TAXES
By Wen-Yen Chiu and Anthony P. Curatola

Don’t Be Puzzled
Over Wash Sale
Rules
The Wash Sale Rules address the
deductibility of a realized loss
when a substantially identical
stock is reacquired within 30 days
before or after the sale. Here’s a
look at some of the issues related
to those transactions.

I

nternal Revenue Code (IRC)
§1091(a) states that a loss isn’t
deductible if the individual purchases substantially identical stock
or securities within 30 days before
or after the sale, assuming the taxpayer isn’t a dealer in stock or securities. This provision, known as the
“Wash Sale Rules,” has a few issues
and peculiar pitfalls that we sometimes overlook, forget, or simply
don’t know. This article begins with
the basics and then moves on to
some issues and an interpretation
issued by the Internal Revenue
Service.
Wash Sale Basics
If an individual has a “Wash Sale
Transaction,” the loss is disallowed
and instead is treated as an increase to the basis of the reacquired stock. For example, Jason
has a realized loss of $1,200 when
he sold 100 shares of ABC Company. Fifteen days later, he purchased 100 shares of the same
stock for $2,800. As a result, Jason
has a wash sale and is unable to
deduct the $1,200 loss on his tax
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return but, rather, increases the
basis of his newly acquired stock
to $4,000 ($2,800 + $1,200). The
same would apply if the substantially identical stock or securities
were reacquired by Jason’s spouse
or a corporation he owned.
In the case where a person has
losses resulting from more than
one sale in the course of a year or a
day, Treasury Reg. §1.1091-1(b)
provides that the wash sale rules
“shall be applied to the losses in
the order in which the stock or
securities the disposition of which
resulted in the respective losses
were disposed of (beginning with
the earliest disposition). If the
order of disposition of stock or
securities disposed of at a loss on
the same day cannot be determined, the stock or securities will
be considered to have been disposed of in the order in which they
were originally acquired (beginning with the earliest acquisition).”
The wash sale provisions, however, don’t apply to a gain situation. If Jason had a realized gain of
$1,200 (instead of a loss), it would
be treated as a short- or long-term
gain (depending on the holding
period), and the basis of the reacquired stock will be $2,800 (the
purchase price). [See, e.g., Rev.
Rul. 70-231, 1970-1 CB 171]

Reacquiring Fewer Shares
When a person has a wash sale
whereby he or she reacquires fewer
shares than previously sold, the
person must allocate the loss
between the reacquired shares and
the nonreacquired shares. The
portion allocated to the nonreacquired shares isn’t subject to the
wash sale rules. For example,
Marie sells 100 shares of Company
L at a loss of $2,300 and reacquires 60 shares of the same stock
for $3,400. Marie has a partial
wash sale. As a result, she is able to
claim $920 ((40 shares not repurchased divided by 100 shares sold)
x $2,300) as a deductible loss, and
she adds $1,380 ((60 shares repurchased divided by 100 shares sold)
x $2,300) to the purchase price of
the 60 shares repurchased (for a
new basis of $4,780).
Substantially identical stock or
securities is a difficult issue. The
IRS holds that the taxpayer must
consider all the facts and circumstances. In general, stocks or securities of one company aren’t
substantially identical to those of
another company. But in the case
of reorganization, the stock or
securities of the predecessor and
successor corporation may be substantially identical. Hence, this is
an unclear issue.
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Mutual Funds
After realizing the basic principles behind the wash sale rules,
some people might ask: What
about replacing one mutual fund
with another? Do the wash sale
rules apply to mutual funds? The
answer is “yes,” but the focus of
attention here is substantially
identical stocks or securities. For
example, an investor holds shares
of one mutual fund offered by a
company that also provides several funds with similar objectives
at the same time. The investor
can transfer his or her holding
within families of funds to maintain the same investment strategy
while taking advantage of a capital loss as long as these two
mutual funds don’t contain “substantially identical” securities,
which the IRS doesn’t clearly
define. Thus, a mutual fund
transfer may or may not result in
a wash sale.
New Interpretation
The IRS issued Revenue Ruling
2008-5 (IRB 2008-3, 271), which
expands the wash sale regulation
to repurchases by an individual’s
IRA or Roth IRA. In this revenue
ruling, a taxpayer sells 100 shares
of stock at a loss of $400 on
December 21st and then has his

IRA repurchase 100 shares of the
same company on December 22nd
for market price. The Service
ruled that under IRC §1091(a),
the loss on the sale is disallowed to
the taxpayer. Furthermore, the
basis in the taxpayer’s IRA (or
Roth IRA) isn’t increased by virtue
of IRC §1091(d).
In this revenue ruling, the IRS
applied the reasoning given in
Security First National Bank of
Los Angeles (28 BTA at 314-315),
whereby the taxpayer sold bonds
to a corporation he owned and
then transferred the same bonds
from the corporation to a trust
over which the taxpayer had complete dominion and control. The
court ruled that although the taxpayer didn’t personally reacquire
substantially identical property,
the difference between acquisitions by him personally and acquisition by the trust amounts only to
a refinement of title and, as such,
may be disregarded. Therefore, the

whole transaction is a wash sale.
Revenue Ruling 2008-5 addresses the reacquisition of substantially identical stock or securities by a
person’s IRA or Roth IRA. The
interesting question is: Does this
ruling apply to a person’s SEP or
SIMPLE plans? Even though it
isn’t in the Code and isn’t directly
addressed in the revenue ruling, it
seems reasonable to assume that
the revenue ruling would extend
to other types of retirement trust
whereby the taxpayer directs the
investments. SF
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