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HI GHLI GHT:

Triggering capital |losses is a conmpn year-end strategy to reduce taxable
i ncome, but certain purchases of substantially identical securities can result
in the disallowance of those | osses.

TEXT:

Wth the downward trend in the stock nmarket, many investors have sustai ned
| osses on their investments in stocks and securities. There are tinmes when the
i nvestor nay want to declare a loss for tax purposes but wants to maintain a
position in the conpany despite having a | oss on the conpany's stock. One way to
take the loss yet maintain ownership is to sell the stock, recognize a | oss, and
repurchase stock in the sane conpany. However, Congress has foreseen this
maneuver and enacted the wash-sale rules, which prohibit taxpayers from
recogni zing tax | osses when they reestablish their equity positions by
repurchasing identical securities within a short period after the sale date. The
wash-sale rules do not elimnate the | oss, but only defer recognition of any
loss until the equity position in the particular conpany is elininated through a
sal e.

The initial wash-sale rules were enacted in 1921. The current Section 1091
contains simlar |anguage, but has been expanded to cover nore types of
securities than were enconpassed by the original rules. For exanple, in 1988,
TAMRA extended the wash-sale rules to include stock options.

General rule

Section 1091(a) disallows the deduction for any loss clained fromthe sale or
ot her disposition of shares of stock or securities if the taxpayer acquires by
purchase or exchange, or has entered into a contract or option to acquire,
substantially identical stock or securities within a period begi nning 30 days
before such sale or disposition and ending 30 days afterwards (i.e., a 61-day
period).



The wash-sale rules do not apply to Section 165 losses if a taxpayer is a
dealer in stock or securities and the loss is sustained in a transaction made in
the ordinary course of such business. *<1> The Service also has periodically
i ssued rulings excluding certain itens fromthe definition of stock or
securities such as comodity futures *<2> or foreign currency. *<3>

----------------------------------- FOOTNOTE: - - - - - - - - - - s s e e e o e e oo o
*<1> Section 1091(a).*<2> Rev. Rul. 71-568, 1971-2 CB 312.*<3> Rev. Rul. 74-218,
1974-1 CB 202.

-------------------------------- END FOOTNOTE: - - - - - - - - - m e m e e oo oo - -

When deternining the 30-day periods, the trade date of the purchase and sale
is used rather than the settlenent date. Assum ng a taxpayer sells stock at a
| oss on 12/31/02, the taxpayer should not repurchase substantially identica
stock in the same conpany until after 1/30/03.

Substantially identical--stocks

In Rev. Rul. 56-406, *<4> the taxpayer sold comon stock at a | oss and
si mul t aneously purchased warrants for common stock of the sanme corporation. The
Service ruled that the loss is disallowed because the stock warrants were
contracts or options to purchase the stock. The Ruling stated, however, that a
| oss woul d be allowable if the transacti ons were reversed. That is, the wash-
sale rules would not apply to loss on the sale of stock warrants by the taxpayer
with the sinultaneous purchase of commopn stock of the same corporation. In this
case, for the loss to be allowable, the relative values and price changes must
not be so simlar as to allow the warrants to be fully convertible and therefore
substantially identical to the commn stock

-------------------------------- END FOOTNOTE: - - -« =« === == == mmemmm e e me e

In explaining its position, the Service stated that where a warrant may be
exercised only with the paynent of substantial consideration, it will generally
not be substantially identical with the stock. If the warrant may be traded at a
price substantially equal to the value of the related stock, it may be
considered fully convertible and therefore substantially identical

In Rev. Rul. 77-201 *<5> the taxpayer sold common stock at a | oss and on the
same day purchased convertible preferred stock in the sanme corporation. Each
share of the preferred stock was convertible into 2.2 shares of the
corporation's conmon stock. The preferred stock had the sane voting rights and
was subject to the sane dividend restrictions as the common stock. Al so, the
preferred and common stock traded at prices similar to the conversion ratio with
the price of the preferred stock fluctuating with the price of the common stock
The Ruling deternmined that with these simlar price adjustnents, the preferred
stock was acting as a common stock equival ent and, therefore, substantially
identical to the commobn stock under Section 1091. The |oss on the sale of the
common stock was, therefore, disallowed.

-------------------------------- END FOOTNOTE: - - = = = = === = mmmmmmmmmm oo

In Rev. Rul. 85-87, *<6> a taxpayer sold stock at a | oss and the next day
sold an "in-the-nmoney" put option (i.e., the market price of the stock was |ess



than the exercise price of the put). The Service disallowed the | oss on the
stock sal e under the wash-sale rules. The Ruling stated that a | oss would not be
al l owed when there is an in-the-noney put and "based on the objective factors at
the tine the put was sold, there was no substantial |ikelihood that the put
woul d not be exercised.”

-------------------------------- END FOOTNOTE: - - = = == === s o mmmmmme e

In the 1988 Tax Court case of Gantner, *<7> the taxpayer bought and sold cal
options on a stock wi thout ever actually purchasing the stock. The court held
that the wash-sal e provisions of Section 1091 did not apply to stock option
| osses as stock options were not stock or securities within the neaning of
Section 1091. Therefore, the court did not apply the wash-sale rules to the sale
of call options followed i nmediately by a purchase of call options on the sane
stock with identical terms regarding exercise price and expiration date.

----------------------------------- FOOTNOTE: = - = = = = = = === == e o oo mm e oo
*<7> 91 TC 713 (1988), aff'd 905 F.2d 241, 66 AFTR2d 90-5163 (CA-8, 1990).
-------------------------------- END FOOTNOTE; - - - = === === === mmmmmmmme o oo mm e

Shortly after the Gantner opinion was issued, Congress enacted section 5075
of TAMRA to specifically include options under the wash-sale rules. TAMRA
anended Section 1091 to provide that "the term'stock or securities' shall
except as provided in the regulations, include contracts or options to acquire
or sell stock or securities."” The anendnent to Section 1091, however, did not
clarify the nmeaning of "substantially identical”™ in relation to stock option
transacti ons.

Substantially identical--bonds

An inportant case for determ ning whether two bonds are substantially
identical is Hanlin. *<8> The taxpayer had three bond transactions.

- The first transaction involved the sale in 1932 of 4.5% coupon bonds maturing
in approximately 16 years. On the sane date as the sale, the taxpayer purchased
bonds in the sane principal ambunt, sane interest rate, and issued by the same
i ssuer. The purchased bonds had a maturity date approximately six nonths |ater
than bonds sold. Therefore, the purchased bonds had a slightly lower yield than
the bonds sold. The court concluded that the differences in the bonds were
insignificant and held the bonds to be substantially identical

- The second transaction also involved bonds that differed in ternms of maturity.
The bonds sold had a maturity of 20 1/2 years. The purchased bonds had a
maturity of 23 years. The bonds were otherw se identical, with both being
callable after 7/1/33. The court held these bonds to be substantially identica
as the callabl e date superceded any difference in nmaturity.

- The third transaction invol ved bonds that were secured by collateral of

di fferent banks although otherw se identical. The taxpayer sold Federal Land
Bank of Louisville bonds at the sane tinme the taxpayer purchased identical bonds
i ssued by the Federal Land Banks of St. Louis and Wchita. The court determ ned
that statutes did not allow for recovery froma non-issuing |and bank for a bond
i ssued by another |and bank. Therefore, the court deternined that the risk |eve



of the bonds was not similar. Thus, even though the bonds were identical in
ot her respects, the court held these bonds not to be substantially identical

----------------------------------- FOOTNOTE: - - - = = = === mmm o oo mmmeiei oo oo
*<8> 108 F.2d 429, 24 AFTR 36 (CA-3, 1939), aff'g 38 BTA 811 (1938).
-------------------------------- END FOOTNOTE: - = == === === == mmmmmmm oo oo eemmm o -

In its decision, the court stated that substantially identical neans
"sonmething | ess than precise correspondence will suffice to make the transaction
a wash sale." The court also noted the legislative history of the wash-sale
rul es does not define the "sonething less." The court concluded that a "change
in [econonic] position" is the deternmining factor in deciding if the loss is
"fictitious" and, therefore, disallowed under the wash-sale rules. Basically, if
two investnents have different characteristics that would affect the investnent
deci sion of an investor, the investnents would not be considered substantially
i denti cal

Rev. Rul. 58-211 *<9> considered the application of the wash-sale rules to
two U.S. Treasury coupon (bearer) bonds with the sane interest rate. The Ruling
states that bonds are substantially identical if they are "not substantially
different in any material feature . . . or because of differences in severa
material features considered together." Conversely, the Ruling states that bonds
are not substantially identical if they are "substantially different in any
material feature . . . or because of differences in several material features
consi dered together (i.e., even though each of such differences considered al one
m ght not be regarded as substantial)."”

-------------------------------- END FOOTNOTE: - - = = == === oo mmmmm e

The Ruling noted that the fact that bonds of one series have the sanme or
approxi mately the sane market value on a particular day or days as bonds of
anot her series of the sane obligor with the sanme interest rate and security,
does not necessarily establish that the bonds are substantially identical. Also,
the Ruling stated that bonds purchased nust be conpared as they existed when
purchased with the bonds sold as they existed when sold.

Rev. Rul. 58-211 suggests a conparison of the finding of substantially
i dentical bonds with the opposite conclusion for two U S. Treasury bond issues
in Rev. Rul. 58-210. *<10> Interestingly Rev. Rul. 58-210 cites Rev. Rul. 58-211
in its discussion of the wash-sale rules. The bonds in Rev. Rul. 58-210 were not
substantially identical as the bonds had differences in their "materi al
features." The bonds sold were redeermabl e at par and accrued interest for
paynent of estate taxes due from a deceased owner's estate; the bonds purchased
did not have this redenption feature. Also, the bonds sold were not eligible for
unrestricted investnent by commercial banks until a specified date in the
future; the bonds purchased were already so eligible. Thus, in order to
determne if bonds are substantially identical, the investor should conpare the
mat eri al features. These incl ude:

- | ssuer.
- Maturity.

- Interest rate and yield.



- Any redenption restrictions.

-------------------------------- END FOOTNOTE: - - = = = = === = mmmmmmmmmm oo

Regul ati ons under Section 1233 di scussing substantially identical capita
gains and | osses note that bonds of a corporation are not ordinarily considered
substantially identical to the common stock of the sane corporation. The
regul ati ons nention, however, that in certain situations where bonds are
convertible into common stock of the sane corporation, the relative val ues,
pri ce changes, and other circunstances may nake the bonds substantially
identical to the commopn stock. *<11>

*<11> Reg. 1.1233-1(d)(3).
-------------------------------- END FOOTNOTE: - = = = === === mmmmmmmmm e

Subsequent acqui sition of stock

Section 1091(a) is not applicable to a loss on the sale of stock or
securities unless substantially identical stock or securities are acquired by
purchase or exchange on which the entire gain or |oss was recogni zed. Rev. Rul.
56- 452 *<12> di scusses a taxpayer who was granted a stock option to purchase
stock in the corporation. The Service ruled that a taxpayer who is granted an
option to purchase stock of a corporation will be held to have entered into an
option agreenent under Section 1091 to acquire stock on the date the option was
granted. The taxpayer will be held to have acquired the stock as a result of
exercising the option on the date on which the stock certificates are issued.

-------------------------------- END FOOTNOTE; - = = = == == === = =s = o mcmmmmamoca oo

The Revenue Ruling does not discuss the situation of a stock option expiring
unexerci sed. The disallowed | oss would, in that situation, appear to be all owed
on the date the stock option expires unexercised.

The di sal |l owance al so applies where within the 61-day period the taxpayer has
entered into an arrangenent with another party to acquire such substantially
identical stock or securities. In the Estate of Estroff, *<13> the taxpayer had
a friend purchase the stock at a loss with the agreenent that the stock would be
resold to the taxpayer at the sane price after the 30-day period had passed. The
court disallowed the |oss under Section 1091.

-------------------------------- END FOOTNOTE: - = = = === == mmmmmmmmm e

In Rev. Rul. 73-329, *<14> the Service ruled that acquisitions include the
recei pt of stock as conpensation and the purchase of stock pursuant to a stock
subscription.

----------------------------------- FOOTNOTE: = - = = = = = === s mmmm o oo mmmccaao oo
*<14> 1973-2 CB 302. See also Rev. Rul. 71-520, 1971-2 CB 311.
-------------------------------- END FOOTNOTE: - - - = === == === mmmmmmmmcce oo mec



In Rev. Rul. 77-201 (discussed above), the IRS indicated that convertible
preferred stock woul d be considered an option to acquire commopn stock in the
corporation. The reasoning was that the conversion was at the sharehol der's
election with no restrictions on the election

Based on the above, the exercise of an option or warrant woul d appear to be
an acquisition and would result in the application of Section 1091. However
Section 1091 woul d probably not apply when convertible preferred stock is
exchanged for common stock unless the relative values and price changes al ong
with other facts and circunstances indicate that the preferred stock and conmnobn
stock are substantially identical

Application of the wash-sale rules to call and put options presents
conplications. Deternining whether one call or put option is substantially
identical to another call or put option, even if related to the sane type of
stock in the sanme corporation, may be difficult. Options with nininal
di fferences regarding the exercise price or tine until expiration, however
appear to be considered substantially identical for Section 1091

Ot her rul es

VWhere the wash-sale rules apply, adjustnments are nade to the basis and
hol di ng period of the property acquired in the transaction that triggered the
rul es.

Basis. Section 1091(d) provides that the basis of stock or securities
acquired in a wash sale is the basis of the stock or securities sold, increased
or decreased by the difference, if any, between the sales price and the
acqui sition price of the substantially identical securities.

Hol di ng period. In determ ning the holding period of stock or securities
whose acquisition (or contract or option to acquire) triggered the wash-sale
rules, the holding period of the stock or securities sold or disposed of is
added to that of the acquired stock or securities. *<15>

-------------------------------- END FOOTNOTE: - - = = === === mmmmmmmm e

Multiple lots of stock. A loss deferred under the wash-sale rules fromthe
sal e of one lot of stock cannot be used to reduce the gain on identical lots
sold the sane day when the taxpayer purchased the identical stock within the 61-
day period. *<16>

----------------------------------- FOOTNOTE: = - = = = = === s s s s e m oo oo mcceaaa oo
*<16> Rev. Rul. 70-231, 1970-1 CB 171
-------------------------------- END FOOTNOTE; - - - = === == === mmmmmmmmcc oo oo me e

Reg. 1.1091-1(b) addresses the situation where there is nore than one | oss
subj ect to the wash-sale rules sustained for a tax year. This regul ation
provi des that the wash-sale rules apply to losses in the order in which the
stock or securities were sold. Where the order in which the stock or securities
were sold cannot be determ ned, the stock or securities are considered to have
been sold in the order they were purchased.

Reg. 1.1091-1(c) addresses the situation of acquiring within the 61-day
period | ess stock or securities than the ampunt sold. In this situation, the
stock or securities acquired are matched with an equal nunber of the shares of
stock or securities sold in the order of their purchase beginning with the



earliest purchase. Reg. 1.1091-1(d) addresses the situation when at |east as
much stock or securities are acquired as were sold, the stock or securities sold
are matched with the stock or securities acquired in the order of acquisition
begi nning with the earliest acquisition. *<17>

-------------------------------- END FOOTNOTE: - - = = == === = mmmmmmmmm e

Options. When a Section 1091 loss is disallowed through the granting of an
option, the subsequent acquisition of stock through exercise of the option wll
not cause disall owance of another |oss under Section 1091. *<18>

*<18> Rev. Rul. 56-452, 1956-2 CB 525
-------------------------------- END FOOTNOTE: - - = = === === mmmmmmmm e

Application of rules
The bel ow exanples illustrate the application of the wash-sale rules.

Exanpl e. General rule. Charles purchased and sold the followi ng stock in
XYZ, Inc.:

Nunmber Nunmber Pur chase/

of shares of shares sal es

Dat e acquired sol d price
12/ 1/ 02 100 $ 10, 000
12/ 15/ 02 100 9, 000
1/ 3/ 03 100 9, 000

The $ 1,000 I oss on the stock purchased on 12/1/02 and sold on 1/3/03 is
di sal | owed under Section 1091 as substantially identical stock was purchased on
12/ 15/ 02. *<19>

*<19> Reg. 1.1091-1(h), Exanple 1.
-------------------------------- END FOOTNOTE: - - - - - - - - m s e o e e m e o

Exanpl e. Basis conputation. Alicia purchased and sold the follow ng stock in
XYZ, Inc.:

Nunber Nunber Pur chase/
of shares of shares sal es
Dat e acquired sol d price
1/ 2/ 01 1 $ 100
1/ 15/ 02 1 80
2/ 1/ 02 1 90

No | oss is recognized under the wash-sale rules. The basis of the share
purchased on 2/1/02 is $ 110, which is the basis of the share purchased in 2001
($ 100) increased by the excess of the purchase price of the share bought in
2002 over the sales price of the stock acquired in 2001 and sold in 2002 ($ 90 -
$ 80). *<20>

*<20> Reg. 1.1091-2(a), Exanple 1.



-------------------------------- END FOOTNOTE: - - = = == === mmmmmm e e

Exanpl e. Basis conputation. Bonnie purchased and sold the followi ng stock in
XYZ, Inc.:

Nunmber Nunmber Pur chase/
of shares of shares sal es
Dat e acquired sol d price
1/ 2/ 01 1 $ 100
1/ 15/ 02 1 80
2/ 1/ 02 1 70

No |l oss is recogni zed under the wash-sale rules. The basis of the share
purchased on 2/1/02 is $ 90. This is the basis of the share purchased in 2001 ($
100) decreased by the excess of the sales price of the share bought in 2001 and
sold in 2002 over the purchase price of the stock acquired in 2002 ($ 80 -$ 70).
*<21>

*<21> Reg. 1.1091-2(a), Exanple 2.
-------------------------------- END FOOTNOTE: - - - === --m s e m e e e e e e - -

Exanpl e. Basis conputation. David purchased and sold the following stock in
XYZ, Inc.:

Nunmber Nunmber Pur chase/
of shares of shares sal es
Dat e acquired sol d price
9/ 21/ 02 100 $ 5,000
12/ 21/ 02 50 2,750
12/ 27/ 02 25 1,125
1/3/03 100 4,000

A portion of the $ 1,000 loss on the 100 shares of stock purchased on 9/21/02
is disallowed under Section 1091 as a | esser nunber of shares (75) of
substantially identical stock was purchased on 12/21/02 and 12/27/02. The $ 750
loss ($ 3,000 sales price -$ 3,750 cost) on 75 shares is not allowable. The $
250 loss ($ 1,000 sales price -$ 1,250 cost) on the remaining 25 shares is
deducti bl e.

For basis purposes, the 50 shares purchased on 12/21/02 have a basis of $
3,250. This anount is the cost of 50 shares purchased on 9/21/02 ($ 2,500) plus
the difference between the purchase price of the 50 shares acquired on 12/21/02
and the selling price of 50 shares sold on 1/3/03 ($ 2,750 -$ 2, 000).

The basis of the 25 shares purchased on 12/27/02 is $ 1,375. This anmpunt is
the cost of 25 shares acquired on 9/21/02 ($ 1,250) plus the difference between
the purchase price of the 25 shares purchased on 12/27/02 and the selling price
of 25 shares sold on 1/3/03 ($ 1,125 -$ 1,000). *<22>

*<22> Reg. 1.1091-1(h), Exanple 2
-------------------------------- END FOOTNOTE: - - - ------m s e e e e e oo -

Exanpl e. Hol di ng period. Ellen purchased and sold the followi ng stock in
XYZ, Inc.:
Nunber Nunber Pur chase/
of shares of shares sal es



Dat e acquired sold price

9/ 15/ 02 100 $ 5,000
2/ 1/ 03 100 4,000
2/ 15/ 03 50 2,000
2/ 16/ 03 50 2,000
2/ 17/ 03 50 2,000
2/ 18/ 03 50 2,000

The $ 1,000 I oss on the stock purchased on 9/15/02 and sold on 2/1/03 is
di sal | oned under Section 1091 as a total of 100 shares of substantially
i dentical stock was purchased on 2/15/03 and 2/16/03. Because of the disall owed
| oss, the shares purchased on 2/15/03 and 2/16/03 have a hol di ng period that
includes the tinme the stock purchased on 9/15/02 was held until the stock was
sold on 2/1/03. *<23>

*<23> Reg. 1.1091-1(h), Exanple 3.
-------------------------------- END FOOTNOTE: - - - == - - - o e o e e e oo o

Exanpl e. Sinul taneous gain and | oss. Fran purchased and sold the follow ng
stock in XYZ, Inc.

Nunber Nunber Price Tot al
of shares of shares per pur chase/ sal es

Dat e acquired sol d share price
1/ 2/ 00 100 $ 158 $ 15, 800
7/ 2/ 00 100 100 10, 000
12/ 2/ 00 100 95 9, 500
12/ 22/ 02 300 125 37,500
1/ 8/ 03 250 125 31, 250

The $ 3,300 loss [100 shares x ($ 125-158)] on the stock purchased on 1/2/00
and sold on 12/22/02 is disallowed under Section 1091 as shares of substantially
i dentical stock were purchased on 1/8/03. The $ 3,300 | oss may not reduce the
gai ns recogni zed fromthe sale of the stock purchased on 7/2/00 or 12/2/00.
*<24>

----------------------------------- FOOTNOTE: - - - - - = = = m s e s e e oo mceeeaae oo
*<24> See Rev. Rul. 70-231, 1970-1 CB 171
-------------------------------- END FOOTNOTE: - - -« =« === == == mmemmm e e me e

Exanpl e. Stock options. G egory purchased, sold, received, and exercised
stock options on stock in XYZ, Inc., as shown in Table A of Exhibit 1.

The $ 3,000 I oss [200 shares x ($ 105-120)] on 200 shares of the stock
purchased on 1/1/01 and sold on 1/15/02 is disall owed under Section 1091 as
stock options on substantially identical stock were granted on 1/1/02. The $ 500
| oss [100 shares x ($ 115-120)] on the 100 shares purchased on 1/1/01 and sold
on 1/15/03 is also disallowed due to the exercise of the options on 1/1/03.
*<25>

----------------------------------- FOOTNOTE: = - = = = = = === s mmmm o oo mmmccaao oo
*<25> See Rev. Rul. 56-452, 1956-2 CB 525
-------------------------------- END FOOTNOTE: - - - == === =@ == mmmmmmmmcco oo mmee



Exanpl e. Stock options. Heidi purchased, sold, received, and exercised stock
options on stock in XYZ, Inc., as shown in Table B of Exhibit 1.

The $ 4,500 |l oss [300 shares x ($ 105-120)] on 300 shares of the stock
purchased on 1/1/01 and sold on 1/1/02 is disallowed under Section 1091 as stock
options on substantially identical stock were granted on 1/15/02. However, the $
500 [ oss [100 shares x ($ 115-120)] on the 100 shares of the stock purchased on
1/1/01 and sold on 1/15/03 is allowed since the all of the shares represented by
the stock option resulted in the nondeductibility of a prior |Ioss under Section
1091. *<26>

Reporting a wash sale

Wash sales are reported on Schedule D, Capital Gains and Losses, of Form
1040. The full loss is listed in colum (f) in either Part | or Part Il. On the
next line, the words "wash sal e" should be entered in colum (a). The anount of
the | oss disall owed under Section 1091 is entered as a positive anpunt in colum
(f).

Concl usi on

It is not uncommon for taxpayers to be unaware of the | oss deferra
i nplications of the wash-sale rules when stock or securities are sold and
subsequently repurchased within the prohibited tinme periods. Practitioners
should informclients who engage in stock transacti ons of these rules.

Al so, the discovery of the repurchase of identical stock can be difficult for
the tax return preparer, especially at year end, as nost clients only submt
information regarding stock sales rather than stock purchases. Thus,
practitioners should inquire as to stock purchases as well as stock sales to
avoi d overl ooking a wash sale. Ot herwi se, the client nmay receive a deficiency
notice for the tax attributable to the disallowed |oss.

PLANNI NG TI P

One of the two major conditions for disallowing a |loss under the wash-sale
rules of Section 1091 is the 61-day rule. Any loss fromthe sale of stock or
securities is not deductible if the taxpayer purchases substantially identica
stock or securities within a period beginning 30 days before and endi ng 30 days
after the date of sale. Investors can bypass this restriction by purchasing
substantially identical stock or securities outside of this restricted period.

The second mmj or condition for disallowing a | oss under Section 1091 is that
the sale and purchase be of substantially identical stock or securities. The
| oss disall owance does not apply if the stock or securities are not
substantially identical. Therefore, a taxpayer may preserve his or her
eligibility to deduct a loss realized on a sale by purchasing stock or
securities that are not substantially identical to the stock or securities sold.
Wth this condition in mnd, the taxpayer can sel ect stock or securities of
anot her conpany with simlar characteristics and still have a reportable |oss.
Renenber that stock or securities are not substantially identical if they are
substantially different in any material feature.

PLANNI NG TI P

The Section 1091 disallowance rule applies to sales and purchases of shares
in nmutual funds. This includes reinvestnment of dividends. Therefore, taxpayers



shoul d be aware that the purchase of additional shares through autonmtic

rei nvest ment of dividends can result in the disallowance of a loss if a
redenpti on of fund shares and purchase of fund shares occur within the 61-day
wi ndow. (See White, "Wash-Sale Rules Muddy Mutual Fund Loss Deductions," 62 PTS
132 (March 1999).)

PLANNI NG TI P

Section 1091 applies to a taxpayer entering into a contract or option to
acquire substantially identical stock or securities during the 61-day period. In
part, the provision was added so taxpayers would not be able to bypass the 61-
day rule by not actually purchasing the substantially identical stock or
securities within the 61-day period but, nonethel ess, having a contract or
option to purchase the stock or securities within that tinme period.

There is little authoritative gui dance regarding put and call options. Rev.
Rul . 85-87, however, discusses the situation where the taxpayer sold an in-the-
money put option within the 61-day period. To be in-the-noney, the market price
of the stock must be less than the exercise price of the put. The Service ruled
that based on the spread at the tinme the put was sold between the val ue of the
under | ying stock and the exercise price of the put, the termof the put, the
premi um paid, the historic voliatility in the value of the stock, and other
objective factors, there was no substantial |ikelihood that the put would not be
exerci sed. Therefore, the key to determining if a call or put optionis a
"contract" to purchase stock appears to be whether there is a substanti al
l'i kelihood that that call or put will be exercised. Section 1091 defines
contracts and options as stock and securities.

Call and put options thenselves can be sold and purchased. The determ nation
of whether call or put options are substantially identical is problematical. The
four characteristics of an option are:

1. Put or call.

2. ldentity of underlying stock.

3. Expiration date.

4. Price at which underlying stock can be purchased or sold (strike price).

Options of the same type (call or put), underlying stock, expiration date,
and strike price are substantially identical. Using the guidance for bonds, if
options are substantially different in any material feature, they should not be
consi dered substantially identical. For options, the material factors would
include the four characteristics noted above with special enphasis given to the
expiration dates and strike price of the options.

Stock option exanple
Table A

Nunber Nunber Nunber Nunber

of of of of Price Purchase/ FMW at
shares options options shares per sal es Excerci se grant
acquired granted exercised sol d share price price dat e
1/1/01 400 $ 120 $ 48,000
1/1/02 300 85 $ 30, 000
1/ 15/ 02 200 105 21, 000

1/1/03 300 85 $ 25,500



1/ 15/ 03

Tabl e B:

Nunber

of

shares
acquired

Nunber

of
options
grant ed

100 115

Nunber Nunber

of of Price

options shares per

exerci sed sol d share

11, 500

Pur chase/

sal es
price

price

FW at

Excerci se grant

dat e

1/1/01
1/1/02
1/15/02
1/1/083
1/ 15/ 03

300

$ 120

300 105

85

300 85
100 115

$ 25,500

$ 30, 000



