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Keeping Transactions Clean From the

Wash-Sale Rules

By R. Kevin Trout, CPA

Article Highlights

® Wash-sale rules disallow the loss on the sale of securities when substantially identical securities have been acquired within 30 days.
® Selling a security in one account and then repurchasing it in a different account can still trigger the wash-sale rules.
® One security can be seen as substantially identical to another when its value is determined by the other security and its other

important features are equivalent.
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One action promoted by
nearly every commentator on
the subject of managing taxable
income is the “harvesting of tax

losses.”

This term means simply to sell posi-
tions with a paper loss so that the loss
can be used to offset taxable gains and
up to $3,000 of other types of income ($1,500 for married
individuals filing separately). When harvesting tax losses,
investors are instructed to be wary of the wash-sale rules
that can result in the disallowance of the capital loss on the
sale of the investment.

The purpose of this article is to explain the wash-sale
rules in some detail so that investors have the knowledge to
harvest tax losses without violating these rules. Done correctly,
investors can harvest their tax losses by selling their loss posi-
tions, and, if desired, immediately replace their investments
with similar holdings without triggering the wash-sale rules.

Basics of the Rules

Tax authorities realize investors have the ability to fa-
vorably time the sale of their investments. They understand
security losses realized by taxpayers reduce the taxpayer’s
ability to pay tax. However, tax authorities object to tax losses
being generated and used when the economic position of the
taxpayer remains unchanged. This occurs when substantially
identical investments are purchased shortly before or after

the sale. Such a chain of events results
in the losses being viewed as fictitious
because the investment remains ongoing
and is not in fact liquidated.

The wash-sale rules disallow the
loss on the sale of shares of stock or
securities when substantially identical
stock or securities have been acquired (or
a contract or option for such securities
has been acquired) during the 61-day period occurring 30
days before the sale to 30 days after the sale. The portion of
the loss disallowed depends upon the number of securities
acquired versus the number sold. For instance, if 50% of the
number of shares sold were acquired within the restricted time
period, 50% of the loss would be disallowed. The amount of
the disallowed loss adds to the basis of the stock acquired.
So the loss is deferred until the replacement shares are sold.

The wash-sale rules only defer losses, not gains. When the
amount of securities purchased within the 61-day restricted
period is less than the number of securities sold, the securities
are matched in accordance with the order of their acquisition,
beginning with the earliest acquisition.

Demonstration of the Rules

Mr. Investor bought 100 shares of M Corp. stock in
Year One for §158 per share and an additional 100 shares
in Year Two for $100 per share. On January 2 of Year Five,
Mr. Investor sold 150 shares of M Corp. for $125 per share.
Then, on January 8 of Year Five, he bought 150 shares of
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the identical M Corp. stock for $115
per share.

The first lot of 100 shares, pur-
chased in Year One at $158 per share,
is sold at a loss of $33 per share ($125
sell price minus $158 cost basis). This
results in a loss of $3,300 on the en-
tire lot (833 times 100 shares). Since
150 shares of the same stock were
purchased six days later, the wash-sale
rules are triggered and Mr. Investor is
disallowed from claiming the loss. He
can, however, adjust the cost basis of the
first 100 shares he bought in Year 5 by
the $33 per share loss. This would raise
the cost basis for the new lot to $148
($115 purchase price plus the $33 loss).

The remaining 50 shares are treated
as coming from the lot purchased in Year
2. Since these shares were purchased at
$100 per share, a gain is realized (§125
sell price minus $100 purchase price
equals a gain of $25 per share.) The
wash-sale rules do not apply to gains.
This means 50 shares of the 150-share
lot purchase in Year Five will not have
their cost basis adjusted. Their cost basis
will remain at $115 per share.

Figure 1 tracks the transactions and
cost basis of the two lots in this example.

Application of the Rules

The wash-sale rules apply to mutual
funds, exchange-traded funds (ETFs),
and contracts or options to buy securi-
ties as well as the actual securities such
as stock and bonds. Commodity future
contracts and foreign currencies aren’t
considered securities for wash-sale
putrposes.

If an investor sells a stock in one
account at a loss and then repurchases
it in a different account within the re-
stricted time period, the wash-sale rules
will apply. This is true even if the sale
of the security is from a taxable account
and the purchase is in an individual
retitement account (IRA). (The court
ruling on the case of this nature did not
allow the deferred loss to be added to
the taxpayer’s basis of the IRA.) In IRS
Publication 550, Investment Income and
Expenses (www.irs.gov/pub/irs-pdf,
p550.pdf), the Internal Revenue Service

Figure 1. Tracking the Cost Basis of a Wash Sale

T

Mr. Investor made four transactions. He bought the same stock on two
different occasions, sold part of his position and the bought additional
shares. This chart shows how the share lots would have been allocated
and when the wash-sale rules would or would not have been triggered.

Transaction #1
100 shares of M Corp. purchased
at $158 per share in Year One.

Transaction #3: First Lot

100 shares sold at $125 per share
on January 2 of Year 5. Transaction
results in a $33 loss ($125 — $158).
Wash-sale restriction period
triggered by loss.

Transaction #4: First Lot

100 shares bought at $115 per
share on January 8 ofYear 5.
Because transaction occurs

within the restriction period, the
loss on the January 2 sale is
disallowed. Rather, the loss is
carried forward and the cost
basis of this lot is adjusted
upward to $148 ($115
purchase price + $33 loss).

also has stated it believes a stock sold
by one spouse and purchased within
the restricted time period by the other
spouse is a wash sale. This position has
not automatically been supported by
the courts, especially when the spouses
had separate accounts and acted inde-
pendently.

Wash-sale transactions where the
purchase is completed in a different
account than the sale can catch a tax
preparer unaware because investment
brokers are only required to report wash-
sales transactions that occur within the
same account of the taxpayer. Taxpayers
must also be wary of wash sales triggered
by automatic reinvestment of distribu-
tions. Purchases from automatically

Transaction #2
100 shares of M Corp. purchased
at $100 per share in Year Two.

( Transaction #3: Second Lot

50 shares sold at $125 per share on
January 2 of Year 5. Transaction
results in a $25 gain ($125 — $100).
Wash-sale rules are NOT
\ triggered when a gain is realized.

Transaction #4: Second Lot

50 shares bought at $115 per
share on January 8 of Year 5.
Because the loss carryforward
was already accounted for and the
second lot of Transaction #3 was
sold at a profit, the cost basis of
this lot remains unchanged at
$115 per share.

reinvested dividends and distributions
count in the wash-sale rules. If a tax-
payer sells a portion of the holding 30
days before or after the date of the
distribution, the wash-sale rule will be
triggered for the lesser of the number
of shares received in the distribution or
the number of shares sold.

Definition of Substantially
Identical

The wash-sale rules apply to sales
and purchases of substantially identi-
cal securities within the restricted time
period. Despite the more than 75-year
existence of this law, the meaning of the
term “substantially identical” remains
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murky in some cases. Whether or not
the replacement securities are considered
“substantially identical” is a facts-and-
circumstances test. This means all facts
and circumstances must be considered
when making that determination. Un-
fortunately, the substantially identical
determination is a judgment call. There
are no bright-line, definitive answers for
each situation.

Over time, factors to consider when
determining whether securities are sub-
stantially identical have developed in case
law and administrative rulings.

IRS Publication 550 states, “Ot-
dinarily, stocks or securities of one
corporation are not considered sub-
stantially identical to stocks or securities
of another corporation. However, they
may be substantially identical in some
cases. For example, in a reorganization,
the stocks and securities of predeces-
sor and successor corporations may be
substantially identical.”

Publication 550 continues, “Simi-
larly, bonds or preferred stock of a cor-
poration are not ordinarily considered
substantially identical to the common
stock of the same corporation. However,
where the bonds or preferred stock are

convertible into common stock of the
same corporation, the relative values,
price changes, and other circumstances
may make these bonds or preferred stock
and the common stock substantially
identical. For example, preferred stock
is substantially identical to the common
stock if the preferred stock:

* Is convertible into common stock,

* Has the same voting rights as the
common stock,

* Is subject to the same dividend
restrictions,

* Trades at prices that do not vary
significantly from the conversion
ratio, and

* Is unrestricted as to convertibility.”
Thus, one security can be seen as

substantially identical as another when,
due to particular circumstances, its value
is determined by the other security and
its other important features are equiva-
lent to that other security.

Substantially Identical Bonds

The law has clarified which bonds
are considered substantially identical.
Revenue Ruling 58-211 summarizes
these findings. The Treasury Department

How to Trigger and Avoid

the Wash-Sale Rules

Trigger Wash Sale

Security  Avoid Wash Sale

Any Buy more than 30 days before or
more than 30 days after selling.

Stocks Avoid buying same stock or
option within 30 days of selling it.

Bonds Purchase a replacement bond
from a different issuer, or from
the same issuer with substantially
different maturity date, interest rate
or early redemption provision.

Mutual Purchase a different mutual fund

Funds or ETF than the one you are

or ETFs selling; risk-adverse investors

Buy within 30 days of selling
the security.

Buying same stock or option
within 30 days of selling it.

Buying the same bond or a bond
with a substantially identical
maturity date, interest rate or
early redemption provision
within 30 days of selling it.

Buy the same mutual fund or
ETF within 30 days of selling it.

should buy an actively managed
fund or choose a fund following a
different index when selling an
index fund.

determined that to be considered sub-
stantially identical the bonds must not
be substantially different in any material
feature. The material features include the
issuer, maturity, interest rate and yield,
and any early redemption restrictions
provisions. Thus, selling a bond from an
issuer and buying a new bond from the
same issuer is not a wash sale as long as
the maturity date on the new bond is
significantly different, or the new bond
has a significantly different coupon
interest rate or early redemption rights.
Determining what magnitude of
change is significant is the challenge
here. When considering whether bond
maturity dates were significantly dif-
ferent, a court ruled that a six-month
difference on a maturity of one year is
significant, but a six-month difference on
a maturity of 20 years is not. In another
case, the courtignored the maturity date
difference of 2%z years when both bonds
were callable beginning on the same date.
If concerned about whether the bonds’
material features are significantly differ-
ent, investors might be wise to replace
the bond with a bond from a different
issuer. This will keep the transaction
from violating the wash-sale rules.

Substantially Identical Mutual
Funds and ETFs

IRS Publication 564, Mutual Fund
Distributions, (last published for tax year
2009) states thatin determining whether
mutual funds are substantially identical,
you must consider all the facts and cir-
cumstances. Publication 564 continues,
“Ordinarily, shares issued by one mutual
fund are not considered to be substan-
tially identical to shares issued by another
mutual fund.” This statement indicates
that the IRS will apply the wash-sale
rules to mutual funds but that, ordinar-
ily, a taxpayer can sell one mutual fund
and buy another mutual fund without
triggering the wash-sale rule.

Congtress and the IRS have pro-
vided no guidance on situations where
they may treat one mutual fund or
exchange-traded fund (ETF) as sub-

stantially identical to another, nor are
(continued on page 34)
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are divorced can take a lower level of
spousal benefits as early as 62, butif they
want to later switch to their own higher
benefits, they must wait until age 66.)

At age 66—Social Security’s cur-
rent full retirement age—the spousal
benefit equals half of the ex-spouse’s
benefit at the ex-spouse’s full retire-
ment age. Ex-spouses do not yet have
to be receiving their own benefits for
the spousal benefit to be paid, but they
do have to be at least age 62. (See the
Social Security Administration website,
www.ssa.gov, for details.)

Both ex-spouses, if single, can
simultaneously get this benefit, unlike
married partners who can’t get the
spousal benefit at the same time.

Married Couples

For married couples, there are seem-
ingly endless variations in the trade-offs
among initiating Social Security benefits,
taking savings withdrawals, taking the
spousal benefit and working longer. The
T. Rowe Price study looked at three op-
tions: both partners taking benefits as

early as possible; both waiting as long
as possible to maximize benefits; and a
“split” strategy that could provide joint
lifetime benefits similar to the maximize
strategy, but with lower early savings
withdrawals. The box on page 33 shows
the results.

Significantly, the split strategy not
only matched the maximum benefit
strategy in terms of lifetime income
from Social Security, but also could
provide the same survivor benefit as the
maximize strategy (the younger lower-
earning spouse would receive the larger
benefit of the higher-earning deceased
spouse). And while the survivor benefit
is often overlooked, we recommend that
every married couple consider it. In the
study, the higher earner is three years
older than the younger lower earner,
and the lower earner stops working at
age 59. If the age gap were smaller,
the split strategy would be even more
advantageous. If it were larger, it would
be less favorable.

Last, there are two other ways
this couple could reduce lifetime with-
drawals by more than 20% combined.

Withdrawals could drop:

* By 9% if the surviving spouse is
able to live on three-quarters of the
couple’s retirement income; and

* Byanother 14% if both spouses wait
to retire until the younger spouse
turned 62 (and the older spouse
turned 65).

Further assumptions and disclosures for
this article and table: All results are in todays
pretax dollars, representing current purchasing
power. Future Social Security benefits may be
larger due to possible cost-of-living increases
aimed at keeping up with inflation. The results
of the I. Rowe Price Social Security Benefits
Evaluator are estimates based on users’ inputs,
situations and goals, as well as current Social
Security law, formulas, and rulings, avail-
able from the Social Security Administration
(www.ssa.gov). The results are generic and for
tllustration purposes only. The tool’s strategies
are reasonable suggestions, not specific recom-
mendations. Other reasonable strategies may
exist for the information provided by the user.
The results are not guaranteed by 'I. Rowe
Price Investment Services, its parent companies,
its affiliates, or its subsidiaries. A

Marty Allenbaugh, CFP, is senior marketing manager at T. Rowe Price, where he specializes in retirement benefits. Find out

more about the author at www.aaii.com/authors/marty-allenbaugh.

(continued from page 31)

there any court rulings on the matter.
Certainly, a strong case could be made
that one actively managed mutual fund
is not substantially identical to another
actively managed fund or to an index
fund. It could be argued that different
index funds following the same index
are substantially identical. However,
even index mutual funds following the

same index likely have substantial differ-
ences, including fee structures, weight-
ing schemes, investment management
companies, and varying amounts of
derivatives to track the index.

If the taxing authorities intend to
make this an area of emphasis, taxpayers
could expect to see proposed regulations
in the future detailing how substantially
identical is defined for mutual funds and
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ETFs. However, unless the tax authoti-
ties move in that direction, replacing one
ETF or mutual fund with a different
ETF or mutual fund should be an ad-
equate change to avoid triggering the
wash-sale rules.

An added measure of safety can be
attained when replacing an index fund
by choosing a fund not following the
same index. A

R. Kevin Trout, CPA, is an assistant professor of business administration and economics at Coe College where he teaches tax
accounting and personal financial planning among other courses. He is a lifetime member of AAll. Find out more about the author

at www.aaii.com/authors/kevin-trout.
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