
FB, then the analysis is the same as in Example 3
with respect to the $25 interest payment in year 2
from A to FC.

Example 9. Royalty paid by related entity to
domestic reverse hybrid entity. (i) Facts. The facts
are the same as in Example 3, except the $100
income received by A from S in year 1 is a royalty
payment under both the laws of the United States
and the laws of Country X. The royalty rate under
the treaty is 10 percent and the interest rate is 0 per-
cent.

(ii) Analysis. The analysis as to the royalty pay-
ment from S to A is the same as in Example 1 with
respect to the $100 dividend payment from S to A.
With respect to the $25 payment from A to FC,
paragraph (d)(2)(ii)(B) of this section will not apply
because the payment from S to A is not treated as a
dividend under the Internal Revenue Code or the
laws of Country X. Under paragraph (d)(2)(ii)(A) of
this section, the $25 of interest paid by A to FC in
year 2 is characterized as interest under the Internal
Revenue Code. Accordingly, in year 2, FC may
obtain the reduced rate of withholding applicable to
interest under the U.S.-Country X income tax treaty,
assuming all other requirements for claiming treaty
benefits are met.

* * * * *

(6) Effective dates. This paragraph (d)
applies to items of income paid on or
after June 30, 2000, except paragraphs
(d)(2)(ii) and (d)(2)(iii) of this section
apply to items of income paid by a
domestic reverse hybrid entity on or after
June 12, 2002, with respect to amounts
received by the domestic reverse hybrid
entity on or after June 12, 2002.

* * * * *

Robert E. Wenzel,
Deputy Commissioner of

Internal Revenue.

Approved June 3, 2002.

Pamela F. Olsen,
Acting Assistant Secretary

of the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on June
11, 2002, 8:45 a.m., and published in the issue of
the Federal Register for June 12, 2002, 67 F.R.
40157)

Section 1259.—Constructive
Sales Treatment for
Appreciated Financial
Positions

(Also § 1233; 26 CFR 1.1233–1.)

Short sale of stock. This ruling pro-
vides guidance on the timing of recogni-
tion of gain or loss on a short sale when
stock is purchased to close the short sale
using a regular-way sale.

Rev. Rul. 2002–44

ISSUE

If a taxpayer enters into a short sale of
stock and directs its broker to purchase
the stock sold short and close out the
short sale, when is a gain or a loss on the
short sale realized?

FACTS

Situation 1

In January of Year 1, Taxpayer T
directs its broker to borrow 100 shares of
XYZ stock and sell the 100 shares of
XYZ stock in the market (the Short Sale).
XYZ stock is traded on a registered secu-
rities exchange. T does not own any
shares of XYZ stock. On December 31 of
Year 1, when the value of XYZ stock has
increased (and the value of T’s short posi-
tion has depreciated) T directs its broker
to purchase 100 shares of XYZ stock to
close the Short Sale. The purchased XYZ
shares are delivered to the lender of the
XYZ stock on January 4 of Year 2. The
purchase of the XYZ stock on December
31 of Year 1 is a regular-way sale as
described in Rev. Rul. 93–84, 1993–2
C.B. 225, with December 31 of Year 1 as

the trade date and January 4 of Year 2 as
the settlement date.

Situation 2

The facts are the same as in Situation
1 except that the XYZ stock has depreci-
ated in value and the Short Sale is closed
out at a gain.

LAW

Section 1.1233–1(a)(1) of the Income
Tax Regulations provides that, for income
tax purposes, a short sale is not deemed to
be consummated until delivery of prop-
erty to close the short sale. Under
§ 1.1233–1(a)(4), if the short sale is made
through a broker and the broker borrows
property to make a delivery, the short sale
is not deemed to be consummated until
the obligation of the seller created by the
short sale is finally discharged by deliv-
ery of property to the broker to replace
the property borrowed by the broker.

In the context of determining holding
period, Rev. Rul. 66–97, 1966–1 C.B.
190, states that both stocks and bonds
“are considered acquired or sold on the
respective ‘trade dates.’”

Analogously, Rev. Rul. 93–84 holds
that the year of disposition for a regular-
way sale of stock traded on an established
securities market is the year that includes
the trade date. In Rev. Rul. 93–84, the
taxpayer placed a regular-way sale order
on stock with his broker on December 31,
1992, but the taxpayer did not deliver the
stock certificates or receive the proceeds
from the sale until January 8, 1993. The
revenue ruling holds that the year of dis-
position and realization is 1992.

Section 1259(a)(1) provides that if
there is a constructive sale of an appreci-
ated financial position, the taxpayer shall
recognize gain as if such position were
sold, assigned, or otherwise terminated at
its fair market value on the date of such
constructive sale. The term “appreciated
financial position” is defined in
§ 1259(b)(1) to include any position with
respect to stock if there would be gain
were such position sold, assigned, or oth-
erwise terminated at its fair market value.
The term “position” is defined in
§ 1259(b)(3) to include a short sale. Pur-
suant to § 1259(c)(1)(D), in the case of an
appreciated financial position that is a
short sale, a taxpayer is treated as having
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made a constructive sale of the appreci-
ated financial position if the taxpayer
acquires the same or substantially identi-
cal property.

ANALYSIS

Situation 1

Pursuant to § 1.1233–1(a)(1), the Short
Sale is not consummated until the XYZ
stock is delivered to close the Short Sale.
Although T is treated as having acquired
the XYZ stock on the trade date (see Rev.
Rul. 66–97; see also Rev. Rul. 93–84),
the XYZ stock will not be delivered to
close the Short Sale until January 4 of
Year 2. Therefore, T does not realize the
loss on the Short Sale until January 4 of
Year 2.

Situation 2

As in Situation 1, T is treated as hav-
ing acquired the XYZ stock on the trade
date, December 31 of Year 1. See Rev.
Rul. 66–97; see also Rev. Rul. 93–84. At
that time, unlike in Situation 1, the price
of XYZ stock has decreased. Therefore,
the value of T’s Short Sale has increased,
and T holds an appreciated financial posi-
tion within the meaning of § 1259(b)(1),
that is, the short position. Section
1259(b)(3). Section 1259(c)(1)(D) pro-
vides that if a taxpayer holds an appreci-
ated financial position that is a short sale,
the acquisition of the same or substan-
tially identical stock is a constructive sale
transaction. Therefore, T has entered into
a constructive sale transaction by acquir-
ing the same or substantially identical
stock as the stock underlying the Short
Sale. Pursuant to § 1259(a)(1), T realizes
gain on the Short Sale on December 31 of
Year 1.

HOLDING

(1) In Situation 1, T realizes the loss
on the Short Sale on January 4 of Year 2,
the date the Short Sale is closed by deliv-
ery of the stock.

(2) In Situation 2, T has constructively
sold the Short Sale on December 31 of
Year 1. T realizes gain in Year 1 as if T
had sold, assigned, or otherwise termi-
nated the Short Sale at its fair market
value on December 31 of Year 1.

DRAFTING INFORMATION

The principal author of this revenue
ruling is Kate Sleeth of the Office of
Associate Chief Counsel (Financial Insti-
tutions and Products). For further infor-
mation regarding this revenue ruling, con-
tact Ms. Sleeth at (202) 622–3920 (not a
toll-free call).

The loan was secured solely by B’s
account balance in Plan Y. At the time of
the loan, B’s account balance was
$12,000. According to the terms of the
loan, B was to make substantially equal
payments of principal and interest to Plan
Y’s trust on the first business day of
every calendar quarter. The interest rate
of the loan was 11%, compounded annu-
ally, which was equal to or greater than a
fair market rate of interest for such a loan
at that time. B made no payments on the
loan until December 31, 1999, at which
time B repaid the loan, including princi-
pal and accrued interest. The repayment
constituted a “correction” within the
meaning of § 4975(f)(5) of the Code.
None of the Forms 5500 that were filed
for Plan Y for 1997, 1998, or 1999
reflected a loan to B.

LAW AND ANALYSIS

Section 4975(a) of the Internal Rev-
enue Code provides that an excise tax is
imposed as a result of each prohibited
transaction on any disqualified person
who participates in the prohibited transac-
tion (other than a fiduciary acting only as
such). Section 4975(c)(1)(B) of the Code
defines the term “prohibited transaction”
as including any direct or indirect lending
of money or other extension of credit
between a plan and a disqualified person.

Section 4975(d)(1) provides a statu-
tory exemption for a loan made to a dis-
qualified person who is a participant or
beneficiary of the plan if such loan (1) is
available to all such participants or ben-
eficiaries on a reasonably equivalent
basis; (2) is not made available to highly
compensated employees (within the
meaning of § 414(q)) in an amount
greater than the amount made available to
other employees; (3) is made in accor-
dance with specific provisions regarding
such loans set forth in the plan; (4) bears
a reasonable rate of interest; and (5) is
adequately secured.

Under section 102(a) of Reorganiza-
tion Plan No. 4 of 1978 (43 F. R. 47713,
October 17, 1978, 1979–1 C.B. 480), the
Secretary of Labor has the authority to
issue regulations interpreting § 4975
(d)(1) of the Code and the parallel provi-
sion in section 408(b)(1) of the Employee
Retirement Income Security Act of 1974
(“ERISA”). Under 29 C.F.R. 2550.408b–
1(f)(2) of the Department of Labor’s
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