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January 13, 2011 

 

 

Via Electronic Mail:  
 

Mr. Kevin W. Brown 

General Counsel 

Massachusetts Department of Revenue 

100 Cambridge Street 

Boston, Massachusetts 02114 

 

 

Re:  Draft Directive on Professionally Managed Funds 

 

Dear Mr. Brown: 

 

 Managed Funds Association (“MFA”)
1
 appreciates the opportunity to provide 

further information to the Department of Revenue (the “Department”) on Working Draft 

Directive 11-XX: Professionally Managed Funds; Trader Versus Investor Determination 

(the “Directive”).  Attached as exhibits to this letter are MFA’s responses to the 

Department’s request for further clarification on several aspects of the alternative safe 

harbor we proposed to the Department in our November 15, 2010 letter.   

 

If you have any questions regarding any of the attached comments, or if we can 

provide further information with respect to these or other issues, please do not hesitate to 

contact Benjamin Allensworth or me at (202) 730-2600. 

 

Respectfully submitted, 

 

/s/ Stuart J. Kaswell 

 

Stuart J. Kaswell,  

Executive Vice President & Managing 

Director, General Counsel 
 

                                                 
1
 MFA is the voice of the global alternative investment industry. Its members are professionals in hedge 

funds, funds of funds and managed futures funds, as well as industry service providers. Established in 

1991, MFA is the primary source of information for policy makers and the media and the leading advocate 

for sound business practices and industry growth. MFA members include the vast majority of the largest 

hedge fund groups in the world who manage a substantial portion of the approximately $2.0 trillion 

invested in absolute return strategies. MFA is headquartered in Washington, D.C., with an office in New 

York. 
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Department of Revenue Question 

 

Could you provide numerical examples for the portfolio turnover factor below?  It 

would be helpful if one of the examples clarified the parenthetical phrase "including the 

economic equivalent thereof using derivatives".  

  

 Portfolio Turnover:  

o At least 1.0X 

o To calculate: Divide lesser of amount, on an absolute value basis, of 

purchases/acquisitions/opens or sales/dispositions/terminations of 

securities or other positions (including the economic equivalent thereof 

using derivatives), for a period by the average net asset value of the fund 

for that period.  

MFA Response 

 

The “Portfolio Turnover” test is intended to measure the ratio of (x) acquisitions 

or dispositions of fund positions during a 12-month period (whichever is less and 

measured by reference to the value or notional equivalent value of the positions) to (y) 

the average net asset value of the fund for such period.  It is one possible measure of 

portfolio activity.  Portfolio transactions may be effected directly in the equity, debt and 

commodity markets, where “turnover” would generally be measured by purchases and 

sales.  Portfolio transactions may also be effected in the derivatives markets, where the 

economic equivalent of a purchase might be, for example, entering into a total return 

swap in respect of an underlying equity or debt security, entering into an interest rate 

future, or buying an option on any of the foregoing, and the economic equivalent of a sale 

might be, for example, terminating a total return swap, closing out a futures position, or 

selling an option.   Each time a fund acquires or disposes of a position, it is making a 

decision to alter the risk profile of a portion of its portfolio.  That is, it is making a 

decision to put on or to take off the risk associated with the position being acquired or 

disposed of, respectively.  One rough measure of fund activity is thus aggregate 

acquisitions/dispositions.  The premise of the portfolio turnover test is that many trader 

funds would, subject to appropriate market conditions, put on and take off positions with 

an aggregate value, as described above, equal to or greater than their average net asset 

values in a given year in an effort to generate profit.  In addition, the fact that a fund must 

also pass Category A and Category C of the proposed safe harbor ensures that a fund that 

is not actively trading cannot pass the safe harbor. 

 

Examples of the calculation of portfolio turnover are set out below: 

 

Fund A has 2,000 different positions, comprised wholly of equity securities and 

fixed income securities.  Fund A’s average net asset value (NAV) for the year in question 

(determined by averaging its month-end or quarter-end NAVs, whichever is reported to 

investors) is $1 billion.  During the year, the aggregate cost of all securities purchased is 

$1.4B.  The aggregate proceeds from all securities sold is $1.5B.  The turnover ratio for 
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Fund A for the year is $1.4B (the lesser of the absolute value of each of $1.5B and 

$1.4B)/$1.0B, or 1.4X. 

 

Fund B has 2,000 different positions, comprised of equity securities, fixed 

income securities, futures on the S&P 500, and interest rate swaps, as indicated below.  

Fund B’s average net asset value (NAV) for the year in question (determined by 

averaging its month-end or quarter-end NAVs, whichever is reported to investors) is $1 

billion.  Fund B’s acquisitions and dispositions are as follows: 

 

 

 

Financial 

Instruments 

 

 

 

Acquisitions 

 

 

 

Dispositions 

 

Portfolio 

Turnover 

Ratio 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

- For 

securities: 

aggregate 

cost of all 

securities 

purchased 

during year 

 

- For futures 

and swaps: 

aggregate 

Notional 

Amount of 

all futures 

and swaps 

entered into 

or purchased 

during the 

year 

- For securities: aggregate proceeds 

from all securities sold during the 

year   

- For futures: aggregate Notional 

Amount of all futures closed or 

held to maturity during the year, 

measured at the time of close or 

maturity 

- For swaps: aggregate  Notional 

Amount of all swaps 

closed/terminated/assigned or held 

to maturity during the year, 

measured at the time of 

close/termination/ 

assignment/maturity, taking into 

account all adjustments to notional 

through such date, plus or minus 

(for swaps 

closed/terminated/assigned prior to 

maturity) the amount paid or 

received, as applicable, in respect 

of such closing transaction 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Equity 

Securities 

360,000,000 340,000,000  

Debt 

Securities 

230,000,000 190,000,000  

S&P 500 

Futures 

380,000,000 * 320,000,000 *  

Swaps in 

respect of 

various 

USD-ISDA-

Swap Rates  

200,000,000 

** 

170,000,000 **  
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TOTAL 1,170,000,000 1,020,000,000 1.02/1.0 = 

1.02X 

  
*The notional amount of an S&P 500 future, traded on the CME, is (i) $250 multiplied by (ii) the 

S&P 500 index level at the time the future is entered into multiplied by (iii) the number of 

contracts entered into.  It adjusts as payments are made to settle the parties’ obligations under the 

future. 

 

**The notional amount of an interest rate swap is agreed at the time that trade is entered into and 

reflected in the trade confirmation. 

 

During the year, the aggregate cost (or opening notional equivalents) of all 

financial instruments purchased or entered into is $1.170 billion.  The aggregate of the 

proceeds (or closing notional equivalents) of all financial instruments sold, closed or held 

to maturity is $1.020 billion.  The turnover ratio for Fund B for the year is $1.020B (the 

lesser of the absolute value of each of $1.170B and $1.020B)/$1.000B or 1.02X. 
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Department of Revenue Questions 

 

Could you describe how your members view the difference between the other two factors in 

category B below?  By majority do they mean 51%?  Could you provide an example or 

description that clarifies the difference between "gross income and loss on an absolute value 

basis" and "realized transactions?" 

  

 Nature of income:  

o Majority of gross income and loss, on an absolute value basis, is not long-term 

capital gains and losses. §1256 contracts treated as all short-term.  

 Holding period:  

o At least 2/3rds of realized transactions held less than one year. 

MFA Responses 

 

Difference Between Nature of Income and Holding Period Tests 

 

As more fully explained below, the Nature of Income test analyzes the character of the 

components of a fund’s taxable income/loss for the year and compares the long-term amounts to 

the amount of other types of income.  The Holding Period test analyzes disposed-of positions and 

compares the number held for fewer than 365 days to the number held for 365 days or more.    

 

Nature of Income 

 

The “Nature of Income” test is based on the premise that income that is shorter term in 

nature may be (but isn’t conclusively) indicative of trading activities intended to earn income or 

profit, and that trading activities intended to yield income or profit can produce both gains and 

losses.  The test requires that more than 50% of a fund’s gross income and loss derive from 

sources that are other than long-term gains and losses.  The test is applied on an absolute value 

basis, rather than on a net basis, to more accurately reflect the scale of the underlying activity 

producing a fund’s income and loss.  For example, a fund could have substantial amounts of 

short-term gain and loss that offset one another.  A test looking at net results only would not 

adequately capture the substantiality of the underlying activity.   

 

For purposes of the test, §1256 contracts are deemed to be short-term despite the fact that 

they are artificially afforded 60% long-term and 40% short-term treatment by statute.  Treating 

§1256 contracts as short-term is appropriate because they are marked-to-market at year end and 

thus will never have a tax holding period that is long term.  Such treatment is also appropriate 

because, for example, a fund that trades only in §1256 contracts would fail the test if the fund 

were required to treat these contracts as 60% long-term.  Because §1256 contracts are exchange-

traded and priced and settled on a daily basis, a decision to trade in these securities is consistent 

with a strategy to participate in daily market movements rather than to seek long-term 

appreciation. 
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An example of the application of the test follows: 

 

Assume that a fund transacts in a variety of asset classes, such as equity securities, fixed 

income securities, commodity futures contracts, currencies, swaps, options, T-bills and 

repurchase contracts.  For the taxable year, the fund realizes, on an absolute value basis, 

the following types of income items: 

   

Type of Income    Amount         Percentage 

  Short Term Gain:    $280M   28% 

  Short Term Loss:    $250M   25% 

  §1256 Gains:         $70M     7% 

  §1256 Losses:           $30M     3% 

  Long Term Gain:    $110M   11% 

  Long Term Loss:        $90M     9% 

  §988 FX Ord. Income:     $70M     7% 

§988 FX Ord. Loss:        $50M     5% 

Interest Income:           $20M     2% 

  Interest Expense:            $30M     3% 

                $1,000M             100% 

  

Under the Nature of Income test, long-term capital gains and losses comprise 20% of the 

Fund’s taxable income for the tax year.  The Fund, therefore, passes the Nature of Income 

test.  

 

The fact that the test focuses on long-term capital and gains and does not otherwise 

distinguish between categories of income is appropriate, we believe, because a trader’s trading 

activities will necessarily have as a by-product recognition of a wide variety of income items.  A 

trader fund should not be penalized, for example, for realizing ordinary income and expense 

items that result from activities integral to its trading activities.  In addition, the fact that a fund 

must also pass Category A and Category C of the proposed safe harbor ensures that a fund that is 

not actively trading cannot pass the safe harbor.  

 

Holding Period Test 

 

The “Holding Period” test looks at the duration of those positions of a fund that are sold, 

closed or otherwise disposed of during a taxable year and requires that at least two-thirds of 

those positions, by number, have been held for less than one year.  The Holding Period test 

reflects the length of time positions that were disposed of had remained in the fund’s portfolio.  

The premise for the test is that a trader fund will hold its positions for shorter periods of time (as 

compared to an investor fund) as it actively makes investment decisions in response to market 

movements to generate income or profits.   
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An example of the application of the test follows: 

 

Assume that a fund sells, covers, closes, terminates or otherwise disposes of 1,000 

portfolio positions during the taxable year.  The fund determines that the holding periods 

of those positions are as follows:  

  

  Days  # Transactions  % of Total 

 

  <365 days         750      75%  

   

  365+ days         250      25% 

 

Under the Holding Period test, more than two-thirds of the realized transactions were 

held for less than one year.  The fund passes the Holding Period test. 

  

Because the Holding Period test does not take into account the type of income that is 

realized with each transaction, it will not be affected by tax character rules or by unusually large 

“winners” or “losers” that can skew the results of the Nature of Income test.  As stated above, the 

fact that a fund must also pass Category A and Category C of the proposed safe harbor ensures 

that a fund that is not actively trading cannot pass the safe harbor.  

 

  

 

     

  
    


