Calloway v. Commissioner, 135 T. C. 26 (2010) (U. S. Tax Court, 2010)

In Calloway v. Commissioner, the U. S. Tax Court ruled that a transaction involving
the transfer of IBM stock to Derivium Capital was a sale rather than a loan,
emphasizing substance over form. Albert Calloway received 90% of his stock’s value,
which Derivium immediately sold, highlighting the need to assess economic realities
in tax characterizations. This decision impacts how similar financial transactions are
treated for tax purposes.

Parties

Lizzie W. and Albert L. Calloway (Petitioners) v. Commissioner of Internal Revenue
(Respondent). The Calloways were the petitioners throughout the proceedings, while
the Commissioner of Internal Revenue was the respondent.

Facts

In August 2001, Albert L. Calloway entered into an agreement with Derivium
Capital, L. L. C., transferring 990 shares of IBM common stock to Derivium in
exchange for $93,586. 23. The agreement characterized this transaction as a loan,
with the IBM stock serving as collateral. The terms stated that Derivium could sell
the stock, which it did immediately upon receipt. The loan was nonrecourse and
prohibited Calloway from making interest or principal payments during the three-
year term. At maturity in August 2004, Calloway had the option to repay the loan
and receive equivalent IBM stock, renew the loan, or surrender the right to receive
IBM stock. He chose the latter option, as the loan balance exceeded the stock’s
value at that time. Calloway did not make any payments toward principal or interest.

Procedural History

The Commissioner determined a deficiency, an addition to tax for late filing, and an
accuracy-related penalty against the Calloways for their 2001 Federal income tax
return. The Calloways filed a petition with the U. S. Tax Court. The court reviewed
the case, with multiple judges concurring in the result but differing in their
reasoning regarding the transaction’s characterization.

Issue(s)

Whether the transaction between Albert L. Calloway and Derivium Capital in August
2001 was a sale or a loan for tax purposes?

Whether the transaction qualified as a securities lending arrangement under Section
1058 of the Internal Revenue Code?

Whether the Calloways were liable for an addition to tax under Section 6651(a)(1)
for failure to timely file their 2001 Federal income tax return?
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Whether the Calloways were liable for an accuracy-related penalty under Section
6662(a)?

Rule(s) of Law

Federal tax law is concerned with the economic substance of a transaction rather
than its form. “The incidence of taxation depends upon the substance of a
transaction. ” Commissioner v. Court Holding Co. , 324 U. S. 331, 334 (1945). A sale
is generally defined as a transfer of property for money or a promise to pay money,
with the benefits and burdens of ownership passing from the seller to the buyer.
Grodt & McKay Realty, Inc. v. Commissioner, 77 T. C. 1221, 1237 (1981). A loan is
characterized by an agreement to advance money with an unconditional obligation
to repay it. Welch v. Commissioner, 204 F. 3d 1228, 1230 (9th Cir. 2000).

Holding

The U. S. Tax Court held that the transaction was a sale of IBM stock in 2001, not a
loan. The court further held that the transaction did not qualify as a securities
lending arrangement under Section 1058 of the Internal Revenue Code. The
Calloways were found liable for an addition to tax under Section 6651(a)(1) for
failure to timely file and for an accuracy-related penalty under Section 6662(a).

Reasoning

The court applied a multifactor test from Grodt & McKay Realty, Inc. v.
Commissioner to determine that the benefits and burdens of ownership of the IBM
stock passed to Derivium. Key factors included the immediate sale of the stock by
Derivium, the absence of an unconditional obligation on Calloway to repay, and the
economic reality that Derivium bore no risk of loss on the stock’s value. The court
also considered the treatment of the transaction by both parties, noting
inconsistencies in the Calloways’ reporting of dividends and the transaction’s
outcome. The majority opinion emphasized substance over form, rejecting the loan
characterization despite the formal agreement. Concurring opinions proposed
different analyses, such as focusing on control over the securities, but agreed with
the result. The court also rejected the Calloways’ argument that the transaction was
a securities lending arrangement under Section 1058, as it did not meet the
statutory requirement of not reducing the transferor’s risk of loss or opportunity for
gain.

Disposition

The court affirmed the Commissioner’s determinations and entered a decision under
Rule 155 of the Tax Court Rules of Practice and Procedure.

Significance/Impact

The Calloway decision reinforces the principle that tax law focuses on the economic
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substance of transactions, particularly in the context of securities transactions. It
establishes that arrangements labeled as loans but lacking the characteristics of
true indebtedness may be recharacterized as sales for tax purposes. This ruling has
implications for similar financial arrangements and underscores the importance of
accurate tax reporting and reliance on independent professional advice to avoid
penalties. The case also highlights the complexities of modern financial transactions
and the need for clear legal guidance in this area.
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