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Matthew Stevens analyzes the tax consequences of an individual 
investor who fell victim to a scam.

I. Introduction
Most tax court cases are pretty straightforward. It’s 
usually pretty obvious who should win, and it’s also 
usually obvious why the outcome is the way it is. 
Other cases involve close legal issues, and it is not 
clear whether the taxpayer or the IRS should prevail. 
Every once in a while, though, the outcome of a case 
is obvious, but the path to that outcome is the subject 
of heated dispute. With an obtuse majority opinion 
that nevertheless attracted 11 votes, and two crisply 
worded opinions concurring only in the result, A.L. 
Calloway1 is such a case.

II. Facts
Background
Many tax-advantaged transactions start with a glitch 
in the Internal Revenue Code (“the Code”). Either two 
disparate provisions are combined into a single trans-
action, with results unforeseen by Congress or the IRS 
(e.g., ACM Partnership),2 or a single noneconomic 
rule (often one that benefi tted the IRS in a different 
context) is turned against the IRS by a taxpayer (e.g., 
Stobie Creek Investment, LLC3). The transaction in 
A.L. Calloway, however, while no doubt marketed 
as a tax-advantaged transaction, started as a scam on 
the taxpayer. Calloway was a career IBM employee 
who, by the early 2000s, held IBM stock worth about 
$100,000, with a basis of about $22,000. (I’ll use 
round numbers throughout this article to make the 
concepts easier to follow.) Then, as now, an investor 
with a multi-million dollar appreciated position in a 
single stock could raise cash and protect itself from 

risk of loss on the stock (at the cost of giving up much 
of the potential for gain) by executing a variable pre-
paid forward contract, such as in Anschutz Co.4 Once 
the contract had been executed, the taxpayer would 
no longer be at risk for any decline in the value of 
the stock, and, structured properly, the taxpayer could 
defer any gain at least until the stock was delivered 
to close out the variable prepaid forward contract,5 
and perhaps even longer. However, a variable prepaid 
forward contract required a considerable amount 
of documentation. Additionally, the counterparty 
to such contract would need to hedge the variable 
prepaid forward contract, and such hedging tended 
to be unprofi table for the counterparty if the con-
tract involved only $100,000. As a result, few if any 
counterparties would have been willing to enter into 
a variable prepaid forward contract with Calloway 
over his $100,000 position in IBM stock.

The Transaction 
A small fi nancial concern known as Derivium Capital 
(“Derivium”) offered to help Calloway by lending him 
money on a nonrecourse basis against his IBM stock. 
Specifi cally, Derivium offered to lend Calloway 90 
percent of the purchase price at an interest rate of 
about 10 percent for a three-year term (actually 10.5 
percent, but I’m using round numbers). Neither inter-
est nor principal would be required or permitted to be 
paid before maturity. The IBM stock would be pledged 
as collateral for the loan, which was nonrecourse to 
Calloway. The pledge agreement gave Derivium the 
right to sell the stock at any time, but Derivium rep-
resented orally that it had a secret way to hedge its 
position in IBM stock, and would not sell the stock, 
absent a default by Calloway. Calloway would receive 
credit against the amount accrued as interest for the 
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amount of dividends paid with respect to the stock. 
At the end of three years, Calloway would have one 
of three choices. First, he could pay the interest and 
repay the principal on the loan and reclaim the stock. 
Second, he could renew the loan for another term 
of three years, (which would require paying a fee of 
4.5 percent of the principal and interest then due, if 
90 percent of the collateral value at that time did not 
equal or exceed the payoff amount). Third, he could 
forfeit the IBM stock and be forgiven the principal 
and interest under the loan.

The Scam
As mentioned above, the transaction was a scam on 
Calloway. Derivium had no secret hedging strategy. 
Rather, it simply sold the IBM stock into the market 
the day after it received the pledged stock from Cal-
loway. Thus, Derivium effectively bought Calloway’s 
stock for 90 percent of its fair market value, and im-
mediately sold it for its full fair market value, thus 
generating a profi t equal to 10 percent of such value. 
Because the interest rate on the nonrecourse loan was 
fairly high, even when reduced by the dividends on 
the IBM stock (which I assume throughout this article 
to be one percent), it was fairly unlikely that Callo-
way (or any other given investor who entered into a 
similar transaction with Derivium) would show up at 
the end of the three years and demand his stock back. 
However, if an investor did show up with the cash 
necessary to pay off the interest and principal on the 
loan, that would necessarily imply that the value of 
the stock would be even greater than such amount; 
otherwise, the taxpayer would simply walk away 
from the stock. Thus, for each investor who showed 
up to demand his stock back, Derivium would have 
to come up with cash out of pocket equal to the dif-
ference between the value of the stock and the cash 
provided by the taxpayer. This obviously would not 
be a sustainable business model in the event of a 
broad, sustained rise in stock prices.6

Financial Analysis
Putting aside any forebodings that Calloway might 
have had about Dervium’s ability to return the shares 
if called for, did this transaction make fi nancial sense 
for Calloway on an after-tax basis? It did not appear to, 
if the only advantage of the transaction were tax defer-
ral. While the Tax Court stated that Calloway decided 
it was cheaper to take out a nonrecourse loan against 
his IBM stock for 90 percent of its value than it would 
have been to sell the stock for its full fair market value 

of $100,000 and pay the resulting capital gains tax at 
a rate of 20 percent, fi nancial analysis shows other-
wise. If the form of the transaction were respected for 
tax purposes, Calloway would be faced at the end of 
the term of the loan with either abandoning the stock 
(and recognizing the gain at that time) or repaying 
the amount of the principal plus interest. Abandon-
ing the stock and recognizing the gain would mean 
the taxpayer would retain the $90,000 loan proceeds 
but would be required to pay the tax on the gain. At a 
three-year interest rate of fi ve percent (compounded 
semi-annually), the value of the deferral of tax liabil-
ity for three years would have been $2,148. This is 
substantially less than the $10,000 Calloway took as 
a haircut to the fair market value of his stock.

Of course, unlike simply selling the stock in the mar-
ket, the Derivium transaction also gave the taxpayer 
an option to repurchase the stock at the end of such 
three-year period. Given an interest rate of 10 percent, 
compounded semi-annually, the effective repurchase 
price of the stock at the end of the three year period 
was $120,609. Assuming a risk-free rate of return of 
fi ve percent, a dividend rate of one percent and a 
volatility of 15 percent for IBM stock, a Black-Scholes 
calculator available over the Internet7 gives this call 
option a value of $7,212. This option value, com-
bined with the value of the deferral from the previous 
paragraph ($2,148), equals more than 90 percent of 
the haircut Calloway took on his stock as compared 
with a current sale. Indeed, if Calloway thought the 
volatility of the IBM stock were 20 percent instead of 
15 percent, the implied call option value would have 
been $10,551, which would mean the transaction 
would be more desirable economically than a current 
sale at market. Thus, whatever the taxpayer may have 
thought was the main benefi t of the transaction, the 
option value (again disregarding the a priori possibility 
that Derivium could not make good on its obligation 
to redeliver the stock if required to do so) substantially 
outweighed the tax deferral value.8 

Taxpayer’s Treatment of the 
Transaction
Understandably, given the form of the transaction, Cal-
loway treated it as a nonrecourse loan and so did not 
report any gain when the loan was made in 2001. Less 
understandably, he did not report the dividends on the 
stock as income, although he regularly received fanciful 
brokerage statements from Derivium, reporting the cred-
iting of dividends against the interest due on his loan. 
In 2004, the IBM stock was worth less than the sum of 

y
mil tran

(
ar t

ry tecessa
th

ns
the
if 
to

the
ifH

ne

sim
thth
H

mil
e ee e
owow
ece

ar t
ndnd 

weveweve
ssa

tran
of tof t
er ier, i
ry t

ree ye
in
off th

ars and
or
e inte

dema
show 
est and

e e en greate
d
r thhann suc am

lk
ount; 15

b
 p rce

$1
,n

0 5
th
51

e mp
h
plie
i h

d 
h

ca

pa



JOURNAL OF TAXATION OF FINANCIAL PRODUCTS 19

Volume 9  Issue 2  2011

the principal and accrued interest due under the loan 
(less the IBM dividends). So the taxpayer surrendered 
the IBM stock (or, more accurately, surrendered the right 
to get the IBM stock back) and was forgiven the amount 
of the loan balance. (One can almost hear Derivium’s 
owner give a sigh of relief at this point.) Nonetheless, 
although Calloway did not claim ownership of the IBM 
shares and had no right whatsoever to get the shares 
back, still he did not report any gain from the sale of 
those shares. One wonders what would have to happen 
to those particular shares in order for Calloway to admit 
that he needed to recognize gain.  

III. Tax Court Opinions
Majority Decision
The Tax Court, in a court-reviewed decision, held that 
Calloway was required to recognize gain in 2001, 
when the non-recourse loan was made and the IBM 
stock sold into the market. The majority held “the key 
was to determine whether the benefi ts and burdens of 
ownership of the IBM stock passed from petitioner to 
Derivium.” The Tax Court listed a number of factors 
used in making such determination, which factors 
it derived from the Arevalo9 case. The listed factors 
were (i) whether legal title passes; (ii) how the parties 
treat the transaction; (iii) whether an equity interest 
in the property is acquired; (iv) whether the contract 
creates a present obligation on the seller to execute 
and deliver a deed and a present obligation on the 
purchaser to make payments; (v) whether the right 
of possession is vested in the purchaser; (vi) which 
party pays the property taxes; (vii) which party bears 
the risk of loss or damage to the property; and (viii) 
which party receives the profi ts from the operation 
and sale of the property. In applying these factors, 
the Tax Court majority opinion did not distinguish 
between the purported loan of funds secured by the 
stock and the immediate sale of the stock by De-
rivium, but treated the two as a single transaction. 
In this section, I will describe and comment briefl y 
on each of these factors.10 

Passage of Title
The Court concluded that title to the IBM stock 
had passed when the stock was pledged to De-
rivium; Judge Holmes in his concurring opinion 
points out that this “passage of legal title” test 
cannot be applied sensibly here, given that legal 
title to the IBM stock at issue in Calloway was 
likely held by the Depositary Trust Company. 

Thus, this factor, which the court treated as a fac-
tor supporting the government, should have been 
treated as neutral.

Parties’ Treatment of the Transaction
The majority’s analysis of this factor consists 
largely of a recitation of the facts that the tax-
payer never reported any of the dividends he 
purportedly received on the IBM stock, and never 
reported the stock as having been sold, either at 
the time the loan was extended or at the time the 
taxpayer abandoned his IBM stock. While failing 
to report the dividends as income and failing to 
report the abandonment of the stock as a taxable 
disposition was indeed sloppy on the part of the 
taxpayer, the taxpayer also did not report a taxable 
disposition at the time the loan was entered into. 
This fact would appear to support the conclusion 
that the taxpayer was generally inattentive in tax 
matters, not that the taxpayer did not intend a 
loan to exist.

Equity Inherent in the Stock
Traditionally, when courts have analyzed the question 
of whether a taxpayer had an equity interest in the prop-
erty, they meant to inquire whether there was an excess 
of the fair market value of the property over the amount 
of nonrecourse indebtedness securing that property. By 
this standard, Calloway did have an equity interest in the 
property, because the principal amount of the nonre-
course loan was only 90 percent of the value of the stock 
on the date of the sale. Given that Calloway could not 
prepay the loan, a more sophisticated approach would 
have been to have computed the probability, based on 
a normal or log normal probability distribution, that the 
IBM stock would actually have a value three years hence 
that exceeded the sum of the accrued interest plus the 
principal, less the dividends paid. But the court didn’t 
do this sort of analysis. The majority, as pointed out by 
Judge Holmes, seemed to focus more on Calloway’s at-
tenuated legal connection to the IBM stock rather than 
his economic interest in it. Thus, this factor likely did 
support the government’s position, but for very different 
reasons than the Tax Court stated.

Obligation to Deliver and Pay
The majority pointed out that the loan agreement 
obligated Calloway to deliver the stock to Derivium 
(but ignored that such delivery was cast as a pledge) 
and obligated Derivium to pay 90 percent of the 
proceeds to Calloway (but ignored that such payment 
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was cast in the form of a loan). Under the majority’s 
reasoning, any loan against pledged stock, even one 
with full recourse to the taxpayer, would possess this 
factor, which seems odd. 

Whether the Right of Possession Passed
The majority also stated that “possession” of the stock 
had passed to Derivium from Calloway as a result of 
the pledge of the stock, in the sense that Derivium, 
and not Calloway, had the power to make another 
party the owner of the stock for tax purposes. The 
majority could have mentioned, but did not, that the 
taxpayer also gave up the voting rights when it gave 
up possession of the stock. This factor clearly favored 
the government.

Payment of Property Taxes
Clearly irrelevant, and the majority admitted as 
much. 

Risk of Loss or Damage
Here, the Court held that the taxpayer did not bear the 
risk of loss or damage after it received the proceeds 
of the loan. This is accurate. Once the loan had been 
funded, the taxpayer was indifferent to the value of 
the IBM stock unless it was above the $120,609 bal-
ance of the loan. This factor clearly favored the IRS.

Profi ts from the Property
“At best, the master agreement gave petitioner an op-
tion to repurchase IBM stock at the end of the three 
years; however, this option depended on Derivium’s 
ability to acquire” such stock. Curiously, the Court 
made no mention of dividends, which one would 
have thought would have weighed in the taxpayer’s 
favor, since the dividends would be credited against 
the loan balance, and payment of the dividends 
would make it more likely that the taxpayer would 
choose to pay off the principal and interest amount on 
the loan. To be sure, because the interest rate on the 
loan was steep, and the dividends were fairly small, 
it does not seem likely that the crediting of the divi-
dends against Calloway’s loan balance would have 
substantially affected the probability that the taxpayer 
would choose to repay the loan and reclaim the stock. 
Nonetheless, the payment of the dividends by IBM 
did lower the loan balance compared with what it 
would otherwise have been, and, therefore, this factor 
should be considered to weigh, at least modestly, in 
the taxpayer’s favor. (Of course, as I point out above, 
it would have been much easier for Calloway to have 

persuaded the Tax Court to treat the dividends as an 
indicator of possession if he had actually reported 
them on his income tax returns.)

One might have thought that, having concluded 
that the transaction was a sale, the majority’s analysis 
would be fi nished. The majority continued, however, 
with an analysis of whether the transaction met the 
defi nition of a loan. Among other citations to various 
formulations of the test for debt, the majority held 
that, “[f]or disbursements to constitute true loans 
there must have been, at the time the funds were 
transferred, an unconditional obligation on the part 
of the transferee to repay the money, and an un-
conditional intention on the part of the transferor to 
secure repayment.” As support for this proposition, 
the majority cited S.W. Haag,11 which dealt with a 
recourse loan. As hereinafter discussed, this statement 
can be reconciled with the law in this area only if the 
“conditionality” of the obligation of the taxpayer to 
repay the loan is determined without regard to the 
lender’s ability to obtain access to the borrower’s 
other assets. It seems odd to say that the borrower 
has an unconditional obligation to repay the loan, 
where the borrower can choose not to repay. 

The majority continued with its discussion of why 
the transaction did not qualify as a loan by stating 
that:

Petitioner would have no personal liability to pay 
principal or interest to Derivium, and it would 
have made no sense to do so unless the value of 
the stock had substantially appreciated. Petitioner 
transferred ownership of the stock to Derivium,12 
who received all rights and privileges of owner-
ship and was free to sell the stock. Derivium 
did immediately sell the stock and immediately 
passed 90 percent of the proceeds to petitioner.

Thus, the majority continued, “[t]he only right 
petitioner retained regarding shares of IBM stock 
was an option, exercisable 3 years later, in 2004, to 
require Derivium to acquire 990 shares of IBM stock 
and deliver them to him in 2004. Petitioner’s right to 
exercise this option in 2004 was wholly contractual 
because he had already transferred all of the incidents 
of ownership to Derivium, which had immediately 
sold the [shares].” 

Having concluded that the taxpayer was no longer 
the owner of the IBM stock, the majority had then to 
deal with the taxpayer’s contention that the transac-
tion was a nontaxable securities lending arrangement 
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analogous to the situation described in Rev. Rul. 57-
451.13 There, the taxpayer transferred shares to his 
broker (by endorsing the physical certifi cates over 
to the broker who then had new physical certifi cates 
reissued in his name). The IRS concluded that the 
transaction qualifi ed as one described in Code Sec. 
1036 (i.e., an exchange of common stock for other 
common stock of the same issuer), and therefore did 
not require the recognition of gain or loss. In Callo-
way, the majority distinguished Rev. Rul. 57-451 on 
the grounds that the shares in that ruling (and in G.D. 
Prevost,14 one of the seminal Supreme Court cases in 
the area of stock lending) had to be returned to the 
taxpayer “on demand.” In Calloway, the taxpayer 
could not demand the return of the shares, nor could 
Derivium have forced the taxpayer to repay the loan 
and take the shares back, for a period of three years. 
Thus, the majority distinguished Rev. Rul. 57-451.

The taxpayer also contended that Code Sec. 1058 
provided for nontaxability of the gain on his dispo-
sition of the stock. That section, enacted in 1978, 
provides for nonrecognition of gain on securities pur-
suant to an agreement that provides for the return of 
identical securities. One of the requirements of Code 
Sec. 1058, however, is that the agreement pursuant 
to which the securities were transferred must not re-
duce the risk of loss or the opportunity for gain in the 
securities transferred.15 In H. Samueli,16 the taxpayer 
had lent out a Treasury strip for a period of about 
15 months, and only had the right to get it back on 
three days during that period. The Tax Court decided 
that that limited right to terminate the securities loan 
was not suffi cient to enable the taxpayer to enjoy the 
opportunity for gain of the Treasury strip, and that 
the taxpayer therefore fl unked the test of Code Sec. 
1058(b)(3). On the Code Sec. 1058 issue, the facts for 
the nonapplicability of that Code section are stronger 
for the government in Calloway than were the facts in 
Samueli, because the taxpayer in Samueli had three 
specifi c days within a 15-month period on which 
he could seek the return of his stock; the taxpayer 
in Calloway was locked out of his shares for three 
years. The court in Calloway therefore ruled for the 
government on this point as well.

Accuracy-Related Penalty Under 
Code Sec. 6662(a)
The Court held that Calloway was liable for a 20-
percent substantial understatement penalty under 
Code Sec. 6662(a). The imposition of this penalty 
seemed largely grounded on the fact that the taxpayer 

did not respect his own form (i.e., did not report hav-
ing received the dividends during the three-year term 
of the loan, and did not report any amount realized 
in 2004 when the taxpayer allowed foreclosure on 
the IBM stock). By contrast, in the case of C. Shao,17 
which was decided a few weeks after Calloway and 
which involved an almost identical transaction, the 
taxpayer reported the transaction in accordance with 
its form, and, while the taxpayer still had to report 
gain upon the initial pledge of stock, no penalties 
were imposed.

Judge Halpern’s Concurring 
Opinion
Judge Halpern succinctly expressed what might be 
called the starkly modern view of tax ownership. 
He states:

It is enough for me that petitioner gave Derivium 
the right and authority to sell the IBM common 
stock in question for its own account, which 
Derivium in fact did. The nonrecourse nature 
of petitioner’s obligation to repay Derivium, 
and almost every other factor considered by the 
majority to determine who bore the benefi ts and 
burdens of ownership, is beside the point.

Having decided, based on these factors, that the 
taxpayer disposed of the stock in 2001 (the year 
the loan was made and the stock was sold), he then 
quickly disposes of the potential application of Code 
Sec. 1058 in a footnote. Judge Halpern takes only a 
bit longer to dispose of the taxpayer’s contention that 
Rev. Rul. 57-451 saves him from recognizing gain 
(albeit with a somewhat puzzling coda on how that 
revenue ruling was distinguishable because it arose 
in the context of incentive stock options).

Judge Holmes’ Concurring Opinion
Judge Holmes takes a more complicated view. He 
believes that the nonrecourse loan was actually what 
it appeared to be, but that the sale of the stock (which 
occurred only a single day later) triggered gain. He 
claims it was a mistake for the majority to view what 
was really two transactions as a single transaction. 
Specifi cally, he asserts that because Calloway did not 
know of the sale of his IBM stock, and apparently 
believed that Derivium had not sold the stock, the 
loan transaction and the sale transaction were not 
interdependent, and should be analyzed separately. 
Having established this analytical framework, Judge 

uce e rise the

ths5 mmon
d

sk
ra
ut
ra
utha

15

du
sese
ha

uce
ecurecur
adad 
5 m

e the
ritieritie
lenlen

mon

e ris
es tes t
t ot o
ths

erred.1

Tr
only

In H
ry
had th

Samu
p for a
e right

ght
t

o term
bl

min
th

a
t
te the seec

t
tie

j
s oa

th
n Se

bi
c.
t

y
05 i8

t
n a
d

ootnote
f t

Ju
h

an



22 ©2011 CCH. All Rights Reserved.

Of Ponzi Schemes and Non-Recourse Loans: A.L. Calloway

Holmes then takes the majority to task for having 
used a set of factors that derive from a case inquir-
ing into whether a transaction is a sale or a sham, 
not whether the transaction is a sale or a loan. He 
points out that between 60 percent and 80 percent 
of publicly traded stock is actually held by DTC, and 
that many sale transactions do not involve a transfer 
of title at all.

Judge Holmes further points out that the 10-percent 
overcollateralization in this case would be consis-
tent with courts’ traditional views that if a taxpayer 
had an equity interest in the property on day one, 
the nonrecourse loan would be respected as such. 
Judge Holmes then proceeds into a spirited (but not 
entirely persuasive) defense of the position that the 
loan phase of the transaction should be respected 
according to its form. However, just when the reader 
is beginning to wonder if he is reading a dissenting 
opinion rather than a concurring one, Judge Holmes 
reaches the analysis of the sale of the stock by De-
rivium. He cites a regulation under Code Sec. 1001, 
dealing with the consequence of the sales by lenders 
of property securing nonrecourse loans. Under this 
regulation, once such property has been sold, the 
taxpayer is no longer liable for the loan and must 
recognize gain or loss (subject, in the case of loss, 
to the wash-sale rules).

Judge Holmes’ logic suffers from an apparent inter-
nal contradiction. He concludes that it was unfair to 
combine the loan to the taxpayer and the subsequent 
sale by Derivium into a single transaction (which is 
what the majority did), because the taxpayer did not 
know, or have any reason to know, of the subsequent 
sale. Having concluded this, Judge Holmes imme-
diately concludes that, under the regulations under 
Code Sec. 1001, the sale of the collateral securing a 
nonrecourse loan results in the deemed satisfaction of 
the indebtedness, even if the taxpayer does not know 
of such subsequent sale. Why does the taxpayer’s lack 
of knowledge save the taxpayer from having the loan 
combined with the subsequent sale for purposes of 
determining whether the loan was really a sale, but 
does not save the taxpayer from recognizing gain 
on the sale itself? Presumably, Judge Holmes would 
distinguish the two parts of the analysis by arguing 
that the common law approach used to analyze 
whether a nonrecourse loan exists requires examin-
ing the intent, with the intent of the taxpayer being 
given more weight than the intent of his counterparty 
when the two differ, whereas Reg. §1.1001-2(a)(4)(i) 
is a mechanical rule that simply requires looking to 

see whether the collateral securing the nonrecourse 
loan has been sold.

IV. Analysis of Calloway
In this analysis, I will discuss two major issues arising 
from the case. First, was the case correctly decided, 
and, if so, did any of the three opinions use the correct 
reasoning to reach the taxpayer-adverse conclusion? 
Second, what are the implications of the majority 
opinion for nonrecourse loans over publicly traded 
securities?

Was Calloway Correctly Decided 
and Reasoned?
On the tax ownership point, the decision of the ma-
jority is clearly correct. However, the reasoning used 
by the majority, as pointed out by Judge Holmes, is 
considerably more complicated, and less helpful to tax 
advisors and future courts, than necessary. The most 
straightforward approach to the tax ownership issue 
would have been to have pointed out that the IBM 
stock pledged by the taxpayer was immediately sold in 
the market to an another investor who had no reason 
not to regard himself as the owner for tax purposes 
of such shares. Because it is logically impossible for 
the same shares to be owned for tax purposes by two 
different shareholders,18 and because the subsequent 
purchaser must be regarded as the owner of the shares 
for tax purposes, it must be the case that the IBM shares 
ceased to be owned for tax purposes by Calloway 
when Derivium sold them into the market.19 Because 
the shares were no longer owned by Calloway, and 
because he received cash that he is not under any 
unconditional obligation to return, he must have dis-
posed of them in return for such cash.20

This result is clear as a matter of tax logic, but it 
raises serious questions of fairness and administra-
bilty. From a fairness perspective, it can certainly be 
argued that it is unfair to the taxpayer that the tim-
ing of his recognition of gain must depend on when 
his counterparty decides to sell the pledged shares 
into the market (assuming one does not adopt Judge 
Halpern’s approach). Under this view, the taxpayer’s 
tax liability should turn entirely on his own actions, 
and not those of a counterparty with its own agenda 
(in this case, the agenda included committing fraud 
on the taxpayer). While not without some appeal, 
this argument should not prevail. Calloway had the 
absolute right to control the timing of the recogni-
tion of gain before he entered into the nonrecourse 
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loan transaction. While he did not know he would 
be defrauded, he must have known that it was likely 
that he would have to recognize gain when the bal-
ance of the nonrecourse loan came due in 2004, and 
that there was at least some possibility that Derivium 
would sell the IBM stock into the market in the mean-
time. It therefore does not appear to be a substantial 
injustice to require the taxpayer to recognize gain 
when and if the lender sells the stock.21

Additionally, there is precedent for attributing the 
actions of another party to a transaction to a taxpayer 
for purposes of determining the tax treatment of that 
taxpayer’s transaction. In ASA Investerings, which 
was one of the Merrill Lynch installment sale cases, 
the D.C. Circuit based its decision in that case in part 
on the conclusion that there was no valid partner-
ship formed, which conclusion in turn was based 
partially on the fact that the taxpayer’s partner in the 
putative partnership, ABN, hedged out the risk on the 
partnership’s primary assets. Thus, the court took into 
consideration the actions of one purported partner in 
a partnership, ABN, in concluding that the taxpayer, 
another purported partner, had not in fact entered into 
a partnership at all. To be sure, the facts of ASA Inves-
terings are distinguishable from those of Calloway. 
Allied-Signal, the taxpayer in ASA Investerings, was a 
large and sophisticated taxpayer that had deliberately 
entered into what the court appeared to view as a 
convoluted scheme to generate a large noneconomic 
capital loss. By contrast, Calloway was (apparently) 
a relatively unsophisticated individual taxpayer who 
was attempting merely to defer the recognition of 
gain, a goal that the tax system commonly perceives 
as less objectionable than the manufacture of capi-
tal losses. Moreover, ABN did not actively deceive 
Allied-Signal, as Derivium did Calloway. However, 
given that Calloway did place the power to dispose 
of the shares into the hands of Derivium, the two 
transactions are not so dissimilar as to prevent the 
conduct of Derivium from being taken into account 
from the standpoint of fundamental fairness.

Somewhat more troubling than any potential lack of 
unfairness to Calloway is the question of administra-
bility. How is a taxpayer in the position of Calloway 
supposed to know when to recognize gain if his 
lender sells the stock without telling him about it? 
If the transaction is viewed as a secured loan, it ap-
pears that Derivium had a legal obligation to report 
the sale to Calloway.22 Not surprisingly, Derivium 
failed to do so. However, there does not appear to 
be any reason not to apply the otherwise applicable 

substantive tax rules merely because this particular 
lender failed to disclose the fraud he committed on 
the borrower. Thus, notwithstanding these concerns 
about fairness and administrability, the general rule 
that no share of stock can have two owners requires 
Derivium’s sale of the IBM stock to be treated as 
triggering gain to Calloway. Given that, the taxpayer 
could have avoided recognizing gain on the shares 
only by treating the transaction as a securities loan 
under either Code Sec. 1058 or the pre–Code Sec. 
1058 authorities.23

The foregoing analysis is broadly consistent with the 
view taken by Judge Holmes, but Reg. §1.1001-2(a)(4)
(i), on which Judge Holmes relies, applies only in the 
case of a nonrecourse loan. As Judge Halpern points 
out, even in the case of stock securing a recourse 
loan, such stock can have only a single owner, and 
if a purchaser in the market is properly claiming to 
be the owner of the IBM shares, Calloway therefore 
could not be the owner of such shares, even if Cal-
loway were still on the hook for the principal and 
interest amount on the loan.

The analysis of whether the disposition of the IBM 
stock should have been ruled nontaxable under 
Code Sec. 1058 is fairly straightfoward. In order to 
be within the scope of Code Sec. 1058, securities 
must be transferred pursuant to an agreement that 
“provide[s] for the return to the transferor of securities 
identical to the securities transferred.”24 Moreover, 
this agreement must not “reduce the risk of loss or 
opportunity for gain of the transferor of the securi-
ties in the securities transferred.”25 Here, there are 
good arguments that neither of these tests would be 
satisfi ed. Because the pledge of the IBM stock and 
the nonrecourse loan were part of the same “agree-
ment,” and because such agreement clearly reduced 
the risk of loss on the stock, it would appear that the 
test of Code Sec. 1058(b)(3) would not be satisfi ed. 
Additionally, the IRS has a decent argument that the 
“agreement” does not require the return of identi-
cal securities to the taxpayer, not because Derivium 
may not be solvent at the maturity of the loan, but 
because Derivium is obligated to perform only if the 
taxpayer pays off the interest and principal, which the 
taxpayer is not obligated to do. Thus, it appears that 
the majority decision that Code Sec. 1058 does not 
apply is likely correct.

This argument is not entirely satisfying from a policy 
perspective, because it proves too much. Under this 
reasoning, any pledge of stock (suffi cient to transfer tax 
ownership), coupled with a nonrecourse loan (even 
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a greatly overcollateralized one), would result in the 
recognition of any gain on the underlying shares.26 
This, however, is a necessary consequence of a literal 
application of the language of Code Sec. 1058: Any 
reduction in economic risk removes a transaction 
from the protection of Code Sec. 1058.27 It is not clear 
whether Congress intentionally adopted this standard 
when it enacted Code Sec. 1058. It can perhaps be 
justifi ed, however, from a policy perspective on the 
ground that a taxpayer who (i) owns appreciated stock, 
(ii) has entered into a transaction that resulted in an 
unrelated third party becoming the owner of that stock 
for tax purposes generally,  and (iii) in all likelihood, 
received a substantial amount of cash with respect to 
that stock (e.g., the posting of cash collateral for a se-
curities loan) could reasonably be required to maintain 
complete economic exposure to the stock in order to 
avoid the current recognition of gain.

As compared with the determination of whether 
Code Sec. 1058 applies, the determination whether 
Rev. Rul. 57-451 applies is more diffi cult. The ruling 
does not contain any specifi c requirement that no 
risk reduction be present, so there is no regulatory 
analogue to Code Sec. 1058(b)(3). However, the rul-
ing did conclude that:

... the delivery of endorsed certifi cates of stock by 
the optionee to a broker, the latter being authorized 
to “lend” the certifi cates to his customers in the or-
dinary course of trade or business and having such 
certifi cates cancelled and new ones reissued in his 
own name, and the satisfaction by the broker of the 
resulting obligation to replace such certifi cates, will 
not constitute a “disposition” if the broker satisfi es 
such obligation with certifi cates representing shares 
of stock of such kind and amount as to bring the 
then-completed exchange within the scope of sec-
tion 1036 of the Code.

It was thus critical to the ruling that the broker have 
an obligation to replace the certifi cates with identical 
ones. While not entirely free from doubt, it seems rea-
sonable to interpret the phrase “obligation to replace 
such certifi cates” as an unconditional obligation. 
Otherwise, one would presumably be required to 
wait and see whether the broker actually did replace 
the certifi cates with identical ones (because if they 
were replaced with other property, or with noth-
ing, Code Sec. 1036 clearly would not apply). Yet a 
wait-and-see approach would be inconsistent with 
the existence of the annual accounting requirement, 

under which one generally needs to know whether 
to recognize gain on a transaction on the last day of 
the year, even if the securities lending transaction 
has not yet been closed at that time. As discussed 
above, Derivium’s obligation to deliver stock if and 
only if Calloway chose to pay the principal and in-
terest on the loan, which Calloway in turn had no 
legal obligation to do and which he very well might 
decline to do without penalty, does not constitute an 
unconditional obligation. The principles of Rev. Rul. 
57-451 therefore should not prevent Calloway from 
recognizing gain on the nonrecourse loan. 

In distinguishing Rev. Rul. 57-451, the majority argu-
ably erred in relying so heavily on the “on demand” 
requirement purportedly contained in the Revenue 
Ruling. The “on demand” concept did not appear in 
the facts of the ruling, but rather appears in a more 
general analysis of stock lending transactions in the 
legal analysis section. Moreover, the mere fact that an 
investor cannot get his shares back on demand does 
not mean that he has reduced his economic risk of loss 
or opportunity for gain on them (i.e., as long as he is 
eventually forced to take back and pay for the borrowed 
shares, he has suffered as much loss or received as much 
gain with respect thereto as if he had never transferred 
them).  On the other hand, it could also be argued that 
the “opportunity for gain” referred to in Code Sec. 1058 
refers not merely to the taxpayer’s economic exposure to 
the stock (which could, after all, be duplicated through 
an equity derivative such as a total return swap or a 
forward contract that clearly would not suffi ce to make 
the taxpayer the owner of the referenced equity), but to 
the taxpayer’s ability to exercise the power of a benefi -
cial owner by transferring ownership to shares that are 
substantially identical to those lent out. If a taxpayer 
cannot convey ownership to the stock as quickly as if 
he had not lent such stock, the argument would go, he 
should be required to recognize gain with respect to 
such stock. This concept, however, is inconsistent with 
the wash-sale rule, under which a mere contractual 
right to repurchase the shares after a fi xed period of 
time will prevent the recognition of a loss under Code 
Sec. 1091. Thus, concerns of symmetry tend to support 
the looser interpretation of the “opportunity for gain” 
requirement of Code Sec. 1058.28

The Future of Nonrecourse Loans on 
Publicly Traded Stock
Notwithstanding the demise of Derivium, other 
companies are offering nonrecourse loans against 
publicly traded stock. A Google search using the 
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terms “nonrecourse loan securities” reveals many 
companies advertising nonrecourse loans against 
publicly traded stock, albeit with a loan-to-value 
ratio of 80 percent or less, rather than the 90 
percent offered by Derivium.29 Additionally, a 
loan that is formally a recourse loan could be 
analyzed as a nonrecourse loan for tax purposes 
if the borrower is an LLC or other entity that is 
treated as a disregarded entity for U.S. federal 
income tax purposes. To what extent would these 
transactions be treated as sales under the majority 
opinion in Calloway?  

As Judge Holmes points out, the majority opinion 
uses language that, if taken literally, would abolish 
nonrecouse loans for tax purposes. At one point, the 
majority states that “For disbursements to constitute 
true loans there must have been, at the time the funds 
were transferred, an unconditional obligation on the 
part of the transferee to repay the money, and an 
unconditional intention on the part of the transferor 
to secure repayment.” This statement is simply in-
consistent with the existence of a nonrecourse loan. 
Moreover, as Judge Holmes also correctly points out, 
it is not possible to square this statement with the 
court decisions that have generally been willing to 
respect the form of the transaction if the value of the 
collateral is greater than the amount of the loan.30 
Judge Holmes aptly summarizes his concern on this 
point as follows:

The majority’s holding—what I fear it could be 
boiled down to—is that this transaction was a sale 
because the advance of money was nonrecourse 
and Derivium had the authority to sell after taking 
possession of the stock. Given modern condi-
tions in which a lender’s authority to sell stock 
is routine and even necessary, the real effect of 
the holding would be to treat all nonrecourse 
lending against stock collateral as sales. The 
majority does not appear to realize how startling 
that would be.

Based on the following analysis, however, I con-
clude that these concerns, while not meritless, are 
overblown, and that Calloway is distinguishable from 
many other cases that are likely to emerge. 

The majority’s statements on nonrecourse loans must 
viewed in the context of the high loan-to-value ratio of 
the nonrecourse loan in Calloway, judged against the 
backgroup of traditional debt-equity principles. Where 
an instrument takes the form of debt, as the nonrecourse 

loan in Calloway unquestionably did, one of the stan-
dards courts use to determine whether it should be 
treated as debt is whether the lender has a “reasonable 
expectation of repayment.”31 While the majority does 
not use this phrase, it does note that the price of the 
IBM stock would have to have increased substantially 
in order for the taxpayer to pay off the loan. While not 
quantifi ed by the majority, on the simplifi ed facts I have 
been using, the stock price would have to have had a 
6.34-percent internal rate of return, compounded semi-
annually, in order for Calloway to have demanded the 
return of the shares at the maturity of the loan. A 6.34-
percent rate of return, over a three-year period, does not 
appear to be within the realm of “reasonably expected” 
to occur. That is, one would not necessarily be surprised 
if it did occur, but intuitively it is not so likely to occur as 
to be considered “expected” by a reasonable person.32 
Looking only at the principal of the loan, if the price of 
the IBM stock had dropped by only 10 percent over the 
three-year period, Derivium would not have been able 
to recover a return of all of its principal (and, of course, 
would not receive any interest on that principal). While 
obviously a closer question, it does not appear that it 
would be reasonable to expect the stock not to fall 10 
percent in three years. To the extent that the majority 
based its decision on the conclusion that repayment was 
not reasonably expected, then, such a holding would 
be within the analysis that tax law traditionally would 
have applied.

Suppose, though, that Derivium actually had been 
able to hedge its holding of Calloway’s IBM stock, and 
therefore did not sell it.33 Would the answer under the 
“reasonably expected” test have been the same? This 
version of the transaction avoids the conclusion that 
another taxpayer owns the IBM stock, and therefore 
provides a much more sympathetic case for conclud-
ing that the taxpayer owns it. It is an undesirable result 
from a tax policy perspective, however, because the 
taxpayer (i.e., Calloway) would be able to deduct as 
interest what is in economic effect a put premium. 
Moreover, Dervium is looking to the taxpayer to 
recover its principal plus interest only if the value of 
the stock exceeds $120,609; if the value is less than 
that, Dervium will either exercise its put option (if 
the value is less than $101,238) or will sell the stock 
to the holder of its call (if the value is more than 
$101,238). Accordingly, even if Derivium did not 
sell the stock, it is diffi cult to conclude that Derivium 
“reasonably expected to be repaid” by Calloway.

By contrast, consider how the “reasonably expected” 
analysis would apply had the economics been closer 
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to those of a traditional nonrecourse loan. Suppose that 
instead of lending $90,000 against of the IBM stock, 
Derivium had lent $50,000 against the IBM stock. (As-
sume that the interest rate is only fi ve percent, to refl ect 
the lower risk premium demanded by the dealer.) In 
that case, the hypothetical taxpayer could be expected 
to pay off the principal amount and the interest and 
reclaim the shares if the price of such shares was any-
where in excess of $67,000. That is, the share price 
would have to decline by at least 33 percent over the 
three-year term of the loan in order for Derivium not 
to receive full payment of the principal amount plus 
interest. In contrast to the situation above, it does seem 
reasonable to expect the share price of IBM not to fall 
by more than this amount over a three-year period. 
Thus, assuming the lender does not sell the stock into 
the market, but continues to hold it, it appears that a 
nonrecourse loan of IBM stock for a term of three years 
should satisfy the traditional criteria by which nonre-
course loans are evaluated, even if the lender’s security 
interest is perfected by a transfer of possession.34

As further indication that the nonrecourse loan 
yet lives, shortly before this article went to press, the 
IRS released Advice Memorandum 2010-005 (“the  
AM”). While the AM, like Calloway, involved a con-
tention by one of the parties that a transaction was 

a nonrecouse loan, the positions of the parties were 
reversed. The taxpayer in the AM was a partnership 
that entered into a transaction with a bank styled as 
an option over a basket of securities, the composition 
of which could be changed by an investment advisor 
(who was also the general partner of the taxpayer-
partnership). The option had an initial premium equal 
to 10 percent of the value of the basket, a knock-out 
feature that permitted the bank to cancel the option 
when the value of the basket fell to 90 percent of the 
original value, and an accreting strike price.

The IRS ruled that, while in form the taxpayer had 
an option rather than actually owning the basket, 
the degree of control that the taxpayer had over the 
property in the basket, coupled with the shifting of all 
of the risk of loss from the bank to the taxpayer, justi-
fi ed treating the taxpayer as the owner of the property 
subject to the option. The AM does not reach a formal 
conclusion as to whether the taxpayer borrowed funds 
on a nonrecourse basis from the bank, although this 
conclusion is strongly implied. Moreover, the AM 
cited Calloway (although not the troublesome “un-
conditional obligation” language quoted above). Thus, 
the AM stands for the proposition that, at least in the 
judgment of the IRS, the nonrecouse loan survived 
the majority decision in Calloway.35
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not taken this course, at least in part because 
no one knows what the correct probability 
distribution is, or what courts should require 
as a threshold likelihood of repayment.  

33 In order to have accomplished such a hedge, 
Derivium could have determined the amount of 
cash it wanted to receive at maturity. This amount 
would presumably have been $101,238, which 
is the $90,000 Derivium originally lent, in-
creased by the assumed safe interest rate of fi ve 
percent, reduced by the one percent assumed 

dividend rate. In order to assure itself of receiving 
this $101,238, Derivium could, in theory, have 
taken the following steps. First, it could have 
bought a put struck at $101,238, which would 
have assured it that it would receive at least this 
amount, even if the IBM stock had been worth 
less. This put would have cost approximately 
$5,489. Second, Derivium would presumably 
wish to monetize its remaining exposure to 
the IBM stock. Because Derivium would profi t 
further if, at the maturity of the loan, the value of 
the IBM stock exceeded $101,238 but was less 
than the $120,609 principal and interest on the 
loan (in which case Calloway would abandon 
the stock to Derivium), Derivium could sell 
a call struck at $101,238. However, this call 
would leave Derivium exposed if the IBM stock 
price exceeded $120,609 at the maturity of the 
loan (and Calloway took the stock back). So it 
would need to buy a call struck at $120,609 to 
protect itself. The sold call struck at $101,238 
would have been worth $15,079 on the date 
the loan was made, while the bought call at 
$120,609 would have been worth $7,212. Thus, 
to place itself in the position of a lender with no 
exposure to IBM stock, Derivium would have 
had to pay $5,489 for the put plus $7,212 for the 
bought call, for a total of $12,701, while receiv-
ing $15,079 on the sold call. This works out to 
a profi t of $2,378. This is, of course, much less 
than the $10,000 that Derivium was assumed 
to make from the transaction as it was actually 
documented, which illustrates why Derivium 
simply sold the stock and hoped Calloway 
would not attempt to reclaim it in three years. 
(This analysis is grossly over simplifi ed; it ignores 
the renewal feature of the loan, and assumes that 
Derivium actually could have transacted options 
at their indicated Black-Scholes values.)

34 Apart from these two grounds for distinguish-
ing Calloway, we also note that, in a common 
law system, the impact of one trial court 
decision, which does not explicitly purport 
to overrule any other case, simply will not be 
given that much weight as a general matter. 
Thus, even if the majority were actually at-
tempting to make new law in this area, the 
case is unlikely to have much of an impact.

35 William R. Pomierski, Current Federal Tax 
Developments, 9 J. TAX’N FIN’L PRODUCTS 2 
(2010).
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