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(1) 

TAX REFORM AND THE TAX TREATMENT 
OF FINANCIAL PRODUCTS 

TUESDAY, DECEMBER 6, 2011 

U.S. SENATE,
COMMITTEE ON FINANCE, 

U.S. HOUSE OF REPRESENTATIVES, 
COMMITTEE ON WAYS AND MEANS, 

Washington, DC. 
The hearing was convened, pursuant to notice, at 10:05 a.m., in 

room HVC–210, Capitol Visitor Center, Senator Max Baucus 
(chairman of the Senate Finance Committee), presiding. 

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR 
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE 

Chairman BAUCUS. The hearing will come to order. 
Warren Buffett once wrote to his shareholders, ‘‘No financial in-

strument is evil per se. It is just that some variations have far 
more potential for mischief than others.’’ 

This potential for mischief is one of the reasons we are holding 
this joint hearing. Many financial instruments do serve essential 
business purposes. They allow individuals and companies to hedge 
against risks and minimize exposure to losses, especially in these 
turbulent economic times. For example, Darin Arganbright, a small 
grain farmer in my home State of Montana, uses futures contracts 
to reduce the impact of the market’s ups and downs. These con-
tracts help him lock in prices for his crops in advance. But too 
many resources are spent developing new and complex financial in-
struments simply to avoid taxes. Over the past decade, the use of 
one type of financial product, derivatives, has grown considerably. 

The notional or theoretical value of derivatives held by U.S. com-
mercial banks has grown by more than 6 times in the past decade 
and now totals about $230 trillion. Globally, the notional value of 
over-the-counter derivatives is estimated to total more than $700 
trillion. It equals more than 3 times the value of all global financial 
assets. 

This growth can make it harder to determine the value of a busi-
ness holding these financial instruments. Some believe this lack of 
transparency is one of the problems that gave rise to the financial 
crisis. Financial advisors have created a complex web of new prod-
ucts that mix debt, equity, and derivatives. The only purpose of 
some of these is to avoid taxes, or at least defer taxes, and, of 
course, a deferral of taxes is tantamount to an interest-free loan 
that some wealthier people can take advantage of, but most other 
folks cannot. 
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Those who benefit from these new financial products are often 
large companies and high net worth individuals who can afford to 
hire expensive lawyers and advisors to structure their investments 
and lower their tax liabilities. These complicated transactions to 
avoid taxes result in wasted investment, and they are not fair to 
taxpayers who cannot afford those high-priced lawyers and ac-
countants. 

So let us clarify and simplify the tax treatment of these products. 
Let us ensure that they are taxed rationally and fairly and work 
to make the tax code reflect the goals of transparency, consistency, 
and protection of the American taxpayer. And, as Mr. Buffet al-
luded to, let us limit the potential for mischief. 

I want to thank Chairman Camp for our continued work together 
as we tackle the broader issues of tax reform. This is one of a cou-
ple of joint hearings we have held, the Finance and Ways and 
Means Committees, and I expect there will be others. I think it is 
an opportunity for us to work together, hearing the same informa-
tion from the same witnesses, and hearing each others’ questions, 
which tends to help us work better together. 

[The prepared statement of Chairman Baucus appears in the ap-
pendix.] 

Chairman BAUCUS. I would like to recognize the chairman of the 
House Ways and Means Committee, my compadre here, Chairman 
David Camp. 

OPENING STATEMENT OF HON. DAVE CAMP, A U.S. REPRE-
SENTATIVE FROM MICHIGAN, CHAIRMAN, COMMITTEE ON 
WAYS AND MEANS 

Representative CAMP. Thank you, Chairman Baucus, and thanks 
to all of you for joining us this morning at this hearing of the 
House Ways and Means Committee and the Senate Finance Com-
mittee. As Senator Baucus said, having served on Ways and Means 
for a number of years, I will say that having one, let alone two 
joint hearings, on the subject of tax reform has not been the norm, 
but this does reflect the deep interest that Chairman Baucus and 
I have on the subject of tax reform. 

So we are here today to explore the taxation of financial products 
and the report on that topic that was prepared by the staff of the 
Joint Committee on Taxation which was requested by Chairman 
Baucus and myself earlier this year. 

The JCT report provides two critically needed tools. First, the re-
port is helpful in demystifying much of the murkiness that sur-
rounds financial products. Today’s marketplace features a wide 
array of products that can result in different tax or financial ac-
counting treatment of economically similar products, including 
debt, equity—and mixtures of the two—and financial derivatives, 
such as options, futures, and forward contracts and swaps. 

Second, the report also highlights the complexity of tax rules in 
this area. In part, this reflects the inherent variety of products, but 
the complexity has been further exacerbated by the tendency of 
Congress to enact tax legislation affecting a particular financial 
product without evaluating whether or not the approaches would 
provide more uniformity or simplicity to the existing taxation of fu-
ture financial products. 
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A greater understanding of how the tax treatment of these prod-
ucts’ influences or use affects the complexity of the tax code is 
badly needed, and I look forward to the insight that our witnesses 
will offer on this issue. 

Over the years, there have been few proposals to reform the tax-
ation of financial products on a comprehensive basis. In addition to 
the Joint Committee report, I am encouraged by some of the infor-
mation recently shared by the tax section of the American Bar As-
sociation in this area. The ABA report is one perspective, and I 
hope others will add their voices to the discussion. Gaining a better 
understanding of these products is imperative if we are to enact 
tax reform that combines the needed flexibility in financial markets 
with certainty and predictability in the tax code. 

I look forward to Mr. Barthold’s testimony on the JCT report and 
to the testimony of our other witnesses who are adding their exper-
tise to today’s discussions. I want to thank you all for being here, 
and I want to thank also Chairman Baucus, my good friend, for 
holding this hearing, and I look forward to the testimony. Thank 
you. 

Chairman BAUCUS. Thank you, Chairman Camp. 
I would now like to recognize the ranking member of the Senate 

Finance Committee from Utah, Orrin Hatch. 

OPENING STATEMENT OF HON. ORRIN G. HATCH, 
A U.S. SENATOR FROM UTAH 

Senator HATCH. Thank you to both chairmen. I want to thank 
both Senator Baucus and Congressman Camp for this hearing, and 
thank you, Mr. Barthold and the staff of the Joint Committee on 
Taxation, for producing this important report on the tax treatment 
of financial products. 

Twenty-five years ago, the Tax Reform Act of 1986 was signed 
into law by President Ronald Reagan. At the time of the 1986 Act, 
which was the last major tax reform we have had in the United 
States, the tax treatment of financial instruments and derivatives 
was relatively new and highly undeveloped as an area of our Na-
tion’s tax law. In fact, derivatives were unknown to most of the 
American public, although early evidence of these types of instru-
ments can be traced all the way back to ancient Greece. 

As I have said before, when Congress undertakes comprehensive 
tax reform, and it must, that reform should be based on the same 
three principles that led to the enactment of the Tax Reform Act 
of 1986: fairness, simplicity, and economic growth. I am very much 
looking forward to what our witnesses have to say today, particu-
larly as these three principles relate to the tax treatment of finan-
cial instruments and derivatives. 

Allow me to share a few of my initial thoughts. Financial instru-
ments generally refer to stocks, bonds, hybrid instruments, and de-
rivatives. Derivatives include options, forward contracts, future 
contracts, and swaps. They are called derivatives because their 
value is derived from some other asset, some other liability, or 
some other measure. 

The use of derivatives has skyrocketed in the last 20 to 25 years. 
According to the Bank for International Settlements, in June 2011 
the total notional amount of outstanding over-the-counter deriva-
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tives was $707 trillion. Of this amount, $554 trillion was due to in-
terest rate contracts and $65 trillion to foreign exchange contracts. 
These figures are, to me, mind-boggling. To give some perspective, 
the size of the U.S. economy is about $15 trillion. 

In the last several years, there has been a lot of discussion of 
credit default swaps, which are a type of derivative. These swaps 
became front page news during the recent financial crisis involving 
Lehman Brothers and American International Group, AIG. Accord-
ing to the Bank for International Settlements, the volume of credit 
default swaps peaked at $58 trillion in 2007 and declined to about 
$30 trillion at the end of 2010. 

Surprisingly, given the size and number of credit default swaps 
for a number of years, it was not clear how these swaps were treat-
ed for tax purposes. It was just 3 months ago that the U.S. Treas-
ury Department issued proposed regulations addressing the tax 
treatment of credit default swaps. 

Generally, the tax treatment of financial products involves three 
major issues: timing, character, and source. The timing issue re-
lates to when an item of income or expense is taken into account 
for tax purposes; the character issue relates to whether the income 
is ordinary income or capital gain; and the source issue relates to 
whether the income is U.S. source or foreign source. Although 
these three issues involve principles that are fundamental to the 
U.S. itself, or to the U.S. income tax system in general, they are 
particularly applicable to the taxation of financial products. 

Again, I would like to thank our witnesses for attending this 
hearing, and I look forward to their comments on this timely and 
complex issue. 

Again, Chairman Baucus and Chairman Camp, thank you for 
holding this important hearing on tax reform. 

Chairman BAUCUS. Thank you, Senator, very much. 
[The prepared statement of Senator Hatch appears in the appen-

dix.] 
Chairman BAUCUS. I would now like to recognize the ranking 

member of the House Ways and Means Committee, a member from 
Michigan. He has been a very valuable member of the committee 
and Congress, and has spent a lot of time making things happen: 
Congressman Levin. 

OPENING STATEMENT OF HON. SANDER M. LEVIN, 
A U.S. REPRESENTATIVE FROM MICHIGAN 

Representative LEVIN. Thank you, Mr. Chairman and Mr. Chair-
man, Senator Hatch, and to all of you. I think we all join in thank-
ing Tom and his staff for all of their usual hard and effective work, 
and in thanking our three witnesses. 

Clearly there has been an explosion in terms of financial instru-
ments. This explosion has been part of the downturn in the econ-
omy. I do not think we understood fully what was happening. We 
essentially had an increasing number of instruments that had simi-
lar economic features but were taxed in very different ways, and 
sometimes were not taxed at all. Also, very importantly, there was 
very little transparency. So it is clear that today’s economic land-
scape is vastly different than it was in 1986, and I think we very 
much need to delve into this as we undertake tax reform. 
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But I would like to bring a sense of urgency and reality today 
while we are considering this report. I do not think anybody, except 
those who wrote it, has had a chance to fully master it. It is 90- 
some pages, and sometimes people say this is the kind of work that 
is good for bedtime reading. It is important work, but we have not 
had a chance to master it. 

But what we clearly have to master is action in the next couple 
of weeks, because we have unresolved issues that are in the do-
main of our two committees: the Finance Committee and the Ways 
and Means Committee. As we sit here today, these issues are unre-
solved. The payroll tax cut remains very much uncertain; 150 
million-plus taxpayers have their taxes at stake. We have over 6 
million people in this country who may be out of their unemploy-
ment insurance next year if we do not act. That would be, except 
for the Great Depression, historic in this country. 

We have SGR also within our jurisdiction that remains to be re-
solved, and here it is just a few weeks before Christmas. And while 
it is important for us to hold this hearing today, I think it is clear 
that we cannot leave Washington for the holidays until these issues 
are resolved. 

So, I want to thank Tom and your staff and our three witnesses 
for coming, but to also strike a note of absolute urgency on the 
issues that are within the domain of our two committees, that are 
within the domain of Congress, and that are, I think, today, in the 
domain of the people of our country. I hope in these next weeks we 
will see some effective action in response to these needs. 

Thank you very much. 
Chairman BAUCUS. Thank you, Congressman Levin. 
If there are any other members who wish to insert statements 

in the record, they are certainly welcome. Also, if there is no objec-
tion, I would like to include the recent GAO study recently referred 
to on the taxation of financial products, and the recently released 
ABA report on the taxation of financial products, as part of the offi-
cial record. 

[The documents appear in the appendix on p. 150.] 
Chairman BAUCUS. I would like to introduce our witnesses. The 

first is Thomas Barthold, Chief of Staff for the Joint Committee on 
Taxation. Welcome again, Tom. Second, Mr. Alex Raskolnikov, tax 
law professor and co-chair of the Charles E. Gerber Transactional 
Studies Program at Columbia Law School. Welcome, Professor. 
Next, Ms. Andrea Kramer, partner at the law firm of McDermott, 
Will, and Emery. And finally, Mr. David Miller, partner at the law 
firm of Cadwalader, Wickersham, and Taft. 

Thanks for coming. Your prepared statements will be automati-
cally included in the record. I would urge you to summarize in 
about 5 minutes. As I said to you privately, just say what is on 
your mind. Let her rip. 

Tom, you are first. 

STATEMENT OF THOMAS BARTHOLD, CHIEF OF STAFF, 
JOINT COMMITTEE ON TAXATION, WASHINGTON, DC 

Mr. BARTHOLD. Thank you, Chairman Baucus, Chairman Camp, 
Mr. Levin, Senator Hatch, and members of the committees. It is 
our pleasure to have worked on this report, JCX–56–11, on the tax-
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ation of financial products and instruments, which was requested 
by the chairmen earlier in the year. The staff ’s efforts in this re-
port were to describe what the law is and what incentives the law 
might create, and I want to highlight just a few points in the few 
minutes allotted. 

First of all, it is important to remember that financial instru-
ments are the means of financial intermediation by which the re-
sources of savers are transferred to investors who may need those 
funds to acquire capital assets or working capital for their business 
enterprise. This intermediation involves the transfer not only of the 
capital from one party to the other, but also of rights of ownership, 
risks, and potential returns. 

Now, our report discusses in detail the tax law applicable to the 
basic financial instruments of stocks, bonds, options, forwards and 
futures, and swaps, known under the Treasury regulations as no-
tional principle contracts. It is important to recognize that these in-
struments represent specific ways of allocating the rights of owner-
ship, the risks, and the potential returns. And in fact, as we dem-
onstrate, there can be an infinite number of ways to allocate these 
attributes by designing different financial instruments, and there 
can also be multiple different ways to combine financial instru-
ments and arrangements to attain the same allocation of rights, 
risks, and returns. But the bottom line result is that, while the un-
derlying economics of two different financial situations may be 
identical, the tax treatment under present law may not be equal. 

Let me just present very briefly a simplified, very stylized exam-
ple. Assume with me that market interest rates are 6 percent. My 
colleague seated behind me here, Patrick, takes $100 and pur-
chases a zero coupon bond that, with 6-percent interest rates, will 
pay him $112 2 years from now. My other colleague over here, 
David, he takes $100—we do not get paid that much—and pur-
chases a share of stock in XYZ corporation. But, at the same time, 
David sells a call option on XYZ with a strike price of $112 and 
settlement date 2 years from now. With a premium received, he 
purchases a put option on XYZ, also with a strike price of $112 and 
settlement date 2 years from now. 

Now, because of the offsetting put and call, as you can see, work-
ing through David’s financial structure, David receives, just as did 
Patrick, 2 years from now, he will have assured himself of the re-
ceipt of $112. 

The tax rules provide, though, a different tax result for David 
and Patrick. Patrick’s $12 of income is characterized as ordinary 
income, taxable at ordinary income tax rates up to a maximum of 
35 percent under present law, and the income must be reported 
and taxed annually under the original issue discount rules of the 
Internal Revenue Code. 

David, on the other hand, will have held his share of XYZ stock 
for 2 years, and his $12 of income will generally be characterized 
as long-term capital gain, taxable at a maximum rate of 15 percent 
under present law. David also will have deferred the time at which 
he pays any tax for a full 2 years. 

As our report details, the taxation of any financial instrument 
can be determined, as was noted by Senator Hatch, by under-
standing the character of the income: is it deemed ordinary or cap-
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ital; the timing of receipt of the income: is it received in the current 
year, upon realization at some future date, or in limited cases, is 
it marked to market at each year’s end; and then the source of the 
income: is it income from a U.S. source or is it income from a for-
eign source? 

My example of Patrick and David shows how constructing finan-
cial instruments can reach the same economic result, but in that 
particular example, changes the timing and character and, con-
sequently, the taxation of what is fundamentally an identical eco-
nomic outcome. 

The report also provides a number of other examples of similar 
issues and uncertainties arising under the present law rules re-
lated to character, timing, and source of the income, uncertainties 
and issues that lay before the committees in their consideration of 
possible reform in this area. 

I thank you for your time. We thank you for the opportunity to 
present this material to the committees, and, as always, we are 
available to answer any questions that you may have. 

Chairman BAUCUS. Thank you very much. 
[The prepared statement of Mr. Barthold appears in the appen-

dix.] 
Chairman BAUCUS. Next, Mr. Raskolnikov. 

STATEMENT OF ALEX RASKOLNIKOV, CHARLES EVANS GER-
BER PROFESSOR OF LAW AND CO-CHAIR, CHARLES E. GER-
BER TRANSACTIONAL STUDIES PROGRAM, COLUMBIA LAW 
SCHOOL, NEW YORK, NY 

Mr. RASKOLNIKOV. Thank you. Chairman Camp, Chairman Bau-
cus, Ranking Members Levin and Hatch, distinguished members of 
the committees, thank you for inviting me to testify at this historic 
joint hearing. 

Let me begin by emphasizing that there is a lot to like about fi-
nancial products also known as derivatives. They help businesses 
to manage risk, they facilitate financial intermediation, and they 
offer investors a breathtaking menu of products. But it is also true 
that derivatives have been used to game every aspect of our tax 
system. There are derivatives that defer income, generate inappro-
priate deductions, convert high-tax into low-tax income, and change 
the source of income, allowing it to escape the U.S. tax altogether. 
There is a lot of money at stake. The incentives facing taxpayers 
and financial engineers are extremely powerful. And the results are 
in: the taxation of financial instruments is in dire need of reform. 

So what can be done? It will not surprise you to hear that there 
is good news and bad news. The bad news is that fixing the tax-
ation of derivatives with incremental reforms is like patching up 
small leaks on a ship hit by a torpedo. The leaks may be stopped, 
but the ship will keep on sinking. In slightly more technical terms, 
no benchmark of an effective and efficient tax regime can be 
achieved without a substantial revision of the existing rules. This 
means that symmetry, a system in which both sides of every trans-
action are taxed under the same timing rule and rate; consistency, 
a system in which economically similar transactions are taxed the 
same way, regardless of the labels attached to them by taxpayers; 
and balance, a system in which gains and losses from each deriva-
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tive are treated alike, are all unattainable without a fundamental 
reform of financial product taxation. 

But there is good news as well. If we take a deep breath and look 
closely at the reform alternatives, we will realize that there are 
three, just three possible conceptual approaches. Each is well- 
known, each can be adjusted in a variety of ways, and each is al-
ready reflected in the existing law, even if to a limited extent. 

So the first alternative is mark to market. This regime already 
applies to securities and commodities dealers and certain other tax-
payers and financial products. The second alternative is antici-
patory taxation. I understand that it sounds obscure, but it is al-
ready reflected in taxation of contingent debt and certain swaps. 
And the third alternative is retroactive taxation. That regime is al-
ready used to tax holdings in offshore investment funds’ and hedge 
funds’ derivatives. 

So the options are known. They certainly can be implemented. 
Each obviously has its own advantages and drawbacks. What is 
needed is a will to act, a choice based on balancing relevant cost 
and benefits, and some work on details. 

Needless to say, financial products is only one area of a funda-
mental reform your committees have considered, are considering, 
or may consider in the near future. It is important to realize that 
these other reforms will have differing implications for the urgency 
of fixing the taxation of derivatives. 

Any reform that eliminates the distinction between different 
types of income, eliminates taxpayers’ ability to choose one tax 
treatment or another, or eliminates capital income from the tax 
base altogether, would reduce the pressure to reform the taxation 
of derivatives. Any reform that increases that disparity in taxation 
of different types of income would have the opposite effect. 

So, reforms that take the pressure off include eliminating the dif-
ference between taxation of ordinary income and capital gains, 
eliminating the difference between taxation of debt and equity, 
switching to mark to market for publicly traded assets, and switch-
ing to some form of a consumption tax. On the other hand, a sub-
stantial reduction of corporate tax rates and a switch to a terri-
torial tax system are likely to increase the urgency of reforming the 
taxation of financial products. 

Yet, whatever other reforms take place today or tomorrow, an ef-
fort to rethink taxation of derivatives cannot come too soon. The 
problems with financial products’ taxation are very serious, and 
they will not go away on their own. In fact, these problems are cer-
tain to persist and worsen if Congress fails to act. 

Thank you, and I look forward to your questions. 
Chairman BAUCUS. Thank you, Professor, very much. 
[The prepared statement of Mr. Raskolnikov appears in the ap-

pendix.] 
Chairman BAUCUS. Ms. Kramer, you are next. 

STATEMENT OF ANDREA S. KRAMER, PARTNER, 
McDERMOTT, WILL, AND EMERY, LLP, CHICAGO, IL 

Ms. KRAMER. Chairman Camp, Chairman Baucus, Ranking 
Members Levin and Hatch, and distinguished members of the com-
mittee, thank you for the opportunity to appear this morning. I am 
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here at the request of the committees on my own behalf, and the 
views I express are entirely my own. 

In the time I have, what I would like to do is flag what I believe 
is the real issue with respect to the taxation of derivatives, and 
that is that the basic hedging rules are too restrictive in that they 
inhibit legitimate commercial and financial activities. 

Each of the code sections that we have that addresses derivatives 
concerns anti-abuse provisions. Once you have an entire system 
that has a framework that is based on anti-abuse, you need excep-
tions to assure that appropriate transactions can continue. So, in 
the derivatives tax area, what we basically have is, we have sets 
of matched pairs of rules. We have the ‘‘thou shalt not do this’’ 
rules, and then the ‘‘in these specific circumstances, you can do the 
following’’ rules. And it is these specific circumstances rules that I 
want to focus on this morning—and those are the exceptions to the 
anti-abuse rules, and the exceptions that I want to discuss concern 
hedging. 

The substance of the exceptions is found in the definitions of 
hedging, and, in all cases, the definition is too limited. It needs to 
be expanded to give our businesses the flexibility to manage their 
risks without running afoul of disruptive and punitive anti-abuse 
rules. And the way that this can be accomplished is by expanding 
the definitions of hedging, and that would actually make the tax-
ation of derivatives simpler and fairer, and it would do so without 
opening any loopholes. And, as I can explain, I believe that this ex-
pansion can actually eliminate a variety of abuses. 

Now, in making this claim, I do not mean to minimize the tech-
nical difficulties in expanding the hedging definitions, and careful 
attention needs to be paid to the types of taxpayers, the types of 
products, and the differential tax rates, and I acknowledge that 
those are very important issues that we have to deal with. But I 
believe that these are really technical difficulties that should not 
stop us from moving forward with the need to expand the hedging 
definitions. 

Let me give you a simple example. A taxpayer has a receivable 
denominated in a foreign currency. The taxpayer has the risk that 
the value of the U.S. dollar goes down relative to that currency be-
fore receiving payments. To protect itself, the taxpayer can buy a 
futures contract, could buy an option or enter into a swap, and all 
of these derivative transactions are hedging or risk-management 
transactions. 

Now, in the context of derivative taxation, hedging functions in 
an important way, and two of the basic anti-abuse rules that apply 
to derivatives are straddle rules and section 1256 treatment, both 
from 1981. And together, the straddle rules and section 1256 treat-
ment are principally designed to prevent taxpayers from creating 
artificial losses in one year, pushing the gains into the next. 

Now, if a taxpayer entered into derivatives that qualified as 
hedges, those transactions would be exempt from the straddle and 
the 1256 rules, but they would be subject to a separate set of 
matching rules, which is entirely sensible. And, if the taxpayer ac-
tually used derivatives to manage a business or investment risk, it 
would make no sense for those transactions to be taxed on any-
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thing other than a clear reflection of income standard. Tax account-
ing requires clear reflection of income for hedges. 

The problem is, how do we define hedging? And, in the 40 sec-
onds I have left, what I can say is that the Treasury regulations 
that were adopted to follow the statutory provision do not carry out 
the purposes of the hedging rules, and that the regulations need 
to be expanded. At the same time, I would also say that the code 
needs to be expanded to include other types of transactions than 
just ordinary income, ordinary assets, ordinary obligations, and 
borrowings. I also mention in my written statement a couple of 
other hedging sections that I obviously cannot mention today. 

But what I would like to end with is to say that I am not object-
ing to the basic approach taken in the code and the Treasury regu-
lations in creating exemptions and then anti-abuse rules for hedg-
ing. What I am objecting to is the fact that we could fix the prob-
lem and also fix abuses by expanding the definitions of hedging. 

So my suggestion is really very simple. We identify the types 
of risks that we want to have managed and call them risk- 
management transactions, classify them as hedges, and we could 
be done with it. The transactions would be subject to clear reflec-
tion of income for hedges generally and integration for qualified 
foreign currency hedges and debt security hedges, which I have not 
had a chance to mention. 

With that, I would like to thank everybody, and I am happy to 
answer questions. 

Chairman BAUCUS. Thank you very much, Ms. Kramer. We ap-
preciate that. 

[The prepared statement of Ms. Kramer appears in the appendix. 
Chairman BAUCUS. Mr. Miller, you are our final witness. 

STATEMENT OF DAVID S. MILLER, PARTNER, 
CADWALADER, WICKERSHAM, AND TAFT LLP, NEW YORK, NY 

Mr. MILLER. Chairman Camp, Chairman Baucus, Ranking Mem-
bers Levin and Hatch, and members of the committee, thank you 
for giving me the opportunity to speak to you today. I am here to 
talk about the Federal income tax treatment of financial instru-
ments, but I am going to start with Claudius Ptolemy. 

Claudius Ptolemy was the 2nd-century astronomer who created 
a model of the heavens that predicted the positions of the sun, the 
moon, and planets that was used for over 1,400 years. There was 
just one problem with his universe—the Earth was in the middle. 
To explain and predict heliocentric planetary patterns in his Earth- 
based model, Ptolemy had the planets travel in a series of ellipses 
or epicycles around the Earth. His model was extraordinarily com-
plex and, in the end, did not work very well. 

Our Federal system for taxing financial instruments is truly 
Ptolemaic. As Ptolemy’s system was geocentric, our Federal tax 
system is based on the equally archaic system of realization, the 
concept that income is not earned and therefore not taxed until the 
taxpayer actually sells property for cash or exchanges it for materi-
ally different property. Our modern capital markets understand 
that true economic income is measured by the increase in the value 
of assets regardless of when they are sold, and so taxpayers can 
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borrow against and spend the unrealized appreciation in their pub-
licly traded property without tax. 

Like Ptolemy and his ellipses, Congress and the IRS have tried 
to correct for our fundamentally flawed system of taxation. The 
wash sale rules, the straddle rules, the original issue discount 
rules, the conversion transaction rules, and the constructive owner-
ship and sale rules are the ellipses of our tax system. So we are 
left with a system as complicated as Ptolemy’s; over a dozen cubby-
holes for various financial instruments, each with their own set of 
rules, many of them inconsistent. 

Because our system of taxation has no basis in the reality of eco-
nomics, sophisticated taxpayers are free to choose a tax treatment 
that minimizes their taxes. And choose they do. I offer three exam-
ples. 

First, some taxpayers take the position that their credit default 
swaps are options for tax purposes so that the premiums can be de-
ferred. Others take the position that the very same credit default 
swaps are notional principal contracts, so that they can claim cur-
rent, ordinary losses. 

Second, wealthy individuals with appreciated stock can enter 
into variable prepaid forward contracts that hedge their risk on the 
stock and provide them with current cash without tax. 

And finally, over $200 billion in structured notes have been 
issued in the past 10 years in public transactions registered with 
the SEC. Many of these notes are structured as prepaid forward 
contracts which offer their investors deferral and long-term capital 
gains rates. The ability of taxpayers to choose their tax treatment 
arises because there is no single guiding principle governing the 
taxation of financial instruments. 

But there is an alternative that matches economic income pre-
cisely. It is simple to apply and all but foolproof. It is called mark 
to market. Under a mark-to-market system, the taxpayer simply 
compares the value of the instrument at the end of the year with 
its tax basis and pays tax on the difference regardless of the type 
of financial instrument and regardless of whether the instrument 
is sold. 

I have proposed a system that would require large companies 
and the one-tenth of 1 percent of the wealthiest and highest- 
earning individual taxpayers to mark to market all of their publicly 
traded property and their derivatives of publicly traded property 
that are not used to hedge business assets and liabilities. This sys-
tem would at once abandon our Ptolemaic tax system and finally 
match tax with economics. But it is radical because it would apply 
to stocks and securities as well as to derivatives. 

But incremental change is also possible. Mark-to-market treat-
ment could be applied selectively to derivatives. In an appendix to 
my testimony, I have outlined how a mark-to-market system of tax-
ation for derivatives might work. 

It took 1,300 years for Nicolaus Copernicus to challenge Ptol-
emy’s Earth-centered model with a competing but infinitely simpler 
view that happened to correspond to reality. It is the Earth, the 
moon, and the planets that revolve around the sun. 

Our own tax system was conceived at the beginning of the last 
century when economic income could only be measured by cash, 
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and the effect of a tax deferred was little understood. Our markets 
are now liquid, our taxpayers sophisticated. To bring our system 
for taxing financial instruments into the 21st century, tax must 
match the reality of economic income. Only a mark-to-market sys-
tem of taxation does that. 

Thank you. I welcome your questions. 
Chairman BAUCUS. Thank you, Mr. Miller. 
[The prepared statement of Mr. Miller appears in the appendix.] 
Chairman BAUCUS. For this hearing, we will alternate back and 

forth. 
You talk about Ptolemy. I thought for a minute you might be re-

ferring—there are a couple of articles in today’s paper about the 
discovery of this huge black hole. I thought it was going to suck 
up all the rational thinking on this subject. It was fascinating. The 
size of the black hole—our solar system is one-tenth the size of this 
black hole that was discovered. 

Sandy Levin will get to ask the first question. Is that correct? 
No. Dave, you ask the first question. 

Representative CAMP. Thank you very much, Mr. Chairman. 
Mr. Barthold, your report notes that the notional amount of out-

standing derivatives traded in the U.S. has grown dramatically 
since 1998 and at a rate of over 16 percent. Credit derivatives in 
particular have grown since that time at an annual rate of 42 per-
cent. What do you think are the reasons for this growth and the 
implications obviously for tax policy associated with that? 

Mr. BARTHOLD. I think the reasons are, people are seeking dif-
ferent ways to divide risks across different potential investors, to 
hedge risks. It makes the cost of capital cheaper. I would say that 
is the primary means of growth. There are more financial trans-
actions that go across borders so that we see more flows in and out 
of the country seeking returns. 

As far as the taxation, we outlined in the report a number of 
issues. Since it is possible to replicate similar economic outcomes 
with different characteristics of timing, character, and source of in-
come, we do not always provide equal taxation. So the challenge is 
to try and have a neutral tax system layered on top of financial in-
novation. 

Representative CAMP. Mr. Raskolnikov, in your written testi-
mony, you state that a narrowly based tax reform that just lowered 
corporate rates but did not lower rates for individuals—and some 
have advocated going that route—would have the result of in-
creased base erosion because of the use of tax planning and other 
financial instruments. Can you explain your reasoning behind that? 

Mr. RASKOLNIKOV. Sure. Thank you, Mr. Chairman. 
So the reasoning is that, if we drop the corporate tax rate sub-

stantially below the top individual rate, there is going to be a 
greater payoff for devising financial instruments, among other 
things, that will shift income to the low-taxed corporations while 
shifting related deductions to high-taxed individuals. If the rates 
are similar, there is just less of an incentive to do this. 

So that is not an argument against reduction of the corporate tax 
rate. It is a point that, if we were to do this, there is going to be 
more pressure to fix derivatives, because there is going to be much 
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greater incentive to invent products that will accomplish this, and 
therefore there will be a revenue drain. 

Representative CAMP. Do any of the other witnesses disagree 
with that comment? 

Mr. MILLER. I agree with that comment. 
Representative CAMP. Ms. Kramer? 
Ms. KRAMER. I agree as well. 
Representative CAMP. Thank you. I think one of the witnesses 

mentioned that, in the past, Congress has taken a real piecemeal 
approach to changing tax rules related to financial products, and 
usually looking at a specific financial product with a specific 
change in the rules. What are some of the problems with that ap-
proach, and what are some of the ways we can deal with that? I 
guess I would just quickly ask Mr. Miller. 

Mr. MILLER. Sure. Let’s take one quick example. So, quite a 
number of years ago, taxpayers were able to enter into short 
against-the-box transactions and avoid the tax on their appreciated 
securities, hedge all of the risk of loss and opportunity for gain, 
and achieve cash. The way that Congress addressed that particular 
transaction was to enact the constructive sale rules which effec-
tively say that, if a taxpayer eliminates substantially all of their 
risk for loss and substantially all of the benefits of the particular 
appreciated position, then and only then is the taxpayer treated as 
if they had sold the underlying security. But because Congress lim-
ited the definition of a constructive sale to only those derivatives 
that eliminate substantially all of the risk, it left an opportunity 
for taxpayers to eliminate something less than substantially all of 
their risk, but still a great percentage receive cash and avoid tax. 
So that is how the piecemeal method of our tax system applies in 
a real-life example. 

Representative CAMP. Thank you very much. 
Thank you, Mr. Chairman. 
Chairman BAUCUS. Thank you, Chairman Camp. 
A sort of a theme a couple of the witnesses had was mark to 

market, and, Ms. Kramer, I do not know how much you would 
agree with that, so I am going to ask you. I have several questions 
around marking to market. One, it is a major step, as you men-
tioned, Mr. Miller. It depends on what securities you apply it to. 
A second question I have is the ease in determining what the mar-
ket rate is—and some of these products are pretty complicated, so 
what is the market value? Third is frequency; it is how often to 
mark to market. End of the year? More frequently? 

And then beyond that is, Ms. Kramer, whether you agree or dis-
agree with those two other witnesses who tend to think that that 
is a good reform here, that it gets at, in a sweeping way, some of 
the potential abuses. 

So let me, all of you, first Professor Raskolnikov, if you could an-
swer the first three questions, I will go right down the line there 
and have each of you address marking to market. 

Mr. RASKOLNIKOV. Thank you, Mr. Chairman. Yes, I think mark 
to market is a very plausible alternative. The ease of determining 
fair market value is to an extent in the eye of the beholder, but 
it is important to remember that, you know, there is very little 
hard data, but sort of anecdotally from my experience—and other 
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panelists can comment—with the vast majority of derivatives, one 
of the counterparties is either an exchange, so they are already 
publicly traded and subject to a mark-to-market regime, many of 
them, or a financial institution that either marks—that probably 
marks to market that very derivative for its own tax purposes. Of 
course, with Dodd-Frank regulations coming through, there are 
going to be more exchange-cleared or -traded financial instruments, 
so that will make marking to market easier. 

There are some concerns on the other side. They will need to be 
addressed. But in general, I think it is plausible. Frequency is an-
nually. That is how our tax system was built. You need to calculate 
your income and losses on an annual basis, and that is how the ex-
isting mark-to-market regime works. 

And just to comment on sort of—it is also important to remember 
that mark to market excepts hedging transactions. Hedging trans-
actions should be subject to a separate regime, and they can be dis-
cussed, but there are separate rules, good or bad, sufficiently or in-
sufficiently broad today, and there will need to be hedging rules as 
well in the mark to market. 

Chairman BAUCUS. So you are referring more to speculative 
trades? 

Mr. RASKOLNIKOV. Yes. Anything other than hedging or man-
aging risk. There will be a challenge in defining what does it mean 
to manage risk, but yes. 

Chairman BAUCUS. We restrict ourselves to 3 minutes here, so 
we have run out of time. I will ask my next question of you, Ms. 
Kramer, next round. 

I turn now to you. 
Representative CAMP. Mr. Levin is recognized. 
Representative LEVIN. Thank you. You know, I think the problem 

is there may be no Copernicus when it comes to taxation. Whether 
we like it or not, we are all somewhat Ptolemaic. 

Chairman BAUCUS. The sun is the center of the solar system. 
Representative LEVIN. I know, but what is the center of our tax 

system? We have trouble agreeing on that even with 2 weeks left 
and the inability to move on a few concrete tax and tax-related 
issues. I think, in a sense, this hearing is very topical, because I 
would think for the average person listening, they might conclude 
that this explosion in these financial instruments is very much re-
lated to the recession that we have and the depths of it. 

Do you think that is true? We have talked about how different 
it is from 1986, the huge increase in the use of these instruments 
and the failure to understand them. Do you think this was an im-
portant cause of where we are today? Do any of you want to ven-
ture an answer to that? 

Tom, I guess I should not ask you that. Do you want to answer 
it anyway? 

Mr. BARTHOLD. Mr. Levin, a number of observers have made the 
point that you have, that a failure of the housing market may have 
contributed to increased risk that some people did not realize that 
they were undertaking at the time. So I think it can reasonably be 
said that some financial market problems certainly contributed to 
our current economic slow growth and recession of 2 years ago. 
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Representative LEVIN. Do any of you disagree with that? Do any 
of you feel strongly about that? Mr. Miller, you talked about the 
need to move from Ptolemy to Copernicus. That would seem to in-
dicate something was very wrong, no? 

Mr. MILLER. I was referring specifically to our tax system and 
the fact that our tax system does not measure economic income, 
which I think should be the center of our tax universe. I do not dis-
agree with Tom’s statement, but it is a little out of my area of ex-
pertise. 

Representative LEVIN. The same for you? 
Mr. RASKOLNIKOV. Yes. 
Representative LEVIN. Mr. Raskolnikov, if we plug some of the 

loopholes that you referred to, would we obtain sufficient added 
revenue perhaps to cover the issues that we now face? Do you 
think so? 

Mr. RASKOLNIKOV. I think that by plugging some of the loop-
holes, you will obtain some revenue temporarily, but financial engi-
neers are extremely adept at focusing on the remaining loopholes 
or finding new ones. That is why incremental reform is good as far 
as it gets, but eventually it is not going to succeed. It has not suc-
ceeded. You have been plugging loopholes, but some of those plugs 
did not work. But even those that did work, people found new loop-
holes. 

Representative LEVIN. I yield back. Thank you. 
Chairman BAUCUS. Thank you, Congressman. 
I would like now to recognize Senator Hatch. 
Senator HATCH. Thank you, Mr. Chairman. I want to commend 

each of you for being able to understand these areas. They are very 
difficult for people in Congress and elsewhere. 

This is a question first for Mr. Raskolnikov, and then for the en-
tire panel. Professor, you make the point that basic financial in-
struments are unquestionably linked, at least, I think you make 
that point. For example, a share of stock plus two options may be 
used to produce an economic return that is the equivalent of inter-
est on a bond. Yet we tax these instruments differently based on 
what cubbyhole they fit into, and not on their economic effect. 

Can you elaborate for us on how this can distort investment and 
lead to tax avoidance? 

Mr. RASKOLNIKOV. Well, it can distort investment and lead to tax 
avoidance because taxpayers have choices of making investments 
in different forms, and needless to say, they are likely to choose the 
form that results in the lowest tax liability. But in the real world, 
alternatives are similar to each other, but not exactly the same. 
And when there are two alternatives—let’s say there are only two. 
There are usually more than two, but when there are two alter-
natives and, as a business, I would prefer alternative one, putting 
taxes aside, but alternative two, that I actually do not like quite 
as much, has a great tax result, overall I am going to end up tak-
ing alternative two. That is the distortion, and also it is a lot of 
wasteful tax planning going on in creating alternative two to offer 
to businesses and taxpayers. 

Senator HATCH. My time is running out, so I would just like to 
ask one more question that is different. I am sorry I did not have 
time to ask each of you. And this is a question for the entire panel. 
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The United States has a worldwide tax system with deferral of 
earnings earned by foreign subsidiaries and a foreign tax credit for 
income taxes paid to foreign countries. Now, if the United States 
were to adopt a territorial tax system in the form of a dividend ex-
emption, how would that impact the use of financial products? 
Maybe we could start with you, Mr. Raskolnikov, and go to others. 

Mr. RASKOLNIKOV. I will be very quick. It is the same problem 
in a way or a similar problem as dropping the corporate tax rate. 
It does not mean that it is not worth considering very seriously. 
But instead of deferral, success in moving income offshore is now 
permanent forgiveness, if you will. So there is a great incentive to 
do this. Some of the problems that already exist today remain and 
possibly some new appear. So just the stakes are higher, so the 
pressure is greater. 

Mr. MILLER. I agree with that statement absolutely. That is, if 
the active income earned offshore is not taxable at all, then there 
is a tremendous pressure to move income offshore, whether eco-
nomically, or, if it is possible to use derivatives to do that, then to 
do it that way. 

Senator HATCH. Ms. Kramer? 
Ms. KRAMER. I think that one of the key issues is that all of the 

pieces kind of fit together and move maybe. And so what we have 
is, if we can advantage one type of income or one type of invest-
ment, then, as my panelists have said, the consequences are that 
it is going to then force decisions to be made to do business in a 
way that is going to be most advantageous. 

Senator HATCH. Mr. Barthold? 
Mr. BARTHOLD. Thank you, Senator Hatch. I think it is impor-

tant to remember that a number of the issues that are raised do 
not involve cross-border transactions. While a number of them can, 
a number do not. My simple, super-stylized example was an all- 
domestic transaction. A number of responses that the Congress has 
made over time have really been in response to financial innova-
tions that can be exploited solely in the domestic market. For ex-
ample, 30 years ago, the OID rules for original issue discount 
bonds, whether we had a territorial system as our corporate system 
or not, that would not really have mattered to that financial inno-
vation. 

Senator HATCH. Thank you all. I appreciate it very much. 
Representative CAMP. Mr. Herger is recognized. 
Representative HERGER. Thank you, Mr. Chairman. The JCT re-

port describes how derivatives allow investors to magnify their po-
sition with leverage, because derivatives generally do not require 
an up-front commitment of capital. Is this a distinction that should 
matter for tax purposes? Mr. Raskolnikov first. 

Mr. RASKOLNIKOV. So it is a question of leverage, and leverage 
magnifies risk. Leverage can be certainly achieved with deriva-
tives; it can also be achieved without derivatives. So now you are 
thinking about the regulation of risk-taking, and that is a some-
what separate question than taxation of different types of income. 
So, if you are particularly concerned about risk-taking and you 
think there is too much in the economy, you would be concerned 
about derivatives, but also about some non-derivatives as well. 

Representative HERGER. Ms. Kramer? 

VerDate Nov 24 2008 21:34 Sep 17, 2012 Jkt 000000 PO 00000 Frm 00022 Fmt 6633 Sfmt 6633 R:\DOCS\75771.000 TIMD



17 

Ms. KRAMER. The concept of leverage is not unique to derivative 
products, and there are some products that are going to have more 
of an opportunity for leverage than others. In the context of the 
new financial services regulations and Dodd-Frank, we are going to 
be seeing less leverage based on at least the proposed rules that 
I have been seeing that have been proposed so far. 

Representative HERGER. Thank you. Mr. Miller? 
Mr. MILLER. Yes. I can borrow $100 and buy IBM stock, and I 

am completely leveraged. I could also enter into an equity swap on 
100 shares of IBM stock, and economically those are the same 
transactions. My risk profile is exactly the same. One might make 
the argument that those two transactions should be taxed the same 
way for tax purposes, even though they are both completely lever-
aged. 

Representative HERGER. Thank you. I yield back. 
Chairman BAUCUS. Senator Wyden. 
Senator WYDEN. Thank you, Mr. Chairman. I want to come back 

to the question of these transactions, Mr. Barthold, in the context 
of tax reform. As you know, there is great interest in the Congress 
in looking at a territorial tax system, in effect, where you would 
have a company only paying taxes in the country where they 
earned the income. And Mr. Raskolnikov raised concerns about 
this, talking about how this could make the problems associated 
with derivatives worse. And there was a very good article written 
by your predecessor, Ed Kleinbard, ‘‘The Lessons of Stateless In-
come.’’ Are you familiar with that, or have you heard about that 
article? 

Mr. BARTHOLD. Yes, I have had a chance to look at it some. 
Senator WYDEN. Here is what concerns me—I think it is a very 

important issue for the purposes of tax reform. What Professor 
Kleinbard essentially says is, if you go to a territorial system and 
you try to prevent abuses, the question of generating income in one 
place and booking it somewhere else and the gaming associated 
with expenses, you create so many additional problems for yourself 
that it makes it more attractive to go the alternative route—which 
is essentially what I have advocated—where you essentially drive 
the rates down for our businesses. That way you do not have the 
incentive to do all this gaming, and you do not have the incentive 
to take businesses offshore the way you would have with a terri-
torial system. So the key, of course, is, competitive rates solve so 
many of the problems. 

Now you touched on with Senator Hatch the question of dealing 
with derivatives and hedging and the like on the domestic front, 
but I see so much of the economy—and certainly, if the Congress 
goes the territorial route—going global. So, if you could, touch on 
the challenges—I do not want to turn you into a legislator here— 
but touch on the challenges that Congress would have to deal with 
with derivatives and hedging and the instruments we are looking 
at today if you go with the territorial system. 

Mr. BARTHOLD. Well, thank you, Senator Wyden. Obviously, you 
raise a really complicated and broad question. A number of the 
points that Ed Kleinbard identified are really about the location of 
income in any system, whether it is worldwide or territorial. So a 
number of the challenges that you see before you today in terms 
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of thinking through the taxation of derivatives can be somewhat 
independent of the underlying system of business taxation. So I 
think the broad point that is laid out in our report and that the 
chairmen’s opening statements have made is, can we fashion a sys-
tem that has complete neutrality, or at least more neutral treat-
ment across more instruments, or will the Congress always be in 
the situation of chasing after the most recent or 5-year-old finan-
cial innovation because we did not like the outcome? 

I think that is the challenge for the members in the context of 
broad tax reform, whichever way you intend to go in terms of the 
business taxation system that you may create. 

Senator WYDEN. Thank you, Mr. Chairman. 
Chairman BAUCUS. Thank you, Senator. 
Representative CAMP. Mr. Johnson is recognized. 
Representative JOHNSON. Thank you. Ms. Kramer, in your testi-

mony, you believe there is not really a tax loophole problem with 
respect to derivatives, but rather that the basic rules are far too 
restrictive and, as a result, are inhibiting legitimate commercial 
and financial activities. Let me ask at the outset, do you believe 
these rules are having a negative impact on job creation? 

Ms. KRAMER. Yes, I do. I would clarify that there are derivatives 
that are used for abusive transactions, but that many of the types 
of abuses that we are talking about could actually be addressed in 
the context of a broader hedging and risk-management exception. 
And I do know from personal experience that there are inhibitions 
put on activities that businesses do because they are concerned 
about the tax treatment of their transactions. And those are non- 
abusive risk-management and hedging transactions. 

Representative JOHNSON. Well, from my understanding, you rec-
ommend creating an IRS list of acceptable hedges. Would we not 
however be better off with a hedging definition that could with-
stand the test of time; in other words, a definition that could more 
or less keep up with the innovations in hedging? Would you com-
ment? 

Ms. KRAMER. I would agree with you that having a list of accept-
able hedges is not really the appropriate way to go. We would need 
to be defining the types of transactions that we would want to 
qualify as hedges or risk-management transactions. And it turns 
out that many of those transactions could actually—if we expanded 
the definitions of hedging beyond ordinary assets, ordinary obliga-
tions, and borrowings—what we could do is, we could actually 
sweep in a lot of the structured product transactions that currently 
require new and creative rules to stop them, because they could be 
swept into the hedging rules and would be subject to the clear re-
flection of income or the integration rules that apply to hedging 
transactions. 

And so, it could actually do two things: it could both encourage 
business and investment activities, but it could also stop some of 
the abuses where one derivative is taxed in a particular way, and 
it is paired up with another product taxed in a different way. 

Representative JOHNSON. Thank you, ma’am. I yield back. 
Chairman BAUCUS. Thank you. Next, Senator Cardin. 
Senator CARDIN. Thank you, Mr. Chairman, and let me thank 

our witnesses for their testimony here. 

VerDate Nov 24 2008 21:34 Sep 17, 2012 Jkt 000000 PO 00000 Frm 00024 Fmt 6633 Sfmt 6633 R:\DOCS\75771.000 TIMD



19 

Let me ask a fundamental question, and that is, can we really 
do anything about this within the existing tax code? Sure, we can 
make some short-term corrections. We could do mark to market for 
a certain segment and catch those who are currently abusing the 
intent of the code. But, as we have seen over the last 5 years, with 
the new products that are on the market, and with the type of tax 
planning that goes forward, it is hard to predict what type of finan-
cial instruments are going to be out there 5 years from now. And 
whether we put exceptions in, as some of you have suggested, in 
dealing with legitimate hedge investments, where the definition of 
that becomes subject to abuse, or we use income limits, which can 
be subject to abuse, or we do other things with exemptions, as Con-
gress tends to do as it develops the political realities of what we 
do around this place, the question is whether we can, over any pe-
riod of time, handle the abuses that are currently in the financial 
products that you are talking about within our current tax code, 
which I think brings about the fundamental question of, how soon 
we can get to fundamental tax reform in this country. 

I have been proposing that we use less income taxes and use 
more consumption taxes, and do it in a way that is more progres-
sive than our current tax code, which has been suggested. My ques-
tion to you is, is there a way to permanently fix this, or do you be-
lieve that, even if we look at some of the suggestions that you are 
making on a current basis, we should really be looking at funda-
mental change in our tax code? Because what is happening with 
the taxation of financial products is, I think, symptomatic of the 
fundamental problem of our current income tax code that we tried 
to simplify in 1986. It lasted maybe 1 year before we started chang-
ing it. Any comments? 

Mr. MILLER. I can comment. As you know, I think mark to mar-
ket is the only system that accurately measures economic income. 
I think the broader the number and types of financial instruments 
that are subject to mark to market, the more accurate our tax sys-
tem is. I have somewhat arbitrarily limited my broad comprehen-
sive proposal to the one-tenth of 1 percent of wealthiest individuals 
and corporations, and that is somewhat arbitrary, but I think that 
those are really the only class of individuals who enter into these 
type of derivatives that we are talking about. And I think that the 
bang for the buck is highest at those levels. 

Senator CARDIN. Let me interrupt for a moment. I agree with 
what you are saying. The problem is, in 1986 we thought we were 
doing fundamental tax reform, and it did not last very long. If we 
go mark to market for a limited group, how long do you think it 
will remain in Congress before we start changing it? 

Ms. KRAMER. Can I jump in on that one? One of the things is 
that, if it were a year last time, maybe you might get 18 months, 
so I think that is really what the issue is. Because, wherever there 
is an opportunity, then there is going to be planning. And so my 
concern with scrapping the existing system, where at least we 
know how it works and where the pieces are—that is, if we were 
to go to something like a mark-to-market system, it would need to 
be, what is in, what is out? I mean, that is the first question. What 
would be covered? How would it be valued? Who would do the valu-
ation? I know that Mr. Miller has a lot of opinions about that, and 
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we could talk about the differences there. But the reality is that, 
whatever changes are made, there will be new opportunities, and 
those opportunities will be filled. If not, 18 months would be the 
outer limits in my judgment. 

Senator CARDIN. Thank you. I thank the witnesses. 
Representative CAMP. Mr. Rangel is recognized. 
Representative RANGEL. Thank you. This is an exciting exchange, 

and I just hope that it is not just academic. It seems to me that 
the creation of these exotic instruments basically is an incentive for 
people who want to avoid taxes; is that right? 

Mr. RASKOLNIKOV. To a certain extent. To an extent for busi-
nesses to manage risk and—— 

Representative RANGEL. While it is great talking to professors, 
when I was chairman and as long as I have been on this com-
mittee, the policymakers fiscally in the corporate structure, you can 
talk with them, and they say generally, I do not mind a fair system 
as long as it is fair to my particular industry. But when the lobby-
ists come down, they do not care what is fair or not. They are paid 
to make changes that the people who pay them want. And so the 
whole idea of good government—I think outside of the tax-writing 
committees that want so badly to believe this is on the level, to a 
large extent it is, where is the leadership in the country to deter-
mine what risk members of Congress are prepared to take? So 
somebody would be hurt when you bring in reform. And I do not 
know whether, because you teach it, you get such a great satisfac-
tion out of, ‘‘Gee, if I had my way,’’ but you do not have your way. 
And we cannot agree as Democrats and Republicans to give tax 
fairness to middle America. People are making commitments to, ‘‘I 
do not care what happens, I am not going to change anything; if 
it is a loophole and it creates revenue, count me out.’’ 

Where do all of the studies you have and all of the students 
whom you are sending out—what could you suggest before we start 
making the difficult decisions? What do we have to do as a Con-
gress to even contemplate making the dramatic reforms that are so 
necessary for economic growth to our great Nation? 

Mr. RASKOLNIKOV. So, in connection with financial products, I 
would say the broader the reform, the fewer possibilities there are 
to create loopholes. So that is the guiding principle: fewer opportu-
nities are there for lobbyists who come and have separate excep-
tions for this, that, or the other thing. If the incremental line draw-
ing continues, that is just an invitation to continue as has been 
done so far. 

Representative RANGEL. But the decision has to be made by how 
the voters respect us in doing the thing that is in the Nation’s best 
interest. And I know this is outside of your portfolio, but, if people 
do not like each other and do not talk with each other, and there 
is going to be risk involved, political risk, and one of your students 
was to ask you, how do we get started in this—you are sending 
them out in the real world; do you tell them that this is just an 
academic thing? Yes, ma’am. 

Ms. KRAMER. Well, I actually teach as well, at Northwestern Law 
School, the taxation of derivatives. 

Representative RANGEL. The fact that most of you teach was the 
basis of my assumption. 

VerDate Nov 24 2008 21:34 Sep 17, 2012 Jkt 000000 PO 00000 Frm 00026 Fmt 6633 Sfmt 6633 R:\DOCS\75771.000 TIMD



21 

Ms. KRAMER. But in response to that though, what I would have 
to say is that perhaps the reason that my reform proposal seems 
so modest compared to my panelists is because I am a realist, and 
I think that the likelihood that we could actually get the types of 
dramatic changes made in a way that would work across the board 
are impossible. And so, looking at the system that we have and try-
ing to figure out how we can avoid abuse and encourage the eco-
nomic development that we need, it seems to me that by putting 
more transactions into the hedging and risk-management bucket, 
I view that as being a major improvement in the system. But as 
to totally scrapping it and starting over, I cannot imagine that that 
is a likely possibility. 

Representative RANGEL. Thank you, Mr. Chairman. I hope, Pro-
fessor Kramer, that you might send to me the answer you would 
give to a student who asked my question. Thank you. 

Ms. KRAMER. Afterwards. 
Chairman BAUCUS. Thank you very much. Senator Nelson, you 

are next. 
Senator NELSON. The complexity and the appearance of special 

interest treatment in the tax code is what has the American people 
understandably upset. I want to zero in on one particular provision 
where the Dodd-Frank Act amended section 1256. It was that the 
holder of a derivative must pay capital gains tax on any apprecia-
tion on their derivatives on that contract at the end of the year, 
regardless of whether the holder had sold it off. And to defer to Mr. 
Miller, that is the mark-to-market tax treatment. But there was a 
section 1256 in both the House and Senate versions of Dodd-Frank 
that had no change. In the conference committee, at the last mo-
ment, a change was added that exempted traders from section 
1256, and Dodd-Frank thus ensured that these traders can con-
tinue to defer taxes on their derivative holdings. 

Now, Mr. Barthold, I wanted to ask you, does this Dodd-Frank 
provision, does it continue to defer taxes on the income generated, 
as it apparently does, by the derivative holdings? Who are the like-
ly beneficiaries of that provision? And would it be more appropriate 
for credit default swaps and other exchange-traded derivatives to 
be subject to the annual taxation on their gain? 

Mr. BARTHOLD. Senator Nelson, thank you for the question. 
Maybe just to clarify for all the members, under section 1256, regu-
lated futures contracts, which are basically the scope of section 
1256, are marked to market annually at the close of the year. So 
that identifies their timing in terms of one of the aspects of think-
ing of financial instruments. They are also given a special char-
acter in that they are accorded 60-percent long-term capital gain 
treatment and 40-percent short-term capital gain treatment. 

You asked about the change; in particular you are focusing on 
the change in the conference agreement on the Dodd-Frank bill. 
What you had going into that conference—and I assume that this 
is what the conferees had discussed—is the scope of regulated fu-
tures contracts subject to 1256 under present law is somewhat un-
clear. There is some argument about the breadth of what would be 
regulated futures contracts. So the question in the Dodd-Frank bill 
was, was 1256 going to continue to apply only to what you might 
call traditional futures contracts or was it going to be any contract, 
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including swaps? The Internal Revenue Service has always taken 
what my colleagues and I think of as a rather narrow view of 1256 
contracts. So one interpretation absent the changes in conference 
is that you could have had an expansion of 1256. 

Now, since a lot of these contracts are reconciled within a 12- 
month period, in the normal course, a number of contracts would 
be short-term gain to individuals. So any change changing the 
breadth of what is covered under 1256 potentially benefits some 
people; it could also harm some people. You could benefit if you are 
automatically given the 60/40 treatment on your contract, which 
you would not have gotten otherwise under present law. So what 
the conference agreement did is, it was really intended to clarify 
the scope of 1256 to say that it did not include swap contracts. 

Now, the second part of your question is, should it include swap 
contracts, and that is not really a question for me. We could talk 
further. 

Senator NELSON. Well, what you are saying is, there are winners 
and losers. Who are the winners? 

Mr. BARTHOLD. Well, I will tell you—as we reported for the pur-
pose of the CBO analysis of the Dodd-Frank legislation—that we 
estimated, in fact, that there would be a modest increase in reve-
nues from the change that was made in conference. That is a con-
sequence of adding clarity that individuals could not take the posi-
tion that this was, in fact, a 1256 contract on which they could take 
60-percent long-term capital gains, the preferential rate under 
present law. So, for the purpose of scoring that legislation, we said 
that the result of this change made in conference was to increase 
by a little over $100 million across the budget period, the revenues 
incoming as a result of the legislation. 

I cannot—I will have to look further and follow up with you on 
potential types of taxpayers who would have benefitted or lost in 
terms of individuals, different types of business entities, and I will 
follow up—my staff and I will follow up with you on that. 

Senator NELSON. Mr. Chairman, could that follow-up be inserted 
as part of the record? 

Chairman BAUCUS. Absolutely. 
Senator NELSON. Thank you. 
Chairman BAUCUS. You bet. 
Representative CAMP. Thank you. Mr. Davis is recognized. 
Representative DAVIS. Thank you, Mr. Chairman, and for both 

chairs for holding this hearing. I would disagree with the gen-
tleman who spoke earlier and made the comment that someone has 
to get hurt when there are reforms. I think that base is a false 
premise and actually asks the wrong question. 

From my experience in business operation process reforms, I 
would probably go in a little different direction. The premise I 
learned to operate under in metrics and measurements was that, 
if you want to maximize effectiveness, transparency, accountability, 
in effect, measure the right things, you have to strive to minimize 
complexity, hopefully not with the fate that Copernicus suffered for 
sharing the truth. 

In a more immediate context, what I see in much of this discus-
sion over financial regulatory aspects and taxation is, if we have 
broken processes at the core and we paper them over by adding 

VerDate Nov 24 2008 21:34 Sep 17, 2012 Jkt 000000 PO 00000 Frm 00028 Fmt 6633 Sfmt 6633 R:\DOCS\75771.000 TIMD



23 

more rules leading to more overhead cost for compliance, less agil-
ity for the institutions, and difficulty in performing to standard, 
that in fact can lead to an increase in subjectivity in enforcement 
or even contradictory rules depending on what side of the process 
we are dealing with. 

With that said, Ms. Kramer remarked that Sarbanes-Oxley was 
66 pages long and mandated 16 rulemakings and 6 studies. In con-
trast, Dodd-Frank, which I do not believe has been helpful to solv-
ing the root cause of the problem, is 849 pages long, or over 2,000 
pages counting the pages from the committee print, and mandates 
more than 240 rulemakings and nearly 70 studies. Many of the 
deadlines are tight and many have been exceeded already and 
missed. Here is a question for any of the witnesses: do you think 
the enormity of the regulatory projects in Dodd-Frank, keeping in 
mind the premise I had laid out that, to maximize effectiveness, 
you minimize complexity, do you think that these very quick dead-
lines could result in mistakes that would have implications for the 
tax treatment of these instruments? I throw that open to any of the 
witnesses. 

Ms. KRAMER. Well, it is my view that it is better to go slowly and 
get it right than to come up with rules that do not work. And so 
although the—— 

Representative DAVIS. That would be a novel concept in Wash-
ington. 

Ms. KRAMER. But that is really what my view is, which is that 
the Congress really gave the regulators an impossible task of try-
ing to accomplish in 360 days what the equity markets took 70 
years to figure out. And so I think that it is better that the rules 
are done carefully and slowly than to just get them out and they 
are wrong. 

Mr. RASKOLNIKOV. I just want to mention, as related to financial 
products taxation, your view would suggest that we are much bet-
ter off with broader reform because we can explain three basic ap-
proaches here in 10 minutes or 20 minutes. If you ask us to explain 
current rules, you know, it would take, I don’t know, months. And 
so, any kind of fundamental reform that treats derivatives as a 
group, even if it is much more transparent, much clearer, still a 
few underlying issues will remain: derivative versus non-derivative, 
and derivative versus derivative used as a hedge. But there is a 
few compared to, you know, 500. 

Representative DAVIS. Thank you. Mr. Barthold? 
Mr. BARTHOLD. Mr. Davis, my colleagues and I always prefer a 

more deliberate approach to try to get all the technical details right 
so that the members have an opportunity to think through the 
ramifications, the policy changes. I believe that is what Chairman 
Camp and Chairman Baucus have been trying to do throughout 
these years: take a very deliberative look at the Internal Revenue 
Code. 

Mr. MILLER. I will decline to speak on Dodd-Frank. 
Representative DAVIS. Probably a wise choice. Thank you very 

much, Mr. Chairman. I yield back. 
Chairman BAUCUS. I thank everybody. I do not see any more 

Senators, so I will ask another question. 
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I told you, Ms. Kramer, I would give you an opportunity to talk 
about mark to market. Is there anything else you want to say 
about mark to market? Do you agree with the concept, or do you 
just think it is too complicated and, therefore, cannot be imple-
mented? 

Ms. KRAMER. There are situations where we do have the mark- 
to-market rules in place now. And what my concerns are with 
going to a broad mark to market—and I already mentioned some 
of them. What is in? What is out? How do you value it? How do 
we address the issues with respect to the pieces that are in mark 
to market versus the pieces that are not? Because to throw every-
thing into a mark-to-market system then would raise questions 
about illiquid assets and how do we value these. And I think that 
the problem that we have is that, from an administrative and pol-
icy standpoint, I personally believe that it would be very, very dif-
ficult to impose a mark-to-market system that would actually ac-
complish the reforms that we are talking about. 

Chairman BAUCUS. Professor, how do you deal with that? 
Mr. RASKOLNIKOV. The problem is that, while everything Ms. 

Kramer said is correct, she is identifying a line-drawing problem: 
what is in, what is out, what is subject to mark to market, and 
what is not. It is a problem; it always exists whenever there is a 
line. The difference is that today we have like 50 of those lines. We 
need to decide what is the difference between a forward and a swap 
and an option and a swaption, and we can keep going on and on. 
No, seriously, there is such a thing as a swaption. So, caps and 
floors; it is endless. 

Chairman BAUCUS. There is a swaption? 
Mr. RASKOLNIKOV. Swaption—it is an option and a swap. 
Ms. KRAMER. You do not really want to know. 
Mr. RASKOLNIKOV. You do not really want to know. So mark to 

market, there will be a line-drawing problem, two actually big line- 
drawing problems: what is subject to mark to market and what is 
not, and what is a derivative that is a hedge that is totally sepa-
rate and what is not. But now we have 22 or 222. 

Chairman BAUCUS. How would you deal with variable prepaid 
forward contracts? 

Mr. RASKOLNIKOV. Well, in the mark-to-market regime, it is very 
simple: you look at the fair market values. Again, with the vast 
majority of counterparties, at least one counterparty on a variable 
prepaid forward contract is a financial institution that is already 
on mark to market for its tax purposes and has to determine those 
fair market values. They just need to tell the investor or the com-
pany, whoever is on the other side, what they are including. 

Chairman BAUCUS. Ms. Kramer, do you think it is too difficult 
to implement, or do you also disagree with the principle? 

Ms. KRAMER. I also disagree with the principle. 
Chairman BAUCUS. Why is that? Why is that not right? Just cut 

to the chase: what is the market value? 
Ms. KRAMER. Well, if we are only talking about publicly traded 

instruments, then it is easier to find market value; you know what 
it is. But in the context of expanding mark to market to other types 
of products or instruments, then I have to say that there will be 
broad differences as to value and differences of opinion, even some-
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thing that has a long date to it, a long maturity date. That has 
really been a very, very big issue in trying to figure out valuation. 
So I really see it as a critical problem with the whole thing. 

Chairman BAUCUS. My time has expired. Chairman Camp? 
Representative CAMP. Mr. Reichert is recognized. 
Representative REICHERT. Thank you, Mr. Chairman, and thank 

the witnesses for their testimony. 
Professor Raskolnikov, you testified that the IRS has authority 

to share information with analysts about the use of financial in-
struments, but it does not do so. Why do you think they do not 
share that information? 

Mr. RASKOLNIKOV. It is hard to say. Actually it is hard to say, 
because the standard answer is taxpayer privacy and taxpayer pro-
tection, and, of course, this is a paramount concern. It is in the law 
and absolutely essential to preserve that protection, but IRS now 
has enormous amounts of data in electronic form. And stripping 
taxpayer identifying information is not that hard. So this is the 
greatest opportunity to urge you to give them a little nudge, be-
cause it will be incredibly useful, and they are talented, dedicated 
economists who will be delighted, at no cost to the public, to do this 
research and give us a much better idea about what is going on. 

Representative REICHERT. Is there just a small group of the pop-
ulation of taxpayers that is affected by this concern regarding pri-
vacy? 

Mr. RASKOLNIKOV. No, I think it is not a small group. But the 
privacy can be preserved, that is the more important—— 

Representative REICHERT. Some transactions, I understand, are 
so unique that some taxpayers might be identified just by looking 
at what kind of transaction it might be. 

Mr. RASKOLNIKOV. Maybe. And so the IRS will need to look more 
carefully. A lot of transactions, variable prepaid forwards, are done 
by hundreds if not probably thousands of taxpayers. And so what 
do we know about the magnitude of revenue losses? What do we 
know about what these people would have done if they could not 
do this variable prepaid forward—— 

Representative REICHERT. I am an old retired cop; that is my 
background. I want to know everything. I think the more informa-
tion we have, the better off we are making decisions about tax re-
form. You just touched on a couple of things there. What do you 
think Congress could gain from acquiring the information that the 
IRS has regarding the use of these tools? 

Mr. RASKOLNIKOV. The most simple answer is, you will have a 
much better idea of revenue estimates. 

Representative REICHERT. Okay. Thank you. To move on to an-
other question—I have 40 seconds here. We normally think of com-
plex financial products as being the domain of the sophisticated 
and wealthy, but there seems to be a trend toward developing a 
tax-advantaged financial product for smaller, more retail investors. 
Are you seeing that? I understand the so-called exchange-traded 
notes are an example of such a product. Does anyone wish to com-
ment on that? Mr. Miller? 

Mr. MILLER. I think the trend has been toward expanding the in-
vestor base for those products. There are, as I mentioned, $200 bil-
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lion in publicly registered SEC exchange-traded notes or structured 
notes. So that has been the trend. 

Representative REICHERT. Anyone else? 
Mr. RASKOLNIKOV. I agree. 
Representative REICHERT. Mr. Chairman, I yield back. 
Representative CAMP. Mr. Lewis is recognized. 
Representative LEWIS. Thank you, Mr. Chairman. Mr. Chairman, 

the last time both of our committees were together in this room, 
we were approaching the debt ceiling and did not talk about it. 
This time we find our committees together, and again we are not 
talking about the most pressing issues of the day. There is a grow-
ing gap between the haves and the have-nots. All across the globe, 
economic inequality is increasing. And right here at home in the 
United States, over the past 30 years, we have seen a tremendous 
increase in wealth for the richest among us, those who have the 
most. 

Make no mistake, there is nothing wrong with making money, 
but something is wrong when the middle class and the working 
poor are left out and left behind, they are forgotten. The last 30 
years have not been kind to them: stagnating wages, loss of their 
jobs, their homes, and their retirement savings. Unemployment in-
surance is a critical lifeline for too many of the people, not just in 
my district or my State, but throughout our country. 

Many who call my office are unemployed for the first time in 
their careers. Some have 10, 20, 30 years of work experience. They 
are educated and never thought this would happen to them. Others 
are just entering the workforce and are the first to be cut when 
times are tough and difficult. These are our fathers, our mothers, 
our daughters, our sons, our brothers, our sisters, aunts and uncles 
and cousins, who lost their jobs through no fault of their own. 

Congress needs to be compassionate; we must listen to the peo-
ple. This is the worst economic crisis since the Great Depression, 
and it calls for extraordinary action, here and now. I strongly be-
lieve that we must pass a clean extension of unemployment bene-
fits, and we must pass it now. It is the right thing to do; it is the 
moral thing to do, Mr. Chairman. I wonder whether any member 
of the panel has any response to my statement? Professor, you are 
a teacher, you are an educator. You educate a lot of young people, 
train a lot of students. 

Mr. RASKOLNIKOV. When I teach them, we certainly talk about 
the growth of income inequality in this country, but as far as finan-
cial products are concerned, there is nothing I can tell about any 
direct connection between one or another. 

Representative LEWIS. Any other members of the panel? 
Ms. KRAMER. Well, what I would like to add to that is, given the 

situation that you have painted, the reality, my concern is that try-
ing to turn the existing system upside down could cause some prob-
lems, and that working with a broader—I feel like I am saying the 
same thing again, but working with broader hedging and risk- 
management exemptions for businesses, I think, could only benefit 
the employees as well. 

Representative LEWIS. But some people suggest maybe we have 
to turn things upside down to turn it right side up. Mr. Miller? 
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Mr. MILLER. I harken back to Congressman Rangel. I agree with 
him that cooperation and conversation are good things, and I am 
an optimist. I would not be here unless I did not think you can im-
prove things. 

Representative LEWIS. Mr. Barthold? I am hopeful and opti-
mistic—— 

Mr. BARTHOLD. It is not appropriate for me to comment. These 
are member decisions, as you pointed out. 

Representative LEWIS. Thank you very much, Mr. Chairman, and 
Mr. Chairman. 

Representative CAMP. Thank you. Mr. Paulsen is recognized. 
Representative PAULSEN. Thank you, Mr. Chairman. Let me ask 

this question of all the witnesses. Because the financial instru-
ments that are used have parties on both sides of the equation, of-
tentimes the treatment of the issue of an instrument must be mir-
rored by the holder as well. And so, in theory, that symmetry that 
is going to be there is going to tend to minimize the consequences 
even to the IRS because, even if the issuer receives a tax advan-
tage to the holder, supposedly in practice, on the other side there 
may be an advantage or disadvantage if it goes both ways. Advan-
tage versus disadvantage—any comments on that in terms of if, in 
practice, that actually exists with those financial products and how 
that—— 

Mr. MILLER. In practice it does not exist. Let me give you a few 
examples. First we talked before about prepaid forwards that allow 
investors to defer their income and gain. On the other side of every 
one of those transactions is a financial institution that is on mark 
to market. Those financial institutions are completely indifferent. 
So there is no symmetry; they are simply paying tax on their prof-
its, whereas the taxpayer is able to defer. 

Mr. RASKOLNIKOV. Just to give you one more example of how this 
works. So there are financial instruments called convertible bonds, 
and you can add a little bit of an uncertainty to this convertible 
bond, and it will become a contingent convertible bond. So convert-
ible bonds give low-interest deductions to issuers, and therefore 
low-interest inclusions to holders. Contingent convertible bonds 
that are really similar economically—not identical, but very simi-
lar—give high-interest deductions to the issuers and high-interest 
inclusions to the holders. So you would say, isn’t that fixed; there 
is a friction? Well, the answer is no, because there are clientele ef-
fects, and corporations and markets direct convertible bonds and 
contingent convertible bonds to the right investors. 

So, where issuers take high deductions, the holders are all tax- 
exempt—pension funds, for example, or foreigners—so they are not 
including income. When the issuer does not need high deductions, 
then there are taxable holders of those bonds. So financial markets 
are extremely good at doing this kind of thing so there is no fric-
tion, and therefore there are revenue losses. 

Representative PAULSEN. Thank you. I yield back, Mr. Chairman. 
Representative CAMP. Mr. Marchant is recognized. 
Representative MARCHANT. Thank you, Mr. Chairman. When we 

think about complex financial instruments, we usually think that 
these are instruments that are primarily used by the rich or the 
sophisticated or those who can afford the advice. But in the last 2 
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years, one of the most explosive new products on the market has 
been the exchange-traded funds, which have pretty much put at 
the fingertips of very small investors and very unsophisticated in-
vestors, some very sophisticated tax planning, tax vehicles. Could 
the panel comment today on how we might take those new instru-
ments into consideration when we look at the reform of the tax 
code? 

Mr. RASKOLNIKOV. Well, exchange-traded funds are less of a de-
rivative. I think what you might be referring to are exchange- 
traded notes, that have proliferated dramatically in the past few 
years. They are derivatives, and they are fairly complicated. They 
allow one both to defer income and convert some of the short-term 
capital gain and ordinary income into long-term capital gain. In 
fact, you know, there is definitely a derivatives-to-the-masses 
movement, and you should be concerned about this because, in 
terms of revenue, once middle-class investors are allowed this op-
portunity to convert and defer income on an instrument that, at 
least before the financial crisis, looked very similar to an invest-
ment in a mutual fund, they will start investing into the lower-tax 
alternative, and the revenue will be lost. 

And going back to the prior discussion, then it turns out that 
these exchange-traded notes are not exactly like mutual funds. 
When you invest in mutual funds, you actually have assets, but 
exchange-traded notes are unsecured claims, and when the 
exchange-traded notes are issued by Lehman Brothers, you know, 
the holders of those notes are not feeling so good right now. 

So that is how tax systems sort of move people to do things they 
would not have done otherwise. So, in addition to revenue losses, 
there are other social costs—because Lehman ETN investors would 
have been better off if they had held Vanguard shares, so all of this 
is serious. 

Representative MARCHANT. Mr. Miller? 
Mr. MILLER. I agree with what the professor said. I tend to 

think, although these products are issued to lower-income investors 
as well—and I am referring to the ETNs—I tend to think, and yet 
I do not have the data, but I tend to think they are overwhelmingly 
purchased by the wealthy. I think generally the comments made 
are accurate that, for a low-income investor, in most cases, they 
would be better advised to invest in a more traditional mutual 
fund. 

Representative MARCHANT. Ms. Kramer? 
Ms. KRAMER. I really do not have anything to add on the 

exchange-traded notes other than what has been said. 
Representative MARCHANT. Okay. I yield back, Mr. Chairman. 
Representative CAMP. Mr. Crowley is recognized. 
Representative CROWLEY. I thank the chairmen, both Camp and 

Baucus, for this hearing today. And I find it interesting. Overall, 
the potential taxation of these instruments is complicated, to say 
the least. And, while the topic at hand is one that has the Prince-
ton economics department atwitter, I think we need to really focus 
back on what is really important to the average American citizen 
today. 

Mr. Barthold, in 3 weeks, on December 31st, the payroll tax holi-
day created by Congress last year will expire; is that correct? 
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Mr. BARTHOLD. Yes, sir. 
Representative CROWLEY. The payroll tax holiday was passed 

into law by the former Democratic majority in the House and Sen-
ate and was meant to provide an immediate cut in the payroll tax, 
which is paid by all workers and employers at a rate of 6.2 percent 
each on the first $106,800 of wages earned in the given year. This 
payroll tax cut meant tax savings of $1,100 this year in a worker’s 
paycheck for a family earning $55,000, probably an average income 
in the area that I represent. But on January 1st, 2012, if the 
Republican-led House continues its path of doing nothing for the 
middle class, nothing for job creation, people with an annual in-
come of $55,000 will see their income taxes raised by $1,100. Talk 
about an unhappy New Year. 

It has been 3 months since President Obama not only proposed 
extending this payroll tax relief, but expanding it to make it more 
generous for workers, as well as to provide payroll tax relief for 
employers, those actually trying to create jobs in this economy. Yet 
despite the leadership of the President and calls for action from the 
American people, this Congress continues to operate at a standstill. 
This Congress has provided no vision, no plan for how to move the 
Nation forward and get our economy back on track. 

Now, with only 25 days until the end of the year, we are on a 
collision course to let income taxes increase on Americans by over 
$1,100 due to the continued refusal of the House to even consider 
legislation to extend the payroll tax cut. 

My colleagues, the American people need more than knee-jerk 
legislation; they need more than last-minute squabbling about 
whether or not middle-class families and small businesses deserve 
tax relief. Let us give relief to small businesses and working people 
today, and let us start spending time on creating a bigger vision 
for how to ensure America’s best days are still ahead. With that, 
Mr. Chairman, I yield back the balance of my time. 

Representative CAMP. Thank you. Mr. Berg is recognized. 
Representative BERG. Thank you, Mr. Chairman. This question 

is really for the whole panel, and one of the areas I am most inter-
ested in is derivatives. My question is, is there an example of some 
other country that has really figured out the best way to tax de-
rivatives? Is there an example that is out there that is being tested 
that we can look to and say, hey, there is a model we can follow? 

Mr. BARTHOLD. Mr. Berg, I am not aware of another western 
country that has gone completely to mark to market or, as was sug-
gested, retroactive taxation or anticipatory taxation with a broad 
treatment across every possible financial instrument. 

Mr. RASKOLNIKOV. I am not aware either, but I want to empha-
size that, with a few exceptions of major financial centers—London, 
Hong Kong, Tokyo, and a few others—there are really not that 
many countries that face the pressure as much as we do and where 
the volume of financial innovation is anywhere comparable to that 
volume in the United States. 

Chairman BAUCUS. Why is that? 
Mr. RASKOLNIKOV. That is because the U.S., New York, is a 

major financial center of the world, and there is an incredible num-
ber of highly trained and very talented people focused on this, as 
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is true of London and a few others. So there is just capacity to de-
velop this. 

Chairman BAUCUS. Thank you. I apologize, Mr. Berg. 
Representative BERG. No, no, not at all; any time, Mr. Chairman. 

I yield. 
Chairman BAUCUS. It was a question in my mind too. I was 

going to ask—there is a movement among many countries to move 
to a LIFO system of accounting. Is there any movement overseas 
on how to tax these new exotics? You have already answered the 
question: apart from the other major financial centers, this is really 
not as much of an issue as it is in this country. I apologize. Go 
ahead. 

Representative BERG. Just a quick—I suppose I get another 
minute now, though. 

Chairman BAUCUS. Take a couple. 
Representative BERG. No, no, no. One quick follow-up. The 

follow-up is, if we go to mark to market on derivatives, are there 
unintended consequences that might happen? I am just wondering 
if people, because they are really not getting cash, if they pay a tax 
on that, would that force them to liquidate things to generate cash? 
Does anyone see that as an unintended consequence? 

Mr. MILLER. I will take that. One thing that is the natural con-
sequence of imposing mark to market on some products rather 
than others is that you tend to move people into those other prod-
ucts, and, once again, people start looking for ways out of the 
mark-to-market system. So, for example, if you mark to market de-
rivatives and you do not mark to market physicals, people could 
use physicals to create partnerships that create synthetic deriva-
tives. So you have to think about the behavioral responses to a par-
tial mark-to-market system. So one is, you have to police around 
those margins. 

Second, your point is well-taken that if you are imposing mark- 
to-market taxation, that is, taxing people before they have the 
cash, you have to ask, are they sufficiently liquid? If you are only 
doing publicly traded derivatives, then you have a mark, and usu-
ally sophisticated taxpayers can negotiate for the requisite liquid-
ity. The idea is, if you establish the clear rule and it applies pro-
spectively, then taxpayers who are worried about the liquidity will 
not enter into the derivatives. 

Representative BERG. Thank you. I yield back. 
Representative CAMP. Mr. Reed is recognized. 
Representative REED. Thank you, Mr. Chairman. I was just in-

terested—there has been some discussion, some debate about a lit-
tle, unrelated issue, it may be related, on imposing taxes on the ac-
tual transaction—the financial transaction tax. I have taken a posi-
tion on it—I do not want to share that position with you—but I am 
interested in having the conversation. If the panel could offer some 
insight as to the pros and cons of imposing a financial transaction 
tax, I would be appreciative of that. Anyone, other than Mr. 
Barthold? Go with the professor; he is always on the spot. 

Mr. RASKOLNIKOV. We are almost all professors. But I think—I 
do not have a strong view. I, you know, did not prepare for this 
hearing to answer this question, but I think it certainly should be 
considered. I know that you have discussed it at the previous joint 
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hearing. It is sort of like throwing sand in the wheels; you sort of 
hope to slow down things that you cannot quite control. If you real-
ly are buying time, maybe—but it would be great also to figure out 
the ways to control things that you are trying to control. But this 
is not a particularly educated view, so maybe I should not have 
said as much as I have said. 

Representative REED. No, I appreciate that. The other two 
please, just your comments. We are going to put you on the spot. 
Ladies first. 

Ms. KRAMER. The sand in the gears is really the concern with the 
transaction tax, because what happens is, it discourages the trans-
actions. And so the question is, is that really the objective or the 
way that we want to solve whatever issue it is that we are dealing 
with? And, in the context of the derivatives that we have been talk-
ing about, the concept of a transaction tax probably does not make 
sense unless we are only looking at exchange-traded products, 
where we would be able to capture that tax readily. 

Mr. MILLER. I have been focused on a tax system that matches 
economic income so that it does not affect taxpayers’ behavior. Ob-
viously, a transaction tax is a very different type of tax, in part, 
because it is designed to affect taxpayers’ behavior. I think that is 
a sort of different inquiry. I think you have to worry a lot about 
exactly how it is constructed. The EU has proposed a financial 
transaction tax that has the consequence of imposing multiple 
taxes on single transactions, so you have to worry about exactly 
how it is implemented, and you have to tread very carefully. 

Representative REED. With that, I will yield back. Thank you. 
Representative CAMP. Mr. Neal is recognized. 
Representative NEAL. Thank you, Mr. Chairman. Professor, I 

thought you did a good job in explaining the difference between 
exchange-traded notes and mutual funds: the difficulty is the issue 
of risk. For the bank that offers that opportunity, the problem is, 
as you cited with Lehman Brothers, where would individual inves-
tors go to collect? I guess the question I would have for you is, how 
do you explain in the market that element of risk when there is 
no congressional backup to fill the tax gap? I offered legislation on 
this in 2006. 

Mr. RASKOLNIKOV. Of course, I supported that legislation. 
Representative NEAL. That might have been singular. But the 

question I raised at the time is still prevalent in the sense it has 
been discovered here. 

Mr. RASKOLNIKOV. So the reason it is still prevalent is because 
of Too Big to Fail. So, on the one hand, the financial crisis, and 
Lehman in particular, revealed very starkly that exchange-traded 
notes are different from mutual fund shares, and investors should 
think very hard before they decide that an unsecured claim on a 
bank or a financial institution is as good as actual assets in a mu-
tual fund. 

On the other hand, today a lot of the exchange-traded notes are 
issued by huge financial institutions. My impression is that, you 
know, even before the bailouts, but especially after the bailouts, no-
body believes that any major financial institution will be allowed 
to fail. And not only that, during the bailout, if the memory serves 
right, not only the major financial institutions in the United States 
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were bailed out, basically nobody lost money; no creditors lost 
money. And so, if that is true, then there is really nothing to worry 
about for ETN holders, and so then the problems that you were 
trying to address 3 years ago very much exist today. 

Representative NEAL. So it is heads they win and tails they win? 
Mr. RASKOLNIKOV. In the case of a bailout? Yes, meaning that 

ETN investors defer taxes, they convert high-tax income into low- 
tax income, and then, when the financial institution is in trouble, 
taxpayers come and bail them out. 

Representative NEAL. Mr. Chairman, I think we have done a 
good job in the committee this year holding hearings. They have 
been very helpful in terms of a variety of opinions as we talk about 
this. But I also think that the country would be well-served if we 
were to insist that the presidential candidates next year took up 
this issue earnestly and moved away from some of the issues that 
frequently cloud the debate. 

And I call that to your attention because I think we could be very 
helpful on that basis, and the truth is, unless those two candidates 
crystallize these issues, the American people will continue to feel 
very sour about the tax code. Much of the debate is frequently driv-
en by the front page of major publications, including the Estée 
Lauder story in The New York Times. The witnesses are very help-
ful to this discussion, but what they do is they provide us with a 
lot of ammunition and a lot of information. 

The difficulty is, I suspect, until the Presidential candidates say 
we are going to aggressively hear what everybody has to say on 
this and we are going to offer some far-reaching proposals—be-
cause the issue that I have just talked about here with exchange- 
traded notes, they are moving again. They are moving again. And 
they came to sort of a calamitous halt after Lehman Brothers, but 
they are becoming attractive again. And as the professor suggested, 
of course, they are going to be attractive if the investor comes to 
believe that the government is going to step in afterwards and 
make everybody whole. Thank you. 

Chairman BAUCUS. Thank you. That is a very constructive idea, 
and I appreciate that. 

Representative CAMP. Thank you. I might have just one more 
question. 

First of all, I agree. I appreciate the testimony today. But dif-
ferent participants in this market are treated differently, whether 
you are an investor, a trader, or a dealer, as you all have pointed 
out. Does that help lead to the differential treatment, tax treat-
ment of financial products, and is it worth looking at how to treat 
these different participants in a more uniform way? 

If you would like to comment, anyone who would like to comment 
on that. 

Mr. MILLER. I think one point, and this was alluded to before, 
is we have dealers who are subject to mark to market, we have in-
vestors who are not. Therefore, dealers can permit investors to 
defer with no adverse tax consequences to the dealer. If we ex-
panded that treatment of mark to market across the spectrum to 
investors, then we would not have the situation where one party 
is deferring their tax and the other is indifferent. 
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Representative CAMP. And should those who are hedging be 
treated differently than those who are speculating? 

Mr. MILLER. I think they should be. So, in each of my proposals, 
I have carved out or excepted taxpayers that hedge their ordinary 
income and liabilities, like the farmers and the business owners. So 
I think that it is appropriate to carve out taxpayers who hedge in 
the ordinary course of their business their ordinary income and as-
sets. 

Representative CAMP. Thank you. 
Mr. Schock is recognized. 
Representative SCHOCK. Thank you, Mr. Chairman. 
As an Illinois member and home to the CME and the Board of 

Trade, we have a lot of traders in our State. Ms. Kramer, being 
from Illinois yourself, I am interested in your perspective on some 
rulemaking that has just been posted. 

On September 16th of this year, the Treasury Department issued 
proposed regulations entitled ‘‘Swap Exclusions for Section 1256 
Contracts.’’ I am sure you are aware that many of the traders in 
Illinois are large corporations, but also there is an entrepreneur 
element, pass-through entities. And knowing that those small busi-
nesses—I have visited them—in our State that employ these trad-
ers that benefit from CME and the Board of Trade being in Illinois, 
their tax treatment is different. Specifically the 60–40, they benefit 
more from that than a C corp. 

The rulemaking that the Treasury Department proposed seeks to 
do away with that. I am interested, as a tax attorney from Illinois, 
whether you are aware of that and, if so, if you have an opinion 
on it, and whether those regulations concerning 1256 which expand 
further the definition of a swap and narrow the definition of a sec-
tion 1256 contract, are consistent with what was intended by the 
Dodd-Frank Act, or do you believe that they go further than what 
was intended in that legislation? 

Ms. KRAMER. A great question. As a starting point, the provision 
to remove certain swap products from 1256 treatment has been dis-
cussed previously, and the concept behind that was that the con-
cern was to get—that there would be more products that would be 
moving into 1256 treatment, and the exclusion that was put in 
Dodd-Frank is to make it clear that certain products cannot mi-
grate into the 1256 regime. So, based on my view that that is what 
the statute was intended to do, then the regulations that have been 
proposed are beyond what was contemplated by Congress, and the 
regulations go too far. 

Representative SCHOCK. Well, I would agree. You know, the stat-
ed intent of the Dodd-Frank legislation was to promote trans-
parency and safety in the financial markets, and, in particular, the 
goal was to move derivatives on to exchanges which offer the most 
transparent and safest form for trading. 

Based on what you just said, do you think the treatment of fu-
tures and other exchange-traded contracts under section 1256 is 
consistent with these objectives or outside the stated objectives for 
Dodd-Frank? 

Ms. KRAMER. Well, I think that the fact that they are exchange- 
traded already and they do have the clearing mechanism, means 
that the objectives that Dodd-Frank is looking for for the over-the- 
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counter products are met with respect to the current treatment of 
futures and exchange-traded options. 

Representative SCHOCK. Thank you. 
Mr. Chairman, I know my time has expired, but I do not see any-

one else waiting around to ask questions, so, if you would indulge 
me for 30 seconds. 

I know you talked about—I am curious—moving to mark to mar-
ket not only for these financial products but also expanding them 
to stocks and other assets. I am wondering if—I realize this is fo-
cused on financial products, but it is also investments, obviously, 
if you talk about including stocks. What about real estate? 

Mr. MILLER. No, I would not expand mark to market to real es-
tate, for several reasons. One, valuation is incredibly difficult for 
real estate. Real estate is not liquid. It would be a real hardship 
for people to have to pay tax on the appreciation of their real estate 
without the cash to be able to pay that tax. 

Representative SCHOCK. Does that favor then one investment ve-
hicle over another? 

Mr. MILLER. Yes. If my comprehensive mark-to-market proposal 
were adopted and only publicly traded securities were subject to 
mark to market, at the margins, if somebody is considering an in-
vestment in real estate as opposed to an investment in publicly 
traded property, they might elect real estate and achieve the defer-
ral to avoid the mark-to-market treatment. However, there are real 
economic differences between an investment in real estate and an 
investment in a publicly traded security. They would lose the li-
quidity that an investment in publicly traded securities would give. 

Representative SCHOCK. Thank you, Mr. Chairman. I appreciate 
it. 

Chairman BAUCUS. I have a question. With all the problems in 
Europe today, if you are a very creative tax lawyer, what would 
you be counseling your very lucrative client to be looking at? I can 
always think about the Euro falling, maybe selling short. I am just 
trying to put myself in the mind of some pretty big wealthy inves-
tors and thinking about new opportunities. Everything is an oppor-
tunity. Even bad news is an opportunity. Do any come to mind, or 
is that just too idle to be worth contemplating? 

Mr. MILLER. Well, if you could tell me where the market will go, 
I can derive the financial instrument that will minimize your taxes. 

Chairman BAUCUS. Of course, that is the key question. Even 
back in the financial debacle days, different people had different 
views whether these Collateralized Debt Obligations were worth 
anything or not. 

Mr. MILLER. And if you truly do not know, then only a mark-to- 
market system will assure that you are not subject to adverse tax 
consequences when the market goes against you, because you can 
take your loss. 

Chairman BAUCUS. Let’s hope that Europe does not tank. 
I thank the witnesses very, very much. The hearing is adjourned. 
[Whereupon, at 12:06 p.m., the hearing was concluded.] 
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