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RI'N 1545- AY02

Hedgi ng Transacti ons

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION:  Final regul ations.

SUMVARY: This docunent contains final regulations relating to
t he character of gain or |oss from hedging transactions. The
regul ati ons reflect changes to the | aw nmade by the Ticket to
Wrk and Wirk Incentives Inprovenent Act of 1999. The
regul ati ons affect businesses entering into hedging

transacti ons.

DATES: Effective Date: These regulations are effective March

20, 2002.

Applicability Dates: For dates of applicability of these

regul ati ons, see the discussion in the Dates of Applicability
par agraph in the Supplenentary Information portion of the
preanbl e.

FOR FURTHER | NFORMATI ON CONTACT: Elizabeth Handl er, (202)
622-3930 or Viva Hamer at (202) 622-0869 (not toll-free
nunbers) .

SUPPLEMENTARY | NFORMVATI ON:



Paper wor k Reducti on Act

The coll ections of information contained in these final
regul ati ons have been reviewed and approved by the O fice of
Managenent and Budget in accordance with the Paperwork Reduction
Act of 1995 (44 U.S.C. 3507(d)) under control nunber 1545-1480.
Sonme responses to these collections of information are
mandatory, and others are required to obtain the benefit of the
separate-entity el ection.

An agency may not conduct or sponsor, and a person i s not
required to respond to, a collection of information unless it
di splays a valid control nunber assigned by the O fice of
Managenent and Budget .

The estimated annual burden per respondent or recordkeeper
varies from.1 to 40 hours, depending on individual
circunstances, with an estinmated average of 5.9 hours.

Conment s concerning the accuracy of this burden estimate
and suggestions for reducing this burden should be sent to the
I nternal Revenue Service, Attn: |RS Reports C earance Oficer
W CAR: MP: FP: S, Washi ngt on, DC 20224, and to the O fice of
Managenent and Budget, Attn: Desk Oficer for the Departnent of
the Treasury, Ofice of Information and Regul atory Affairs,
Washi ngt on, DC 20503.

Books or records relating to a collection of information
must be retained as long as their contents may becone materi al
in the adm nistration of any Internal Revenue |aw. GCenerally,

tax returns and tax return infornmation are confidential, as



required by 26 U. S. C. 6103.
Backgr ound

Thi s docunent contains anendnents to 26 CFR Part 1 under
section 1221 of the Internal Revenue Code (Code). Prior to
anmendnment in 1999, section 1221 generally defined a capital
asset as property held by the taxpayer other than: (1) Stock in
trade or other types of assets includible in inventory; (2)
property used in a trade or business that is real property or
property subject to depreciation; (3) certain copyrights (or
simlar property); (4) accounts or notes receivable acquired in
the ordinary course of a trade or business; and (5) U S
gover nment publications.

In 1994, the IRS published in the Federal Register (59 FR
36360) final Treasury regul ations under section 1221 providi ng
for ordinary character treatnent for certain business hedges.
The regul ations generally apply to transactions that reduce risk
Wi th respect to ordinary property, ordinary obligations, and
borrowi ngs of the taxpayer and that neet certain identification
requirenents. (81.1221-2). 1In 1996, the IRS published in the
Federal Register (61 FR 517) final regulations on the character
and timng of gain or |oss from hedgi ng transacti ons entered
into by nmenbers of a consolidated group. 1In this preanble, the
final regulations published in 1994 and 1996 are referred to
collectively as the Treasury regul ati ons.

On Decenber 17, 1999, section 1221 was anended by section

532 of the Ticket to Wirk and Work I ncentives | nprovenent Act of
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1999 (113 Stat 1860) to provide ordinary gain or |oss treatnent
for hedging transactions and consumabl e supplies. Section
1221(a)(7) provides ordinary treatnent for hedging transactions
that are clearly identified as such before the close of the day
on which they were acquired, originated, or entered into.

The statute defines a hedging transaction as a transaction
entered into by the taxpayer in the normal course of business
primarily to nmanage risk of interest rate, price changes, or
currency fluctuations with respect to ordinary property,
ordi nary obligations, or borrowi ngs of the taxpayer. Sections
1221(b)(2)(A) (i) and (ii). The statutory definition of hedging
transaction al so includes transactions to manage such ot her
risks as the Secretary may prescribe in regulations. Section
1221(b)(2) (A (iii). Further, the statute grants the Secretary
the authority to provide regulations to address the treatnent of
noni dentified or inproperly identified hedging transactions, and
hedgi ng transactions involving related parties (sections
1221(b)(2)(B) and (b)(3), respectively). The statutory hedgi ng
provisions are effective for transactions entered into on or
after Decenber 17, 1999. Congress intended that the hedgi ng
rul es be the exclusive neans through which the gains and | osses
from hedging transactions are treated as ordinary. S. Rep. No.
201, 106'" Cong., 1st Sess. 25 (1999).

Section 1221(a)(8) provides that supplies of a type
regul arly consunmed by the taxpayer in the ordinary course of a

taxpayer’'s trade or business are not capital assets. That
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provision is effective for supplies held or acquired on or after
Decenber 17, 1999.

A notice of proposed rul emaki ng (REG 107047-00, 2001-14
. R B. 1002) was published in the Federal Register (66 FR 4738)
on January 18, 2001. On May 16, 2001, the IRS held a public
hearing on the proposed regulations. Witten comments
responding to the notice of proposed rul emeki ng were al so
received. In response to these coments, the proposed
regul ati ons were nodified and as so nodi fied are adopted as
final regulations. The principal changes to the proposed
regul ati ons are di scussed bel ow.

Expl anati on of Provisions

Coordination with International Provisions of the Code

The provisions of these regul ations generally apply to
determ ne the character of gain or loss fromtransactions that
are al so subject to various international provisions of the
Code. Paragraph (a)(4) of the regul ati ons, however, provides
that the character of gain or |oss on section 988 transactions
I's not determ ned under these regul ati ons because gain or |oss
on those transactions is ordinary under section 988(a)(1). In
addition, no inplication is intended as to what constitutes
“ri sk managenent” or “managi ng ri sk” for purposes of proposed or
final regul ations under section 482.

Par agraph (a)(4) of the proposed regul ati ons provi ded that
the definition of a hedging transaction under 81.1221-2(b) of

t he proposed regul ati ons woul d apply for purposes of certain
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ot her international provisions of the Code only to the extent
provided in regul ations issued under those provisions.
Techni cal changes have been nmade in the final regulations to
elimnate references to proposed regul ations as well as Code
sections for which the rel evant regul ati ons have not been issued
in final form Subsequent regulations will specify the extent
to which the rules relating to hedging transactions that are
contained in 81.1221-2 will be applicable for purposes of those
ot her regul ations and rel ated Code secti ons.

Ri sk Managenent St andard

Several comrentators noted that the proposed regul ations
used risk reduction as the operating standard to inplenent the
ri sk managenent definition of hedging introduced by section
1221(b)(2)(A). These commentators found that risk reduction is
too narrow a standard to enconpass the intent of Congress which
defined hedges to include transactions that manage risk of
Interest rate, price changes or currency fluctuations. They
urged the IRS and Treasury to adopt a broader definition of
hedging to reflect Congress’ intent. Wth one exception, the
comentators did not suggest a definition of risk managenent.

In response to these comments, the final regulations have
been restructured to inplenent the risk managenent standard. No
definition of risk nmanagenent is provided, but instead, the
rul es characterize a variety of classes of transactions as
hedgi ng transacti ons because they manage risk. Ri sk reducing

transactions still qualify as one class of hedging transactions,
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but there are also others. In addition, specific provision is
made for the recognition of additional types of qualifying risk
managenent transactions through published guidance or private
letter rulings. Under the final regul ations, as under the
proposed regul ati ons, transactions entered into for specul ative
purposes will not qualify as hedging transactions. See S. Rep.

No. 201, 106'" Cong., 1° Sess. 24 (1999).

Application on the Basis of Separate Business Units

The proposed regul ati ons provi ded that a taxpayer has risk
of a particular type only if it is at risk when all of its
operations are considered. That is, risk nmust exist on a
"macro” basis. For this purpose, under the proposed
regul ati ons, a taxpayer has to show that hedges of particular
assets or liabilities, or groups of assets or liabilities, are
reasonably expected to reduce the overall risk of the taxpayer’s
oper ati ons.

Comment ators pointed out that this entity-based approach to
hedging is no | onger uniform business practice. Instead,
busi nesses often conduct risk managenent on a business unit by
busi ness unit basis. In response to these coments, the final
regul ations permt the determ nation of whether a transaction
manages ri sk to be made on a business unit basis provided that
the business unit is within a single entity or consolidated
return group that adopts the single-entity approach. An exanple
was added to the final regulations in which for one taxpayer,

the determ nati on of whether hedging activities reduce risk is



made at the business unit level. |In the exanple, the conduct of
ri sk managenent activities wthin separate business units is
undertaken as part of a programto reduce the overall risk of

t he taxpayer’s operations.

Fi xed-to-fl oating I nterest Rate Hedges

Par agraph (c) (1) of the proposed regul ati ons recogni zed
that a transaction that economcally converts an interest rate
or price froma fixed rate or price to a floating rate or price
may manage risk. Commentators suggested that the rule in the
proposed regul ati ons provides insufficient guidance in that it
states only that fixed-to-floating interest rate or price hedges
may be hedging transactions. |In response to these coments, the
regul ati ons have been restructured to separately address
I nterest rate hedges and price hedges.

Comment ators suggested that in the case of interest rate
conversions, a taxpayer may choose to convert froma floating to
a fixed rate to fix the anount payable on the obligation.
However, a taxpayer could also elect to convert froma fixed to
a floating rate to insure that the value of the liability
remai ned relatively constant. |In response to these comments,
the final regulations provide that a transaction that converts
an interest rate froma fixed rate to a floating rate or froma
floating rate to a fixed rate nmanages risk. Wth respect to
fixed-to-floating price hedges, the final regul ati ons adopt the
proposed rul es wi thout change.

Transactions Not Entered into Prinarily to Manage R sk
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Par agraph (c)(3) of the proposed regul ati ons provided that
the purchase or sale of certain assets will not qualify as a
hedgi ng transaction if the assets are not acquired primarily to
manage risk. This rule was illustrated by the exanple of a
taxpayer that has an interest rate risk froma floating rate
borrowi ng and that acquires debt instrunments bearing a
conparable floating interest rate. Al though the taxpayer’s
interest rate risk fromthe floating rate borrowi ng may be
reduced by the purchase of the floating rate debt instrunents,
t he proposed regul ations provided that the acquisition of the
debt instruments is not made primarily to reduce risk and,
therefore, is not a hedging transaction.

The I RS and Treasury understand that sone enpl oyers nmay
I nvest in assets (such as shares of a nmutual fund) that are used
as a reference investnent for purposes of conputing their
liability to enpl oyees under a nonqualified deferred
conpensation plan. A question may arise whether such an
I nvestment may constitute a hedging transaction and, if so,
whet her inconme fromthe investnment nmay be deferred by the

enpl oyer until paynents of deferred conpensation are nade to

enpl oyees. See 81.446-4(b); but conpare Albertson’s, Inc. v.
Conmi ssioner, 42 F.3d 537 (9'" Cir. 1994).

The rule in the proposed regulations is based on 81.1221-
2(c)(1)(vii). The rule has been restated in the final
regul ations to refer specifically to investnents in debt

I nstruments, equity securities, and annuity contracts so as to
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provi de greater certainty in its application. For this purpose
certain transactions in instruments that are not thensel ves debt
i nstrunments may include a debt investnent. See, e.g., 81.446-
3(9)(4). Further, the final regulations provide that the IRS
may identify by future published guidance specified transactions
that are determ ned not to be entered into primarily to nmanage
ri sk. An exanple has been added to the final regulations to
Illustrate that an investnent in nutual fund shares in the case
described in the precedi ng paragraph does not qualify as a
hedgi ng transaction. A simlar exanple is added with respect to
an investnment in an annuity contract.

Hedgi ng Risks O her Than Interest Rate or Price Changes, or
Currency Fl uctuations

Par agraph (c)(8) of the proposed regul ati ons provided that
t he Conm ssioner may, by published gui dance, provide that
hedgi ng transactions include transactions entered into to nmanage
risks other than interest rate or price changes, or currency
fluctuati ons.

The notice of proposed rul emaking solicited coments
regardi ng the expansion of the definition of hedging
transactions to include transactions that manage risks other
than interest rate or price changes, or currency fluctuations
Wi th respect to ordinary property, ordinary obligations or
borrowi ngs of the taxpayer. Sone coments were received in
response to that request. Because the comments descri bed

hedgi ng transactions that related to the general operating
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results of a business (such as gross sales) rather than specific
ordinary property, ordinary obligations or borrow ngs of the
t axpayer, the inplenentation of rules respecting such hedges
woul d present a nunber of issues not easily dealt with by the
rules contained in the final regulations. Thus, the expansion
of the scope of operation of the hedging rules is not being
proposed at this tinme, so as not to delay the publication of
gui dance on the matters that are covered by the final
regul ati ons. However, the IRS is continuing to consider whether
to expand the definition of hedging transactions to cover hedges
of such other risks. The IRS and Treasury invite coments on
the types of risks that should be covered, including specific
exanpl es of derivative transactions that may be incorporated
into future guidance, as well as the appropriate timng of
I nclusion of gains and | osses with respect to such transacti ons.
Send subm ssions to: CC ITA:RU (REG 107047-00), room 5226,
I nternal Revenue Service, POB 7604, Ben Franklin Station,
Washi ngt on, DC 20044.
“Gap” Hedges

The status of so-called gap hedges was not separately
addressed in the proposed regulations and is not covered in the
final regulations. |nsurance conpanies, for exanple, sonetines
hedge the gap between their liabilities and the assets that fund
them Under the final regulations, a hedge of those assets
woul d not qualify as a hedging transaction if the assets are

capital assets. Whether a gap hedge qualifies as a liability
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hedge is a question of fact and depends on whether it is nore
closely associated with the liabilities than with the assets.

Identification Requirenent

A rul e has been added specifying additional information
that nust be provided for a transaction that counteracts a
hedgi ng transacti on.

Dates of Applicability

The regul ations generally apply to all transactions entered
into on or after March 20, 2002. However, the IRS will not
chal  enge any transaction entered into on or after Decenber 17,
1999, and before March 20, 2002, that satisfies the provisions
of either 81.1221-2 of REG 107047-00, published in the Federa
Regi ster (66 FR 4738) on January 18, 2001, or the provisions of
this final regulation
Speci al Anal yses

It has been determined that this Treasury decision is not a
significant regulatory action as defined in Executive Oder
12866. Therefore, a regulatory assessnent is not required. It
I's hereby certified that the collection of information in these
regul ations will not have a significant econom c inpact on a
substantial nunber of small entities. This certification is
based upon the fact that very few small businesses enter into
hedgi ng transactions due to their cost and conplexity. Further,
t hose smal | businesses that hedge enter into very few hedging
transacti ons because hedgi ng transactions are costly, conpl ex,

and require constant nonitoring and a sophisticated
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under st andi ng of the capital markets. Therefore, a Regul atory
Flexibility Analysis under the Regulatory Flexibility Act (5
U S. C chapter 6) is not required. Pursuant to section 7805(f)
of the Code, the notice of proposed rul emaki ng precedi ng these
regul ati ons was submtted to the Chief Counsel for Advocacy of
the Smal | Business Adm nistration for comment on its inpact on
smal | busi ness.
Drafting Information

The principal author of these regulations is Elizabeth
Handl er, O fice of the Associate Chief Counsel (Financi al
Institutions and Products). However, other personnel fromthe
| RS and Treasury Departnent participated in their devel opnent.
Li st of Subjects
26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.

26 CFR Part 602

Reporting and recordkeepi ng requirenents.
Adopti on of Anendnents to the Regul ations

Accordingly, 26 CFR parts 1 and 602 are anended as foll ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 is anmended
by revising the entry for 81.1221-2 to read as fol |l ows:

Authority: 26 U S.C. 7805 * * *

Section 1.1221-2 also issued under 26 U S.C. 1221(b)(2)(A) (iii),
(b)(2)(B), and (b)(3); 1502 and 6001. * * *

Par. 2. In the list below for each location indicated in
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the left colum, renove the | anguage in the mddle colum from

that section, and add the | anguage in the right colum.

Af fected section Renmove Add

1.446-4(d)(2), 1.1221-2(e) 1.1221-2(f)
first sentence

1.446-4(d) (2), 1.1221-2(e)(2)
| ast sentence

H

. 1221-2() (2)

1.446-4(d)(3), 1.1221-2(e) 1.1221-2(f)
first sentence

1. 446-4(d) (3), 1.1221-2(a)(4) (i)
| ast sentence

H

. 1221-2(a) (4)

1.446-4(e)(7), 1.1221-2(c)(2)
first sentence

H

. 1221-2(d) (4)

1.446-4(e)(9)(i1i), 1.1221-2(d)(2) 1.1221-2(e)(2)
first sentence

1.446-4(e)(9)(ii), 1.1221-2(d)(2)(ii) 1.1221-

| ast sentence 2(e)(2)(ii)
1.475(b)-1(d)(2) 1.1221-2(e€) 1.1221-2(f)
1.954-2(a)(4)(ii) (A, 1.1221-2(a) 1.1221-2(a)
first sentence t hrough (c) t hrough (d)
1.954-2(a)(4)(ii)(B), 1.1221-2(e€) 1.1221-2(f)
first sentence

1. 954- 1.1221-2(c)(7) 1.1221-2(c)(3)
2(9) (2) (ii)(B)(2),

| ast sentence

1.954-2(9)(3)(i)(B), 1.1221-2(c)(7) 1.1221-2(c)(3)

| ast sentence
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1.1256(e)-1(b), 1.1221-2(e) (1) 1.1221-2(f) (1)

first and | ast

sent ences

1.1256(e)-1(c), 1.1221-2(e) (1) 1.1221-2(f) (1)

first sentence

1.1256(e)-1(c), par agr aph 1.1221-

| ast sentence (f)(1)(ii) of 2(9) (1) (i)
81.1221-2

Par. 3. Section 1.1221-2 is revised to read as foll ows:

81.1221-2 Hedging transactions.

(a) Treatnent of hedging transactions--(1) ILn general.
This section governs the treatnent of hedging transactions under
section 1221(a)(7). Except as provided in paragraph (g)(2) of
this section, the termcapital asset does not include property
that is part of a hedging transaction (as defined in paragraph
(b) of this section).

(2) Short sales and options. This section also governs the

character of gain or loss froma short sale or option that is
part of a hedging transaction. Except as provided in paragraph
(g9)(2) of this section, gain or loss on a short sale or option
that is part of a hedging transaction (as defined in paragraph
(b) of this section) is ordinary inconme or |oss.

(3) Exclusivity. |If a transaction is not a hedging

transaction as defined in paragraph (b) of this section, gain or
|l oss fromthe transaction is not nade ordinary on the grounds
that property involved in the transaction is a surrogate for a

noncapi tal asset, that the transaction serves as insurance
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agai nst a business risk, that the transaction serves a hedgi ng
function, or that the transaction serves a simlar function or
pur pose.

(4) Coordination with section 988. This section does not

apply to determ ne the character of gain or loss realized on a
section 988 transaction as defined in section 988(c)(1) or
realized with respect to any qualified fund as defined in
section 988(c)(1)(E)(iii).

(b) Hedging transaction defined. Section 1221(b)(2)(A)

provides that a hedging transaction is any transaction that a
t axpayer enters into in the normal course of the taxpayer’s
trade or business primarily--

(1) To manage risk of price changes or currency
fluctuations with respect to ordinary property (as defined in
paragraph (c)(2) of this section) that is held or to be held by
t he taxpayer;

(2) To manage risk of interest rate or price changes or
currency fluctuations with respect to borrowi ngs nmade or to be
made, or ordinary obligations incurred or to be incurred, by the
t axpayer; or

(3) To manage such other risks as the Secretary may

prescribe in regul ations (see paragraph (d)(6) of this section).

(c) Ceneral rules--(1) Normal course. Solely for purposes

of paragraph (b) of this section, if a transaction is entered
into in furtherance of a taxpayer’s trade or business, the

transaction is entered into in the normal course of the
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taxpayer’s trade or business. This rule includes managing risks
relating to the expansion of an existing business or the
acquisition of a new trade or business.

(2) Odinary property and obligations. Property is

ordinary property to a taxpayer only if a sale or exchange of
the property by the taxpayer could not produce capital gain or

| oss under any circunstances. Thus, for exanple, property used
in a trade or business within the nmeaning of section 1231(b)
(determ ned without regard to the holding period specified in
that section) is not ordinary property. An obligation is an
ordinary obligation if performance or term nation of the
obligation by the taxpayer could not produce capital gain or

| oss. For purposes of this paragraph (c)(2), the term

term nation has the sane neaning as it does in section 1234A

(3) Hedging an aggregate risk. The term hedging

transaction includes a transaction that nmanages an aggregate
risk of interest rate changes, price changes, and/or currency
fluctuations only if all of the risk, or all but a de minims
anount of the risk, is with respect to ordinary property,

ordi nary obligations, or borrow ngs.

(4) Managing risk--(i) In general. Wether a transaction

manages a taxpayer’s risk is determ ned based on all of the
facts and circunstances surroundi ng the taxpayer’s business and
the transaction. Wether a transaction nmanages a taxpayer’s
ri sk may be determ ned on a business unit by business unit basis

(for exanple by treating particular groups of activities,
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including the assets and liabilities attributable to those
activities, as separate business units), provided that the
business unit is within a single entity or consolidated return
group that adopts the single-entity approach. A taxpayer’s
hedgi ng strategies and policies as reflected in the taxpayer’s
m nutes or other records are evidence of whether particular
transactions were entered into primarily to nmanage the
t axpayer’s ri sk.

(i1) Limtation of risk nmanagenent transactions to those

specifically described. Except as otherw se determ ned by

publ i shed gui dance or by private letter ruling, a transaction
that is not treated as a hedgi ng transacti on under paragraph (d)
does not manage risk. Mreover, a transaction undertaken for
specul ati ve purposes will not be treated as a hedgi ng

transacti on.

(d) Transactions that manage risk--(1) Risk reduction

transactions--(i) In general. A transaction that is entered

into to reduce a taxpayer’s risk, manages a taxpayer’s risk

(i) Mcro and macro hedges--(A) In general. A taxpayer

generally has risk of a particular type only if it is at risk
when all of its operations are considered. Nonethel ess, a hedge
of a particular asset or liability generally will be respected
as reducing risk if it reduces the risk attributable to the
asset or liability and if it is reasonably expected to reduce
the overall risk of the taxpayer's operations. |[|f a taxpayer

hedges particul ar assets or liabilities, or groups of assets or
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liabilities, and the hedges are undertaken as part of a program
that, as a whole, is reasonably expected to reduce the overal
risk of the taxpayer’s operations, the taxpayer generally does
not have to denonstrate that each hedge that was entered into
pursuant to the programreduces its overall risk.

(B) Exanple. The follow ng exanple illustrates the rules
stated in paragraph (d)(1)(ii)(A) of this section:

Exanpl e. Corporation X nmanages its business operations by
treating particular groups of activities, including the assets
and liabilities attributable to those assets, as separate
busi ness units. A separate set of books and records is
mai ntained with respect to the activities, assets and
liabilities of separate business unit y. As part of a risk
managenent programthat Corporation X reasonably expects to
reduce the overall risks of its business operations, Corporation
X enters into hedges to reduce the risks of separate business
unit y. Corporation X may denonstrate that the hedges reduce
ri sk by taking into account only the activities, assets and
liabilities of business unit y.

(ii1) Witten options. A witten option may reduce ri sk.

For exanple, in appropriate circunstances, a witten call option
Wi th respect to assets held by a taxpayer or a witten put
option with respect to assets to be acquired by a taxpayer may
be a hedging transaction. See also paragraph (d)(3) of this
section.

(iv) Fixed-to-floating price hedges. Under the principles

of paragraph (d)(21)(ii)(A) of this section, a transaction that
economcally converts a price froma fixed price to a floating
price may reduce risk. For exanple, a taxpayer with a fixed
cost for its inventory nay be at risk if the price at which the

I nventory can be sold varies with a particular factor. Thus,
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for such a taxpayer a transaction that converts its fixed price

to a floating price may be a hedging transaction.

(2) Interest rate conversions. A transaction that
econom cally converts an interest rate froma fixed rate to a
floating rate or that converts an interest rate froma floating
rate to a fixed rate manages ri sk

(3) Transactions that counteract hedging transactions. |If

a transaction is entered into primarily to offset all or any
part of the risk managenent effected by one or nore hedgi ng
transactions, the transaction is a hedging transaction. For
exanple, if a witten option is used to reduce or elimnate the
ri sk reduction obtained from another position such as a
purchased option, then it nmay be a hedgi ng transacti on.

(4) Recycling. A taxpayer may enter into a hedging
transaction by using a position that was a hedge of one asset or
liability as a hedge of another asset or liability (recycling).

(5) Transactions not entered into primarily to manage risk-

-(i) Rule. Except as otherw se determ ned in published guidance
or private letter ruling, the purchase or sale of a debt
Instrunment, an equity security, or an annuity contract is not a
hedgi ng transaction even if the transaction limts or reduces
the taxpayer’s risk with respect to ordinary property,

borrow ngs, or ordinary obligations. 1In addition, the
Comm ssi oner nmay determ ne in published guidance that other

transactions are not hedgi ng transactions.
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(i1) Exanples. The follow ng exanples illustrate the rule
stated in paragraph (d)(5)(i) of this section:

Exanple 1. Taxpayer borrows noney and agrees to pay a
floating rate of interest. Taxpayer purchases debt instrunents
that bear a conparable floating rate. Although taxpayer’s
interest rate risk fromthe floating rate borrowi ng may be
reduced by the purchase of the debt instrunents, the acquisition
of the debt instrunments is not a hedging transaction, because
the transaction is not entered into primarily to nmanage the
t axpayer’s ri sk.

Exanple 2. Taxpayer undertakes obligations to pay
conpensation in the future. The anount of the future
conpensation paynents is adjusted as if anmpbunts were invested in
a specified nutual fund and were increased or decreased by the
earnings, gains and | osses that would result from such an
I nvestment. Taxpayer invests funds in the shares of the nutual
fund. Although the investnent in shares of the nutual fund
reduces the taxpayer’s risk of fluctuation in the anbunt of its
obligation to enployees, the investnent was not nmade primarily
to manage the taxpayer’s risk. Accordingly, the transaction is
not a hedgi ng transacti on.

Exanple 3. Taxpayer provides a nonqualified retirenent
plan for enployees that is structured |ike a defined
contribution plan. Based on a schedul e that takes into account
an enployee’s nonthly salary and years of service with the
t axpayer, the taxpayer makes nonthly credits to an account for
each enpl oyee. Each enpl oyee may designate that the account
will be treated as if it were used to pay prem uns on a variable
annuity contract issued by the Minsurance conpany with a val ue
that reflects a specified investnment option. Moffers a nunber
of investnment options for its variable annuity contracts.
Taxpayer invests funds in M conpany variable annuity contracts
that parallel the investnent options selected by the enpl oyees.
The investnent is not made primarily to manage the taxpayer’s
risk and is not a hedging transaction.

(6) Hedges of other risks. The Comm ssioner may, by
publ i shed gui dance, determ ne that hedgi ng transacti ons include
transactions entered into to nmanage ri sks other than interest
rate or price changes, or currency fluctuations.

(7) Mscellaneous provision--(i) Extent of risk managenent.

A taxpayer may hedge all or any portion of its risk for all or
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any part of the period during which it is exposed to the risk.

(i1) Nunmber of transactions. The fact that a taxpayer

frequently enters into and term nates positions (even if done on
a daily or nore frequent basis) is not relevant to whether these
transactions are hedging transactions. Thus, for exanple, a

t axpayer hedging the risk associated wwth an asset or liability
may frequently establish and term nate positions that hedge that
ri sk, depending on the extent the taxpayer w shes to be hedged.
Simlarly, if a taxpayer maintains its |evel of risk exposure by
entering into and termnating a | arge nunber of transactions in
a single day, its transactions may nonethel ess qualify as
hedgi ng transacti ons.

(e) Hedging by nenbers of a consolidated group--(1) CGenera

rule: single-entity approach. For purposes of this section, the

ri sk of one nenber of a consolidated group is treated as the
risk of the other nenbers as if all of the nenbers of the group
were divisions of a single corporation. For exanple, if any
menber of a consolidated group hedges the risk of another nenber
of the group by entering into a transaction with a third party,
that transaction nmay potentially qualify as a hedgi ng
transaction. Conversely, interconpany transactions are not
hedgi ng transacti ons because, when considered as transactions
bet ween di visions of a single corporation, they do not nmanage
the risk of that single corporation

(2) Separate-entity election. In lieu of the single-entity

approach specified in paragraph (e)(1) of this section, a
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consolidated group may el ect separate-entity treatnent of its
hedgi ng transactions. |If a group nmakes this separate-entity
el ection, the follow ng rules apply:

(i) Risk of one nenber not risk of other nenbers.

Not wi t hst andi ng paragraph (e)(1) of this section, the risk of
one nenber is not treated as the risk of other nenbers.

(i1) ILnterconpany transactions. An interconpany

transaction is a hedging transaction (an interconpany hedgi ng
transaction) with respect to a nenber of a consolidated group if
and only if it neets the follow ng requirenents--

(A) The position of the nmenmber in the interconpany
transaction would qualify as a hedging transaction wth respect
to the nenber (taking into account paragraph (e)(2)(i) of this
section) if the menber had entered into the transaction with an
unrel ated party; and

(B) The position of the other nenber (the marking nenber)
in the transaction is marked to market under the marking
menber’ s net hod of accounti ng.

(iii) Treatnent of interconpany hedging transactions. An

I nt erconpany hedgi ng transaction (that is, a transaction that
meets the requirenments of paragraphs (e)(2)(ii)(A) and (B) of
this section) is subject to the follow ng rul es--

(A) The character and timng rules of 81.1502-13 do not
apply to the incone, deduction, gain, or loss fromthe
I nt erconpany hedgi ng transaction; and

(B) Except as provided in paragraph (g)(3) of this section,
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t he character of the marking nenber’s gain or |oss fromthe
transaction is ordinary.

(iv) Making and revoking the election. Unless the

Comm ssi oner ot herwi se prescribes, the election described in
this paragraph (e)(2) nust be nmade in a separate statenent
saying “[Insert Nanme and Enpl oyer ldentification Nunber of
Common Parent] HEREBY ELECTS THE APPLI CATI ON OF SECTI ON
1.1221-2(e)(2) (THE SEPARATE- ENTI TY APPROACH).” The statenent
nmust al so indicate the date as of which the election is to be
effective. The election nust be signed by the conmmon parent and
filed wwth the group’s Federal inconme tax return for the taxable
year that includes the first date for which the electionis to
apply. The election applies to all transactions entered into on
or after the date so indicated. The election may be revoked
only wth the consent of the Conmm ssioner.

(3) Definitions. For definitions of consolidated group,

di visions of a single corporation, group, interconpany
transactions, and nmenber, see section 1502 and the regul ations
t her eunder.

(4) Examples. Ceneral Facts. In these exanples, O and H
are nenbers of the sane consolidated group. O s business
operations give rise to interest rate risk “A,” which O wi shes to
hedge. O enters into an interconpany transaction with H that
transfers the risk to H O's position in the interconpany
transaction is “B,” and Hs position in the transaction is “C"”
H enters into position “D" with a third party to reduce the
interest rate risk it has with respect to its position C D
woul d be a hedging transaction with respect torisk Aif Os
risk Awere Hs risk. The follow ng exanples illustrate this
par agraph (e):
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Exanple 1. Single-entity treatnent--(i) General rule.
Under paragraph (e)(1) of this section, Os risk Ais treated as
H s risk, and therefore Dis a hedging transaction with respect
torisk AA Thus, the character of Dis determ ned under the
rules of this section, and the incone, deduction, gain, or |oss
fromD nust be accounted for under a nethod of accounting that
satisfies 81.446-4. The interconpany transaction B-Cis not a
hedgi ng transaction and is taken into account under 81.1502-13.

(i) Ldentification. D nust be identified as a hedging
transaction under paragraph (f)(1) of this section, and A nust be
identified as the hedged item under paragraph (f)(2) of this
section. Under paragraph (f)(5) of this section, the
identification of A as the hedged item can be acconplished by
I dentifying the positions in the interconpany transaction as
hedges or hedged itens, as appropriate. Thus, substantially
cont enporaneous with entering into Db Hmay identify C as the
hedged itemand O may identify B as a hedge and A as the hedged
I tem

Exanple 2. Separate-entity election; counterparty that does
not mark to market. In addition to the General Facts stated
above, assune that the group nakes a separate-entity election
under paragraph (e)(2) of this section. |If H does not mark Cto
mar ket under its method of accounting, then B is not a hedging
transaction, and the B-C interconpany transaction is taken into
account under the rules of section 1502. D is not a hedging
transaction with respect to A, but D nmay be a hedging transaction
with respect to Cif Cis ordinary property or an ordinary
obligation and if the other requirenents of paragraph (b) of this
section are net. If Dis not part of a hedging transaction, then
D may be part of a straddle for purposes of section 1092.

. < > . < » Third
Operating intercompany Hedging risk- Party
Member transaction Member shifting
[e) H transaction
risk position position position
A B C D

Exanple 3. Separate-entity election; counterparty that
marks to market. The facts are the sane as in Exanple 2 above,
except that H marks C to market under its method of accounting.

Al so assune that B would be a hedging transaction with respect to
risk Aif O had entered into that transaction with an unrel ated
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party. Thus, for O the B-C transaction is an interconpany
hedgi ng transaction wth respect to Os risk A the character and
timng rules of 81.1502-13 do not apply to the B-C transacti on,
and H s incone, deduction, gain, or loss fromCis ordinary.
However, other attributes of the itenms fromthe B-C transaction
are determ ned under 81.1502-13. D is a hedging transaction wth
respect to Cif it neets the requirenents of paragraph (b) of
this section.

(f) ldentification and recordkeeping--(1) Sane-day

identification of hedging transactions. Under section

1221(a)(7), a taxpayer that enters into a hedging transaction

(i ncluding recycling an existing hedging transaction) nust
clearly identify it as a hedging transaction before the close of
the day on which the taxpayer acquired, originated, or entered
into the transaction (or recycled the existing hedging

transacti on).

(2) Substantially contenporaneous identification of hedged

item-(i) Content of the identification. A taxpayer that enters

into a hedging transaction nust identify the item itens, or
aggregate risk being hedged. Identification of an item being
hedged generally involves identifying a transaction that creates
risk, and the type of risk that the transaction creates. For
exanple, if a taxpayer is hedging the price risk with respect to
Its June purchases of corn inventory, the transaction being
hedged is the June purchase of corn and the risk is price
novenents in the market where the taxpayer buys its corn. For
addi tional rules concerning the content of this identification,
see paragraph (f)(3) of this section.

(i1) Timng of the identification. The identification
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required by this paragraph (f)(2) nust be nade substantially
cont enporaneously with entering into the hedging transaction. An
identification is not substantially contenporaneous if it is nmade
nore than 35 days after entering into the hedging transaction.

(3) ldentification requirenents for certain hedging

transactions. In the case of the hedging transactions descri bed

in this paragraph (f)(3), the identification under paragraph
(f)(2) of this section nust include the information specified.

(i) Anticipatory asset hedges. |If the hedging transaction

relates to the anticipated acquisition of assets by the taxpayer,
the identification nust include the expected date or dates of
acqui sition and the anobunts expected to be acquired.

(ii1) lnventory hedges. |If the hedging transaction rel ates

to the purchase or sale of inventory by the taxpayer, the
identification is made by specifying the type or class of

I nventory to which the transaction relates. |f the hedging
transaction relates to specific purchases or sales, the

I dentification nust also include the expected dates of the
purchases or sales and the ambunts to be purchased or sold.

(ii1i) Hedges of debt of the taxpayer--(A) Existing debt. If

t he hedging transaction relates to accruals or paynents under an
I ssue of existing debt of the taxpayer, the identification nust
specify the issue and, if the hedge is for |less than the ful

I ssue price or the full termof the debt, the amount of the issue
price and the termcovered by the hedge.

(B) Debt to be issued. |If the hedging transaction rel ates
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to the expected i ssuance of debt by the taxpayer or to accruals
or paynents under debt that is expected to be issued by the
t axpayer, the identification nust specify the follow ng
I nformation: the expected date of issuance of the debt; the
expected maturity or maturities; the total expected issue price;
and the expected interest provisions. |If the hedge is for |ess
than the entire expected issue price of the debt or the ful
expected termof the debt, the identification nust also include
the amount or the term being hedged. The identification may
I ndicate a range of dates, ternms, and anmounts, rather than
specific dates, terns, or anounts. For exanple, a taxpayer m ght
identify a transaction as hedging the yield on an anti ci pated
I ssuance of fixed rate debt during the second half of its fisca
year, with the anticipated amount of the debt between $75 million
and $125 mllion, and an anticipated term of approximtely 20 to
30 years.

(iv) Hedges of aggregate risk--(A) Required identification

If a transacti on hedges aggregate ri sk as described in paragraph
(c)(3) of this section, the identification under paragraph (f)(2)
of this section nmust include a description of the risk being
hedged and of the hedgi ng program under which the hedgi ng
transaction was entered. This requirenent may be net by placing
In the taxpayer’s records a description of the hedgi ng program
and by establishing a system under which individual transactions
can be identified as being entered into pursuant to the program

(B) Description of hedging program A description of a
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hedgi ng program nust include an identification of the type of
ri sk being hedged, a description of the type of itens giving rise
to the risk being aggregated, and sufficient additional
i nformation to denonstrate that the programis designed to reduce
aggregate risk of the type identified. |If the program contains
controls on specul ation (for exanple, position limts), the
description of the hedgi ng program nust al so explain how the
controls are established, comruni cated, and inpl enented.

(v) Transactions that counteract hedging transactions. |If

t he hedging transaction is described in paragraph (d)(3) of this
section, the description of the hedging transaction nust include
an identification of the risk managenent transaction that is
bei ng of fset and the original underlying hedged item

(4) Manner of identification and records to be retained--(i)

Inclusion of identification in tax records. The identification

required by this paragraph (f) nust be nmade on, and retained as
part of, the taxpayer’s books and records.

(i1) Presence of identification nust be unanbi guous. The

presence of an identification for purposes of this paragraph (f)
must be unanbi guous. The identification of a hedging transaction
for financial accounting or regulatory purposes does not satisfy
this requirement unless the taxpayer’s books and records indicate
that the identification is also being nade for tax purposes. The
taxpayer may indicate that individual hedging transactions, or a
class or classes of hedging transactions, that are identified for

financial accounting or regulatory purposes are al so being
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I dentified as hedging transactions for purposes of this section.

(iii) Manner of identification. The taxpayer may separately
and explicitly make each identification, or, so |ong as paragraph
(f)(4)(ii) of this section is satisfied, the taxpayer may
establish a system pursuant to which the identification is
i ndicated by the type of transaction or by the manner in which
the transaction is consunmated or recorded. An identification
under this systemis nade at the later of the tine that the
systemis established or the time that the transaction satisfies
the terns of the system by being entered, or by being consunmated
or recorded, in the designated fashion

(iv) Principles of paragraph (f)(4)(iii) of this section

illustrated. Paragraphs (f)(4)(iv)(A) through (C of this

section illustrate the principles of paragraph (f)(4)(iii) of
this section and assune that the other requirenents of this
paragraph (f) are satisfied.

(A) A taxpayer can nmake an identification by designating a
hedgi ng transaction for (or placing it in) an account that has
been identified as containing only hedges of a specified item (or
of specified itenms or specified aggregate risk).

(B) A taxpayer can nmake an identification by including and
retaining in its books and records a statenent that designates
all future transactions in a specified derivative product as
hedges of a specified item itens, or aggregate risk.

(C A taxpayer can nmake an identification by designating a

certain mark, a certain form or a certain | egend as nmeani ng that
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a transaction is a hedge of a specified item (or of specified
items or a specified aggregate risk). |Identification can be made
by pl acing the designated mark on a record of the transaction
(for exanple, trading ticket, purchase order, or trade
confirmation) or by using the designated formor a record that
contains the designated | egend.

(5) ldentification of hedges involving nenbers of the sane

consolidated group--(i) Ceneral rule: single-entity approach. A

menber of a consolidated group nust satisfy the requirenents of
this paragraph (f) as if all of the nenbers of the group were
divisions of a single corporation. Thus, the nmenber entering
into the hedging transaction with a third party nust identify the
hedgi ng transacti on under paragraph (f)(1) of this section.

Under paragraph (f)(2) of this section, that nmenber nust al so
identify the item itens, or aggregate risk that is being hedged,
even if the item itens, or aggregate risk relates primarily or
entirely to other nenbers of the group. |If the nenbers of a
group use interconpany transactions to transfer risk within the
group, the requirenments of paragraph (f)(2) of this section may
be nmet by identifying the interconpany transactions, and the

ri sks hedged by the interconpany transactions, as hedges or
hedged itens, as appropriate. Because identification of the

I nt erconpany transaction as a hedge serves solely to identify the
hedged item the identification is tinely if nmade within the
period required by paragraph (f)(2) of this section. For

exanple, if a nenber transfers risk in an interconpany
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transaction, it may identify under the rules of this paragraph
(f) both its position in that transaction and the item itens, or
aggregate risk being hedged. The nenber that hedges the risk
outside the group may identify under the rules of this paragraph
(f) both its position with the third party and its position in
the interconpany transaction. Paragraph (e)(4) Exanple 1 of this
section illustrates this identification.

(ii1) Rule for consolidated groups making the separate-entity

election. |If a consolidated group nmakes the separate-entity

el ection under paragraph (e)(2) of this section, each nenber of
the group nust satisfy the requirenents of this paragraph (f) as
though it were not a nenber of a consolidated group.

(6) Consistency with section 1256(e)(2). Any identification

for purposes of section 1256(e)(2) is also an identification for
pur poses of paragraph (f)(1) of this section.

(g) Effect of identification and non-identification--(1)

Transactions identified--(i) ILn general. |If a taxpayer

identifies a transaction as a hedging transaction for purposes of
paragraph (f)(1) of this section, the identification is binding
Wi th respect to gain, whether or not all of the requirenents of
paragraph (f) of this section are satisfied. Thus, gain from
that transaction is ordinary incone. |If the transaction is not
in fact a hedging transaction described in paragraph (b) of this
section, however, paragraphs (a)(1) and (2) of this section do
not apply and the character of loss is determ ned w t hout

reference to whether the transaction is a surrogate for a
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noncapi tal asset, serves as insurance agai nst a business ri sk,
serves a hedging function, or serves a simlar function or
pur pose. Thus, the taxpayer’s identification of the transaction
as a hedging transaction does not itself nmake loss fromthe
transaction ordinary.

(i1) Inadvertent identification. Notw thstanding paragraph

(g9)(1)(i) of this section, if the taxpayer identifies a
transaction as a hedging transaction for purposes of paragraph
(f) of this section, the character of the gain is determ ned as
I f the transaction had not been identified as a hedgi ng
transaction if--

(A) The transaction is not a hedging transaction (as defined
I n paragraph (b) of this section);

(B) The identification of the transaction as a hedgi ng
transaction was due to inadvertent error; and

(C Al of the taxpayer’s transactions in all open years are
being treated on either original or, if necessary, anended
returns in a manner consistent with the principles of this
section.

(2) Transactions not identified--(i) ln general. Except as

provided in paragraphs (g)(2)(ii) and (iii) of this section, the
absence of an identification that satisfies the requirenents of
paragraph (f)(1) of this section is binding and establishes that
a transaction is not a hedging transaction. Thus, subject to the
exceptions, the rules of paragraphs (a)(1l) and (2) of this

section do not apply, and the character of gain or loss is
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determ ned w thout reference to whether the transaction is a
surrogate for a noncapital asset, serves as insurance against a
busi ness risk, serves a hedging function, or serves a simlar
function or purpose.

(i1) lnadvertent error. |If a taxpayer does not nmake an

Identification that satisfies the requirenents of paragraph (f)
of this section, the taxpayer may treat gain or loss fromthe
transaction as ordinary incone or |oss under paragraph (a)(1l) or
(2) of this section if--

(A) The transaction is a hedging transaction (as defined in
paragraph (b) of this section);

(B) The failure to identify the transaction was due to
I nadvertent error; and

(C Al of the taxpayer’s hedging transactions in all open
years are being treated on either original or, if necessary,
anended returns as provided in paragraphs (a)(1) and (2) of this
section.

(iii) Anti-abuse rule. |If a taxpayer does not make an

identification that satisfies all the requirenents of paragraph
(f) of this section but the taxpayer has no reasonabl e grounds
for treating the transaction as other than a hedgi ng transacti on,
then gain fromthe transaction is ordinary. The reasonabl eness
of the taxpayer’s failure to identify a transaction is determ ned
by taking into consideration not only the requirenents of

par agraph (b) of this section but also the taxpayer’s treatnent

of the transaction for financial accounting or other purposes and
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the taxpayer’s identification of simlar transactions as hedgi ng
transacti ons.

(3) Transactions by nmenbers of a consolidated group--(i)

Single-entity approach. |[If a consolidated group is under the

general rule of paragraph (e)(1) of this section (the
single-entity approach), the rules of this paragraph (g) apply
only to transactions that are not interconpany transactions.

(ii1) Separate-entity election. |If a consolidated group has

made the el ection under paragraph (e)(2) of this section, then,
in addition to the rules of paragraphs (g)(1l) and (2) of this
section, the follow ng rules apply:

(A) If an interconpany transaction is identified as a
hedgi ng transacti on but does not neet the requirenents of
par agraphs (e)(2)(ii)(A) and (B) of this section, then,
notw t hstandi ng any contrary provision in 81.1502-13, each party
to the transaction is subject to the rules of paragraph (g)(1) of
this section with respect to the transaction as though it had
incorrectly identified its position in the transaction as a
hedgi ng transacti on.

(B) If a transaction neets the requirenents of paragraphs
(e)(2)(ii) (A and (B) of this section but the transaction is not
identified as a hedgi ng transaction, each party to the
transaction is subject to the rules of paragraph (g)(2) of this
section. (Because the transaction is an interconpany hedgi ng
transaction, the character and timng rules of 81.1502-13 do not

apply. See paragraph (e)(2)(iii)(A) of this section.)
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(h) Effective date. The rules of this section apply to

transactions entered into on or after March 20, 2002.
Par. 4. Section 1.1256(e)-1 is revised to read as foll ows:

81.1256(e)-1 ldentification of hedging transactions.

(a) ldentification and recordkeeping requirenents. Under

section 1256(e)(2), a taxpayer that enters into a hedging
transaction nust identify the transaction as a hedgi ng
transaction before the close of the day on which the taxpayer
enters into the transaction.

(b) Requirenents for identification. The identification of

a hedging transaction for purposes of section 1256(e)(2) nust
satisfy the requirenents of 81.1221-2(f)(1). Solely for purposes
of section 1256(f)(1), however, an identification that does not
satisfy all of the requirenments of 81.1221-2(f)(1) is
neverthel ess treated as an identification under section
1256(e)(2).

(c) Consistency with 81.1221-2. Any identification for

pur poses of 81.1221-2(f)(1) is also an identification for
purposes of this section. |If a taxpayer satisfies the

requi renments of 81.1221-2(g)(1)(ii), the transaction is treated
as if it were not identified as a hedging transaction for

pur poses of section 1256(e)(2).

(d) Effective date. The rules of this section apply to

transactions entered into on or after March 20, 2002.
PART 602--QOvB CONTROL NUMBERS UNDER THE PAPERWORK REDUCTI ON ACT

Par. 5. The authority citation for part 602 continues to



read as foll ows:

Aut hority: 26 U S.C. 7805.
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Par. 6. In 8602.101, paragraph (b) is anended by renoving
the entries for “1.1221-2,” “1.1221-2(d)(2)(iv),” “1.1221-2(e)(5),”
“1.1221-2(g)(5) (ii),” “1.1221-2(g)(6) (ii),” “1.1221-2(9)(6) (iii),”
and “1.1221-2T(c)” and adding an entry in nunerical order to the
table to read as follows:

8602. 101 OMB Control nunbers.

* * % * *

(b)***
CFR part or section where Current
ovB
identified and descri bed control No.

* * % * *

N 1545- 1480

* * % * *

Robert E. Wenzel
Deputy Conm ssioner of Internal Revenue.
Approved: March 14, 2002

Mar k Wi nber ger
Assi stant Secretary of the Treasury.



