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Professor Edgar's lengthy monograph offers a comparative perspective on the
taxation of financial instruments.' He focuses on experience and scholarship in
Australia, Canada, New Zealand, and the United States over the last two decades.
The four nations have much in common. All try to tax interest on debt as it is
expected to accrue, and in recent years they have become increasingly sophisticated
in doing so. But all also tax returns on equity, options, and forward contracts on
realization. This combination of an accrual regime for interest on debt and a reali-
zation regime for returns on other financial contracts is a bad situation. The most
obvious problem with a mongrel accrual-realization regime is that it renders uncer-
tain the taxation of new securities that blend features of debt and equity. What is to
be done with debt that is convertible into equity?

Conventionally, debt is unlike other financial contracts in that its return is fixed.
Of course, many instruments do not fit in this simple schema. Preferred stock pays
a fixed return. Contingent-interest debt does not. The underlying criterion seems
to be risk. The instinct behind the realization principle is to wait and see how a
risky investment pans out before taxing its return. But it is possible to lay off risk to
replicate debt with non-debt instruments. An investor may lock in a fixed return on
equity by buying a put and selling a call. Or he may enter into a swap.

More generally, a mongrel accrual-realization regime creates anomalies and
inconsistencies in tax law that distort behaviour and create opportunities for avoid-
ing tax. In the 1990s, US corporations moved massively to convert preferred stock
into a new security (MIPS, or monthly income preferred shares, are one such prod-
uct) that gave the issuer default protection comparable to preferred stock but was
classified as debt.2 There is a fear that in the long run these incongruities in tax law
create opportunities for tax arbitrage that will make the tax on investment income
elective. Thinking about the insights of modem finance theory, Stephen Ross has
commented, "No finite and feasible system of business taxation can collect positive

* Joseph C. Hutcheson Professor in Law, University of Texas School of Law, Austin.

212 N (2002) VOL. 50, NO 1



MAKING DO IN A MONGREL ACCRUAL-REALIZATION REGIME 0 213

revenues."' Tax revenues may have eroded because of financial innovation (it is
hard to tell) but there has not been a landslide. At least not yet.

Professor Edgar has thoughtful proposals to try to make the best of a bad
situation. In broad outline, the system he proposes looks like this. First, he would
tax all financial contracts that have an investment element, including options and
prepaid forward contracts, on an expected-return or accrual basis.4 Second, he would
tax actual returns that deviate from the expected return when realized. US readers
will recognize this as the model for taxing contingent-interest debt instruments.
Third, he would tax capital gains and ordinary income at the same rate. Fourth, if
equity is not taxed on an accrual basis (this. would entail imputing an interest-like
return on equity) or on a mark-to-market basis, then he would impose a tax on
corporate income with a refundable credit to shareholders on distribution of earn-
ings. The corporate-level tax is a proxy for a shareholder-level tax. Fifth, he would
tax readily marketable financial contracts on a mark-to-market or accretion basis.
And sixth, he would adopt anti-abuse rules along the lines of the US rules on
constructive sales and conversion transactions to check misbehaviour along the
remaining fault lines in tax law. In the world Professor Edgar envisions, the prin-
cipal remaining fault lines are the realization line and debt-equity line.

The most striking feature of this world is the commitment to taxing the expected
return on all investments in financial contracts on an accrual basis. Professor Edgar
approaches the extension of expected-return taxation from debt and contingent
debt to other financial contracts (except perhaps equity) as if it were an incremental
change and not revolutionary. How far we have come. The value of tax deferral was
only dimly appreciated 50 years ago. Unstated interest was unrecognized even on a
zero-coupon bond. In small steps, interest on a zero came to be taxed as such. In
the United States, this process culminated in 1982 with rules approximating eco-
nomic accrual on zeros.5 Related statutes were enacted around the same time to
ferret out the interest element in other deferred-payment situations. These statutes
were the hook upon which were hung several iterations of regulations on contingent-
interest debt instruments.6 It was only in the 1990s that most of us came to appre-
ciate that consistency required taxing the expected yield on options and any other
financial contracts with an investment element.7 The high interest rate environment
of the 1970s and 1980s had a great deal to do with the rapid evolution of the law
and thinking here and abroad. Professor Edgar says the United States is out front
and credits the strength of our securities markets. The Commonwealth nations are
not far behind, from his description.

Professor Edgar assumes that returns that deviate from the expected return will
be taxed upon realization. He makes a stab at justifying this but his heart seems not
to be in it.8 One gets the sense that he thinks the realization principle is politically
untouchable. He also grudgingly accepts that equity will not be brought within the
regime of accrual taxation.9 These two concessions invite opportunistic behaviour
by taxpayers that necessitates inelegant responses. The realization principle begets
the timing option-the power to reap the tax benefit on losses while deferring the
tax on gains. This necessitates a loss limitation and with it a residual distinction
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between ordinary income and capital gains to delimit the class of timeable gains
against which timeable losses may be deducted. Professor Edgar also advocates
taxing traded securities on a mark-to-market basis because the value of the timing
option is greatest when trading is cheap.'o The realization principle also necessitates
anti-abuse rules along the lines of the US rules on constructive sales. Otherwise,
sophisticated taxpayers could sell appreciated securities without realizing the gain
through swaps, options, and other devices. The distinction between debt and equity
requires other anti-abuse rules along the lines of the US rules on conversion trans-
actions.. Otherwise, sophisticated taxpayers could invest in debt without bearing tax
on accrued interest through financial legerdemain.

Professor Edgar argues that his incremental reforms may suffice. He is appro-
priately tentative in staking out this position. Whether he is right depends on dif-
ficult empirical questions. We have only a dim understanding of how anomalies
and inconsistencies in tax law actually influence human behaviour. Sometimes peo-
ple aggressively seek to minimize taxes at significant cost and legal risk. Consider
the explosion of individual tax shelters in the United States in the 1970s and the
1980s and corporate tax shelters in the late 1990s. However, significant tax-saving
opportunities sometimes go unexploited for years. Issuers did not take advantage
of the tax advantages of zero-coupon bonds until the early 1980s." Debt that gives
issuers default protection similar to preferred stock is an old idea but it did not
appear in volume until the early 1990s, when it took off. We need to have a better
understanding of human behaviour before we can confidently predict the effects of
moving the fault lines in tax law and of making these lines more or less fuzzy.

Still, Professor Edgar performs a service in thinking through what is and is not
gained from incremental reform. Corporate integration and abolition of the capital
gains preference reduce the significance of the line between debt and equity, but
the line remains significant so long as debt is taxed on an expected-return basis and
equity is not. Chapter 7 on the taxation of synthetics should be required reading
for policy makers considering how much simplification we get from these changes.
Professor Edgar defines a synthetic as the replication of an existing financial instru-
ment or transaction by the combination of other instruments or transactions. This
definition includes constructive debt achieved by coupling a long position in a com-
modity with a forward contract to sell the commodity. It also includes a constructive
sale. Professor Edgar explains that his package.of proposals gets at constructive debt
in the form just described but leaves other forms of constructive debt untouched,
necessitating the retention of anti-abuse rules for conversion transactions. He also
highlights the overlooked problem of avoidance of non-resident withholding tax,
explaining how his reforms do and do not address the problem.12

The most heretical argument in the book is Professor Edgar's opposition to
hedging rules that enable a taxpayer to elect different tax treatment for a transaction
entered into as a hedge in order to align income or loss on the hedging position
with income or loss on the hedged position." In the United States, the debate over
the hedging rules has largely been about issues of scope.14 Professor Edgar errs
when he states that the hedging rules are a product of the accodhting principle of

(2002) VOL. So, No I



MAKING DO IN A MONGREL ACCRUAL-REALIZATION REGIME I 215

matching.5 The rules are thought to be justified because they facilitate a common
business. practice. They eliminate artificial tax gains and losses that result when
different tax rules apply to a hedged and a hedging position. The thought is that
tax law should not be a source of risk in transactions that are intended to reduce
risk. Eliminating the capital gains preference would eliminate some of the need for
hedging rules. But a need would remain because of partial accretion taxation and
loss limitations. In the space he devotes to the issue, Professor Edgar cannot
develop his arguments against hedging rules in a way that could persuade the
skeptical. This is a downside of trying to be comprehensive.

On the positive side, Professor Edgar does a superb job of summarizing the
academic literature in the United States. His account is comprehensive, accurate,
and fair. I assume that the same goes for his account of Commonwealth scholarship.
He does not push much beyond existing scholarship, though. This is a pity, for a
comprehensive perspective bring new issues to the fore. A nagging problem is that
fixed-paym'ent debt is not truly taxed on an expected-return basis in the United
States and the Commonwealth nations. A return is imputed on debt assuming that
there will be a constant yield to maturity and that all payments will be made.
Professor Edgar explains that the assumption of a constant yield to maturity is false
and explores some of the ramifications of this.16 Typically, the yield curve rises
because long-term interest rates are higher than short-term. The consensus is that
we can live with this minor inaccuracy.

More troubling is the problem of accounting for default risk)8 This issue over-
laps with the issue of market discount, for much low-grade debt on the market is
there because once-sound companies declined. This issue has not arisen in the
United States because market discount is not accrued as interest.9 Professor Edgar
reports that the rule is otherwise in Canada.20 The Canadians avoid overimputing
income on high-risk debt by adjusting the cost of a debt instrument upward to
what the cost would be if the issuer's credit were not impaired.2' One wonders how
poor the credit of an issuer must be before such an adjustment is made. And what is
used as the benchmark to price debt with no default risk? In the US model, future
payments are discounted by a federal rate.22 In theory, debt with no default risk
should be used. Repricing debt to account for credit risk is sufficiently cumbersome
that I expect that it is elective. This raises other problems. For example, when junk
bonds are issued, must the issuer make an election that is binding on all purchasers?23

Even more deserving of attention is the fault line between investments taxed on
an expected-return basis and investments taxed on a realization basis. Professor
Edgar discusses the scope of his comprehensive accrual regime in chapter 5. The
line-drawing issue has been faced in New Zealand, which extends accrual taxation
to "financial arrangements," defined as "any debt or debt instrument" and any
arrangement involving an advance of value for a return of future value.2 Professor
Edgar criticizes a proposal to restrict the definition. of financial arrangements to
cash transactions with a time-value element, arguing that the revised definition is
underinclusive.. It would exclude non-cash-settled prepaid forward contracts, for
example. He concedes that the definition of an advance of value for a return of
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future value is overbroad-it encompasses dry-cleaning contracts and multitrip bus
tickets-but argues that such cases are easily dealt with by specific exclusions.

The focus on financial arrangements or instruments conceals a deeper problem.
Financial arrangements or instruments are by their nature at least binary contracts.
A will transfer something of value to B, who will be on the hook to repay A in the
future in kind or in specie. Much investment does not involve a binary contract. If
A purchases land from B, paying in full for immediate possession, we would not
classify A's investment in the land as a financial arrangement or instrument. An
investment in land will be taxed on a realization basis, even in a comprehensive
accrual regime. Presumably, an investment in gold also will be taxed on a realization
basis. But in Professor Edgar's world a prepaid forward contract for gold-a finan-
cial equivalent-would be taxed on an accrual basis. It seems we cannot escape
severe discontinuities in tax law.

A more pressing practical question will be how to handle investments through
business entities. In his ideal world, Professor Edgar would tax stock in the same
manner as debt. Failing that, he would impose a corporate-level tax as a surrogate.
Under his preferred solution, the deferral privilege would be lost if raw land were
held through a corporation. The problem is not limited to raw land. It exists for
any asset with an expected yield that consists partly of appreciation. This is a rather
large discontinuity that can be expected to distort business organization decisions.
An obvious way to handle this problem is to limit accrual taxation to publicly traded
shares or to shares in widely held firms. This moves the fault line to the decision to
go public or to add shareholders beyond the limit for a closely held corporation.
Perhaps the value of public trading is so great that the extra tax burden will not
dissuade people from crossing the fault line. No one knows.

I do not criticize Professor Edgar for not exploring in depth the issues that would
emerge in a more comprehensive accrual regime. The task of his monograph is to
map out and comprehend the revolution that has occurred in the taxation of debt
and is occurring in the taxation of financial instruments more generally. It is an
important story that gains a great deal in being told in a thorough way from a
comparative perspective. For someone who has struggled with the problems posed
by contingent-payment debt, swaps, and the like, it may seem inevitable and right
that expected-return taxation will. be extended to options, prepaid forwards, and
perhaps eventually even to publicly traded equity. Professor Edgar makes a strong
case for moving further in this direction.
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