
Part III. Administrative, Procedural, and Miscellaneous

IRS Announces New Position
With Regard to Consolidated
Return Loss Disallowance
Rule

Notice 2002–11

This Notice sets forth the Internal Rev-
enue Service’s position with respect to
the opinion of the U.S. Court of Appeals
for the Federal Circuit in Rite Aid Corp. v.
United States, 255 F.3d 1357 (Fed. Cir.
2001), and the loss disallowance rules
that apply to sales of stock of a member
of a consolidated group.

In Rite Aid, the Federal Circuit held
that the duplicated loss component of
§ 1.1502–20 of the Income Tax Regula-
tions, which disallows certain losses on
sales of stock of a member of a consoli-
dated group, was an invalid exercise of
regulatory authority. The Internal Rev-
enue Service believes that the court’s
analysis and holding were incorrect.

Nevertheless, the Service has decided
that the interests of sound tax administra-
tion will not be served by continuing to
litigate the validity of the loss duplication
factor of § 1.1502–20. Moreover, because
of the interrelationship in the operation of
all of the loss disallowance factors, the
Service has decided that new rules gov-
erning loss disallowance on sales of stock
of a member of a consolidated group
should be implemented.

Accordingly, the Service intends to
promulgate interim regulations that, pro-
spectively from the date of their issuance,
will require consolidated groups to deter-
mine the allowable loss on a sale or dis-
position of subsidiary stock under an
amended § 1.337(d)–2 instead of under
§ 1.1502–20. For transactions (including
those for which a return has been filed)
completed before the date of issuance of
interim regulations, or for which there is
a binding contract before that date,
groups will be allowed certain choices
with respect to a disposition of subsidiary
stock, including a choice to apply
§ 1.337(d)–2 as amended. The Service
and Treasury are undertaking a broader
study of the regulatory provisions neces-
sary to implement § 337(d) in the context
of affiliated groups filing consolidated

returns and will request comments in con-
junction with the issuance of the interim
regulations.

It is the Service’s position that the Rite
Aid opinion implicates only the loss
duplication aspect of the loss disallow-
ance regulation and that the authority to
prescribe consolidated return regulations
conferred on the Secretary is limited only
by the requirement that the Secretary, in
his discretion, has determined such rules
necessary clearly to reflect consolidated
tax liability.

IRS office located in Maine, these tax-
payers also are given until April 16, 2002,
to file and make their Federal tax pay-
ments.

Accordingly, for filing season 2002
(tax year 2001) individual income taxpay-
ers in Massachusetts, Michigan, New
York (all counties except for Nassau,
Rockland, Suffolk, Westchester, and New
York City), Rhode Island, and Maine have
until Tuesday, April 16, 2002, to file their
Federal income tax returns and make their
payments. This includes the payment of
the first installment of estimated tax for
2002.

The principal author of this notice is
Marcy W. Mendelsohn of the Associate
Chief Counsel, Procedure and Adminis-
tration (Administrative Provisions and
Judicial Practice Division). For further
information regarding this notice contact
Ms. Mendelsohn at 202–622–4940 (not a
toll-free call).

26 CFR 601.201: Rulings and determination letters
(Also Part I, § 1256(g)(9))

Rev. Proc. 2002–11

SECTION 1. PURPOSE

This Revenue Procedure contains pro-
cedures that an exchange may follow to
enable the Internal Revenue Service to
determine whether certain persons trading
on that exchange qualify as “dealers”
under section 1256(g)(9) of the Internal
Revenue Code (the “Code”). It is
expected that, after the issuance of a let-
ter ruling to a specific exchange deter-
mining whether a specific category of
persons trading securities futures con-
tracts (and options on such contracts) on
that exchange qualifies for dealer status
under section 1256(g)(9), the Service will
publish the same conclusion in a revenue
ruling.

SECTION 2. BACKGROUND

The Commodity Futures Moderniza-
tion Act of 2000, enacted as part of the
Consolidated Appropriations Act, 2001
(Public Law 106–554, 114 Stat. 2763),
authorizes the trading of securities futures
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contracts, a new type of derivative finan-
cial product. In general, gain or loss is
recognized on securities futures contracts
upon disposition, and the character of that
gain or loss is determined by newly
enacted section 1234B of the Code.

The timing and character of gains and
losses on dealer securities futures con-
tracts (and options on such contracts),
however, is determined under section
1256. Dealer securities futures contracts
are subject to mark-to-market treatment,
and gains or losses are treated as 60 per-
cent long-term capital gain or loss and 40
percent short-term capital gain or loss.
Section 1256(a). For purposes of the
application of section 1256 to dealer
securities futures contracts (and options
on such contracts), a person is a dealer if
the Secretary of the Treasury determines
that the person performs functions with
respect to such options or contracts simi-
lar to the functions performed with
respect to stock options by persons regis-
tered with a national securities exchange
as a market maker or specialist in listed
options.

In Notice 2001–27 (2001–13 I.R.B.
942), the Service and the Treasury
Department requested comments and sug-
gestions regarding both the substance of
the required determinations and the man-
ner in which they should be made.
Numerous comments have been received
regarding criteria that could be used to
identify dealers in securities futures con-
tracts (and options on such contracts). In
addition, staff of the Service and Treasury
initiated numerous conversations with
both regulators and various exchanges.
These ongoing conversat ions are
expected to continue unabated.

The exchanges on which securities
futures contracts and options may be
traded, however, are still developing rules
that will govern trading. In addition, cer-
tain of the regulatory requirements that
will be imposed by the Securities and
Exchange Commission and the Commod-
ity Futures Trading Commission have not
yet been issued in final form, and the
rules promulgated by some exchanges
may differ in important respects from
those governing the trading of any other
products.

During the current period, when trad-
ing rules are being developed, it is impor-
tant for the Service and Treasury to pro-

vide certainty for taxpayers while at the
same time not constraining the develop-
ment of trading structures for the new
markets. Given the likely diversity of
trading platforms and the potential for
new trading models, the Service and
Treasury have determined that encourag-
ing exchanges to apply for case-by-case
determinations while they are developing
their trading rules is preferable to either
writing general rules before the trading
structures are known or waiting until the
structures are finally established and then
making the exchanges wait for a general
rule to be crafted.

The issuance at this time of general
guidance for determining dealer status
would risk constraining the development
of the structures for the new markets. On
the other hand, if general guidance is not
issued now, the absence of an interim pro-
cess for securing dealer determinations
could impair the ability of the exchanges
to adapt their proposed trading systems to
the requirements for achieving dealer sta-
tus for market participants. As a result of
the flexibility inherent in the process of
obtaining a letter ruling, an exchange will
have an opportunity, if it so desires, to
make adjustments in its proposed trading
practices should those be needed to
secure dealer status for particular groups
of traders.

Under the procedures set forth below,
if an exchange is one on which securities
futures contracts (or options thereon) are,
or are expected to be, traded, the
exchange may request a letter ruling that,
based on its specific rules and facts and
circumstances, certain persons trading
such contracts (or options thereon) on the
exchange will be treated as “dealers”
under section 1256(g)(9).

The Service expects that, once it has
reached a decision regarding the request
for ruling, the same conclusion will be
published in a revenue ruling, which will
serve as general guidance. The Service
and Treasury are committed to expedited
processing for both the letter ruling and
the revenue ruling.

SECTION 3. PROCEDURES

.01 Procedures for submitting a ruling
request. An exchange desiring a letter rul-
ing concerning whether certain persons
trading on that exchange will qualify as
dealers with respect to specific contracts

traded on that exchange is required to
submit a letter ruling request under the
procedures provided in Rev. Proc. 2002–1
(2002–1 I.R.B. 1) (or successor proce-
dure).

.02 Time for submitting a ruling
request. Ruling requests may be submit-
ted prior to the date on which the
exchange anticipates that trading in the
securities futures contracts at issue will
begin, provided the exchange has devel-
oped a substantially definite framework
and set of rules within which these con-
tracts are expected to trade and has under-
taken significant actions to obtain neces-
sary regulatory approvals and to establish
requisite contractual arrangements and
trading systems. The Service will not rule
on requests involving alternative plans of
proposed transactions or hypothetical
situations. See section 7.02 of Rev. Proc.
2002–1 (2002–1 I.R.B. 1, 20).

.03 Information that should be
included in each ruling request. In addi-
tion to the information required by Rev.
Proc. 2002–1, the exchange must submit
any relevant information that will help the
Service to determine whether or not per-
sons trading in securities futures contracts
on that exchange qualify as dealers under
section 1256(g)(9). References to securi-
ties futures contracts include options on
such contracts. References to rules appli-
cable to trading in securities futures con-
tracts include rules that are not yet
adopted in final form but that are
expected to be applicable. The current
status of such rules should be described.
The ruling request should also include the
following:

Copies of information filed with non-
tax regulatory agencies regarding trad-
ing on that exchange in the securities
futures contracts at issue.

Information regarding whether persons
trading in such contracts on that
exchange are required to register with
the Securities and Exchange Commis-
sion or the Commodity Futures Trad-
ing Commission and the nature of any
required registration.

A description of any books and records
requirements under federal securities
laws or commodities laws to which
persons trading on that exchange are
subject.
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Information regarding whether persons
trading in such contracts on that
exchange will be required to be mem-
bers of the exchange and, if such per-
sons are not required to be members of
the exchange, whether such persons
are required to be lessees or delegates
of other persons entitled to trade at
member rates on the exchange.

References to the exchange’s rules, if
any, to which such persons will be
subject when trading in such contracts.

A description of any books and records
requirements the exchange will impose
on such persons and any rules granting
the exchange the right to monitor
and/or examine a person’s trading
activities and financial stability.

Information regarding whether the
exchange, the Securities and Exchange
Commission, or the Commodity
Futures Trading Commission imposes
any licensing requirements on such
persons, including a description of any
such requirements.

Information regarding whether the
exchange imposes net capital require-
ments on such persons, or imposes
such requirements on a clearing mem-
ber firm that clears a person’s trades;
whether clearing firms impose any
capital requirements on persons clear-
ing trades through those firms; and, in
either case, a description of any net
capital requirements.

Information regarding whether the
exchange requires such persons to
regularly and continuously hold them-
selves out as willing to buy and sell
securities futures contracts, regardless
of market conditions; and, if the
exchange imposes no such affirmative
obligation, whether those persons will
in fact make a two-sided market
because of other factors or obligations,
including a description of any such
other factors or obligations.

Information regarding whether the
exchange anticipates that those per-
sons expect to profit by entering into
either side of a position to capture a
portion of the bid-ask spread, or
whether the exchange anticipates that
those persons expect that most of their
gross income from trading in these
securities futures contracts will be
attributable to profits from market
price movements.

Information regarding whether the
exchange anticipates that such persons
will enter into transactions to hedge
their risks with respect to the securities
futures contracts traded on the
exchanges and the nature of such
hedges.

An estimate of the average gross trad-
ing volume that the exchange antici-
pates such persons will generate with
regard to these contracts.

Information regarding whether the
exchange anticipates that trading in
these securities futures contracts will
be a substantial part of the principal
business activity of such persons. Such
information might include, for
example, an estimate of the average
percentage of gross income that the
exchange anticipates such persons will
generate from trading in these securi-
ties futures contracts.

Information regarding whether the
exchange will impose a substantial
presence requirement or a trading
activity requirement on such persons,
including a description of any such
requirements.

An estimate of the volume of propri-
etary trading, compared to the volume
of trading for customers, that such per-
sons are expected to generate on the
exchange.

A description of the exchange’s trading
environment (e.g., floor trading or

screen trading) and any special fea-
tures of such environment that differ-
entiate the persons for whom dealer
status is sought from other exchange
participants.

A discussion of the nature, extent, and
frequency of material changes that
may occur in any of the above infor-
mation after the requested ruling is
issued. The exchange is encouraged to
include suggestions for procedures to
be followed by the exchange, its trad-
ers, and the Service in the event that
material changes in the information
occur. See section 12.10 of Rev. Proc.
2002–1 (2002–1 I.R.B. 1, 52); section
7.01 of Rev. Proc. 89–14 (1989–1 C.B.
814, 815).

The foregoing list of information
should be provided with any ruling
request, along with any additional infor-
mation that may help the Service to make
its determination. After its review of a
request for ruling, the Service may
require the exchange to submit additional
information needed to make its determi-
nation. See section 10.06 and 10.07 of
Rev. Proc. 2002–1 (2002–1 I.R.B. 1,
43–44).

SECTION 4. EFFECTIVE DATE

This revenue procedure is effective
February 4, 2002, the date this revenue
procedure was made available to the pub-
lic.

SECTION 5. DRAFTING
INFORMATION

The principal drafter of this notice is
Shawn Tetelman of the Office of the
Associate Chief Counsel (Financial Insti-
tutions and Products). For further infor-
mation regarding this notice, contact
Shawn Tetelman at (202) 622–3930 (not a
toll-free call).
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