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DISCUSSION 

SCOTT F. RICHARD*: George Constantinides and Myron Scholes have presented 
a negative report on the possibility of using option hedges to defer from one year 
to the next taxes on realized capital gains. Their hedge requires that at time t 
(November) an investor takes a position in three distinct calls on the same stock, 
where all three calls mature after January 1. One of the calls is bought and two 
are written such that at time t no money is invested. At time t + dt (December) 
a capital loss can be realized on one leg of the hedge, while not realizing the 
offsetting capital gain on the other leg; no cash flow results from the transactions. 
At time t + 2dt (January) the hedge is closed out with the realization of a capital 
gain, equal in magnitude to the capital loss, but with no cash flow. For dt 
sufficiently small the investor bears no economic risk, nor is it possible for him to 
earn any return; the hedge simply, in theory, transfers the tax liability from one 
year to the next. 

The authors themselves have somewhat "stolen my thunder" as a discussant 
by noting correctly that even very small transaction costs makes the use of this 
option hedge unprofitable. Hence my comments on the first four sections of their 
paper are brief and technical. I instead direct attention mainly to section six and 
its implications. 

Three of the technical assumptions used in deriving the continuous time hedge 
in section three are troublesome to me. First the authors assume the existence of 
a riskless tax-exempt bond, a plausible fiction, but a fiction nonetheless. Second 
the assumption that "dt" is one month in duration bears examination. In effect 
the authors are assuming monthly revision of a hedge that should in theory be 
revised continuously. While it is really an empirical matter, I suspect that 
infrequent revision of the hedge requires the hedger to bear large amounts of 
nonsystematic risk. This suboptimal risk bearing can be mitigated by either 
adding more options (with different striking prices or maturities) to the hedge 
portfolio or revising the hedge more frequently. Both of these strategies unfor- 
tunately increase the already excessive transaction costs, further blunting the 
usefulness of the option hedge. 

The third technical problem is that there is no way to ensure a capital loss 
large enough to offset any given level of realized capital gain using the Constan- 
tinides and Scholes hedge. It can be argued that taking a large position in the 
option on a high volatility stock is almost certain to generate a sufficiently large 
loss to offset any gain. This strategy will almost certainly result, however, in the 
hedger bearing large levels of nonsystematic risk, as mentioned above. Hence the 
potential hedger is caught on the homs of a dilemma: either to bear more 
nonsystematic risks or to risk an incomplete coverage of his capital gain. 

The sixth section of the paper examines the implications of capital gains taxes 
on consumer welfare and equilibrium asset prices. While no formal models are 
presented, the authors argue that each of the following, ceteris paribus, is 
beneficial to shareholders: higher capital gains tax rates, lower anticipated infla- 

* Graduate School of Industrial Administration, Carnegie-Mellon University. 
My thanks to Rex Thompson for helpful discussion. 
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tion or higher nonsystematic stock risk. These counter-intuitive results can be 
better understood, I think, once the reader realizes that Constantinides and 
Scholes are assuming implicitly that capital gains are untaxed either through 
deferral or through the realization of offsetting capital losses, but capital losses 
are realized and deductible. Hence, for example, an increase in nonsystematic 
risk is beneficial since it increases the probability of both relatively greater capital 
losses and capital gains, but the losses are deductible while the capital gains 
remain untaxed. (Their assertion is similar to the result in the Black and Scholes 
(1973) option pricing model that variance increases the value of the option.) 

Finally in section six the authors argue that the effect of dividends on the 
welfare of investors is ambiguous under a capital gains tax regime. They argue 
further, however, that if the Miller and Scholes (1978) tax deferral scheme is 
operative' then dividends become unambiguously favorable to investor welfare 
since they increase the probability of capital losses. This argument immediately 
raises an important question in my mind: If the Miller and Scholes tax deferral 
scheme works then it can be used on realized capital gains, as well as dividends, 
so that capital gains taxes can be deferred until death. If this is true, then why 
bother with option hedges? 

The answer to this question, I think, highlights the critical role of consumption 
which is missing from the Constantinides and Scholes paper. The essence of the 
Miller and Scholes argument is that through the judicious use of tax deferrals the 
Federal income Tax can be converted into a consumption tax. All investment 
income can be sheltered from taxation; only that part of income which is to be 
used for consumption gets taxed. The key benefit of taking capital losses and 
deferring capital gains is that some income used for consumption can be sheltered 
from taxation. To see this in a simple example consider an individual who will 
earn $10,000 per year in taxable wages for the rest of his life and wishes to 
consume his entire after-tax income each year. The Miller and Scholes hedge is 
of no use to him. But if the Constantinides and Scholes (C-S) hedge is operational, 
the investor can shelter $3,000 of his yearly income and thus consume more. (The 
$3,000 amount is determined by the tax code; it is the maximum yearly capital 
loss that can be deducted from ordinary income.) In the following year he has a 
$3,000 capital gain and $10,000 in ordinary income. Again using the C-S hedge he 
can generate a $6,000 capital loss and thus reduce his taxable wage income to 
$7,000. He continues this program, each year increasing his capital gains liability 
by $3,000, until death. At his demise his estate is exempt from the accumulated 
capital gains liability. (Indeed the investor has no estate.) 

The examples are much more complex if the investor wishes to accumulate 
wealth or if he already has a portfolio. Insofar as his portfolio has generated 
capital gains, he can use the C-S hedge to shelter more of his consumption than 
the $3,000 limit. This will surely affect the equilibrium pricing of capital gains 
generating securities. 

In the absence of an equilibrium model I am uneasy about my conclusions and 

1 The Miller and Scholes scheme may not be feasible in equilibrium as argued in this session by 
Harry DeAngelo and Ronald Masulis. 



452 The Journal of Finance 

reluctant to conjecture further. In my opinion an equilibrium model including 
consumption, wealth and taxation would be a fruitful line of research. 

REFERENCES 

F. Black and M. Scholes, "The Pricing of Options and Corporate Liabilities, "Journal of Political 
Economy, Vol. 81 (1973); 637-654. 

M. H. Miller and M. S. Scholes, "Dividends and Taxes," Journal of Financial Economics, Vol. 6 
(1978); 333-364. 


	Article Contents
	p. 450
	p. 451
	p. 452

	Issue Table of Contents
	The Journal of Finance, Vol. 35, No. 2, Papers and Proceedings Thirty-Eighth Annual Meeting American Finance Association, Atlanta, Georgia, December 28-30, 1979 (May, 1980), pp. 221-626
	Front Matter
	[Photograph]: Robert A. Kavesh, Executive Secretary and Treasurer, American Finance Association, 1961-1979
	Market Incompleteness and Divergences Between Forward and Futures Interest Rates [pp.  221 - 234]
	Security Market Microstructure
	On The Dynamic Behavior of Prices in Disequilibrium [pp.  235 - 248]
	Implications of Microstructure Theory for Empirical Research on Stock Price Behavior [pp.  249 - 257]
	On Dealer Markets Under Competition [pp.  259 - 267]
	On Dealer Markets Under Competition: Discussion [pp.  267 - 268]

	Empirical Research on Capital Markets
	The Relative Efficiency of Various Portfolios: Some Further Evidence [pp.  269 - 281]
	The Relative Efficiency of Various Portfolios: Some Further Evidence: Discussion [pp.  281 - 283]
	Tests of the Black-Scholes and Cox Call Option Valuation Models [pp.  285 - 301]
	Tests of the Black-Scholes and Cox Call Option Valuation Models: Discussion [pp.  301 - 303]
	Stock Repurchase by Tender Offer: An Analysis of the Causes of Common Stock Price Changes [pp.  305 - 319]
	Stock Repurchase by Tender Offer: An Analysis of the Causes of Common Stock Price Changes: Discussion [pp.  319 - 321]

	Informationally Efficient Markets
	Disclosure Laws and Takeover Bids [pp.  323 - 334]
	Distinguishing Beliefs and Preferences in Equilibrium Prices [pp.  335 - 344]
	Distinguishing Beliefs and Preferences in Equilibrium Prices: Discussion [pp.  344 - 346]

	Financial Issues for Regulated Firms
	The Effect of Fuel Adjustment Clauses on the Systematic Risk and Market Values of Electric Utilities [pp.  347 - 358]
	Admissible Rate Bases, Fair Rates of Return and the Structure of Regulation [pp.  359 - 368]
	On the CAPM Approach to the Estimation of A Public Utility's Cost of Equity Capital [pp.  369 - 383]
	Admissible Rate Bases, Fair Rates of Return, and the Structure of Regulation: Discussion [pp.  383 - 385]
	The Effect of Fuel Adjustment Clauses on the Systematic Risk and Market Values of Electric Utilities: Discussion [pp.  385 - 387]

	The Term Structure
	An Analysis of Variable Rate Loan Contracts [pp.  389 - 403]
	Conditional Predictions of Bond Prices and Returns [pp.  405 - 417]
	Conditional Predictions of Bond Prices and Returns: Discussion [pp.  417 - 419]
	Equilibrium Term Structure Models: Test Methodology [pp.  421 - 435]
	The Term Structure: Discussion [pp.  435 - 438]

	Impacts of Taxes on Financial Decisions
	Optimal Liquidation of Assets in the Presence of Personal Taxes: Implications for Asset Pricing [pp.  439 - 449]
	Optimal Liquidation of Assets in the Presence of Personal Taxes: Implications for Asset Pricing: Discussion [pp.  450 - 452]
	Leverage and Dividend Irrelevancy Under Corporate and Personal Taxation [pp.  453 - 464]
	Leverage and Dividend Irrelevancy Under Corporate and Personal Taxation: Discussion [pp.  465 - 467]
	Dividends, Short Selling Restrictions, Tax-Induced Investor Clienteles and Market Equilibrium [pp.  469 - 482]
	Dividends, Short Selling Restrictions, Tax-Induced Investor Clienteles and Market Equilibrium: Discussion [pp.  482 - 485]

	Futures Contracts
	Hedging and Joint Production: Theory and Illustrations [pp.  487 - 498]
	Hedging and Joint Production: Theory and Illustrations: Discussion [pp.  498 - 501]
	Consumption Risk in Futures Markets [pp.  503 - 520]

	Issues in Financial Accounting
	Externalities and Financial Reporting [pp.  521 - 533]
	Issues in Financial Accounting: Discussion [pp.  534 - 535]
	Toward a Theory of Financial Accounting [pp.  537 - 547]
	Toward a Theory of Financial Accounting: Discussion [pp.  547 - 551]
	Corporate Capital Investment, Accounting Methods and Earnings: A Test of the Control Hypothesis [pp.  553 - 565]
	Corporate Capital Investment, Accounting Methods and Earnings: A Test of the Control Hypothesis: Discussion [pp.  565 - 568]

	Investment Management
	Towards Indices of Real Estate Value and Return [pp.  569 - 580]
	Who Should Buy Portfolio Insurance? [pp.  581 - 594]
	Who Should Buy Portfolio Insurance?: Discussion [pp.  595 - 596]
	The "Market Model" In Investment Management [pp.  597 - 607]
	The "Market Model" In Investment Management: Discussion [pp.  607 - 609]

	American Finance Association Business Proceedings [pp.  611 - 613]
	Report of the Managing Editor of the Journal of Finance for 1979 [pp.  615 - 618]
	Back Matter [pp.  619 - 626]



