and
the words “sale” or "exchange” are not
to be read any differently.” Neither the
demolition of the property, nor com-
pensation for it, constituted a sale under
that ordinary meaning. Neither was it
an exchange since “exchange” “implies
reciprocal transfers of capital assets, not
a single transfer to compensate for the
destruction of the transferee’s asset.”

The sale or exchange test has been
characterized as the Court’s “guiding
light” in cases such as §pray Water Pow-
er end Land Co., TCM 1961.73. In
Spray, insight was provided into the
view of the courts with respect to de-
ciding whether or not a “sale or ex-
change” has in fact occurred. The court
supgested that where there is a sufficient
transfer of property to bring the capital
asset transaction within the plain mean-
ing of a sale or exchange, the courts
have historically allowed capital gains
treatment. Where nothing has heen
transferred and the respective rights of
the parties merely extinguished as a
result of the transaction, courts find a
sale or exchange lacking and hold gains
or losses realized to be ordinary.

A long line of cases makes it clear
that neither the collection of an obliga-
tion, nor the settlement of a claim con-
stitute a sale or exchange. To const-
tute a sale or exchange, theré must be
a “transfer of property in goods 18

Additionally, a sale or exchange of
the asset must be the event which pro-
duces the realization in question. In
Pounds, 372 F.2d 842 {(CA-5, 1967), the
Fifth Circuit stated that ‘a2 mere sale or
exchange somewhere in the history of
the asset will not do.” Pounds, a real
estate broker, acquired an interest in
net profits from the eventual sale of
land by purchase. There way a “sale or
exchange” of the underlying land. But
that “sale or exchange” did not produce
the realization in question. Rather, the
realization occurred on collection of
Pound's contractual share. Since a col-
lection is not a "sale or exchange,” and
since the realization obtained by Pound
resulted directly from the collection,
the realization upon the contract right,
admittedly a capital asset in his hands,

was held to constitute ordinary gain.
Despite the presence of a capital asset,
the failure to realize the gain directly
from a “sale or exchange” produced or-
dinary, rather than capital gain.
Contract rights may, in certain cir-
cumstances, constitute capital assets.
The right to compensation which is
held by an investor under SIPA is such
a capital asset. This right is not, how-
ever, received in exchange for the lost
stock. Rather, from the moment an in-
vestor obtains stock and deposits it with
a SIPC member firm the act grants him
the right. The right to compensation is
an attribute of SIPA and arises concur-
rently with the appropriate stock owner-
ship, and is merely subject to the opera-
tive condition that there be an actual
liquidation and loss. Realization occurs
only upon compensation under the act.
An award resulting from collection of a
claim under a compensatory act has
heen held to be other than a sale or ex-
change, producing ordinary income.lt
Accordingly, when the act producing
realization is a sale or exchange, no
characterization problem is presented.
The gain or loss, being realized through
sale or exchange of a capital asset, is
capital. When amounts distributed to
the investor are in ¢ssence the net pro-
ceeds of stock in a margin account sold
on his behalf by a trustee in liquida-
tion, resulting lasses have been held to
be capital in naturels Tt would seem
that capital characterization is proper
since amounts distributed are actually
the proceeds of a sale or exchange.
This differs significantly from the sit-
vation in which a trustee in a SIPC
liquidation, being unable to locate and
distribute securities to their owners in
kind, compensates them for their loss.
The fact that the shortage of sacurities,
and therefore the claim to compensa-
tion, may result from a prior conversion
through sale or exchange by the li-
quidating firm docs not alter the essen-
tial character of the realization. It is the
collection of a SIPC claim, not a sale or
exchange, which produces the realiza-
tion. What is received is not the pro-
ceeds of a sale or exchange, but rather
compensation by “insurance” for loss.
Realization of gain or loss in the
event of a SIPA liquidation is complece-
ly involuntary. Distributions made un-
der the act are solely the result of Fed-
eral law and purely compensatory in na-
ture. They arise from contractual obliga.
tions of the government contingent
upon the occurrence of a brokerage




firm’s insolvency and a concurrent stock
loss by the investor. The various events
which culminate in a distribution under
the Act are in no way the result of in-
vestor action. In most cases, absent the
intervening  liguidation, the investor
would have disposed on his stoeck in a
sale or exchange, thereby producing
capital gain or loss, But whatever the
investors would have done, it is clear
that what they actually did do is con-
trolling, and what they did was collect
an obligation, not make a sale or ex-
change.

Regardless of the merits of an invest-
or's cause, if there has been no sale or
exchange, there can be no capital gain
or lnss. Furthermore, the courts are not
free to create such a sale or exchange
by analogy. In Pounds while hesitating
to rely upon the silence of Congress in
failing to take a particular tramsaction
into account, the court stated that “the
Supreme Court has held that implica-
tion of a sale or exchange is impossible.”
The very fact that Congress has spoken
and thereby provided special characteri-
zation for certain specific transactions is
indicative of the very strict express re-
quirement of sale ar exchange in order
to secure capital gain or loss treatmment,

The courts, as in the Pounds case,
have recognized that to deny capital
treaument to trarsactions solely for want
of a formal sale or exchange transac-
tion, all other criteria for capital char-
acterization having been met, would
seem a superficial and overly-formalistic
approach to resolution of the issue at
hand. Despite such appearances how-
ever, the distinction between transac-
tions encompassing within them a sale
or exchange, and the mere collection of
contract obligations strikes at the heart
of the reason for affording capital treat-
ment at all. Pounds held that a basic
underlying reason for according special
beneficial tax treatment to capital sale
or exchange transaction was to “facili-
tate the disposal of appreciated proper-
ty.”

Until the liquidation of the investor's
brokerage firm, he has complete control
over the timing of realization upon his
stock. This is the case despite such stock
being in the care and custody of the
firm. The reduced tax burden provided
by special treatment afforded capital
gains may minimize the tax considera-
tions which would enter into the mak-
ing of a decision o effecr such a realiza-
tion. The disposition of such capital
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asset sacurities would therefore occur
more readily. And it is this encourage-
ment to enter into transactions which
produce realization through disposal
and conversion of certain assets which
is a basic premise of the capital gains
provisions. It benefits the revenues by
accelerating taxable realizations. Addi-
tionally, it produces an active market-
place, which is beneficial to the econo-
my.

In any event, when there has been an
event which deprives the investor of
control over the timing of his realiza-
tion, there is no longer any need for
the beneficial rates which have heen
provided as incentive. Special tax treat-
ment is at once no longer necessary or
even relevant. Control over the timing
of realization is unavailable, and it does
not benefit the revenues to reduce the
rax on such realization, When a hraker-
age firm is liquidated, the timing of
realization is fixed. The customer is
powerless to alter ir. Under the ration-
ale of the Pounds court, therefore, such
realization would not be entitled to
capital gain or loss treatment under the
provisions of the code. %
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