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ology for determining whether the right kind of friction is present, and
offers examples to enhance the empirical understanding of frictions.

While many government officials recognize the significance of fric-
tions, they lack key information. In general, reforms should cover close
substitutes, as Professors Shaviro and Weisbach have shown.® Yet when
does one transaction substitute for another? The question is difficult and
underexplored. The argument here is that in sophisticated commercial
transactions, the answer lies not so much in murky notions of consumer
taste, but in accounting conventions, securities laws, and other frictions
that are unfamiliar to many government tax reformers. Empirical work is
especially important because many frictions have weakened in recent
years, due to globalization, deregulation, and financial engineering; in-
deed, it is well understood that these developments pose new challenges
to the tax system.” But certain frictions endure, a helpful reality. that

accountant. Another respected economist, Joseph Stiglitz, has also emphasized the key
role of transaction costs and capital market imperfections in constraining tax avoidance:

In a perfect capital market, these principles of tax avoidance are so powerful as to

enable the astute taxpayer to eliminate all taxation on capital income, and

possibly all taxation on wage income as well. The fact that the tax system raises
revenue is thus a tribute to the lack of astuteness of the taxpayer and/or the lack

of perfection of the capital market.

This in turn has an important implication: one should treat with some
skepticism models which attempt to analyze the effects of taxation assuming
rational, maximizing taxpayers working within a perfect capital market.

Joseph E. Stiglitz, The General Theory of Tax Avoidance, 38 Nat’l Tax J. 325, 335 (1985).

6. Daniel N. Shaviro, An Efficiency Analysis of Realization and Recognition Rules
Under the Federal Income Tax, 48 Tax L. Rev. 1, 31 (1992) [hereinafter Shaviro,
Realization and Recognition Rules] (“It is a standard optimal tax insight that we want to
tax high-rent, relatively inelastic events . . . .”); David A. Weisbach, Line Drawing, Doctrine,
and Efficiency in the Tax Law, 84 Cornell L. Rev. 1627, 1663 (1999) (emphasizing
relevance of cross elasticity to line drawing). This Article extends the efforts of Professors
Shaviro and Weisbach to apply optimal tax principles to incremental tax reform. They
seek to base legal distinctions on the cross elasticity of taxpayer demand for various
substitutes. Yet Professors Shaviro and Weisbach do not explore the specifics of what cross
elasticity means in sophisticated commercial transactions. Professor Schlunk has recently
questioned their recommendation by asserting that elasticity is not a meaningful concept
in such transactions. He argues that, through financial engineering, taxpayers typically
can package cash flows in different ways that are all equally appealing, but are taxed
differently. Herwig J. Schlunk, Little Boxes: Can Optimal Commodity Tax Methodology
Save the Debt-Equity Distinction?, 80 Tex. L. Rev. (forthcoming 2002) (manuscript at 2-3,
on file with the Columbia Law Review). While Professor Schlunk’s argument could well
apply in the long run, depending upon the evolution of financial engineering and
deregulation, his claim often does not hold under current conditions. A main point of this
Article is that, in some commercial transactions, elasticity is a meaningful concept because
of frictions. An important challenge for reformers is to understand when frictions are
sufficiently meaningful to constrain planning, and when they are not.

7. See, e.g., Office of Tax Policy, U.S. Dep’t of the Treasury, The Deferral of Income
Earned Through U.S. Controlled Foreign Corporations 75 (2000) [hereinafter The
Deferral of Income] (“The ability of taxpayers to provide services (as well as goods) over
the Internet and through other electronic media will present further challenges to the
current subpart F regime.”); Reuven S. Avi-Yonah, The Structure of International
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some commentators have assumed away.® Although over long periods of
time some frictions will dissipate, many will remain relevant in the next
decade or more, and it is vital to identify these. While accountants on
business school faculties have produced empirical work on frictions, legal
academics largely have not, though they are well positioned to do so be-
cause legal regimes other than the tax law are an important source of
frictions.® Studying frictions thus should become a priority for legal
commentators.

This Article has three parts, a general discussion followed by two case
studies. After outlining the values at stake in targeting tax planning, Part
1 explains which frictions constrain end runs.!® Most promising are “dis-

Taxation: A Proposal for Simplification, 74 Tex. L. Rev. 1301, 1304 (1996) (arguing that
principles of international tax are obsolete because of “the growth of internationally
mobile capital markets for portfolio investment and the rise of integrated multinational
enterprises”); David F. Bradford, Fixing Realization Accounting: Symmetry, Consistency
and Correctness in the Taxation of Financial Instruments, 50 Tax L. Rev. 731, 736 (1995)
(investigating “the frictionless world” because “[o]ne of the most striking developments in
financial markets in recent years has been a steady decline in transactions costs,” and so
“[t]he Article thus can be read as exploring problems that can be expected to get worse,
absent redesign of the [tax] rules”); Schlunk, supra note 6 (manuscript at 3) (“For as
financial innovation becomes cheaper and cheaper (and in the limit becomes costless),
inconsistent tax categories can and will be ever more quickly exploited in a ‘race to the
bottom’ yielding, in the end, an effectively elective (but therefore consistent) tax structure
for all income items.”); Alvin C. Warren, Jr., Commentary, Financial Contract Innovation
and Income Tax Policy, 107 Harv. L. Rev. 460, 461 (1993) (“Continuous disaggregation,
recombination, and risk reallocation have produced a changing array of new financial
contracts that pose a serious challenge for the income tax.”).

8. For example, financial innovation is known to create tax planning opportunities.
In making this important point, commentators typically assume away transaction costs and
other frictions. See, e.g., Bradford, supra note 7, at 733 (“1 focus on a world with no
transactions costs.”); Warren, supra note 7, at 467 (“To simplify the exposition, we have
made some assumptions that the reader may regard as unrealistic. For example, we have
ignored transaction costs and credit risks.”). This assumption is useful in dramatizing long
term challenges to the system, but less helpful in crafting narrow transactional reforms
that, for now, are the only ones that are politically viable. These measures work best when
reinforced by fricdons, and so we need to know where the frictions are.

9. For a survey of the accounting literature, see Douglas A. Shackelford & Terry
Shevlin, Empirical Tax Research in Accounting, 31 J. Acct. & Econ. (forthcoming 2001)
(manuscript at 7-35, on file with the Columbia Law Review). The role of securities and
commodities laws, incomplete markets, credit risk, and other frictions remains largely
unexplored. The legal academy generally has not joined in this inquiry, with the
exception of Mark Gergen, whose insightful but brief article emphasizes “the down-to-
earth factors of transaction costs, credit risk and legal risk as constraints on financial
contracting.” Mark P. Gergen, Afterword: Apocalypse Not?, 50 Tax L. Rev. 833, 834
(1995). As “transaction cost engineers,” lawyers have a comparative advantage in probing
legal regimes and transaction costs. Ronald J. Gilson, Value Creation by Business Lawyers:
Legal Skills and Asset Pricing, 94 Yale L.J. 239, 255 (1984).

10. In highlighting frictions as a constraint on tax planning, this Article parts
company with Mark Gergen and Paula Schmitz, who emphasize tax uncertainty. See Mark
P. Gergen & Paula Schmitz, The Influence of Tax Law on Securities Innovation in the
United States: 1981-1997, 52 Tax L. Rev. 119, 121 (1997). Yet uncertainty about tax
treatment will not always keep a tax advantaged deal from catching on. As Professor
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continuous” frictions that impose unavoidable and significant costs when
taxpayers depart from the transaction covered by the reform. When sup-
ported by these frictions, even a narrow reform can be effective, a term
used here to describe success in stopping the targeted planning. Yet re-
formers must learn esoteric institutional details, and must consider both
the instability of frictions over time and the effects on behavior other
than tax planning.

To illustrate Part 1's generalizations, Parts I1 and III compare two
recent statutory provisions. Both target a tax motivated use of derivative
financial securities.!! These reforms use the same statutory language, but
taxpayers have responded differently, and frictions explain this differ-
ence. The first reform, the “constructive sale” rule of section 1259,
targets use of derivatives in effect to sell an appreciated asset without pay-
ing tax. The second, the “constructive ownership” rule of section 1260,
targets use of derivatives in effect to invest in a hedge fund (or other pass-
thru entity) without the usual adverse tax consequences (i.e., less deferral
and a higher tax rate).!?2 Theoretically, taxpayers can avoid either rule
through relatively modest changes in the derivative’s economic return.
As discussed in Part II, this strategy is commonly used to avoid section
1259, a reality understood by government officials when the measure was
enacted, and tolerated for reasons of politics and administrability. In
contrast, it is considerably more difficult, and thus much less common,
for taxpayers to use this strategy to avoid section 1260. As Part III shows,
the difference, which was not well understood by section 1260’s drafters,
is that it is hard for securities dealers to supply derivatives that theoreti-
cally avoid the rule. This is not to say that section 1260 is never avoided.
Securities dealers are constantly exploring ways to crack this nut. Mean-
while, taxpayers have substituted insurance contracts and investments in
offshore insurance firms for derivatives, although these strategies are im-
peded by other frictions and tax rules, and could be blocked entirely by
surgical responses from the Treasury.

The case studies offer three general lessons. First, even the same stat-
utory language can induce different taxpayer responses, depending upon

Bankman has emphasized, corporate taxpayers often are tolerant of tax risk because the
odds of an audit are low. Joseph Bankman, The New Market in Corporate Tax Shelters, 83
Tax Notes 1775, 1776 (1999). Likewise, several structures have thrived notwithstanding
uncertain tax treatment. See, e.g., David Schizer, Debt Exchangeable for Common Stock:
Electivity and the Tax Treatment of Issuers and Holders, Derivatives Rep., Mar. 2000, at 10,
10, 18 [hereinafter Schizer, Debt Exchangeable for Common Stock] (noting that the tax
wreatment of DECS is uncertain, but transaction is common).

11. A derivatve financial security is a contract whose value derives from some
financial fact. See generally Global Derivatives Study Group, Derivatives: Practices and
Principles 28 (1993) (“In the most general terms, a derivatives transaction is a bilateral
contract or payinents exchange agreement whose value derives, as its name implies, from
the value of an underlying asset or underlying reference rate or index.”). For instance, an
option to buy stock is a derivative.

12. For a description of hedge funds, see infra note 203.
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the frictions involved. Second, the dealer’s difficulties in hedging can be
a key friction in derivatives transactions. Finally, when a tax reform im-
pedes use of derivatives to pursue a planning strategy, taxpayers are likely
to try insurance and offshore investments. The government should antic-
ipate this predictable response in crafting reforms. Indeed, the growing
economic convergence between derivatives and insurance—while their
tax treatment remains thoroughly inconsistent—is a salient capital mar-
kets trend that warrants greater attention from reformers and
commentators.

1. BacksToprpPING NARROW RULES wiTH FricTiONS

This Part offers general guidance about which narrow tax reforms
can easily be avoided, and which cannot. In other words, what sort of
frictions will prevent end runs? Moreover, what pitfalls are likely to arise
when reformers rely on frictions? Before these issues are explored, two
threshold questions require attention. First, why should the government
strive to curtail tax planning and, relatedly, why should we be concerned
when taxpayers circumvent these efforts? Second, if such avoidance is
undesirable, why not broaden the reform’s scope so that end runs can be
blocked without relying on frictions?

A. Policy Goals in Targeting Tax Planning

The reasons for curtailing tax planning are familiar and can be
stated briefly. Obviously, more revenue is collected, so the government is
funded without need for other taxes that are less appealing. In addition,
social waste is reduced as taxpayers refrain from tax motivated behavior.!3
Since wealthy and well advised taxpayers have an edge in planning, limit
ing this advantage can lead to a more equitable distribution of tax bur-
dens.!* The average taxpayer’s faith in the system is preserved, promot-
ing voluntary compliance and the attendant savings in enforcement
costs. !5

Yet not every attack on tax planning is advisable. Planning functions
as a tax reduction, and in some cases taxes should be reduced.!'® It is

13. See generally Harvey S. Rosen, Public Finance 284-303 (5th ed. 1999) (noting
that a tax is efficient if it raises revenue with a minimum of behavioral distortions and
other sources of deadweight loss).

14. This conclusion assumes that the benefits of planning are not fully capitalized into
pretax prices, and also that other features of the Tax Code, such as the rate structure, have
not already been adjusted to account for the planning.

15. See Joel Slemrod, Trust in Public Finance 2 (Jan. 2001) (unpublished manuscript,
on file with the Columbia Law Review) (discussing “whether taxpayers’ evaluations of
government expenditures or the fairness of the tax system affect their willingness to
comply with the tax law”). See generally Taxpayer Compliance (Jeffrey A. Roth et al. eds.,
1989) (offering empirical and theoretical discussions of taxpayer compliance).

16. See, e.g., Weisbach, supra note 6, at 1679 (stating that one of the “most important
factors” in deciding where to draw a line in the tax law is “whether transactions are taxed
appropriately when considered by themselves”).
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usually better, though, to reduce the rate or even repeal the undesirable
tax, thereby eliminating the need for wasteful taxpayer self help.!” Since
explicit tax reductions are relatively easy to implement (or, at least, they
present different issues), this Article focuses instead on challenges in
maintaining or increasing the tax burden. In other words, the targeted
planning is assumed to yield an inappropriately low tax.

Even so, targeting planning can be costly. Reforms add complexity
to the law, consume administrative resources, raise compliance costs, and
may also undermine “good” transactions that are not tax motivated.!8
Most importantly for our purposes, halfhearted efforts may merely add to
the cost of planning without deterring anyone, thereby increasing social
waste without collecting more revenue.!® Indeed, even if some planning
is stopped, total planning waste could still increase if those who continue
to plan face higher costs. The added waste from their continuing efforts
sometimes will outweigh the savings from those who stop.2° 1f political or
administrability constraints keep a reform from being effective, it may be
better to do nothing, or even to make the targeted planning easier. Al-

17. The “check the box” rules are an example of this approach. See Treas. Reg.
§ 301.7701-3 (2001). Under these regulations, taxpayers are able to choose whether
designated entities will be treated as corporations or pass-thru entities for tax purposes.
Under prior law, this status turned on a four factor test. Since the test was malleable,
taxpayers often could attain the status they desired, but had to tweak their transactions to
get there. The “check the box” rules spare them the trouble. An unexpected effect has
been to prompt sophisticated cross border tax planning, in which taxpayers use so called
hybrids (which are corporations for foreign tax purposes but pass-thru entities for U.S. tax
purposes) to reduce their foreign tax burdens without increasing their U.S. burden. See
The Deferral of Income, supra note 7, at 62-64 (illustrating use of hybrids to avoid rules
for controlled foreign corporations). A key issue with explicit repeals and tax reductions
of this kind, then, is to ensure that they are used only as intended. This issue is beyond this
Article’s scope.

18. See David A. Weisbach, An Economic Analysis of Anti-Tax Avoidance Doctrines, 4
Am. L. & Econ. Rev. (forthcoming 2002) (manuscript at 19-21, on file with the Columbia
Law Review) (describing tradeoffs in anti-avoidance measures, including concerns about
“error,” i.e., application to transactions that are not tax motivated). The meaning of
“good” depends on the context and normative value being pursued. For instance, we may
wish to impose a tax increase or other penalty only when taxpayer demand for the
transaction is inelastic or when the transaction is motivated primarily by tax considerations.
Likewise, we may deny a tax preference if the transaction does not generate positive
externalities, or if the taxpayer has too high an income.

19. Professor Shaviro has recently emphasized this point. See Daniel N. Shaviro,
Economic Substance, Corporate Tax Shelters, and the Compag Case, 88 Tax Notes 221, 223
(2000) [hereinafter Shaviro, Economic Substance] (stating that the desirability of
economic substance doctrine depends in part on “the extent to which it succeeds in
generating such deterrence rather than simply inducing taxpayers to jump through a few
extra hoops before getting the desired tax consequences anyway”).

20. Professor Kaplow has emphasized this tradeoff between welfare gains from
deterring marginal taxpayers, on one hand, and welfare costs from inducing more waste by
inframarginal taxpayers, on the other. Louis Kaplow, Optimal Taxation with Costly
Enforcement and Evasion, 43 J. Pub. Econ. 221, 233 (1990).
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though revenue would not be raised, at least planning waste would be
reduced.

Nevertheless, even relatively ineffective efforts to curtail planning
sometimes yield symbolic benefits. By responding to highly publicized
planning, the government signals to average taxpayers that everyone, in-
cluding wealthy taxpayers, must pay tax. Average taxpayers thus may be
encouraged to comply voluntarily with other tax rules (for example, to
pay tax on untraceable cash receipts). Ironically, this benefit can arise
even if the measure is toothless—as long as average taxpayers lack the
sophistication to see that it is toothless. For sophisticated transactions,
average taxpayers could well be fooled in this way for some period of
time, but eventually they are likely to learn the truth, for instance,
through media coverage of avoidance.?!

The appeal of any effort to curtail planning depends upon the par-
ticular balance of all of these benefits and costs.?2 This Article focuses on
a key component of this inquiry: whether a narrow reform will actually
stop the targeted planning. In other words, when will a measure offer
benefits beyond the symbolic?

B. Impediments to Use of Broad Legal Responses

A broad response is more likely to stop the targeted planning, but
often is not feasible. Indeed, fundamental tax reform, such as universal
mark-to-market accounting, could eliminate planning by treating all
equivalent transactions consistently and accurately. But obstacles to this
step are well known.?® In a more modest strategy, broad anti-abuse rules
would target particular planning strategies, covering not only the current
version, but also every imaginable mutation. Yet to avoid burdening
“good” transactions, we sometimes will need detailed exceptions or subtle
tests that are expensive to draft and enforce.2* While the tax bar often
will help flag overbroad applications, and also may “save” good transac-

21. Cf. Daniel Shaviro, When Rules Change 19-21 (2000) (assuming, based on
rational expectations methodology, that it is difficult for the government consistently to
deceive taxpayers).

22. See generally Slemrod & Yitzhaki, supra note 4, at 174 (noting that tax reforms
are efficient in creating the least social waste per dollar of additional revenue).

23. See, e.g., David M. Schizer, Sticks and Snakes: Derivatives and Curtailing
Aggressive Tax Planning, 73 S. Cal. L. Rev. 1339, 1343 n.10 (2000) [hereinafter Schizer,
Sticks and Snakes] (citing various commentators who have concluded that comprehensive
mark-to-market taxation is unlikely to be enacted soon); Reed Shuldiner, A General
Approach to the Taxation of Financial Instruments, 71 Tex. L. Rev. 243, 246 (1992)
(“Most, if not all of these problems [with taxing financial instruments] could be solved
by ... adopting mark-to-market accounting for financial instruments . . . [but] it is unlikely
that Congress (or the financial community) will accept wholesale use of mark-to-market
accounting.”).

24. See generally Louis Kaplow, Rules Versus Standards: An Economic Analysis, 42
Duke L.J. 557, 562-70 (1992) (noting tradeoff between cost of formulating more detailed
rules and waste from overbroad applications or from amending the rule later).
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tions through creative interpretations,?® such self help is expensive?® and
does not work in all cases. Aggressive taxpayers have an advantage, and
the Internal Revenue Service (IRS) has discretion that may not be used
responsibly.??

On the merits, then, broad rules are not appropriate in all cases.
Even when a broad response is desirable—and, in my view, it often is—
politics can stand in the way. Ironically, even though politics may moti-
vate government officials to respond to tax planning, politics may also
impel them to respond ineffectively. The impetus to respond in some
way—effectively or not—derives in part from the need for “revenue rais-
ers” to fund other initiatives.2® In addition, when the press focuses popu-
lar attention on an abusive strategy, politicians feel pressure to respond.

25. For example, the contingent debt rules of Treasury Regulation section 1.1275-4,
which offer unfavorable treatment to holders, apply to any debt not eligible for an
enumerated exception. Treas. Reg. § 1.1275-4 (as amended in 1999). Under a literal
reading, the regulations could apply to a fixed rate bond of a foreign issuer, merely
because the coupon would be increased if a foreign jurisdiction were to begin withholding
tax on interest. Although no exception quite fits these bonds, opinions are consistently
given that the contingent debt rules do not apply. See NYSBA Urges IRS to Issue Revenue
Ruling on Contingent Payment Debt Regs., Tax Analysts, Tax Notes Today, July 31, 1997,
LEXIS, 97 TNT 147-82 (seeking ruling that contingent debt rules are not triggered by
gross-ups). I thank Robin Shifrin for this example.

Likewise, when legislative history directs the Treasury to remedy overbreadth through
regulations, advisors often do not wait for regulations before issuing favorable opinions.
For instance, section 355(d) was meant to keep corporations from attaining tax free
treatment for certain spin-offs that would otherwise be taxable sales. 1.R.C. § 355(d). As
Professors Ginsburg and Levin have observed, “Because Code § 355(d) is broadly drafted,
it facially encompasses a variety of Code § 355 distributions that do not appear to raise the
concerns that prompted Congress to enact Code § 355(d).” 1 Martin D. Ginsburg & Jack
S. Levin, Mergers, Acquisitions, and Buyouts § 1009.9, at 10-79 (Nov. 2000). To solve this
problem, the legislative history authorized the Treasury to issue regulations excluding
from the provision “transactions that do not violate the purposes of this provision,”
including distributions that do not increase ownership in the distributing or controlled
firm or provide a basis step-up. H.R. Comm. on Ways and Means, 101st Cong., Conference
Committee Report 101-964 (Comm. Print 1990), [2001] 6 Stand. Fed. Tax Rep. (CCH)
1 16,460, at 32,390-91. Yet tax advisors applied these exceptions years before these
regulations were issued. I thank Michael Schler for this example. For another, see the
discussion of unbalanced straddles in David M. Schizer, Executives and Hedging: The
Fragile Legal Foundation of Incentive Compatibility, 100 Colum. L. Rev. 440, 478-80
(2000) [hereinafter Schizer, Executives and Hedging].

26. Edward Kleinbard has described the costliness and time intensiveness of giving tax
advice. See generally Edward D. Kleinbard, Equity Derivative Products: Financial
Innovation’s Newest Challenge to the Tax System, 69 Tex. L. Rev. 1319 (1991).

27. See Colin S. Diver, The Optimal Precision of Administrative Rules, 93 Yale L.]. 65,
75 (1983) (arguing that imprecise rules allow discretion to the administrator, the
desirability of which depends upon the trustworthiness of this agent).

28. See, e.g., Elizabeth Garrett, Harnessing Politics: The Dynamics of Offset
Requirements in the Tax Legislative Process, 656 U. Chi. L. Rev. 501, 515-18 (1998)
(describing demand created for “revenue raisers” by “pay-as-you-go” offset requirements).
The key is not how much revenue actually will be raised, but how much congressional
staffers can claim. The incentive to manipulate revenue estimates, and the feasibility of
doing so, are well documented. See, e.g., Michael J. Graetz, Paint-By-Numbers Tax



2001] FRICTIONS AND TAX PLANNING 1323

Yet countervailing pressure comes from affected taxpayers. They try to
keep the measure narrow, for instance, with warnings about overbreadth
(especially if a narrow measure would be easy to avoid). 1ln response,
overworked and inexperienced government drafters sometimes narrow
the measure more than they realize by agreeing to subtle changes in lan-
guage or legislative history. Or reformers may realize what is being given
up, but see no other way to get the measure enacted. Either way, a nar-
row measure can yield symbolic benefits because the general public lacks
the sophistication to judge whether a reform targeting complex commer-
cial transactions will be effective. For the same reason, self interested leg-
islators can use narrow measures to placate affected interest groups (by
leaving alternatives open), while claiming exaggerated credit with the
general public (who do not yet know that planning will continue).

C. In Search of Effective Frictions

In sum, broad legal responses sometimes are not viable for substan-
tive and political reasons. Yet narrow rules can still be effective, especially
in reinforcing other anti-abuse measures that already are on the books.
Even if a narrow rule does not cover a particular avoidance strategy, tax-
payers will not use this “out” if key business and legal objectives cannot be
satisfied. How can reformers anticipate whether frictions will prevent
end runs??® Taxpayer preferences about the friction must be inelastic,3°
but this merely restates the inquiry. Likewise, the cost imposed by the
friction must outweigh the tax benefit, but this generalization gives no
specific guidance.

1. General Guidance. — Four factors make the inquiry more concrete.
First, how large is the tax benefit that planning can provide? Obviously,
the larger it is, the more persuasive the friction must be. Thus, is the tax
benefit deferral or forgiveness? The latter is a greater prize, so a stronger
friction is needed. Likewise, what tax rate applies? Is it the rate for capi-
tal gain or ordinary income? Since the ordinary rate is higher for individ-

Lawmaking, 95 Colum. L. Rev. 609, 613 (1995) (faulting revenue process for reliance on
“misleading or wrongheaded mathematical straightjackets”).

29. Wasteful planning can arise not only when taxpayers avoid a reform, but also when
they deliberately qualify. For instance, sometimes a reform imposes treatment that is
unfavorable in the context that reformers are considering, but is unduly generous in some
other context unknown to reformers. The reform thus prompts taxpayers to change their
behavior to become eligible for a regime, not to avoid it. As 1 have addressed this issue
elsewhere, 1 do not focus on it here. See generally Schizer, Sticks and Snakes, supra note
23, at 1345-46. A (partial) response is to use so called one-way rules that, in most cases,
serve only to increase the tax burden (e.g., in accelerating gains but not losses) and are less
likely to offer taxpayers a result they could not otherwise attain. The case studies in this
Article, sections 1259 and 1260, are one-way rules. They accelerate gains only, without
affecting losses. As a result, they are less likely to offer new tax reduction strategies. For
taxpayers who want to accelerate gain, there are cheaper ways than triggering these rules.

30. See Shaviro, Realization and Recognition Rules, supra note 6, at 31 (emphasizing
importance of elasticity); Weisbach, supra note 6, at 1656-59 (same).
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uals but not for corporations, which type of taxpayer is involved? How
much income is at stake? Has this income already been earned economi-
cally (e.g., built-in gain), or does the tax strategy apply only to future
gains? In the latter case, the tax benefit is less alluring because it may
never materialize if no pretax profit is earned, so weaker frictions can still
be effective.

Second, how “strong” is the friction? 1n other words, how much do
taxpayers care about it? 1n seeking to avoid a tax rule, will they face slight
inconvenience or real pain? For instance, assume that a reform shuts
down a planning strategy with one exception. The tax benefit is still avail-
able to taxpayers who “materially participate” in the venture that gener-
ates the tax benefit.3! To judge the strength of this friction, we must
know how much time taxpayers must devote to qualify as “materially par-
ticipating,” and how different the venture is from their usual activities.
Mink farmers will not mind raising minks in order to claim generous de-
preciation deductions, but dentists are likely to feel differently, especially
if they would have to spend one day per week to do so (instead of, say,
one week per year in a sunny locale).

Not only must the friction matter in the abstract, but it also must be
hard to avoid. Taxpayers must be forced to choose between the friction
and tax benefit. In addition to the strength of the friction, then, we must
understand how difficult it is for the taxpayer to attain the benefits of the
friction, or to avoid the costs it imposes, while still achieving the tax ob-
jective.32 Since many frictions are quite important to taxpayers, this third
question—the “malleability” of a friction—is often crucial. For example,
corporate taxpayers often care about the earnings reported to sharehold-
ers, so financial accounting is a “strong” friction. To maintain impressive
reported earnings, corporate managers may well abandon a transaction
that offers a tax benefit but also would depress earnings. Issuance of a
simple debt security, for instance, creates interest expense that is tax de-
ductible but also would reduce earnings. But what if the best of both
worlds is available? Can the deal be tweaked so the expense no longer
depresses accounting earnings, but still generates a tax deduction?3® 1f
so, the accounting friction is malleable and will not stop the tax planning.

Thus, the friction must be both strong and rigid (i.e., not malleable).
If only one of these conditions holds, planning will continue. This is the
case if the friction is strong but malleable, as the preceding example

31. E.g.,, LR.C. § 469 (disallowing losses from passive activities, which are defined as
activities in which taxpayer does not “materially participate”).

32. Cf. Shaviro, Realization and Recognition Rules, supra note 6, at 32 (observing that
in determining elasticity, we must ask “how strongly . . . the taxpayer [is] constrained” by
the friction and “what alternative routes with different tax consequences . . . the taxpayer
[could] use”).

33. See generally Ellen Engel et al., Debt-Equity Hybrid Securities, 37 J. Acct. Res. 249
(1999) (studying Monthly Income Preferred Shares (MIPS) and other securities that were
treated as debt for tax purposes, but not for rating agency and accounting purposes).
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shows. The same is true if the friction is rigid but weak. Assume, for
instance, that a narrow reform blocks a widely used planning strategy. To
find a new way to do the transaction, the taxpayer must incur a legal fee.
This fee is unavoidable, since the deal cannot be modified without exten-
sive expert consultations. While the fee is thus a rigid friction, it may not
be strong enough. Assume the fee will be $100,000, but the tax savings is
$1 million. Since the fee is less than the tax savings, the friction is too
weak to stop the tax planning. Hence, no new revenue is collected by this
reform and, assuming the payment to counsel is not an efficient alloca-
tion of resources, social waste increases.

In addition to considering the size of the tax benefit at issue, and the
strength and rigidity of the relevant friction, reformers must consider the
“position” of the friction—that is, who is affected by it.3* Frictions that
affect taxpayers themselves obviously are relevant, but so are frictions af-
fecting advisors or likely counterparties.3® For instance, if the taxpayer
must have a legal opinion in order to avoid penalties, frictions that dis-
courage counsel from rendering the opinion will impede planning.¢
Likewise, if the taxpayer needs a securities dealer for a planning strategy,
frictions that prevent the dealer from supplying the requisite security can
stop planning as effectively as frictions that govern the taxpayer directly.
Reformers should learn about frictions that affect likely tax accommoda-
tion parties such as dealers, foreign banks, insurance companies, pension
funds, Indian tribes, and charities. 1f a friction affects only some of these
potential counterparties, reformers should consider whether other
counterparties would step in. For instance, if a securities dealer cannot
supply an avoidance transaction, can an insurance company supply it?

In sum, end runs are unlikely if, in changing the transaction to avoid
the reform, the taxpayer or an irreplaceable counterparty would suffer a
dramatic and unavoidable decline in utility, and this cost would exceed
the tax benefit at issue. In other words, a minor tweak would carry a
major cost. In this Article, a friction with this effect is called a “discontin-
uous” friction.3? Such a friction can help a narrow reform to be effective:

34. In a sense, the position of a friction is merely an aspect of its strength and
malleability, since the party that nominally is affected by the friction will seek to pass the
burden on to the taxpayer through a higher fee.

35. This point is an extension of Professors Scholes and Wolfson’s observation that
the tax constraints of all parties must be considered. See Scholes & Wolfson, supra note 5,
at 2. Likewise, nontax constraints of all parties are relevant.

36. Recognizing the importance of legal opinions, the government recently tightened
up standards for rendering them. See IRS Issues Proposed Circular 230 Regs., Tax
Analysts, Tax Notes Today, Jan. 12, 2001, LEXIS, 2001 TNT 9-6. Similarly, the government
has proposed enhanced disclosure and registration requirements for tax shelters. See
Temp. Treas. Reg. § 1.6011-4T, 66 Fed. Reg. 41,133, 41,135 (Aug. 7, 2001); Temp. Treas.
Reg. § 301.6011-2T, 66 Fed. Reg. 41,133, 41,136 (Aug. 7, 2001).

37. In an insightful article, Professor Strnad uses the concept of continuity to describe
tax rules and, specifically, to explore whether minor changes in the transaction trigger
major changes in tax treatment. Jeff Strnad, Taxing New Financial Products: A
Conceptual Framework, 46 Stan. L. Rev. 569, 597-99 (1994). The concept is extended
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Even if the reform fails to block a substitute, the friction will block it. For
example, assume that a tax benefit can be attained if the taxpayer bears
some risk in a transaction, even a modest amount. If taking this risk vio-
lates a regulatory regime—so that the taxpayer would lose the ability to
conduct all business—the taxpayer will prefer to pay the tax. The regula-
tory regime serves here as a discontinuous friction. In contrast, with a
“continuous” friction, such as risk for the average taxpayer, minor
changes in the transaction (a modicum of extra risk) have a proportion-
ally modest effect on taxpayer welfare. Such frictions are less likely to
prevent avoidance of a narrow rule. Instead, the rule must be broader so
the cumulative effect of the continuous friction (e.g., the need to take a
lot more risk) is an adequate deterrent. To change the metaphor, in the
first case the taxpayer is standing on the edge of a cliff and cannot move
over (i.e., to avoid tax) without falling off. In the other case, the taxpayer
is on a slope, and so a step to one side, although perhaps unwelcome, is
likely to be feasible.®®

2. Some Usual Suspects. — Thus, a narrow rule can still stop a plan-
ning strategy as long as discontinuous frictions prevent end runs. This
state of affairs will exist in some cases, but not in others. While factspe-
cific inquiries are needed, it is worth listing three categories of frictions
that commonly affect sophisticated transactions: taxpayer preferences re-
garding business activity, the state of technology and markets, and legal
and regulatory constraints other than tax. Each category contains both
continuous and discontinuous frictions, and, depending upon the facts,
the same friction can have either quality.

a. Taxpayer Preferences Regarding Business Activity. — Taxpayers share a

variety of nontax preferences regarding their business activities. In addi-
tion to risk,® timing can be important (for example, how long taxpayers

here to frictions. The difference between discontinuous and continuous frictions also
resembles Professor Cooter’s distinction between sanctions and prices, in that a sanction
causes a dramatic change in utility, whereas a price does not. See Robert Cooter, Prices
and Sanctions, 84 Colum. L. Rev. 1523, 1552 (1984). Yet Professor Cooter’s terminology
works better for regulatory regimes, in that some authority is imposing the sanction.
Discontinuous frictions arise not only from regulatory regimes, but also from imperfect
markets or technological limitations.

38. I thank Reed Shuldiner for this metaphor.

39. Some rules impose a tax when taxpayers take risk-reducing measures, presumably
on the theory that risk-reducing behavior is inelastic. Daniel N. Shaviro, Risk-Based Rules
and the Taxation of Capital Income, 50 Tax L. Rev. 643, 647-51 (1995) [hereinafter
Shaviro, Risk-Based Rules]. Likewise, some tax rules deny a tax benefit to taxpayers who
fail to take risk, on the theory that this nontax “price” allocates the tax benefit to those who
should receive it (e.g., because they have nontax reasons for engaging in the benefit-
generating behavior). Id. at 650. More generally, the tax system has tried to distinguish
between risk based and time-value based returns, although developments in the financial
markets have undermined this distinction. Warren, supra note 7, at 460-61.
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must hold an asset*® or wait before taking a particular step*!), as can the
extent of a taxpayer’s participation in a venture.*? Whether weak or
strong, these frictions tend to be continuous. One can always take a little
more risk, wait a little longer, or participate a bit more, and so marginal
changes are less likely to be significant. In contrast, other preferences
about business activity may be much more significant. For instance, tax-
payers often have strong preferences about the control they exert over
the investment*® and the political jurisdiction in which relevant activity
occurs (e.g., inside or outside of the United States).** Yet the strength
and malleability of these frictions will vary with the facts. For example,
control may technically require more than 50% of the voting power, and
so a change from 50.01% to 49.99% may be quite significant. In some
cases, though, 40% (or less) can represent effective control, such as in a
public firm with no other large shareholders.

b. The State of Technology and Markets. — Tax planning is constrained
not only by economic attributes that taxpayers demand, but also by limits
on what can be supplied.*® If planners need a particular security, but
securities dealers cannot supply it at reasonable cost, the planning will
not occur. This reality features prominently in the case studies discussed
in this Article.#6 Of particular relevance are the state of financial technol-

40. See, e.g., LR.C. § 901(k) (prescribing fifteen day holding period for claim of
foreign tax credit); Shaviro, Economic Substance, supra note 19, at 222 (discussing section
901(k)).

41. See, e.g., LR.C. § 355(e) (providing that control of distributing or controlled
corporation may not change hands within two years of spin-off); id. § 1091 (providing that
taxpayer may not repurchase asset within thirty days before or after sale at a loss).

42. See, e.g., id. § 469 (requiring “material participation”).

43. For instance, taxpayers may have a relatively inelastic preference for owning more
than 50% of an enterprise, and so tax consequences might vary based on such control.
See, e.g., id. § 355(e) (taxing certain spin-offs as sales if they are part of a plan or series of
transactions to acquire a 50% or greater interest in controlled or distributing corporation).

44. Along with jurisdictional considerations, this friction explains why the United
States is more likely to tax earnings that are “effectively connected” to the United States.
See id. § 864(c) (determining whether income, gain, or loss is treated as effectively
connected with the conduct of a trade or business within the United States). To the extent
that economic actors have strong nontax reasons to do business in the United States, the
U.S. government can tax them without fear that they will substitute business activities
offshore.

45. For instance, improvements in communications technology have made it easier
for U.S. taxpayers to move income generating operations to low tax jurisdictions. See
Reuven S. Avi-Yonah, Globalization, Tax Competition, and the Fiscal Crisis of the Welfare
State, 113 Harv. L. Rev. 1573, 1590-91 (2000). Likewise, development of new financial
instruments has created planning opportunities. See Warren, supra note 7, at 460-61.

46. As discussed in Parts II and 111, the “constructive ownership” provision (section
1260) has largely stopped the targeted derivatives transaction, notwithstanding the rule’s
narrow scope, because dealers have difficulty hedging the derivative that theoretically
could avoid the rule. In contrast, the “constructive sale” provision (section 1259) is less
effective—even though this rule uses essentially the same statutory test—because dealers
are able to hedge more effectively in this context.
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ogy and the completeness of financial markets.*” For instance, assume a
special tax is imposed on publicly traded assets, where markets are rela-
tively complete. Although the tax theoretically could be avoided by in-
vesting in private assets, many taxpayers will pay the tax in order to enjoy
benefits of public trading.*®

c. Legal and Accounting Constraints. — A transaction that yields a tax
benefit is considerably less appealing if prohibited, or rendered more
costly or risky, by a legal or regulatory regime other than the tax law.
Legal regimes are an especially fruitful source of discontinuous frictions
because they often use arbitrary distinctions. Legal frictions can be influ-
ential in at least four ways.

i. Substantive Preconditions. — First, such regimes impose substantive
preconditions. Some step is required for the transaction to be legally
binding or for parties to avoid legal penalties. For instance, so called
over-the-counter derivatives transactions (i.e., derivatives acquired from a
securities dealer, instead of an organized exchange) are not legally en-
forceable unless the relevant parties satisfy certain wealth tests.* Ineligi-

47. For instance, although taxpayers frequently hedge publicly traded securities, why
don’t they hedge the value of their future salary earnings, and then borrow against this
hedged wealth? Under current law, a cash-basis taxpayer arguably would not be taxed until
the wage was actually earned, even though this money would be enjoyed far earlier
through the loan. Yet a tax rule is not needed to foreclose this strategy, since the relevant
transactions cannot be implemented at reasonable cost. Lenders will not lend at a
reasonable interest rate—and may not lend at all—unless the future wages are guaranteed
(e.g., against the risk of being fired or having an expertise that ceases to be profitable). Yet
there currently is no insurance or derivatives market for wages of individuals, or even for
wages of professional groups. As Professor Shiller has observed, although financial
markets are far more developed than ever before, individuals still cannot hedge human
capital or nonfungible assets such as closely held businesses, investments in real property,
and the like. See Robert J. Shiller, Macro Markets: Creating Institutions for Managing
Society’s Largest Economic Risks 3 (1993) (“It is odd that there appear to have been no
practical proposals for establishing a set of markets to hedge the biggest risks to standards
of living.”); see also Shaviro, Risk-Based Rules, supra note 39, at 656-59 (noting that
financial markets are still incomplete with respect to privately owned businesses, real
estate, and the like). However regrettable the incompleteness of these markets may be for
the economy as a whole, the silver lining is that certain tax planning strategies are
meaningfully constrained.

48. Benefits of public trading are well understood. See, e.g., Eugene F. Fama &
Michael C. Jensen, Separation of Ownership and Control, 26 J.L. & Econ. 301, 312 (1983)
(arguing that markets enable the use of equity compensation for management); Rebecca
Rudnick, Who Should Pay the Corporate Tax in a Flat Tax World?, 39 Case W. Res. L. Rev.
965, 1103-06 (1989) (noting that public markets supply liquidity); Walter Bagehot, The
Only Game in Town, Fin. Analysts |., Mar.—-Apr. 1971, at 12, 14 (stating that public markets
reduce the information disparity between buyers and sellers by creating a pool of monitors
and, more generally, by forming a price that incorporates available information); Bernard
S. Black & Ronald J. Gilson, Does Venture Capital Require an Active Stock Market?, J.
Applied Corp. Fin., Winter 1999, at 36, 36, 44-45 (emphasizing public markets’ role in
facilitating venture capital investments).

49. Under the Commodities Exchange Act, 7 U.S.C. § 2(i) (1994), so called futures
contracts generally are enforceable only if conducted through an organized exchange.
The Commodity Futures Trading Commission (CFTC) has spared investors who meet
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ble parties cannot use these contracts in tax planning. Likewise, state
laws regulating gambling sometimes must be considered.’° Breaches of
the federal securities laws, whether in derivatives transactions or in other
planning strategies, could expose the taxpayer to private lawsuits or an
action by the Securities and Exchange Commission (SEC).51 Similar con-
straints are posed by “position limits” for options,®2 and by laws governing
pensions and investment companies, including ERISA3® and the Invest-
ment Company Act of 1940.54

ii. Agency Costs. — Second, agency costs can impede tax planning.
Self interested agents may choose not to pursue otherwise promising
strategies that are complex or risky, or that take considerable time and
effort to develop. For instance, evidence of success may be required
before an arbitrary date, such as the cutoff date for an investment
banker’s annual bonus. Or agents may be more wary of a particular fric-
tion than their principals would be. A tax strategy might oblige a firm to
bear business risks, for example, and managers may be more averse to
these risks than are shareholders.5® Likewise, pursuit of the tax reducing

minimum wealth requirements from these constraints. As a result, over-the-counter
derivatives are clearly enforceable for wealthy investors. See Commodity Futures Trading
Comm’n, OTC Derivative Markets and Their Regulation (1993), reprinted in A Guide to
Federal Regulation of Derivatives § 1004, at 193 (James Hamilton et al. eds., 1998) (noting
that CEA exemptions “generally are based on the status or resources of the counterparties”
and “provide broad relief”). Congress recently developed and codified these exceptions in
December 2000 legislation. See Commodity Futures Modernization Act of 2000, Pub. L.
No. 106-554, 114 Stat. 2763A-365.

50. For this reason, Congress provided in 1982 that derivatives listed on an exchange
could not be invalidated under the gambling laws. See Securities Exchange Act of 1934
§ 28(a), 15 U.S.C. § 78bb (1994); Louis Loss & Joel Seligman, Fundamentals of Securities
Regulation 273 (4th ed. 2001) (discussing amendment to section 28(a) of the Securities
Exchange Act of 1934). The remainder of this Article will refer to the Securities Exchange
Act of 1934 as the “Exchange Act.”

51. For instance, the derivatives transactions of issuers and so called affiliates and
insiders are constrained by registration and holding period requirements of section 5 of
the Securities Act of 1933, 15 U.S.C. § 77(e) (1994), and SEC Rule 144, 17 C.F.R. § 230.144
(2001), respectively, as well as by section 16 of the Exchange Act, 15 U.S.C. § 78(p). These
issues are discussed in infra text accompanying notes 133-139. The remainder of this
Article will refer to the Securities Act of 1933 as the “Securities Act.”

52. For a discussion of position limits, see infra note 140.

53. 29 U.S.C. §§ 1001-1461 (1994). See generally Steven Lofchie, A Guide to Broker-
Dealer Regulation 129-49 (2000) (discussing issues that ERISA creates for securities
dealers).

54. 15 U.S.C. §§ 80a-1 to -52 (1994); see also Investment Advisers Act of 1940, id.
§§ 80b-1 to -21. See generally Loss & Seligman, supra note 50, at 40-51 (giving overview of
regime).

55. A recently litigated tax shelter supplies an example. Compaq Computer Corp. v.
Comm’r, 113 T.C. 214 (1999). Compaq Computer Corporation (“Compaq”) tried to claim
a tax benefit—a generous foreign tax credit—by being record owner of a particular stock
(in an unrelated firm) when this stock paid a dividend. Id. at 219. If Compaq had been
willing to hold the stock for a month or more, its claim to the tax benefit would have been
quite strong. Instead, Compagq held the stock for a matter of moments only. Id. at 217-18.
As a result, the government successfully denied the tax benefit, on the theory that Compaq
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strategy may require an organizational form that is less effective at con-
straining agency costs (e.g., a limited partnership instead of a corpora-
tion). In some cases, taxpayers will choose better governance over tax
reduction.

iii. Credit Risk. — Third, enforcement of a legal right can be costly,
especially against someone with no assets. The risk of incurring these
costs, so called “credit risk,” can deter tax planning. For example, since
corporate taxpayers have a tax based preference for debt (which gener-
ates deductible interest) instead of equity (which generates nondeduct-
ible dividends), why is equity so pervasive? Indeed, a basic principle of
economics, “put-call parity,” is that a share of stock has the same cash flow
as a debt security coupled with a forward contract to buy stock in the
future.56 Given this equivalence, why don’t corporations replace stock
with debt and forward contracts? According to Professor Schlunk, we
should expect a high volume of these transactions.?”

Yet the erosion he predicts in the corporate tax base has been tem-
pered so far by frictions, including credit risk, that have reinforced the
narrow tax rules blocking this strategy. Specifically, the interest deduc-
tion will be denied if the debt and forward are too closely related. These
two instruments would be treated as a single equity security for tax pur-
poses, for instance, if they were sold to the same investor, could not be
legally separated, and had the same maturity date.’® To avoid this
recharacterization, the corporation theoretically could sell the debt and

had no valid business purpose in purchasing the stock. Why did Compaq elect not to hold
the stock longer? Admittedly, Compaq could have lost money if the unrelated firm’s stock
price declined. Yet this risk presumably was more daunting to Compaq’s undiversified
managers than to its diversified shareholders. But see IES Indus., Inc. v. United States, 253
F.3d 350, 354 & n.4 (8th Cir. 2001) (upholding tax benefit on similar facts and
distinguishing Compagq). '

56. A forward contract is a contract for one party to buy a stated amount of property
from another for a designated price on a specified future date. An example of the
financial equivalence described above is that a share of stock worth $100 generates the
same cash flow as the following unit: a bond that sells for $100 and pays $123 in three
years, and a forward contract to buy stock in three years for $123. After three years, assume
the stock is worth $223. Investment in the stock obviously yields a profit of $123. So too
does the bond and forward. The bond yields a profit of $23 (in yielding $123 on a bond
that cost $100). The forward yields a profit of $100 (in permitting the investor to buy stock
worth $223 for only $123). For a discussion of put-call parity, see Warren, supra note 7, at
465-67.

57. Schlunk, supra note 6 (manuscript at 29-31) (predicting that equity will “at an
ever increasing rate, disappear,” and will be replaced by debt combined with equity
derivatives such as swaps).

58. See LR.C. § 163(J); L.R.S. Notice 94-47, 1994-1 C.B. 357 (stating that debt that is
mandatorily convertible is taxed as equity). The legislative history of § 163(J) says that
interest cannot be deducted from an instrument that is “part of an arrangement designed
to result in such payment of the instrument with or by reference to . .. stock, such as in the
case of certain issuances of a forward contract in connection with the issuance of debt.”
H.R. Rep. No. 105-148 (1997), [2001] 3 Stand. Fed. Tax Rep. (CCH) 1 9102, at 23,019.
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forward to separate investors.>® Yet it is not practical to sell a forward
contract by itself. What assurance is there that a public investor will
honor it if the stock price declines? The expense of suing each public
investor renders a “naked” forward unworkable. Instead, the forward
contract must be secured by collateral, such as a Treasury bond. Yet an
investor seeking an equity return usually is not satisfied with the low yield
of a Treasury bond, and so the issuer must kick in a significant (nonde-
ductible) fee (e.g., 2%).%° This expense, coupled with the cost of two
public offerings, renders the transaction uncommon.5!

A more common alternative, a transaction called “FELINE PRIDES,”
is somewhat less costly but involves more tax risk.®? Indeed, note the pat-
tern, which recurs throughout this Article: 1n some cases, an effort to
avoid a friction will weaken the tax analysis and, correspondingly, an at-
tempt to improve the tax treatment will founder on frictions. In FELINE
PRIDES, the debt and forward are sold to the same investor (averting the
cost of a second offering) and the debt serves as collateral for the for-
ward. Three features discourage recharacterization as equity for tax pur-
poses, although the outcome is not free of doubt. First, holders may sell
the debt upon pledging a Treasury bond as collateral (at which point the
issuer begins incurring a fee, but this cost arises in only the rare case
when holders sell the bond). Second, the bond matures six months after
the forward, and holders may elect to settle the forward with cash while
retaining the bond. Third, in some offerings, the bond’s interest rate
resets when the forward matures to encourage holders to keep the bond.
To an extent, complexity and tax uncertainty have kept this structure
from becoming pervasive,®® although many transactions have been
done.?* An understanding of the credit risk constraint would enable the
government to block the transaction with a narrow rule. The interest

59. Cf. Priv. Ltr. Rul. 2000-52-027 (Dec. 29, 2000) (holding that section 163(l) does
not apply to issuer that issues notes and buys put options from separate investors).

60. The fee is not deductible as interest. Although the taxpayer might deduct it as a
business expense, the fee arguably should be capitalized as a cost of the offering. Cf.
Indopco, Inc. v. Comm’r, 503 U.S. 79, 88-90 (1992) (holding that investment banking fees
incurred by a corporation when it was being acquired are not deductible because the
takeover generates significant future benefits to the firm in subsequent years). Yet basis in
the equity being sold has no value to the issuer, since section 1032 provides
nonrecognition treatment. L.R.C. § 1032.

61. Based on conversations with practitioners and my own experience advising
investment banks in the development of new debt-equity hybrids, I am aware of only two
public transactions using this structure. See Browning-Ferris Indus., Inc., 10,000,000
Automatic Common Exchange Securities 7.25%, Prospectus dated June 23, 1995; MCN
- Corp., 5,100,000 PRIDES (SM) 8.75%, Prospectus dated Apr. 22, 1996.

62. See, e.g., Conseco, Inc. Conseco Financing Trust IV, 10,000,000 FELINE PRIDES
(SM), Prospectus dated Dec. 8, 1997.

63. Cf. Gergen & Schmitz, supra note 10, at 121 (emphasizing tax uncertainty as a
constraint on tax planning).

64. While I have not conducted a study to determine the precise volume of these
transactions, a LEXIS search of the EDGARPlus(R) database of “feline w/4 prides” yields a
large number of matches.
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deduction could be disallowed for interest from any debt that collateralizes
a forward contract for the issuer’s equity.%® The only public security that
would avoid this rule is the one described above,®® and issuers are un-
likely to use it.57

65. This step could be taken through a notice or regulation interpreting section
163(1). See LR.C. § 163(])(5).

66. 1t is worth monitoring whether issuers may begin issuing publicly traded forward
contracts through the futures market. Previously, it was illegal for futures exchanges to list
futures based on a single stock. But these securities were authorized by Congress in
December 2000 and presumably will begin trading in late 2001 or in 2002. See Commodity
Futures Modernization Act of 2000, Pub. L. No. 106-554, §§ 201-210, 251-53, 114 Stat.
2763A-365, 2763A-413 to -449. Investors in these publicly traded forward contracts will still
have to pledge collateral, but less of it (i.e., some multiple of the amount owed on the
forward on a given date, adjusted on a mark-to-market basis). An important question is
how the securities laws will apply if issuers sell futures on their own stock. For instance,
must a prospectus be delivered? How feasible will this be? What would the issuer’s
accounting treatment be? Will these futures have long enough terms? I suspect these
frictions will be formidable, but an exploration of this question is beyond this Article’s
scope.

67. The above discussion is meant to illustrate the role of credit risk, and not to
provide an exhaustive analysis of debt-forward transactions. At the risk of a brief digression
from credit risk, it is worth mentioning three other alternatives and the frictions that
constrain them. First, a securities dealer theoretically could supply a naked forward
contract, while the issuer borrows from a third party. Yet, although credit risk is less of a
concern, the securities laws make this transaction impractical. The dealer will hedge
through short sales in the public markets. These sales will probably render the dealer an
“underwriter” under the securities laws, thereby requiring the dealer to deliver a
prospectus. See Securities Act § 2(a)(11), 15 U.S.C. § 77b(a)(11) (1994); cf. Loss &
Seligman, supra note 50, at 285-301 (discussing significance of qualifying as “underwriter”
under section 2(a)(11) of the Securities Act, and describing scope of definition). Yet this
step is impractical, especially if the dealer is hedging dynamically through a perpetual
stream of short sales, and thus would have to provide constantly updated disclosure.

Second, another private market alternative would be to find a creditworthy
counterparty, such as an offshore fund, that wants to invest in the firm, and thus would not
hedge the forward contract. But this investor would demand a discount because a private
forward contract would be less liquid. In addition, the pool of creditworthy investors—
who would not have to pledge collateral, or at least would not have to be compensated with
extra yield for doing so—is probably not large enough, given the volume of equity that
theoretically could be turned into forward contracts. Some public securities would have to
remain outstanding, moreover, or the private forward contract could not be valued easily.

Finally, as Robert Scarborough has emphasized, a firm could lever in a somewhat
different way by using derivatives to hedge certain risks (e.g., currency, raw materials,
weather, and the like). A hedged firm can borrow more without risking insolvency. See
Robert H. Scarborough, How Derivatives Use Affects Double Taxation of Corporate
Income 1 (Mar. 29, 2001) (unpublished manuscript, on file with the Columbia Law Review),
available at http://www.law.nyu.edu/tppf/taxforum542.pdf (“A corporation that hedges
business risks with derivatives can increase its debt-to-equity ratio without increasing the
riskiness of its debt.”). There is empirical evidence that firms hedge to increase borrowing
capacity. See John R. Graham & Daniel A. Rogers, Do Firms Hedge in Response to Tax
Incentives?, 57 J. Fin. (forthcoming 2002) (manuscript at 3, on file with the Columbia Law
Review) (“Our results indicate that hedging leads to greater debt capacity.”). Yet another
friction, financial accounting, limits this strategy. In some cases, hedging leads to volatility
in reported earnings. See infra Part 11.B.3.d (discussing Statement of Financial Accounting
Standards No. 133, and its effects on reported earnings). Interest expense also depresses
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iv. Regulatory and Financial Accounting. — As the prior discussion
shows, legal and regulatory regimes can block a tax planning strategy
through substantive preconditions, agency costs, and credit risk. Finally,
these regimes also can chill planning indirectly—not by stopping the
transaction itself, but by causing this transaction to undermine the tax-
payer’s other business. For instance, regulators require securities dealers
and banks to have minimum levels of capital. These institutions may be
unwilling to engage in a tax reducing transaction—whether for them-
selves or for a client—if they would incur a “capital charge” under these
regimes, and thus would need more liquid capital to satisfy regulators.®
On the other hand, sometimes dealers can avoid regulatory capital con-
straints through sophisticated planning, for instance, by routing transac-
tions offshore.5®

Unappealing financial accounting or adverse treatment by rating
agencies can also chill tax planning. In an efficient market, these con-
straints would not matter. Investors simply would look beyond account-
ing or rating-agency conventions to the underlying financial reality. But
these conventions do matter when the market is not perfectly efficient. It
can be expensive for investors to look through these conventions, for in-
stance, if the investor must value particular assets or liabilities on her
own.”® Nor is it profitable to develop more accurate numbers if other

reported earnings. The significance of accounting earnings to managers is discussed
below. See infra text accompanying notes 70-74.

68. Under the regulatory capital regime for securities dealers, the liabilities they may
incur—including indebtedness and dealer activities such as short sales—are limited by the
amount of “regulatory capital” the dealers have. See generally SEC Rule 15¢3-1, 17 C.F.R.
§ 240.15¢3-1 (2001) (prescribing net capital requirements for brokers or dealers).
Activities that reduce the amount of regulatory capital bear a significant opportunity cost.
The main way to refresh the supply of regulatory capital is to issue common stock, but this
method of funding is more expensive than debt. No interest deduction is available and,
more importantly, the return expected by equity investors is considerably higher than a
dealer’s borrowing cost. See generally Lofchie, supra note 53, at 387-442 (discussing net
capital requirements); Anne Beatty et al., Managing Financial Reports of Commerciat
Banks: The Influence of Taxes, Regulatory Capital, and Earnings, 33 J. Acct. Res. 231
(1995) (focusing on categories of decisions by banks, including loan charge-offs, issuance
of new securities, and pension settlements); Julie H. Collins et al., Bank Differences in the
Coordination of Regulatory Capital, Earnings, and Taxes, 33 J. Acct. Res. 263 (1995)
(studying decisions of particular banks over time); Myron S. Scholes et al., Tax Planning,
Regulatory Capital Planning, and Financial Reporting Strategy for Commercial Banks, 3
Rev. Fin. Stud. 625 (1990) (analyzing commercial bank investment portfolio management
to discern tradeoff between regulatory capitat and tax planning).

69. See Lofchie, supra note 53, at 393 (“[T]he effect of the net capital rule, for better
or worse, is not to eliminate the financial risks that result from derivative transactions, but
rather to force this risk into entities that are regulated by agencies other than the SEC, if
they are regulated at all.”).

70. See generally Sanford ]J. Grossman, On the Efficiency of Competitive Stock
Markets when Traders Have Diverse Information, 31 J. Fin. 573, 574 (1976) (“If there is no
noise and information collection is costly, then a perfect competitive market will break
down because no equilibrium exists where information collectors earn a return on their
information, and no equilibrium exists where no one collects information.”).
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investors, who set the market price, will continue to be influenced (or,
indeed, misled) by the old ones.”! 1n any event, managers and their advi-
sors jealously guard accounting and rating agency treatment. These ef-
forts are documented in empirical studies,” in anecdotal evidence from
equity research analysts,”® and by investment bankers who develop tax
and accounting arbitrages.”* Likewise, in my experience as a tax practi-
tioner, a tax reducing strategy often is “dead” if the accounting treatment
is unappealing. A caveat, though, is that accounting rules can prove mal-
leable. Often, a transaction can be modified to attain both tax and ac-
counting goals.

D. Potential Pitfalls of Frictions Based Strategies

When frictions are sufficiently strong and hard to avoid, they enable
narrow tax rules to stop the targeted transaction, thereby averting the
political, overbreadth, and administrability problems of a broader rule.
On the other hand, if the friction is too weak or easy to avoid, reliance on
it may well be counterproductive because planning will continue in more
wasteful form. 1n addition, four other problems can undermine reliance
on frictions, and reformers must take into account these pitfalls.

71. An analogy may be drawn to the “noise trader” literature. If unsophisticated
investors (or “noise traders”) overvalue tulips or Internet stocks, sophisticated investors
should engage in short sales that will be profitable once the bubble bursts and, indeed,
should help it to burst. Why, then, do bubbles ever arise? According to the noise trader
literature, sophisticated investors will do these short sales only if they expect the market to
decline in the near term. If there is doubt about when (or whether) noise traders will
recognize their error, arbitrage becomes very risky, and less is supplied. See David M.
Schizer, Tax Constraints on Indexed Options, 149 U. Pa. L. Rev. 1941, 1949 & n.31 (2001)
(invoking noise trader literature to explain the relevance of accounting); see also J.
Bradford De Long et al., Noise Trader Risk in Financial Markets, 98 J. Pol. Econ. 703, 705
(1990) (“The unpredictability of noise traders’ beliefs creates a risk in the price of the asset
that deters rational arbitrageurs from aggressively betting against them.”); J. Bradford De
Long et al., The Size and Incidence of the Losses from Noise Trading, 44 J. Fin. 681, 688
(1989) (arguing that noise trading can impose substantial costs on rational investors);
Andrei Shleifer & Lawrence H. Summers, The Noise Trader Approach to Finance, J. Econ.
Persp., Spring 1990, at 19, 19-20 (describing “an alternative to the efficient market
paradigm that stresses the roles of investor sentiment and limited arbitrage in determining
asset prices”).

72. See, e.g., Engel et al., supra note 33, at 263 (noting that firms offering MIPS,
which were treated as debt for tax purposes but not for accounting and rating agency
purposes, used to incur extra expenses totaling approximately 4% of the offering price, or
$9.3 million in the average offering, to secure better accounting treatment for otherwise
comparable securities); Shackelford & Shevlin, supra note 9, at 11-41 (describing studies
of tradeoff between accounting and tax reduction in use of LIFO, compensation,
depreciation, income shifting, capital structure, acquisitions, etc.).

78. To emphasize the costliness of looking through accounting conventions, Andrew
Steinerman, a research analyst at Bear Stearns & Co., asked, “When you read an academic
paper, do you read all the sources cited in the footnotes?”

74. As one put it, “If the market were truly efficient, I could not make so much money
doing this—but have you seen my house?”
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1. Information Costs. — First, tax reformers must learn a wide range
of institutional details, including the securities and commodities laws, the
state of financial technology, accounting, and broker-dealer regulations.
This seems like a tall order for government officials who already are over-
worked, underpaid, and may have limited transactional experience. The
challenge, moreover, is to ensure that frictions block not just a particular
avoidance strategy, but all avoidance strategies. Tax reformers must, in
effect, prove a negative. There must be no viable way to avoid the narrow
rule.”> For instance, assume a reform is meant to stop a tax motivated use
of derivatives. Once reformers accomplish this mission, which is no easy
task (as the first case study shows), they must consider whether the same
tax benefit can be attained without derivatives—for instance, with insur-
ance contracts and offshore corporations (which feature prominently in
the second case study).

Perfect foresight admittedly is not realistic, but some success in un-
covering the relevant information should be possible. Nor is this chal-
lenge always more daunting than the administrability and political bur-
dens imposed by broader rules. For narrow transactional responses,
reformers need to understand all aspects of the targeted transaction, not
just the tax analysis. Although the transaction’s promoter will be reluc-
tant to share this information, competitors are often willing to offer anon-
ymous tips.”® Organizations such as the New York State Bar Association
(NYSBA) may also be fruitful sources of information.”” To some extent,
reformers already are asking about frictions, although in an ad hoc man-

75. I thank Diane Ring for this observation.

76. Cf. Bankman, supra note 10, at 1781 (“A commonly reported source of ‘leakage’
[about corporate tax shelters] is from a prospective purchaser, to one of its advisors, to
another company, or, even worse, from the advisor to a competitor and then to another
company.”).

77. The NYSBA is the oldest and largest voluntary state bar association in the United
States, with more than 67,000 members. The New York State Bar Association, at http://
www.nysba.org (last visited Aug. 6, 2001) (on file with the Columbia Law Review). The
NYSBA has numerous subgroups or “Sections,” organized by specialty. The Tax Section
includes many of the most prominent tax lawyers in New York. Its various committees
study existing law and proposed reforms, offering recommendations in the form of letters
or reports. The focus usually is on technical issues of implementation, instead of on
broader political questions, such as what tax rates should be. Although the NYSBA is an
organization of private lawyers, its mission is not to lobby for the private interests of
taxpayers and tax advisors. Rather, the stated purpose of the group is “to support, promote
and initiate desirable tax reforms, and to oppose changes in the tax laws and
administration which would not be in the public interest.” New York State Bar Association,
Tax Section Purpose, at http://www.nysba.org/sections/tax/mission.html (last visited
Aug. 6, 2001) (on file with the Columbia Law Review). My sense is that the NYSBA Tax
Section is more “pro-government” than other organizations of tax professionals, and thus
is more likely than others to endorse government efforts to curtail planning. In the
interests of full disclosure, I should state that I serve on the Tax Section’s executive
committee,
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ner that often depends on which officials are working on the reform,
what experience they have, and whom they know.”®

Commentators can provide valuable assistance here in identifying
and evaluating significant frictions. In addition, more systematic and sus-
tained government efforts are needed. Tax reformers should coordinate
with other federal agencies, for instance, by asking the SEC about a secur-
ities law issue or the Federal Reserve about bank regulatory concerns. To
some extent, this coordination already occurs. Yet turf battles can im-
pede cooperation, and seeking input can lead to delay and loss of con-
trol. The success of cooperation often depends on personalities and rela-
tionships of particular staffers.” It would be useful to institutionalize
such coordination so an appropriate level is always supplied and the pro-
cess is smoother. Although these steps are not always easy or cheap, the
government often will avoid the potentially greater costs of a tax reform
that is ineffective or, alternatively, very broad. (I say “often” because in
some cases a reliable friction will not be present.)

2. Instability. — Another disadvantage of relying on frictions is that
they may prove unstable. Although a legal or accounting rule may seem to
constrain avoidance, the relevant rule may change, or creative advisors
may circumvent this obstacle. Likewise, even if the financial markets are
unable to supply a particular security today, tomorrow may be different.
Indeed, two pressing academic debates about the future of taxation—the
impact of financial innovation and tax competition—derive from erosion
of frictions.8® Of course, this process can work the other way as well. A
friction that seems unimportant today can become more daunting over
time.8! Yet the trend is toward less effective frictions, due to globaliza-
tion, deregulation, and more complete financial markets.?2 In response,

78. I am indebted to Ron Pearlman for this insight. His, distinguished career in
government includes service as Assistant Secretary of the Treasury for Tax Policy and as
Chief of Staff of the Congressional Joint Committee on Taxation.

79. Professor Pearlman is also the source of this observation.

80. See, e.g., Avi-Yonah, supra note 45, at 1575~-76 (stating that improvements in
communications technology have enabled taxpayers to shift income to low tax
jurisdictions); Warren, supra note 7, at 460-61 (arguing that development of new financial
instruments has undermined taxation of capital).

81. For instance, under the wash sale rules of section 1091, taxpayers who sell a
security at a loss cannot recognize it currently unless they wait thirty days before
repurchasing the security. LR.C. § 1091. While such a long period may have been needed
when section 1091 was enacted, a shorter interval would be sufficient in today’s volatile
markets.

82. Professor Schlunk has emphasized a related point about the sequence in which
financial markets become complete. As each new instrument is developed, the
government will try to group it with the closest existing substitute. Order matters here.
For instance, assume A is taxed one way, and Z is taxed another. K is closer to A (i.e,, ten
letters away), so if K is the next new instrument, the A rule will apply. What if P is
developed next? It is closer to K than Z so, again, the A/K rule will apply. But what if P
arises before K? Since P is closer to Z than A, the Z rule would have applied instead. See
Schlunk, supra note 6 (manuscript at 4) (discussing path dependence inherent in
commodity tax methodology).
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reformers must assess the relevant friction’s durability. They also must
monitor the friction even after the reform is enacted. This process is
helped if tax reformers coordinate with other parts of the government
(e.g., the SEC, CFTC, etc.), but the information costs are real.

3. Distributional Effects. — Rules that depend on frictions can redis-
tribute tax burdens in random or undesirable ways. The problem is that
some taxpayers may be uniquely able to avoid the friction. For instance,
if securities dealers cannot supply a particular avoidance transaction, but
insurance companies can, a reform may transfer wealth from dealers to
insurers. Likewise, if a tax benefit is conditoned on adverse account-
ing 8 the benefit may be claimed only by firms that are relatively uncon-
cerned about this regime. Since indifference to the friction has little to
do with ability to pay, normatively comparable firms will be taxed
differently.

In many cases, wealthier taxpayers will have an advantage. For in-
stance, regimes that protect investors (including the securities and com-
modities laws, broker-dealer regulations, and the like) usually have excep-
tions for wealthy investors, who are thought to need less protection.
Moreover, if a fixed cost is needed to circumvent a friction, such as a fee
to an expert, wealthy taxpayers can amortize this cost over greater tax
savings. On the other hand, wealthier taxpayers will not have a particular
edge if the cost of the friction rises with the size of the transaction, as is
the case with a regulatory penalty or fee that is scaled to the size of the
transaction.

4. Overbreadth and Nontax Effects. — Just as a friction can be underin-
clusive in failing to deter the wealthiest taxpayers, so too can it be overin-
clusive. For example, a recent accounting rule for derivatives (inadver-
tently) deters tax planning, but the rule also has been criticized—by Alan
Greenspan, Chairman of the Federal Reserve, among others—for dis-
couraging useful transactions that are not tax motivated.8* Once tax au-
thorities begin to rely on the friction, they may become a constituency for
keeping it, notwithstanding its unfortunate nontax effects (e.g., on corpo-
rate governance or capital market efficiency). Alternatively, the lifespans
of the friction and tax reform can be linked in a different way: The tax
reform may be harder to defend politically if it relies on an unpopular
friction. Lobbyists will ask, for instance, “Why should the tax law follow
the accounting rule, which is bad policy anyway?”

83. For instance, the Treasury proposed (unsuccessfully) to deny interest deductions
to MIPS and certain other securities not treated as debt for financial accounting purposes.
For a description of MIPS, see John Reid, MIPS Besieged—A Solution in Search of a
Problem, 77 Tax Notes 1057, 1058-59 (1997) (discussing Clinton administration’s
legislative proposal).

84. The rule, Statement of Financial Accounting Standards No. 133, requires certain
derivatives transactions to be marked to market. For a discussion, see infra Part I1.B.3.d. A
number of commentators have voiced concern about the nontax effects of this rule. See
infra note 164. The rule obviously has defenders as well, including Arthur Levitt, former
Chairman of the SEC. See infra note 161.



1338 COLUMBIA LAW REVIEW [Vol. 101:1312

Problems can arise not only if the friction has adverse nontax effects,
but also if it serves a useful nontax function. It would be undesirable for
the tax law to undermine a useful friction. For instance, assume the rele-
vant friction is the taxpayer’s desire for public trading. Various govern-
mental efforts support public trading, such as the SEC’s registration of
public securities and monitoring of trading practices. These public in-
vestments are often defended because of positive externalities, or the
benefits that liquid markets provide to third parties. For instance, more
accurate pricing of assets provides valuable guidance even for people who
are not currently trading. What if the tax burden on publicly traded se-
curities is raised? Ideally, the nontax benefits of trading would always
outweigh the tax savings, so no one would stop trading in these markets.
But, in contrast, if the tax savings outweigh these nontax benefits, causing
taxpayers to stop trading, taxpayers and third parties would no longer
enjoy the benefits of these transactions.

Similarly, it is undesirable for the tax law to create political pressure
to repeal a helpful friction. For instance, assume that a regulated finan-
cial institution cannot claim a tax deduction without triggering adverse
regulatory treatment, as when accounting losses require regulators to
take over the institution. If this tough regulatory treatment ensures the
solvency of regulated institutions, it would be undesirable for regulators
to weaken their standards solely to make the tax deduction easier to
claim.8% In light of these risks, reformers should prefer a friction that is
important enough to persuade taxpayers not to ignore it or to seek its
repeal.

E. All Narrow Reforms Are Not Created Equal

To sum up, the appeal of a narrow tax rule—whether compared with
the status quo, or with a broader measure—depends to a significant ex-
tent on frictions. If discontinuous frictions are not present, a narrow rule
may not be worth instituting. Even if it is, a broader rule is likely to fare
better. On the other hand, what if discontinuous frictions are present? A
narrow rule is much less likely to be counterproductive. In addition, the
narrow measure may even fare better than a broader rule, although costs
and benefits of each alternative must be compared; for instance, the cost
of learning about and monitoring the friction should be balanced against

85. See, e.g., Cottage Savs. Ass’'n v. Comm’r, 499 U.S. 554, 557 (1991) (noting that
through Memorandum R-49, the Federal Home Loan Bank Board had weakened its
regulatory accounting standards to enable savings and loan associations to claim tax losses
without triggering losses for regulatory accounting purposes). A similar dynamic played
out when banks petitioned the Federal Reserve to designate so called trust-preferred
securities as “tier one” capital. These securities were eligible for a tax deduction, but their
debt-like features rendered them, at least initially, an insufficiently reliahle source of core
capital for regulated banks. Eventually, though, the Federal Reserve relaxed its standards
enough to offer these securities a “tier one” designation. Tom Pratt, Fed Gives Go-Ahead
for New Form of Tier 1 Capital, Inv. Dealers’ Dig., May 27, 1996, at 9, 9.
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the cost of introducing enough nuance in a broad rule to avoid
overbreadth.

In short, all narrow reforms are not created equal. Given their perva-
siveness, it is important for reformers to predict, through fact specific
inquiries, which of the above results is most likely for a given reform.
Admittedly, this inquiry can be difficult. Yet these efforts are needed to
ensure that narrow reforms, the day-to-day grist of tax reform, are playing
a constructive role. While this genre of policymaking is less satisfying
than crafting more fundamental reforms, ambitious alternatives are polit-
ically unrealistic for now. Thus, in addition to studying first-best solu-
tions, commentators should offer guidance about more modest reforms
that are under active consideration. More information is needed, and
legal academics should help gather it. Admittedly, commodities laws and
credit risk seem far removed from classic tax policy measures, such as the
Haig-Simons definition of income,® and are sometimes more obscure
and inaccessible. Yet it is hard to craft normatively appealing transac-
tional responses without understanding these ingredients of elasticity.

II. CoNSTRUCTIVE SALES: WHEN FRICTIONS ARE WEAK

To illustrate the importance of frictions, Parts II and III compare two
recent transactional responses involving the taxation of derivative finan-
cial instruments. These reforms use essentially the same statutory lan-
guage. Under each, favorable tax treatment is still available as long as
subtle changes are made in the derivative’s economic return. As Part II
shows, this strategy is commonly used to avoid the constructive sale rule
of section 1259. Consequently, the targeted transaction, use of deriva-
tives in effect to sell appreciated assets without paying tax, remains perva-
sive. In contrast, as Part III demonstrates, frictions discourage taxpayers
from using the same strategy—a derivative with a modified economic re-
turn—to avoid the constructive ownership rule of section 1260, which was
enacted two years later. The volume of hedge fund derivatives is rela-
tively modest, although other strategies involving insurance are coming
into wider use. While each reform raises a number of normative and
political issues, a comprehensive exploration is beyond this Article’s
scope. Rather, the emphasis here is on avoidance of these seemingly sim-
ilar measures, and frictions that stand in the way.

Given the private nature of these transactions, reliable and detailed
information is not easy to acquire. I draw on my practice experience in
this area, as well as on more than fifty conversations during 2000 and

86. In widely cited works, Robert Haig and Henry Simons define income as the sumn of
consumption and the market value of increases in the value of the taxpayer’s property.
Robert Murray Haig, The Concept of Income—Economic and Legal Aspects, in The
Federal Income Tax 1, 7 (Robert Murray Haig ed., 1921); Henry C. Simons, Personal
Income Taxation 50 (1938).
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2001 with investment bankers and tax and securities lawyers.? This re-
search focuses on major Wall Street investment banks, which have been
the leading innovators in over-the-counter derivatives, rather than on
smaller institutions elsewhere in the country. A condition of these con-
versations was that persons and institutions would not be identified.
Since financial innovation is a fast-paced business, a caveat is that re-
search for this Article was finalized in August 2001, and the transactions
discussed here can be expected to evolve over time.

For each case study, the first Section describes the targeted transac-
tion and statutory response. To evaluate various methods of avoiding
these measures, the second Section describes the relevant tax benefit
from such avoidance, the effect of requiring taxpayers to accept a modi-
fied economic return, and the impact of other frictions. The third Sec-
tion briefly considers normative implications of these empirical findings.

A. Targeted Transaction

Under section 1259, capital gains tax is due not only when appreci-
ated assets are sold, but also when they are hedged in some cases.®® The

87. 1 practiced actively in this area from 1995 through 1998. As co-chair of the
Committee on Financial Instruments of the NYSBA Tax Section, I remain familiar with the
details of various transactions described in this Article. To supplement and update my
knowledge for this Article, I have spoken with numerous experts between May of 2000 and
August of 2001. Thus, I have spoken to nine investment bankers, all based in New York
City. Two work on both private and public transactions, at boutiques specializing in tax
planning. Since they work with a range of other investment banks, they are intimately
familiar with market practice. Six work at top-tier, internationally known investment
banks, and one works at a smaller investment bank but until recently worked at a top-tier
firm. Of the seven with top-tier firm experience, four are “private client” bankers who have
relationships with wealthy clients and propose various transactions to them. For a
discussion of “private client” bankers, see infra note 125. The remaining three are
derivatives specialists who are called in to implement these transactions. One specializes in
over-the-counter transactions and the other two in public transactions. In addition, 1 also
have spoken with a tax lawyer who used to trade options on public options markets and has
remained familiar with the trading practices on these markets, including those involving
LEAPS and other long term options. For a discussion of LEAPS, see infra note 122 and
accompanying text.

During the same period, I have spoken to five corporate attorneys who specialize in
derivatives transactions, including standard documentation used in over-the-counter and
public deals, as well as common issues that arise under securities laws, commodities laws,
regulatory capital rules, and broker-dealer regulations. Finally, 1 have spoken to
approximately thirty tax lawyers who give advice about these transactions, including some
who helped devise the relevant transactions and others who served in government while
the relevant rules were being crafted. Most are based in New York City, but some are based
in Washington, D.C., and Chicago. Some of these conversations occurred over the
telephone, and others were in person.

88. “Hedging” in this context means that the asset’s owner enters into a separate
transaction that, in effect, cancels out the economic return in the appreciated asset. When
one goes up, the other goes down.
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measure was a response to growing use of short sales against the box89
and other hedging strategies involving derivatives.?® These transactions
offered the benefits of a sale, including reduced risk and cash proceeds,
but for formalistic reasons were not taxed as sales.”! Even though short
sales against the box date back at least to 1932,92 it became easier in the
last two decades to borrow the stock needed for this transaction.9 Tax
legislation in 1978 protected stock lenders from adverse tax conse-
quences.”* Brokers also had more stock to lend because investors were

89. A short sale is a bet that the stock price will decline, implemented through sale of
stock that the taxpayer does not own. To effect such a sale, the taxpayer’s broker typically
borrows shares and sells them on the taxpayer’s behalf. The taxpayer promises to deliver
shares to the broker in the future, and hopes declines in the stock price will make these
“replacement” shares cheaper. For a discussion, see generally Edward D. Kleinbard &
Erika W. Nijenhuis, Short Sales and Short Sale Principles in Contemporary Applications,
53 Inst. on Fed. Tax’n § 17 (1995). What distinguishes a short sale “against the box” is that
the short seller already owns stock identical to the stock she is selling. By holding two
offsetting positions—the short sale (a bet that the price will decline) and shares of stock (a
bet that the price will rise)—the taxpayer is perfectly hedged. If the stock price declines,
any loss on the stock she owns is offset by an equivalent gain on the short sale. Thus,
subsequent volatility in the stock price does not affect her, and she also can spend the cash
proceeds she receives from the short sale. For all practical purposes, the taxpayer feels as if
she has sold the stock.

90. For instance, assume the appreciated asset has a zero basis and a $100 fair market
value. Instead of selling the asset and paying tax on $100 of gain, the taxpayer enters into a
forward contract committing her to sell the stock in three years at $115. If the stock
declines to $90, she loses $10 on the stock but makes $10 on the forward because the
ability to sell at $115 becomes correspondingly more valuable as the market price declines.

91. The theory was that, for fungible property, a transfer of title or control was
needed to identify the shares being sold, and thus their basis—a necessary function as
taxpayers traditionally have been permitted to designate the shares being sold. Thus, tax
was not owed unless and until the taxpayer delivered her appreciated shares to “cover” the
short (i.e., by returning shares to the party who lent the shares used in the short sale). For
a discussion, see Peter L. Faber et al., The Ownership and Disposition of Property: New
Rules for Old Problems, 75 Taxes 768, 775 (1997); Edward Kleinbard, Risky and Riskless
Positions in Securities, 71 Taxes 783, 793-94 (1993).

92. See, e.g., Bingham v. Comm’r, 27 B.T.A. 186, 189-90 (1932) (applying open
transaction treatment to a short sale, even though taxpayer held substantially identical
stock).

93. New York Stock Exchange (NYSE) and National Association of Securities Dealers
(NASD) rules generally prevent a broker-dealer from even offering to make a short sale
before locating a source from which to borrow stock. See N.Y. Stock Exch. Rule 440C,
reprinted in NY.S.E. Guide (CCH) 3793 (1995); Nat'l Ass'n of Sec. Dealers Rule
3370(b)(2), reprinted in N.A.S.D. Manual (CCH) 4690 (2001). For a discussion of this
“locate” requirement, see Martin Shubik, Michael Powers & David Schizer, Sin, Short
Selling, Taxes, Bubbles, and the Price of Shares 18-19 (May 22, 2001) (unpublished
manuscript, on file with the Columbia Law Review). The reader may wonder why it was
necessary to borrow stock since the taxpayer already had some. Why not simply lend your
own lot to your broker, so the broker could use these shares to execute your short sale?
The favorable tax treatment would be lost. See Rev. Rul. 72-478, 1972-2 C.B. 487; infra
note 148,

94. Taxable investors had worried that a loan of stock would be taxed as a sale. But
see 1.R.C. § 1058 (providing nonrecognition to lender of stock when certain conditions are
satisfied). Tax-exempt investors had feared that fees earned from lending stock would be
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keeping shares in brokerage accounts instead of in bank vaults.?5 Also,
substitutes for short sales against the box, including equity swaps, options,
and forward contracts, became more widely available in the over-the-
counter derivatives market during the 1980s and 1990s.°¢ These hedges
could be used, for instance, when a short sale would violate the securities
laws.®7 Since a short sale against the box did not trigger tax, these alter-
natives were thought to give the same result (although, in retrospect, a
2000 1RS ruling has introduced some doubt on this question).%®

taxable as unrelated business taxable income (UBTI). But see LR.C. §512(a)(5)
(providing that income from securities loans is not UBTI); see also S. Rep. No. 95-762
(1978), [2001] 9 Stand. Fed. Tax Rep. (CCH) 1 22,830, at 42,362 (describing Congress’s
concern that securities lending not trigger adverse tax consequences).

95. Indeed, if the stock is held in a margin account, the broker does not need
permission to lend the shares. See SEC Rule 15¢3-3, 17 C.F.R. § 240.15c3-3 (2001); H.R.
Rep. No. 102-414, at 4 (1991). While permission is needed to lend stock in “cash”
accounts, such permission is routinely granted. This is often a condition the broker
requires in setting up the account.

96. A swap is a two-party contract that binds each party to make periodic payments
based on an objective indicator, such as an interest rate or (in the case of an equity swap) a
stock price. For a description, see Global Derivatives Study Group, supra note 11, at 31.
An option contract entitles the holder to buy or sell stock for a given price, but does not
obligate her to do so; in contrast, forward contracts require a commitment. 1d. at 30-32.
The volume of derivatives contracts sold privately by securities dealers in the over-the-
counter market grew dramatically during the 1980s and 1990s. See, e.g., Stephen Labaton
& Timothy L. O’Brien, Financiers Plan to Put Controls on Derivatives, N.Y. Times, Jan. 7,
1999, at Cl1 (noting that $37 trillion worth of privately traded derivatives contracts were
outstanding in January 1999, compared to only $865 billion in 1987).

97. For instance, securities Jaws bar senior corporate officers and large shareholders
from engaging in short sales. See Exchange Act § 16(c), 15 U.S.C. § 78p(c) (1994). Yet
“synthetic” short sales with derivatives are sometimes allowed. See SEC Rule 16c-4, 17
C.F.R. § 240.16c-4 (2001) (allowing certain “put equivalent” positions). For a discussion of
regulatory relief provided for hedging under Rule 16c-4, see Schizer, Executives and
Hedging, supra note 25, at 463—64. Section 5 of the Securities Act, 15 U.S.C. § 77e(a)-(c)
(1994), would also prevent sales of restricted stock, but hedging this stock with derivatives
is sometimes thought to be permissible. For discussion of this issue, see infra text
accompanying notes 133-139.

98. Priv. Ltr. Rul. 2001-11-011 (Dec. 6, 2000) concludes that a hedging transaction is a
sale under common law. (The ruling does not discuss the constructive sale rule, the tax
reform discussed in text below; apparently, the transaction at issue in this ruling predates
the rule.) The taxpayers, controlling shareholders in a publicly traded firm, entered into a
physically settled forward contract. To an extent, the taxpayers were stll affected by
fluctuations in the stock price through changes in the number of shares to be delivered.
In treating the forward contract as a current sale, the field service advice said the taxpayers
were irrevocably committed to delivering their appreciated shares. While the transaction
resembles variable delivery forward contracts currently used to avoid section 1259, there
are two differences. First, unlike current deals, the forward contract could not be cash
settled (presumably because of commodities law concerns that since have faded). With a
cash settled forward contract, the taxpayer might never part with any shares, and so it is
more persuasive to delay sale treatment until she actually delivers shares. Second, the
taxpayers in the ruling had voting control even without the hedged shares. Hence, voting
the hedged shares was not meaningful evidence of continued ownership. This fact pattern
presumably is not common. Thus, while the ruling has introduced some uncertainty,
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Notwithstanding the permissive tax rule and erosion of frictions, a
lot of capital gain was still taxed. For instance, individuals realized $170.4
billion of net capital gain in 1995.9° In some cases, taxpayers presumably
were not willing to incur the relatively low transaction costs to use short
sales against the box, including fees for lawyers and for borrowing stock.
Taxable gain also derived from the growing popularity of mutual funds.
Because these funds traditionally have been ranked on pretax returns,
fund managers have an incentive to maximize this return—as opposed to
after-tax returns.'®® As a result, managers traditionally have traded ac-
tively, leaving investors with high tax bills. In effect, agency costs have
inflated taxes. '

Even so, hedging was becoming increasingly common and well publi-
cized. High profile articles were appearing in the press.!°! In response,
Congress enacted the constructive sale rule in 1997.192 Under section
1259, taxpayers recognize gain (but not loss), as if they have made a
sale,193 whenever they use a short sale, forward contract, swap, or compa-

many advisors believe it reads the law incorrectly and, in any event, should not apply to
cash settled forward contracts popular today.

99. Therese Cruciano, Individual Income Tax Returns, 1995, Stat. Income Bull.
(Internal Revenue Serv.), Fall 1997, at 9, 9. It is not clear how much of this gain comes
from liquid publicly traded assets, as opposed to real estate, closely held firms, collectibles,
and other nonfungible assets that could not be hedged tax free.

100. In response, the SEC recently required mutual funds to disclose after-tax returns
in certain instances. See Disclosure of Mutual Fund After-Tax Returns, Securities Act
Release Nos. 33-7941, 34-43857, 66 Fed. Reg. 9002 (Feb. 5, 2001) (issuing final regulation
concerning disclosure of mutual fund after-tax returns).

101. Particular attention was focused on a public offering of stock in Estee Lauder.
Instead of selling their own shares, family members borrowed each other’s stock, thereby
rendering the public offering a short sale against the box. As the family members did not
plan to “cover” the short until after they died, the tax deferral ordinarily offered by a short
sale against the box would become tax forgiveness. See Sheryl Stratton, Treasury Targets
Capital Gains Tax-Deferral Strategies, 70 Tax Notes 347, 348 (1996) (“‘You have the well-
publicized Lauder transaction,” which brought the tax-avoidance aspect of the short sale
against the box into the national limelight.” (quoting Steven Rosenthal, former legisiation
counsel for the Joint Committee on Taxation)). The New York Times followed up with
coverage of various other large hedging transactions. Diana B. Henriques & Floyd Norris,
Rushing Away from Taxes: The Capital Gains Bypass—A Special Report, N.Y. Times, Dec.
1, 1996, at Al.

102. Taxpayer Relief Act of 1997, Pub. L. No. 105-34, § 1001, 111 Stat. 788, 903
(codified as amended at L.R.C. § 1259).

103. Section 1259(a) provides the consequences of a constructive sale:

If there is a constructive sale of an appreciated financial position—

(1) the taxpayer shall recognize gain as if such position were sold, assigned, or

otherwise terminated at its fair market value on the date of such constructive
sale (and any gain shall be taken into account for the taxable year which
includes such date), and

(2) for purposes of applying this title for periods after the constructive sale—

(A) proper adjustment shall be made in the amount of any gain or loss
subsequently realized with respect to such position for any gain taken
into account by reason of paragraph (1), and
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rable transaction to eliminate “substantially all” of the risk of loss and
opportunity for gain in an appreciated security.104

This language reflects a political compromise. Many in the Treasury
would have preferred a broader measure, but did not believe one could
be enacted.!® Since members of Congress were thought to be commit-
ted to the realization rule,!'%¢ the measure is limited to hedges that closely
resemble sales. The securities industry was also lobbying to keep the re-

(B) the holding period of such position shall be determined as if such
position were originally acquired on the date of such constructive sale.
LR.C. § 1259(a).

104. For a detailed discussion of the statutory language and technical issues it raises,
see generally David M. Schizer, Hedging Under Section 1259, 80 Tax Notes 345 (1998)
[hereinafter Schizer, Hedging Under Section 1259]. Section 1259(c)(1) offers the
statutory definition of a constructive sale:

(c) Constructive Sale

For purposes of this section—
(1) In general
A taxpayer shall be treated as having made a constructive sale of an
appreciated financial position [defined generally in section 1259(b)(1)
as appreciated stock, debt, or partnership interests] if the taxpayer (or a
related person)—
(A) enters into a sbort sale of the same or substantially identical
property,
(B) enters into an offsetting notional principal contract with respect to
the same or substantially identical property,
(C) enters into a futures or forward contract to deliver the same or
substantially identical property,
(D) in the case of an appreciated financial position that is a short sale or
a contract described in subparagraph (B) or (C) with respect to any
such property, acquires the same or substantially identical property,
or
(E) to the extent prescribed by the Secretary in regulations, enters into
1 or more other transactions (or acquires 1 or more positions) that
have substantially the same effect as a transaction described in any of
the preceding subparagraphs.
LR.C. § 1259(c)(1). The common theme of these enumerated transactions, according to
widely cited legislative history, is that these “financial transactions . . . have the effect of
eliminating substantially all of the taxpayer’s risk of loss and opportunity for income or
gain with respect to the appreciated financial position.” Joint Comm. on Tax’n, 105th
Cong., General Explanation of Tax Legislation Enacted in 1997 (Comm. Print 1997)
[hereinafter Tax Legislation Enacted in 1997], [2001] 18 Stand. Fed. Tax Rep. (CCH)
1 31,130, at 56,715.

105. Three tax lawyers who worked in the Treasury during this period have indicated
to me that they would have preferred a broader measure but believed that the political
obstacles were too great.

106. Under the realization rule, tax is not due until appreciated property is sold. The
principle is fundamental to the U.S. tax system, and was once thought to be
constitutionally ordained. See Eisner v. Macomber, 252 U.S. 189, 214-15 (1920) (ruling
that congressional efforts to tax a stock dividend are unconstitutional and reasoning that
“enrichment through increase in value of capital investment is not income in any proper
meaning of the term”); see also David M. Schizer, Realization as Subsidy, 73 N.Y.U. L. Rev.
1549, 1593-1600, 160609 (1998) [hereinafter Schizer, Realization as Subsidy] (discussing
deep political and administrability roots of realization rule).
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form narrow.'%” A narrow measure could still offer symbolic benefits,
which were important to many officials in the Treasury and Congress.
But to what extent has section 1259 stopped hedging?

B. Frictions and Avoidance

To answer this question, this Section briefly considers the tax benefit
from hedging, and then analyzes the strength, malleability, and position
of relevant frictions. Hedging proves difficult for positions worth less
than $1 million, but viable, although not cost free, for larger positions.

1. Tax Benefit. — The main tax benefit from hedging is deferral.!0®
The longer the hedge lasts, the greater this advantage. An additional tax
benefit, available for at least another decade, is that income tax is avoided
altogether if the hedge lasts until the taxpayer dies, since the current rule
is that basis in appreciated property “steps up” at death.1® These bene-
fits—i.e., deferral and forgiveness—are especially appealing when the
capital gains tax rate is high since, from the taxpayer’s perspective, avoid-
ing a high tax is even better than avoiding a low one. In the same tax bill
that contained section 1259, Congress reduced the individual long term
capital gains rate for stock from 28% to 20%, thereby reducing the tax
benefit from hedging.

2. Derivatives with Modified Return. — The typical way to avoid section
1259, understood by the government and taxpayer alike, is to retain some
exposure to the hedged asset’s return—in other words, to use a partial
hedge. For example, if an asset is worth $100, the taxpayer can accept
risk of loss from $100 to $95 (by buying a put at $95), while retaining
opportunity for gain from $100 to $115 (by selling a call at $115).11° This

107. See Lee Sheppard, Rethinking DECS, and New Ways to Carve Out Debt, 83 Tax
Notes 347, 349 (1999) (discussing influence of “Wall Street lobbying” on the scope of
section 1259).

108. By deferring a tax, taxpayers can continue to invest, and earn a return on, money
that otherwise would fund the tax. For a discussion, see Schizer, Realization as Subsidy,
supra note 106, at 1555.

109. For example, if a taxpayer dies holding property worth $100 with a zero basis, the
heir takes the property with a $100 basis. Thus, the income tax never reaches this
appreciation. See LR.C. § 1014. This rule is scheduled to change for transfers after
December 31, 2009, in connection with repeal of the estate tax, although it is possible that
Congress will decide not to follow through with these changes. For a discussion, see infra
note 198.

110. The “put” option offers the taxpayer the right, but not the obligation, to selt at
$95, thereby guaranteeing her at least that price. In selling the call option, the taxpayer
gives her counterparty the right, but not the obligation, to buy at $115. Thus, the taxpayer
will not benefit from any appreciation above $115. Taxpayers usually prefer to retain as
litle exposure as possible, but the government has not offered clear guidance about
precisely how much is needed. The answer is expected when regulations are promulgated
under section 1259.

Numerous authorities construe the meaning of “substantially all” in other contexts.
See, e.g., Rev. Proc. 77-37, 1977-2 C.B. 568, 569 (indicating that “substantiaily all” means, in
the context of reorganizations, 70% of gross value and 90% of net value); Treas. Reg.
§ 1.731-2(c) (3) (i) (as amended in 1997) (providing that “substantially all” means 90% in
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combination of owning a put and selling a call is known as a “collar.”1!!
Other derivatives, such as swaps and forward contracts, can offer the same
result.112

In some cases, the taxpayer would rather make a taxable sale than
remain exposed, even in this limited way. The point of tax deferral, after
all, is to earn a return on money that otherwise would fund the tax. This
benefit-is especially appealing if this money can be invested in any asset,
as under prior law. A short sale against the box yielded 95% of the
hedged asset’s value as cash, which could be invested in anything.!!3
Under section 1259, in contrast, a portion of the taxpayer’s deferred

determining whether marketable securities or cash constitute “substantially all” of an
entity’s assets); Treas. Reg. § 1.448-1T(e)(4) (as amended in 1993) (indicating that
“substantially all” means 95% in determining whether personal services constitute
substantially all of a corporation’s activities); see also Schizer, Hedging Under Section
1259, supra note 104, at 352 (discussing meaning of “substantially all”).

In the interim, the market convention generally has been a spread equal to 10% or
20% of the hedged asset’s fair market value on the date of the hedge. See Thomas J.
Boczar, Stock Concentration Risk Management After TRA 97, Trusts & Estates, Mar., 1998,
at 45, 48 [hereinafter Boczar, Stock Concentration Risk Management] (noting that need
for a 15% spread is common advice, and that this spread derives from example in
legislative history). The 20% spread derives from a report of the NYSBA. See New York
State Bar Association Tax Section, Comments on H.R. 846, Tax Analysts, Tax Notes Today,
May 21, 1997, LEXIS, 97 TNT 103-11 [hereinafter NYSBA Tax Section, Comments on H.R.
846). In the interests of full disclosure, I should state that 1 was a principal drafter of that
report, but the 20% test reflects the consensus of the organization’s executive committee.
For a description of the NYSBA, see supra note 77. Since the NYSBA is a private
organization, its recommendations obviously do not constitute legal authority. However,
in the absence of clear guidance from the government, practitioners often read NYSBA
reports with interest because the Treasury and Congress accept NYSBA recommendations
with some frequency, and because the NYSBA’s executive committee includes many of the
nation’s most prominent tax lawyers.

111. The legislative history directs the Treasury to develop standards for collars in
prospective regulations:

It is anticipated that the Treasury regulations, when issued, will provide specific

standards for determining whether several common transactions will be treated as

constructive sales. One such transaction is a “collar.” . . .

... In order to determine whether collars have substantially the same effect as the

transactions specified in the provision, it is anticipated that Treasury regulations

will provide specific standards that take into account various factors with respect

to the appreciated financial position, including its volatility. Similarly, it is

expected that several aspects of the collar transaction will be relevant, including

the spread between the put and call prices, the period of the transaction, and the

extent to which the taxpayer retains the right to periodic payments on the

appreciated financial position (e.g., the dividends on collared stock). The

Committee expects that the Treasury regulations with respect to collars will be

applied prospectively, except in cases to prevent abuse.
Tax Legislation Enacted in 1997, supra note 104, at 56,716.

112. See Schizer, Hedging Under Section 1259, supra note 104, at 351-53.

113. See Boczar, Stock Concentration Risk Management, supra note 110, at 45, In
return, the taxpayer paid a modest (deductible) fee for borrowing the stock (e.g., less than
1% of the hedged asset’s value), while foregoing any return on the 5% of proceeds that
could not be withdrawn.
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tax—and, indeed, of her entire position—must remain invested in the
hedged asset. If this asset appreciates, a collar is usually better than a
taxable sale. But as Appendix A shows, if the hedged asset declines in
value, a taxable sale may be better, especially if the tax rate is low and sale
proceeds are invested profitably. Thus, a taxpayer who has no confidence
in the hedged asset may prefer a taxable sale. In my experience, though,
investors usually accord some value to the retained exposure.!'* For
many, risk functions as a weak, continuous friction.1!® A key question is
whether other frictions burden partial hedges.!!6

3. Other Frictions: Four Types of Investors. — In general, there are no
discontinuous frictions supporting section 1259, making constructive
sales a difficult problem to target with a narrow rule. To illustrate the
point, four types of investors are considered: individuals with positions
worth less than $1 million, who face the most daunting frictions and are
least likely to hedge; individuals with positions worth between $1 million
and $75 million, who face only weak frictions and have become the core
clientele of a thriving hedging industry; individuals with positions worth
more than $75 million, whose larger positions create frictions that have
proved manageable so far, although narrow tax rules could be crafted to

114. 1ndeed, one hedging boutique, Derivium, uses this retained exposure as part of a
sales pitch, describing it as a valuable feature without mentioning the tax benefit this
retained exposure offers:

Our tools enable you to preserve, in the words of financial managers, “upside

potential.” We offer tactical, structured transactions that provide a confluence of

benefits—including the ability to retain ownership of the investments that have
helped create your wealth, so you can continue to take advantage of their long-
term potential.
Derivium Capital, Opportunity, at http://www.derivium.com/Benefits/Opportunity.cfm
(last visited Aug. 6, 2001) (on file with the Columbia Law Review).

115. Some may consider risk not to be a friction here, but a normatively appropriate
basis for distinguishing a collar from a hedge. For discussion of this perspective, see infra
Part IL.C.1.

116. The transaction is also burdened by another tax regime, the straddle rules of
sections 1092 and 263(g). Congress enacted these rules to address other abuses. For
instance, taxpayers were using offsetting positions, such as contracts to buy and sell silver,
to engineer an artificial timing benefit by closing out the loss on December 31 (and thus
deducting the loss that year) while closing out the gain on January 1 (and deferring the
taxable gain until the next year). Kevin M. Keyes, Federal Taxation of Financial
Instruments and Transactions § 17.01, at 17-3 (1997). In response, the straddle rules
impose three adverse consequences. First, the deduction for certain losses is deferred until
offsetting gain is recognized. LR.C. § 1092(a)(1). Second, taxpayers may not deduct
interest expense “incurred . . . to purchase or carry” a straddle position. Id.
§ 263(g) (1)-(2)(A) (i). Third, taxpayers generally cannot attain the long term capital
gains holding period for property that is part of a straddle. Treas. Reg. § 1.1092(b)-
2(T)(a)(1) (as amended in 1986). In hedging transactions, therefore, interest may not be
deductible, hedging losses may be deferred, and hedging gains may be taxed as short term
capital gain even if the hedge lasts for more than one year. Yet well advised taxpayers can
sometimes avoid these results, depending upon the particular facts. Application of the
straddle rules to a hedging transaction is, therefore, a complex topic that is beyond this
Article’s scope.
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exploit these frictions; and, finally, corporate taxpayers, for whom hedg-
ing also has been relatively easy, although a recent change in financial
accounting rules has added a potentially important friction.

a. Individuals with Positions Worth Less than $1 Million. — For those
with stock worth less than $1 million, frictions are strongest. Before sec-
tion 1259 was enacted, this group used short sales against the box. Now,
these taxpayers would want to use over-the-counter derivatives, but gener-
ally cannot do so. Under the commodities laws, these transactions are
not enforceable for those with less than $1 million of investable assets.11?
Nor is deferral of only $300,000 of tax!!® likely to be enough to justify
fixed costs, including fees of the legal advisor and securities dealer.
These costs are fixed because experts must devote a minimum amount of
time, regardless of the transaction’s size. As a result, leading investment
banks generally will not undertake a transaction below the $1 million
threshold.!!? Since over-the-counter derivatives usually are not available,
retail investors might use options transactions in public markets to con-
struct collars.?? Yet in recent years, the term of most publicly traded
options—one year or less—has been too short to provide meaningful
deferral, even if the taxpayer is willing to pay for tax advice.?! This trans-
action presumably is becoming more common as the market for long
term exchange traded options, such as LEAPS and E-FLEX options, be-

117. See supra note 49.

118. The taxpayer is assumed to have a basis of zero, a federal tax rate of 20%, and a
state tax rate of 10%.

119. A position worth $1 million was described as the approximate cutoff point by
three bankers in the relevant department of three different banks—the so called private
client group, whose role is discussed infra note 125. Each also said that exceptions
sometimes are made for particularly valued clients. Others suggest a higher threshold,
such as $1.5 million or even $2 million. See, e.g., Thomas J. Boczar, Conceptualizing &
Implementing a Stock Concentration Risk Management Program, Trust & Investments,
Nov.-Dec. 1998, at 23, 24 [hereinafter Boczar, Risk Management Program] (noting that
over-the-counter options are appropriate only for positions worth $2 million or more);
AdvisorTeam, Frequently Asked Questions, at http://www.equitycollar.com/faq.htm (last
visited Aug. 6, 2001) (on file with the Columbia Law Review) (providing $1.5 million as a
minimum, “[k]eep[ing] in mind that pooling of a few smaller positions of the same stock
to achieve the $1,500,000 minimum can be done”).

120. For a discussion of the difference between over-the-counter and publicly traded
derivatives, see supra note 49 and accompanying text.

121, The taxpayer can enter into a series of hedges, though. For instance, when the
stock is at $100, she can enter into a $100-$120 one-year collar. If the stock is worth $150
after a year, the taxpayer can settle the collar with a $30 cash payment, without selling the
stock. Then the taxpayer can enter into a new one-year collar. There are two tax costs
here, though. Under the straddle rules, losses in settling the short call will not be
deductible unless the “qualified covered call option” exception applies. See LR.C.
§ 1092(c) (4). This exception does not apply if the stock is already part of a straddle, as it
arguably is (i.e., the stock and the put). Second, if the stock price declines, the taxpayer’s
profit will shift from the stock (where it was long term capital gain) to the cash settled put
(where it is short term capital gain).
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comes cheaper and more liquid.'?2 In addition, vehicles may someday be
formed in which small investors hedge together, and some players may
eventually develop new ways to tap this market.!?®> For now, though, fric-
tions are meaningful for this group.!24

b. Individuals with Positions Worth $1 Million to $75 Million. — In con-
trast, taxpayers with positions worth $1 million to $75 million face much
weaker frictions, and thus are the core clientele for “private client” invest-
ment bankers who implement these transactions.!?5 Every major invest-

122. The acronym LEAPS stands for Long Term Equity Anticipation Securities, and
the acronym E-FLEX stands for Equity Flexible Exchange Options. Currently, LEAPS are
available only for a subset of listed equities. The website of the Chicago Board Options
Exchange indicates that LEAPS are offered for “over 300 equities.” Chi. Bd. Options
Exch., Options Products, at http://www.cboe.com/OptProd/understanding_products.asp
(last visited Aug. 6, 2001) (on file with the Columbia Law Review). Unlike most exchange
traded options, which have standard terms, “FLEX options allow users to custom tailor
most contract terms.” 1d. E-FLEX options are not available to would-be hedgers of small
positions because there is a minimum size requirement of at least 25,000 shares. Chi. Bd.
Options Exch., Flex Options, at http://www.cboe.com/Institutional /Flex.asp (last visited
Aug. 6, 2001) (on file with the Columbia Law Review).

123. For instance, one hedging boutique, Derivium, claims on its website that
“Derivium Capital provides wealthy individuals—investors, entrepreneurs, and
executives—with the benefits of sophisticated, structured financial transactions that were
once exclusively the province of large institutional and professional investors.” Derivium
Capital, Powerful Products Backed by Exceptional Service, at http://www.derivium.com/
Services/index.cfm (last visited Aug. 6, 2001) (on file with the Columbia Law Review). Their
marketing materials claim that in some instances they will help hedge positions as small as
$100,000. See Derivium Capital, 90% Stock Loan®™: Basic Mechanics, at http://
www.derivium.com/Services/Stock_Loan.cfm (last visited Aug. 6, 2001) (on file with the
Columbia Law Review) (“You transfer an equity position (or positions) of $100,000 or more
to Derivium Capital; we establish hedging transactions to protect the value of your
collateral and subsequently provide you with 90% of the hedged value of your shares for a
minimum term of three years.”).

124. Since section 1259(c)(3) offers.an exception for short term hedges (i.e., those
covered within thirty days of the end of the taxable year), retail investors can still use the
short sale against the box for short term hedging. Yet the strategy is less viable for long
term hedging. While the taxpayer can do a series of short term hedges, she must accept
total exposure (i.e., no hedging except for market risk) for sixty days between these
hedges. See LR.C. § 1259(c)(3)(A). Another disadvantage of this strategy is that it may
convert what otherwise would be long term capital gain into short term capital gain or give
rise to losses that may not be deducted currently. For a discussion of this issue, see Schizer,
Hedging Under Section 1259, supra note 104, at 348—49.

125. The “private client” group advises “high net worth” clients who have investable
assets above a threshold level (e.g., $1 million). These groups are important businesses.
See, e.g., Merrill Lynch & Co., 2000 Annual Report 3 (2001) [hereinafter Merrill Lynch,
Annual Report] (describing “Private Client” group as one of its “three complementary
businesses,” the others being “Corporate and Institutional” and “Investment Managers”),
available at http://www.ml.com/woml/annrep00/ pdfs/ar2000Edit.pdf (on file with the
Columbia Law Review); Morgan Stanley Dean Witter & Co., Annual Report 2000: Letter to
Shareholders (2001) (“We also are taking steps to expand our business with high net worth
individuals and to increase further the productivity of our financial advisors.”), available at
http://www.morganstanley.com/ar2000/letter/ printableletter htm (on file with the
Columbia Law Review). A core function is to provide hedging transactions. See Merrill
Lynch & Co., supra, at 15 (highlighting role of “[s]pecially trained advisors” who “offer
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ment bank, as well as numerous boutiques, have active hedging desks for
such clients.!?® The necessary derivative can be supplied at a reasonable
cost—a key difference between section 1259 and section 1260, as dis-
cussed in Part 111.127 While the dealer’s compensation is high—often 1%
of the hedged asset’s initial value for each year of the hedge—clients do
not pay it in cash. Instead, they typically give the dealer opportunity for
gain to pay for protection from risk of loss, and the opportunity for gain
has a higher fair market value.'?® As a result, clients pay in a currency,
opportunity for gain, that they do not especially value and, in some cases,
are not adept at quantifying.'?® Nor are the commodities laws an obsta-

sophisticated tax and estate planning, together with concentrated stock strategies”); see
also Boczar, Risk Management Program, supra note 119, at 11 (“Low-cost basis stock might
be viewed as a ‘hidden profit center’ at most banks and trust companies.”).

126. According to one boutique’s website:

Not surprisingly, competition between Wall Street firms is fierce, especially in

soliciting companies that have just gone public. Generally, investment banks will

send their private client service (“PCS”) brokers to make presentations to the
officers and board members in an attempt to parley the investment banking
relationship into other forms of business. Besides offering general brokerage
services and money management, these firms offer “Equity Collars.” All of the
major Wall Street Firms have derivative underwriting capabilities.

AdvisorTeam, supra note 119.

127. The reason for this difference is that dealers can use “dynamic” hedging to
hedge these securities, but not the securities needed to avoid section 1260. For a
discussion, see infra Part 111.B.2.

128. According to the managing director of Sanford C. Bernstein & Co.’s Family
Wealth Group:

A number of factors relating to both the options and the underlying stock go into

pricing a cashless collar, but the key is that the sold call is usually worth more

than the purchased put. And so by equilibrating the call and put premiums,
dealers are expecting to realize a profit on the collar. Typically, this implicit cost

is in the range of 1% per year on the initial value of the stock, which investors

may well consider reasonable.

Alan R. Feld, High Exposure to Low-Basis Stock: Too Much of a Good Thing?, CPA J.,
Nov. 1999, at 60, 64.

129. For example, assume the hedged asset is worth $100. The client’s protection
from risk of loss below $100 (the put option) is worth approximately $18.50. An even
trade would allow the dealer opportunity for gain above $151 (since a call option with a
$151 exercise price is also worth approximately $18.50). Instead, the dealer might claim
opportunity for gain above $120, which is worth approximately $26. The dealer thus
receives an extra $7.50 of value as a fee, but in a form that, in many cases, the client
privately values at less than $7.50. Dealers value this exposure at $7.50, though, because
they can convert it to cash through dynamic hedging, a process explained in Part I1L.B.2.
The numbers in this hypothetical transaction presume a volatility of .4, an interest rate of
5%, a right to exercise options only at maturity (so called European-style options), and a
term of three years, using Numerical Algorithms Group’s option calculator. Numerical
Algorithms Group, Demonstration Black Scholes Calculator, at http://www.nag.com/
numeric/CL/Financial/StdBlack-Scholes.asp (last visited Aug. 6, 2001) (on file with the
Columbia Law Review), [hereinafter NAG Option Calculator] (estimating value of
European-style and American-style call options). As 1 have not done a comprehensive
survey of exercise prices and volatilities in the typical private transaction, 1 do not mean to
assert that a 7.5% fee is typical. 1 suspect the fee is usually lower.
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cle, since wealthier clients typically are exempt.’® Theoretically, the
margin rules could limit the cash proceeds a taxpayer could claim from a
hedging transaction, but, as a practical matter, taxpayers often can re-
ceive up to 90% of the hedged asset’s value in cash, which can be rein-
vested.’! Of course, the transaction requires time, effort, and legal fees,
but these demands are not prohibitive.!32

These deals are somewhat more difficult, but often still manageable,
for taxpayers who hedge stock received in a private placement or who
serve as senior officers, directors, or major shareholders (so called “affili-
ates”).!33 Various provisions of the federal securities laws limit these tax-
payers’ ability to sell the stock in public markets.!3¢ Technically, there is

130. See supra note 49.

131. The margin rules limit the amount of credit that dealers can extend to clients,
both to protect the client from taking overly risky bets, and to protect the economy from a
market crash as investors sell in a falling market to pay their lenders. See generally Loss &
Seligman, supra note 50, at 803 (describing rationales for margin rules). Section 7 of the
Exchange Act, 15 U.S.C. § 78g(c)(2) (B) (1994), authorizes the Federal Reserve to set the
relevant limits, and the Fed has implemented this mandate primarily in Regulatdon T, 12
C.F.R. §220 (2001). In certain ‘circumstances, this regulation prevents investors from
borrowing more than 50% of the value of securities that serve as collateral for the loan.
For a discussion, see generally Lofchie, supra note 53, at 458-72. These rules create legal
issues for taxpayers who wish to extract cash from a hedging transaction. 1f taxpayers
borrow money, they could trigger the 50% limitation. Instead, taxpayers use prepaid
forwards to avoid this regime. Technically, the payment they receive represents sale
proceeds, rather than a loan, and so the margin rules are thought not to apply. See, e.g.,
Schwab Institutional, Investment Strategies to Reduce the Risk of Concentrated Positions
5-8 (2000) (noting, in marketing literature, that a collar paired with a loan offers cash
proceeds up to 50% of the hedged asset’s value, but a prepaid forward offers 90%); Burns
Matteson Capital Mgmt, Equity Hedging, at http://www.burnsmatteson.com/
c_corning.htm (last visited Aug. 6, 2001) (on file with the Columbia Law Review) (indicating
in marketing materials that prepaid forwards offer immediate access to up to 90% of
proceeds).

132. According to one private client services banker, “The paperwork involved with
establishing a monetising collar transaction is about as voluminous as the documents used
in obtaining real-estate mortgage financing. Collars can be set up in about 10 days to two
weeks, or longer.” John C. Braddock, Risk Primer: Zero-Cost Collars, Risk, Nov. 1997, at
50, 51, available at http://www.jcbraddock.com/other/risk_text.html (on file with the
Columbia Law Review). Jobn C. Braddock is an Executive Director-Investments at CIBC
Oppenheimer, the Private Client Division of CIBC World Markets Corporation.

133. See Paul Beckett, SEC May Rein in Lucrative Hedging of Restricted Stock, Wall
St. J., Apr. 15, 1998, at B15 (noting that hedging restricted stock “is increasingly common
as restricted stock has become a favored currency in mergers and acquisitions, particularly
in the higb-technology sector”).

134. Section 5 of the Securities Act generally requires every offer and sale of a security
to be “registered,” such that adequate disclosure about the security is available. 15 U.S.C.
§ 77e (1994). There is an exception in section 4(1) for ordinary trading, so the average
investor does not have to provide disclosure. Id. § 77d(1). Yet to keep this excepton from
swallowing the rule, this relief does not apply to the issuer or to an “underwriter.” Id.
Registration also is not required for so called “private placements,” which are not
conducted through public markets. Id. § 77d(2). For this exception to apply, the buyer
often must satisfy certain wealth requirements, and thus is presumed not to need the
protection of registration. Likewise, the buyer can resell the securities to someone else
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no public sale in this private transaction with a derivatives dealer. But as
soon as this private transaction is completed, the dealer will sell stock in
the public markets. As in any private hedging transaction, the dealer is
left with most of the hedged asset’s economic return. Since the dealer is
not in the business of betting on the market, the dealer must transfer this
return to someone else, usually through short sales in public markets.!3%
An important securities law concern, then, is that the SEC might view the
dealer’s short sales as a public offering because of the presence, behind
the scenes, of privately placed stock or an affiliate. If so, the dealer would
have to deliver a prospectus with the short sales, a cumbersome step that
often is impractical.!36 There is no clear law here, although the SEC has
been considering the issue for some time.!37 In this legal vacuum, invest-
ment banks have somewhat different views about which transactions are
permissible, but many transactions are done.!®® Nonaffiliates usually face

who satisfies these requirements. SEC Rule 1444, 17 C.F.R. § 230.144A (2001). But the
buyer cannot resell the securities in the public markets unless specified conditions have
been satisfied, the most important of which is a minimum holding period. SEC Rule 144,
17 C.F.R. §230.144 (2001). Similar conditions also apply to persons with a sufficiently
close relationship to the issuer, including senior officers, directors, and shareholders who
own more than 10% of the firm. These “affiliates” also cannot sell in the public markets
without satisfying the requirements spelled out in Rule 144. 1d. For securities law
constraints that may apply to affiliates under sections 16(b) and 16(c) of the Exchange Act,
15 U.S.C. § 78p(b)—(c), see infra note 139. Finally, the insider trading rules of SEC Rule
10b-5, 17 C.F.R. § 240.10b-5 (2001), obviously could apply if the taxpayer has inside
information,

135. Since there will be an economic mismatch between the derivative sold to the
client, on one side, and the short sale, on the other, the dealer will adjust the size of the
short sale. Such “dynamic” hedging strategies are discussed at infra Part I11.B.2.

136. Relatedly, the dealer might refuse to accept restricted securities as collateral,
although, as the website of one investment bank indicates, the collateral issue can be
managed so that the derivative will not expire before the holding period required in SEC
Rule 144 is satisfied. Protection for Restricted Holdings, XXI Tailored Solutions: Persp.
for the Prof. Investor (Twenty-First Securities Corp.), May 1999, available at http://
www.twenty-first.com/newsletter/newsletter_may1999-4.htm (on file with the Columbia Law
Review).

137. See Revision of Rule 144, Rule 145 and Form 144, Securities Act Release No. 33-
7391, 62 Fed. Reg. 9246, 9251-53 (Feb. 28, 1997) (soliciting comments on appropriate
treatment of hedging by affiliates).

138. For instance, some dealers are willing to hedge the stock as soon as the client
receives it. See Beckett, supra note 133 (“But some banks recently have begun to include
restricted-stock hedging services in merger negotiations, and some hedges are now
effective simultaneously with the issuance of the restricted stock.”); Boczar, Stock
Concentration Risk Management, supra note 110, at 52-54 (noting that collars can be used
to hedge restricted stock as long as term of hedge lasts at least until end of applicable
holding period, and also noting that affiliates are not prohibited from using collars).
Other advisors want the client to have held for at least some period of time before hedging
(e.g., thirty days).

In addition to the holding period, advisors also consider the economic correlation
between the stock and the hedge. A mismatch is considered helpful to show that the
dealer’s short sale is economically distinct from the derivative, and thus should not be
attributed to the client. In other words, the tactic for avoiding section 1259—retaining
some exposure to the hedged stock—also serves a securities law purpose. Observations in
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more lenient requirements than affiliates.139

For individuals with positions worth less than $75 million, then, the
relevant frictions usually are weak or malleable. As a result, over-the-
counter hedging transactions are very common. The precise volume is
difficult to ascertain, because these transactions are not publicly re-
ported, and investment banks are secretive about their revenue sources.
Yet in off the record conversations, private client services bankers at sev-
eral of the leading players, as well as the smaller ones, suggest that the
volume is extremely high, perhaps on the order of $150 billion a year or
more,

c. Individuals with Positions Worth More than $75 Million. — Positions
worth more than $75 million are more difficult, though not impossible,
for securities dealers to accommodate. The main problems arise when
the dealer tries to hedge such a large derivative.14® Short sales become
more difficult because the dealer may be unable to borrow enough shares
cheaply.'! In addition, dumping so many shares at once can cause a
temporary dip in the price.'42 These problems can be solved, but other
costs or tax risks arise—a tradeoff that is a familiar theme in this Article.

this note derive not only from the sources cited above, but also from conversations during
2000 and 2001 with five securities lawyers who commonly advise on these transactions.

139. Not only are affiliates subject to more rigorous requirements on this issue, but
they also face three additional securities law issues under section 16 of the Exchange Act,
15 U.S.C. § 78p. First, section 16(c) would prevent affiliates from engaging in certain short
sales, although SEC Rule 16c4 generally permits hedging with derivatives. See id.
§ 78p(c); SEC Rule 16¢4, 17 C.F.R. § 240.16c-4 (2000) (permitting insiders to hedge, or
take so called “put equivalent position[s],” as long as their derivative short position is not
larger than the number of shares they own). Second, section 16(b) requires affiliates to
disgorge certain short term trading profits, and in some circumstances hedging could
trigger this penalty. 15 U.S.C. § 78p(b). Third, affiliates generally would have to disclose
these transactions to shareholders. 1d. § 78p(a). For discussions of these issues, see
Schizer, Executives and Hedging, supra note 25, at 461-65.

140. Another issue, unrelated to the dealer’s hedge, derives from so called “position
limits” on options. To prevent any single trader from cornering the market, options
exchanges and over-the-counter markets limit the size of certain option contracts. See
Nat’l Ass’n of Sec. Dealers Conduct Rule 2860(a), (b)(3)(A)(vi)—(vii), reprinted in
N.A.S.D. Manual (CCH) 4711, 4718 (2001) (describing NASD’s position limits); Saul S.
Cohen, The Challenge of Derivatives, 63 Fordham L. Rev. 1993, 2000 (1995) (“Exchange-
traded and OTC options are limited as to position size out of concern, derived from the
physical or commodity markets that they originated in, that someone could corner a
market, thereby exacting monopolistic profits from other traders.”). Yet some lawyers
believe that position limits can be avoided if the derivative is structured as a swap instead of
an option. Id. at 1997-98 (describing transaction that otherwise would violate position
limits as “home free all” if treated as equity swap). Position limits also do not apply to
exchange traded E-FLEX options.

141. The dealer may face a “short squeeze,” in which the supply of stock available for
borrowing is too small to accommodate demand. As a result, the cost of borrowing the
stock increases, sometimes dramatically.

142. Boczar, Risk Management Program, supra note 119, at 7 (noting that over-the-
counter transactions are “attractive alternative[s]” for “investors holding appreciated stock
of a relatively modest size (less than $75 million)” but over-the-counter hedges are less



1354 COLUMBIA LAW REVIEW [Vol. 101:1312

For instance, instead of a transaction with a derivatives dealer, the
taxpayer can hedge by issuing a security in the public markets. The in-
vestment bank thus serves as an underwriter instead of a dealer. The tax-
payer in effect borrows money from public investors and repays an
amount based on the hedged asset’s value. The effect is to transfer most
of the hedged asset’s return. Public investors usually bear full risk of loss
in the underlying stock, while receiving only a portion of the opportunity
for gain, leaving the taxpayer with enough to avoid a constructive sale.!43
But this hedge is harder for individuals than corporations. Under the
securities laws, it is not feasible for individuals to issue securities to the
public.1** Instead, an intermediary is needed. The intermediary buys the
hedging security from the taxpayer in a private transaction, and then is-
sues an identical security to public investors.14® For instance, a trust can
be formed for this purpose. But frictions burden this variation as well,
including the large fees that must be paid to organize and administer the
trust.'#® As a result, although there has been a significant volume of
these transactions, it is not uncommon for taxpayers to explore them pre-

feasible for a large block because of “the borrowability and liquidity of the stock, option
position limits, etc.”).

143. For example, assume the hedged stock is currently worth $100 per share. The
taxpayer issues a security that pays, in three years, an amount of stock (e.g., between .8
shares and one share) that varies with the stock price in three years. If the price declines
below $100, one share is delivered. The effect is to transfer the full risk of loss to the
public investor. If the price falls to $10, the taxpayer can settle the public obligation for
only $10. If the underlying stock price rises, less than one share is delivered. The effect is
for the taxpayer to keep enough opportunity for gain to avoid a constructive sale, while
transferring the rest to the public. Since public investors receive less than all the
opportunity for gain, they are compensated with a periodic payment that is higher than
the dividend on the underlying stock. For a discussion of these securities, see Schizer,
Debt Exchangeable for Common Stock, supra note 10, at 10.

144. While it is not technically illegal for an individual to serve as a registrant under
the securities laws, expert practitioners report that, to their knowledge, no individual has
ever done so. One described such a transaction as “unheard of.”

145. Investment banks served this function in a few early transactions, but this
practice has become less common. The investment banks have been reluctant to clutter
the balance sheet of the entity authorized to issue public securities, typically the holding
company that otherwise holds stock of the bank’s various subsidiaries. Investment banks
have been concerned that if they list numerous such transactions on the holding
company'’s balance sheet, investors would view these deals as an unexpected and somewhat
confusing use of the holding company’s capital. Another risk is that regulators might treat
the holding company as a broker-dealer, an untenable status since the holding company
(unlike the dealer subsidiary) is not registered as a dealer and would not comply with
numerous regulatory requirements for dealers.

146. Thus, in a $95 million offering, approximately $600,000 of up-front expenses
were incurred to organize and administer the trust, including fees to the administrator,
custodian, paying agent, and to each of three trustees, and further annual payments were
projected. DECS Trust V, 5,000,000 DECS (SM), Prospectus dated Aug. 9, 1999, at 30.
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liminarily, and then to abandon them for private transactions, such as
collars and forwards with securities dealers.!*”

How, then, can a dealer implement a large private transaction of
$100 million or more? How can the dealer be sure to have borrowed
shares needed for the short sale? The dealer borrows the client’s stock—
that is, the stock being hedged. How is the dealer protected if the (very
large) short sale depresses the market price? The amount the dealer
owes the client on the derivative is tied to the dealer’s proceeds from the
short sale.

Although these responses are common, they weaken the client’s tax
analysis—ironically, not under section 1259, but under other tax rules. 1f
the client’s return depends on the dealer’s short sale, this sale might
seem, under general substance over form principles, to be a sale by the
client herself, with the dealer serving as agent. This impression is rein-
forced if the client’s own stock is used in the dealer’s short sale. Indeed,
under a 1972 revenue ruling, short sales against the box were not taxed as
sales—but only if the taxpayer’s own stock was not delivered to the pur-
chaser.'*® Moreover, when the client lends stock to the dealer, this step
itself might trigger tax. For a stock loan to be tax free to the stock lender
under section 1058, the “agreement shall . . . not reduce the risk of loss or
opportunity for gain of the transferor of the securities in the securities
transferred.”!4® Yet in the hedging transaction, the stock lender’s (the
taxpayer’s) risk of loss in the stock is in fact reduced by the borrower (the
investment bank), seemingly in violation of section 1058. How do taxpay-
ers still claim to comply with this rule? Their risk is not reduced by “the
agreement” (i.e., the stock loan agreement itself, which literally is the
subject of section 1058), but by a formally separate transaction—a collar
or variable delivery forward. Also, these two steps are likely to be sepa-
rated in time so, it is hoped, they would not be viewed as a single transac-
tion under step transaction principles. Whatever the merits of this read-
ing of section 1058, the government presumably could override it
through regulations (or, obviously, legislation).’®® This step would dis-
courage use of the over-the-counter market for very large hedging trans-

147. See infra Appendix C (noting that of twenty trust transactions filed with SEC in
1999, only five were finalized; volume of finalized transactions in 1999 was approximately
$429 million).

148. See Rev. Rul. 72-478, 19722 C.B. 487 (“A transaction is a valid short sale which
will not be considered consummated until securities are delivered to close the sale where
the broker did not borrow identical securities held in the taxpayer’s accounts for delivery
to the purchaser.”).

149. 1.R.C. § 1058(b)(3); see also Prop. Treas. Reg. § 1.1058-1(b)(3), 48 Fed. Reg.
33,912 (July 26, 1983) (reiterating statute’s risk-reduction requirement).

150. For example, a notice could define the phrase “agreement” in section 1058 to
include not only the stock loan agreement itself, but also related transactions in which the
stock borrower is reducing the stock lender’s risk of loss. To illustrate the meaning of
“related,” the notice could include an example in which the taxpayer lends stock to its
collar counterparty (or an affiliate), and then a week later tbe counterparty shorts the
borrowed stock to bedge a collar in which the stock lender is counterparty.
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actons. The broader lesson, featuring prominently in the next case
study, is that the dealer’s ability to hedge is the soft underbelly of tax
advantaged derivatives transactions. So far, the government has not
taken advantage of this vulnerability to reinforce section 1259; the rea-
son, 1 suspect, is that the government has not focused on the dealers’
difficulties in borrowing stock.

d. Public Corporations with Stock in Unrelated Firms. — The preceding
discussion has focused on individual taxpayers. Public corporations
sometimes also have appreciated stock in other public corporations, and
hedging has been relatively easy for these taxpayers. Tax deferral is espe-
cially appealing because the federal corporate tax rate is high (35% in-
stead of the 20% long term capital gains rate for individuals).'?! Even
though tax deferral is valuable, hedging arguably is not necessary because
another way to attain tax deferral is to hold the stock unhedged. While
the firm must bear risk of loss in this asset, diversified shareholders may
not be overly concerned about this risk. In other words, a public corpora-
tion with appreciated stock may have less need to hedge than a wealthy
entrepreneur whose personal wealth is concentrated in a single firm. On
the other hand, the public corporation can reduce its risk of bankruptcy
by hedging,'52 and risk averse corporate managers may find hedging ap-
pealing for similar reasons.!>3

The mechanics of hedging are easier for a corporation than for indi-
viduals. Unlike the latter, who must interpose a trust, corporations can
easily hedge by issuing public securities. In 1999, approximately $6 bil-
lion of these securities were issued.’® Costs include a 3% underwriting
fee to the investment bank, as well as legal fees.!> These transactions

A further question is whether section 1058 is the exclusive way to avoid sale treatment,
or a safe harbor. The legislative history implies the latter in calling the measure a
clarification of existing law. S. Rep. No. 95-762, supra note 94, at 42,362. But the Treasury
arguably could write regulations deeming section 1058 the exclusive avenue for
nonrecognition. A detailed exploration of the Treasury’s regulatory authority is beyond
this Article’s scope.

151. See 1L.R.C. § 11(b)(1)(D) (providing 35% tax rate for corporaions with taxable
income in excess of $10 million).

152. Since the firm will want cash for other operations, an alternative is to borrow
against the appreciated asset without hedging it. Such borrowing will increase the riskiness
of the firm’s equity.

153. This is an example in which agency costs encourage the tax motivated
transaction. For a discussion of situations in which agency costs can discourage tax
planning, see supra Part 1.C.2.c.ii.

154. A list of 1999 transactions is included in Appendix B. Their economic terms
often are like those described in supra note 143, at least in the case of so called Debt
Exchangeable for Common Stock (DECS). In the Participating Hybrid Option Note
Exchangeable Securities (PHONES) structure, in contrast, the taxpayer in effect sells a
thirty-year at-the-money call option. For a description of the DECS and PHONES
structures, see Schizer, Debt Exchangeable for Common Stock, supra note 10, at 10.

155. In a separate study, I am collaborating with Professor William Gentry, an
economist at Columbia Business School, to offer quantitative measurements of various
frictions associated with tax motivated hedging by corporations. See William Gentry &
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also tend to depress the price of the underlying stock temporarily, which
reduces the proceeds received in the hedging transaction.!%6 Investors
also receive a periodic payment to compensate them for the appreciation
retained by the issuer.!>” While investors theoretically could demand a
premium for such complex securities, legal frictions have reduced the
need for one by creating a loyal pool of buyers: Insurance companies
and pension funds use these securities to circumvent state law limits on
the amount of equity they can hold.!® These regimes often (naively)
treat these securities as debt, even though the return closely tracks the
underlying equity.159

Although hedging by corporations has been fairly common, a
change in the accounting rules has introduced an important new friction.
This new rule responds to recent high profile losses that firms sustained
in derivatives transactions, catching investors off guard.!6® To provide
investors with more complete disclosure about a firm’s exposure to deriv-
atives, the Financial Accounting Standards Board (FASB), the nation’s
governing body for the accounting profession, has implemented Finan-

David Schizer, Taxes and Financial Innovation: The Case of Exchangeable Debt 10~-11
(June 11, 2001) (unpublished manuscript, on file with the Columbia Law Review).

156. See id. at 13-14 (studying this effect). The same price decline might also occur
if the firm simply sold its stock position either because of a temporary lack of liquidity in
the market, or because the sale was viewed as a negative signal.

157. Although the tax treatment of tbese payments is not clear, firms often bave
deducted them as interest expense. See Schizer, Debt Exchangeable for Common Stock,
supra note 10, at 12-13 (noting that issuers usually treat DECS as a forward contract paired
with an interest-bearing deposit). A recent proposed regulation would deny a current
deduction, instead adding this expense to the hedged stock’s basis. See Prop. Treas. Reg.
§ 1.1092(d)-1(d), 66 Fed. Reg. 4751 (Jan. 18, 2001) (deeming equity-linked debt
instrument to be “position with respect to personal property” and thus eligible to be part of
straddle); Prop. Treas. Reg. § 1.263(g)-3(c), 66 Fed. Reg. 4749, 4749-50 (Jan. 18, 2001)
(treating “[i]ndebtedness or other financing the payments on which are determined by
reference to payments with respect to . . . the value of . . . personal property” as
“indebtedness . . . incurred or continued to purchase or carry” straddle property); see also
Field Serv. Adv. 2001 31 015 (May 2, 2001), Tax Analysts, Tax Notes Today, Aug. 6, 2001,
LEXIS, 2001 TNT 151-15 (concluding that periodic payments on DECS-type security are
subject to capitalization under section 263(g)).

158. Schizer, Sticks and Snakes, supra note 23, at 1384 n.173 (discussing regulatory
reasons why insurance companies and pension funds favor contingent notes).

159. Another regulatory constraint on hedging by corporations is that the taxpayer
usually will want the security it is issuing to be listed on an exchange—not only to provide
liquidity for investors, but also to ensure that the transaction does not violate state gaming
laws. See Exchange Act § 28(a), 15 U.S.C. § 78bb(a) (1994) (providing that state gaming
laws do not invalidate derivatives traded pursuant to the rules of an exchange or other self
regulatory organization). Novel securities may not clearly comply with exchange listing
requirements, and some effort may be required to arrange for listing. For instance, the
exchange may have to ask the SEC to change its requirements. See id. § 78s(b)(1)
(authorizing exchanges and other self regulatory organizations to request changes in their
rules).

160. See Jill Dutt, Battle of the Bean Counters, Inv. Dealers’ Dig., Oct. 27, 1997, at 16,
17.
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cial Accounting Standard No. 133 (FAS 133).'6! This measure, which be-
came effective on July 1, 2000, requires corporations periodically to re-
port on accounting statements the fair market value of certain derivatives
positions.'®? Since firms could either owe or be entitled to a payment,
this value could be negative or positive.

Depending upon the rule’s precise application, it could introduce
undesirable volatility in the earnings of a firm that hedges an appreciated
stock position—volatility that does not accurately reflect the firm’s true
economic position. The concern is that the firm would have to report
changes in the hedging security’s value, but would not also be able to
report offsetting changes in the underlying stock being hedged. As an
illustration of this accounting mismatch, assume the hedged stock appre-
ciates by 50%. This gain is not reflected in earnings (because the stock is
not being marked to market), but the corresponding loss on the deriva-
tive would be (because it is being marked to market).'5® The firm would
thus appear unprofitable, even though no economic loss has occurred.!64
To avoid this mismatch, firms will want their transactions to qualify for so
called “hedge accounting,” a special rule within FAS 133 that, in effect,
allows both positions—the hedge and the hedged asset—to be marked to
market.'5® In the example above, losses on the hedging transaction
would be offset by gains on the hedged asset, so no accounting loss would

161. Accounting for Derivative Instruments and Hedging Activities, Statement of
Financial Accounting Standards No. 133 (Financial Accounting Standards Bd. 1998)
[hereinafter FAS 133]. The FASB is a privately funded independent agency that sets
accounting standards for public companies. Theoretically, the SEC could overrule the
FASB, but rarely does. See Dutt, supra note 160, at 18-19 (describing the FASB’s role). 1n
this case, Arthur Levitt, the former Chairman of the SEC, was a vocal supporter of FAS 133.
Id. at 18 (“My lifetime of work in the securities industry tells me that the FASB has gotten
this about right.” (quoting Arthur Levitt)).

162. For a detailed discussion of FAS 133, see generally PriceWaterhouseCoopers
LLP, A Guide to Accounting for Derivative Instruments and Hedging Activides (1998).
For a comparison of this accounting rule with the tax law, see generally John J. Ensminger,
Concerto for Piano vs. Orchestra: Can Tax and Financial Accounting Harmonize on
Hedges?, 16 Akron Tax J. 23 (2001).

163. For instance, the stock might appreciate from $100 to $150, but this gain would
not be reflected in earnings until the stock is sold. On the derivative, the corporation will
have lost only, say, $30 (since the first 20% of appreciation is retained). Yet even though
the corporation has a net profit of $20, FAS 133—in focusing only on the derivative loss—
will reduce earnings by $30.

164. This result could also arise in hedging transactions that are not tax motivated. As
a result, the rule has attracted considerable opposition based on this risk of mismatches,
difficulties in valuing derivatives, and inconsistencies with European and Asian accounting
rules. See, e.g., Melanie Tringham, Hedging Cut Down to Size, Times (London), Sept. 21,
2000, at 10 (noting concern of experts that FAS 133 “could lead to increasing volatility in
company financial records and huge updating of computing systems”). For instance, Alan
Greenspan has been a vocal critic. See Hedge Rows, The Economist, Aug. 16, 1997, at 56,
57 (noting that Greenspan “fired off an unusual public letter to the FASB urging it to
reconsider its proposal”).

165. See generally FAS 133, supra note 161, at FAS 133.18 (describing timing rules for
various types of hedges).



2001] FRICTIONS AND TAX PLANNING 1359

be recorded. Yet hedge accounting is not always available. For example,
one prerequisite for hedge accounting is a relatively close correlation be-
tween the hedge and the hedged asset.1¢¢ For tax reasons, however, the
taxpayer will not want the correlation to be too close, or the hedge will
trigger a constructive sale. While an exhaustive analysis of FAS 133 and
hedge accounting is beyond the Article’s scope, anecdotal evidence sug-
gests that the prospect of artificially volatile earnings has discouraged
some corporations from hedging appreciated stock.'67 Yet it is too soon
to assess the influence of this friction. More firms may conclude that
hedge accounting is available for these transactions, especially if the
FASB provides favorable guidance on the issue. Alternatively, firms may
respond by issuing two figures: one following FAS 133, and the other
correcting for it (i.e., by marking the hedged asset to market as well).168
In any event, for some firms accounting earnings are less important than
cash flow or volume of customers.!69

C. Normative Implications

The main purpose of these case studies is positive, rather than nor-
mative: to describe differences in frictions affecting two similar provi-
sions, rather than to assess definitively whether either is good policy.
Others have outlined normative issues raised by section 1259, and so a
detailed exploration is not attempted here.!” Yet the insights here do
have normative implications. In general, a transactional reform that actu-

166. See generally FAS 133, supra note 161, at FAS 133.20(b) (requiring, as condition
for qualifying as fair value hedge, that “the hedging relationship is expected to be highly
effective in achieving offsetting changes in fair value”). For a discussion of the criteria that
must be met in order to qualify for hedge accounting, see PriceWaterhouseCoopers LLP,
supra note 162, at 63-176.

167. Volatility is introduced because FAS 133 also can increase reported earnings, for
instance, if the stock price declines, triggering unreported losses matched by reported
gains on the derivative. Although risk neutral corporate managers could be indifferent to
this volatility, given the similar probabilities of increases and decreases, managers
reportedly have not reacted in this way.

168. According to one tax lawyer, others are discussing issuance of hedging securities
through special purpose vehicles whose earnings would not be consolidated with the rest
of the issuer’s earnings.

169. The same tax lawyer mentioned in supra note 168 also noted that cable
companies have continued to engage in these transactions, as their strength usually is
judged by the number of subscribers. This assertion finds support in Appendix B, which
shows that Comcast, a cable company, was responsible for two of the five largest such
offerings in 1999. Although FAS 133 did not become effective until July 1, 2000, firms no
doubt were aware in 1999 of their impending obligation to mark outstanding derivatives to
market.

170. See, e.g., Deborah L. Paul, Another Uneasy Compromise: The Treatment of
Hedging in a Realization Income Tax, 3 Fla. Tax Rev. 1, 50 (1996) (critiquing proposed
section 1259); Deborah H. Schenk, Taxation of Equity Derivatives: A Partial Integration
Proposal, 50 Tax L. Rev. 571, 574-79 (1995) (analyzing policy issues presented by
hedging); David A. Weisbach, Should a Short Sale Against the Box Be a Realization Event?,
50 Nat'l Tax J. 495, 503-04 (1997) (same).



