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Second Circuit reverses tax court’s 
decision in determining extension of 
variable prepaid forward contracts is a 
taxable event and results in a 
constructive sale of stock 
On September 26, 2018, the United States Court of Appeals for the Second Circuit reversed the United 
States Tax Court’s ruling in Estate of Andrew J. McKelvey v. Commissioner (“McKelvey”).1  The Second 
Circuit concluded that the extension of certain variable prepaid forward contracts (“VPFC”) resulted in the 
replacement of the original VPFCs with the amended VPFCs.  Additionally, the Second Circuit held that 
the taxpayer realized long-term capital gain because the number of shares to be delivered at settlement 
of the amended VPFCs was “substantially fixed” at the time of the modification, resulting in a constructive 
sale of the underlying shares under IRC section 1259.   

Background 
Andrew J. McKelvey (“Taxpayer”) entered into two VPFCs with separate investment banks referencing 
shares of appreciated stock held by Taxpayer. Under the terms of each VPFC, Taxpayer received an 
upfront cash payment in exchange for a legal obligation to deliver a variable number of shares, or cash 
of equal value, approximately one year later. The number of shares to be delivered under each VPFC 
varied depending on the fair market value of the stock on the settlement date. To secure Taxpayer’s 
obligation, Taxpayer pledged as collateral the maximum number of shares that could be required to be 
delivered under each VPFC.   

Prior to the scheduled maturity of each VPFC, Taxpayer made a payment to each investment bank to 
extend the settlement date of each contract by approximately sixteen months. At the time of the 
extensions, the price of the stock underlying the VPFCs had decreased since the inception of the VPFCs.   

The VPFCs that are the subject of the McKelvey case are similar to the VPFC addressed in Rev. Rul.   
2003-7. In Rev. Rul. 2003-7, the IRS concluded that the VPFC in question, (i) was afforded open 
transaction treatment, and (ii) did not result in a constructive sale under IRC section 1259. Neither 
Taxpayer nor the Commissioner dispute that the conclusion reached in Rev. Rul. 2003-7 applied to the 
original terms of the VPFCs considered in McKelvey.   

The Tax Court, in its April 19, 2017 ruling, focused its discussion on whether, at the time of the contract 
extensions, the VPFCs were “property” in Taxpayer’s hands. The Tax Court ruled that at the time of the 
extensions, Taxpayer’s lone right had been satisfied and Taxpayer had outstanding only obligations.  
Accordingly, the Tax Court determined that the extensions did not constitute exchanges of property 
under IRC section 1001 with respect to Taxpayer. Further, based on the first determination, the Tax 

                                                
1 Estate of McKelvey v. Comm’r, 2018 U.S. App. LEXIS 27436 (2d Cir. 2018), rev’g 148 T.C. 312, (2017). 
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Court held that there was no need to retest whether the VPFCs caused a constructive sale of the 
underlying shares under IRC section 1259.   

Second Circuit Analysis 

The Court of Appeals for the Second Circuit focused on two issues:   

I. Whether the extension of the valuation dates of the VPFCs resulted in a termination of the 
original contracts; and  

II. Whether the number of shares to be delivered at settlement of the VPFCs was “substantially 
fixed,” within the meaning of IRC section 1259(d)(1), on the dates each VPFC was amended, 
thereby resulting in a constructive sale of the underlying shares by reason of IRC section 
1259. 

The Second Circuit agreed with the Tax Court that the replacement of the original contracts with 
amended contracts was not an “exchange of property” under IRC section 1001 because Taxpayer no 
longer had any rights in the contracts that could constitute property. Instead, Taxpayer had only the 
obligation to deliver shares and, “obligations are not property.”2 Nevertheless, the Second Circuit 
determined that the extension of the valuation dates was a “fundamental change” in the substance of 
the original contracts, resulting in the replacement of the original contracts with the amended contracts.  
The Second Circuit remanded the determination of any resulting short-term capital gain back to the Tax 
Court.   

Because the Second Circuit believed that the extension of the VPFCs resulted in a taxable event, the 
court determined that it was necessary to test whether the amended VPFCs resulted in a constructive 
sale of the underlying shares. In this regard, the court focused on the meaning of the term 
“substantially fixed” as used in IRC section 1259(d)(1) because a contract to deliver a substantially fixed 
number of shares would result in a constructive sale under IRC section 1259.3 A Black-Scholes formula 
was used to determine the probability that the settlement price of the reference stock at expiration of 
each VPFC would be below the floor price, resulting in delivery of the maximum number of shares under 
each contract. The Second Circuit concluded that the 85 percent probability of delivering the maximum 
amount of shares represented a substantially fixed number of shares required to be delivered under 
each contract.4 Therefore, the court determined that the amended VPFCs are forward contracts for 
purposes of section 1259, resulting in constructive sales of the reference stock posted as collateral 
under each contract, generating long-term capital gain. 

Observations  

While the Second Circuit agreed with the Tax Court that the VPFCs did not constitute property in the 
hands of Taxpayer for purposes of IRC section 1001, the Second Circuit did believe that the amendment 
of the original VPFCs resulted in a replacement of the original VPFCs with the amended VPFCs.  In 
making this determination, the Second Circuit concluded that the extension of the settlement dates 
resulted in a “fundamental change” of the original contracts. In this regard, the court does not appear to 
draw a distinction between a “fundamental change” and the potentially lower standard of a “material 
change.” In this instance, the court analogized the new valuation dates in the amended contracts to new 
expiration dates in option contracts and stated that, “the active trading of option contracts based on 
significant differences in expiration dates demonstrates that the options market regards different 

                                                
2 Estate of McKelvey, 2018 U.S. App. LEXIS 27436, *16, quoting 148 T.C. 312, 323-24. 
3 Section 1259(d)(1) provides that, “the term ‘forward contract’ means a contract to deliver a substantially fixed 
amount of property (including cash) for a substantially fixed price.”  
4 The Black-Scholes formula determined that the probability the closing price would be below the floor price on the 
settlement date, resulting in delivery of the maximum number of shares required to be delivered under each 
amended contract, was equal to 85.10% and 87.13% for the two VPFCs.   
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expiration dates as constituting different option contracts.”5 Further, in remanding the determination of 
the short-term capital gain to the Tax Court, it is not entirely clear whether the Tax Court has been 
instructed to simply calculate the amount of the short-term capital gain or further consider whether 
there has been the type of termination of the original VPFC that results in short-term capital gain.  

While using the Black-Scholes formula for purposes of interpreting the term “substantially fixed,” the 
Second Circuit recognized that the use of probability analysis to affect tax consequences is neither 
explicitly authorized nor prohibited by any relevant statute. The case thus does provide support for 
using a probability analysis to evaluate the tax consequences of certain transactions, including a 
modification of derivatives. Likewise, the Second Circuit’s conclusion that an 85 percent probability 
results in a “substantially fixed” number of shares to be delivered may provide some insight into an area 
of the tax law that has historically been unclear.   
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5 Estate of McKelvey, 2018 U.S. App. LEXIS 27436, *20. 
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