Notice of Proposed Rulemaking
and Notice of Public Hearing

Hedging Transactions
REG-107047-00

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemak-
ing and notice of public hearing.

SUMMARY: This document contains
proposed regulations relating to the char-
acter of hedging transactions. These pro-
posed regulations reflect changes to the
law made by the Ticket to Work and Work
Incentives Improvement Act of 1999.
The proposed regulations affect busi-
nesses entering into hedging transactions
This document also provides notice of a
public hearing on these proposed regula-
tions.

DATES: Written or electronically gener-
ated comments must be received by April
25, 2001. Requests to speak (with out-
lines of oral comments to be discussed) af
the public hearing scheduled for May 16,
2001, at 10 a.m., must be submitted by
April 25, 2001.

ADDRESSES: Send submissions to:
CC:M&SP:RU (REG-107047-00), room

5226, Internal Revenue Service, POB
7604, Ben Franklin Station, Washington,
DC 20044. Submissions may be hand de-
livered between the hours of 8 a.m. and 5
p.m. to: CC:M&SP:RU (REG-107047-

00), Courier’'s Desk, Internal Revenue
Service, 1111 Constitution Avenue NW.,

Washington, DC. Alternatively, taxpayers
may submit comments electronically via
the Internet by selecting the “Tax Regs”
option on the IRS Home Page, or by sub-



mitting comments directly to the IRS in-viding for ordinary character treatmentegulations with respect to the characte
ternet site ahttp://www.irs.gov/tax_regs/ for most business hedges. The regulaf hedging transactions generally shoulc
regslist.ntml. The public hearing will be tions generally apply to hedges that rebe codified as an appropriate interpreta
held in the IRS auditoriuml,111 Consti- duce risk with respect to ordinary proption of present law. S. Rep. No. 201,
tution Ave., NW, Washington, DC. erty, ordinary obligations, and borrowingslO6th Cong., 1st Sess. 24 (1999). Thes
of the taxpayer and that meet certain idemproposed regulations conform the Trea-
FOR '_:URTHER_INFORMATION_ CON- tification requirements. (81.1221-2). Insury regulations to these statutory provi-
TACT: Congcerning the regulations, ‘]01996, the IRS published in thHeederal sions.

Lynn R|c_ks, (202) 622-3920; Concem'_ngRegister(Gl FR 517) final regulations on ) o
submissions of comments, the hearing, "5 acter and timing of gain or los&XPlanation of Provisions

and/or to be placed on the building acce ; - :
list to attend the hearing, contact Lanitsf om hedging transactions entered into by paragraph (a) of the proposed regula

Vandyke, (202) 622-7180 (not toll_free?nembers of a consolidated group. Thg,s hrovides basic rules for the treat-

final regulations published in 1994 andnont of hedging transactions. The sub
numbers). : ging

1996 are collectively referred to as th%tance of these rules is the same as tt
SUPPLEMENTARY INFORMATION: Treasury regulations in this preamble. rules under §1.1221-2(a).

] On December 17, _1999, section 1_221 Accordingly, paragraph (a)(1) of the
Paperwork Reduction Act was amended by section 532 of the Tickgfroposed regulations generally provides

The collection of information con- to Work and Work Incentives Improve-inat property that is part of a hedging

. . . . ment Act of 1999 (113 Stat 1860) to pro ; i i i
tained in this notice of proposed rulemak, ( ) 10 Plotransaction, as defined in section

. . ide ordinary gain or loss treatment for 221 (p)(2)(A) and paraaraph (b) of the
g has been reviewed and approved feqging ransactions and consumablgraposss reguiations. s not & capta
accordance with the Paperwork Reduc%Upp“es' Section 1221(a)(7) provides Ofasset.  paragraph (a)(2) of the propose
tion Act of 1995 (44 U% c 3507(d))dinary treatment for hedging transactionﬁ;egu|ati0nS provides a similar rule for
ton Act of - numbersllé4.5-1403 anmat are clearly identified as such beforgport sales and options. Where a shot
1545-1480 e close of the day on which they werggje or option is part of a hedging transac

acquired, originated, or entered into. i i i
An agency may not conduct or Sponsor, a ginate _ tion, as defined, any gain or loss on the
The statute defines a hedging transaghort sale or option is ordinary. Under

and a person is not required to respond t : .
a collee:tion of informgtion unless Fi)t dis- fon ggnerally {0 include a tr_ansacnon ®Mparagraph (a)(3), if a transaction falls out-
plays a valid control number assigned plered into by the taxpayer in the normakide the regulations, gain or loss from the
the Office of Management and Budget X.ourse_ of business p.r|mar||y to manag@ansaction is not made ordinary by the
) ~_risk of interest rate, price changes, or CUfact that property is a surrogate for a non:
Books or records relating to a collec- fl ; ith di-emmi .
. . : : rency tluctuations with respect to ordi-capital asset, that the transaction serves
tion of information must be retained as, di bligati ) . ) :
: ary property, ordinary obligations, Orinsurance against a business risk, that th
long as their contents may become matey ; f th 1221(b . . .
LS S . orrowings of the taxpayer. 8§ (bXransaction serves a hedging function, o
ial in the administration of any internal N and (i h definiti . -
2)(A)(i) and (ii). The statutory definition that the transaction serves a similar func
revenue law. Generally, tax returns an f hedai ; Iso includ .
tax return information are confidential, a 1ecging ransaction aiso inc Haes rangjon or purpose. As under the Treasury
required by 26 U.S.C. 6103 » ctions to manage such other risks as thggulations, Congress intended that the
T ' Secr.etary may prescn.t.).e in regulationshedging rules be the exclusive mean:
Background Section 1221(b)(2)(A)(iii). Further, thethrough which the gains and losses or
statute grants the Secretary the authorifedging transactions are treated as ord
This document contains proposedo provide regulations to address the treafrary. S. Rep. No. 201, 106th Cong., 1s
amendments to 26 CFR part 1 under setent of nonidentified or improperly iden-sess. 25 (1999).
tion 1221 of the Internal Revenue Coddfied hedging transactions, and hedging The provisions of the proposed regula-
(Code). Prior to amendment in 1999, sedransactions involving related partiegjons generally apply to determine the
tion 1221 generally defined a capital ass¢gections 1221(0)(2)(B) and (b)(3), recharacter of gain or loss from transactions
as property held by the taxpayer othespectively). The statutory hedging provithat also are subject to various interna
than: (1) stock in trade or other types 0.$|0nS are effective for transactions enterqq)na| provisions of the Code. Paragrapt
assets includible in inventory; (2) prop4nto on or after December 17, 1999. (a)(4) of the proposed regulations, how-
erty used in a trade or business that is realSection 1221(a)(8) provides that supever, provides that section 988 transac
property or property subject to depreciaplies of a type regularly consumed by th@ons are excluded from these regulations
tion; (3) certain copyrights (or similartaxpayer in the ordinary course of a taxbecause gain or loss on those transactior
property); (4) accounts or notes receivpayer’s trade or business are not capit@ ordinary under section 988(a)(1). Para
able acquired in the ordinary course of assets. That provision is effective for supgraph (a)(4) of the proposed regulations
trade or business; and (5) U.S. goverrplies held or acquired on or after Decemalso provides that the definition of a hedg-
ment publications. ber 17, 1999. ing transaction under §1.1221-2(b) of the
In 1994, the IRS published in tired- The legislative history to the hedgingproposed regulations does not apply fol
eral Register (59 FR 36360) final Trea- provisions states that Congress intendgulrposes of the hedging exceptions to th
sury regulations under section 1221 prahat the approach taken in the Treasurgubpart F rules of section 954(c) and cer



tain hedging rules in the interest allocation treatment for fixed to floating Paragraph (c)(1) of the proposed regu-
tion regulations under section 864(e).  hedges, certain written call options, dylations further provides that a taxpayer
Regulations under 81.482-8 will ad-namic hedges, partial hedges, recyclemhay hedge any part or all of its risk for
dress risk management activities in th@edges, and hedges of aggregate risk (saey part of the period during which it has
context of a global dealing operation81.1221-2(c)).Id. at n.12. The Commit- risk. The proposed regulations also pro-
Thus, except to the extent provided itee believed that (depending on the factside that the fact that a taxpayer fre-
881.475(g)—2, 1.482-8, and 1.863-3(h}the treatment of those transactions aguently enters into and terminates hedg-
these regulations do not apply in detethedging transactions is appropriate anithg positions is not relevant to whether
mining the allocation and source of inthat it is also appropriate to modernize thi#zansactions are hedging transactions.
come for a participant in a global dealinglefinition of hedging transaction by pro- Except as otherwise provided in para-
operation or whether a risk managementding risk management as the standardraph (c) of the proposed regulations, a
function related to the activities of a reguid. These proposed regulations revise thteansaction that is not entered into primar-
lar dealer in securities has been corFreasury regulations to reflect the riskly to reduce risk is not a hedging transac-
ducted. management standard. tion. For example, the so-called “store-
Proposed regulations under §81.882-5 Paragraph (c)(1) of the proposed regwsn-the-board” transaction, in which a
and 1.884-1 also refer to hedging unddations deals with the meaning of riskkaxpayer disposes of its production output
81.1221-2 for purposes of determiningnanagement. It provides that, except and enters into a long futures contract
assets and liabilities of a foreign corporaetherwise provided in paragraph (c), avith respect to the same product, is not a
tion for interest allocation and branch tatransaction satisfies the risk managemehtdging transaction. In this example, the
purposes. The IRS and Treasury are evaltandard if it reduces risk. To enter into &ng futures contact could be viewed as a
uating the appropriate requirements nediedging transaction, the taxpayer musturrogate for the storage of the commaod-
essary to implement cross-border antave risk when all of its operations ardéty. The net proceeds from the sale of the
worldwide hedging rules for these purconsidered — that is, there must be risk gproduction output and the gain or loss on
poses and seek comments in this regara.“macro” basis. Nonetheless, a hedge tifie long futures contract simulates the
Therefore, paragraph (a)(4) of the proa single asset or liability, or pool of assetprice at which the production output
posed regulations provides that the definor liabilities, will be respected as managwould have sold if it had been physically
tion of hedging transaction in paragrapling risk if the hedge reduces the risk attribstored and sold at a later time. However,
(b) of the proposed regulations is inaputable to the item or items being hedgellecause the production output to which
plicable in determining the hedging re-and if the hedge is reasonably calculatethe futures contract relates has been sold
qguirements under sections 882(c) antb reduce the overall risk of the taxpayer'shere is no underlying position (with re-
884, except to the extent provided in regeperations. In addition, if a taxpayerspect to ordinary property held or to be
ulations under those sections. hedges a particular asset or liability, or &eld) that exposes the taxpayer to price
Paragraph (b) of the proposed regulgool of assets or liabilities, and the hedgesk. Thus, the long position does not re-
tions restates the definition of hedginds undertaken as part of a program to retuce risk. Moreover, gain or loss on the
transaction in section 1221(b)(2)(A).duce the overall risk of the taxpayer’s opeontract is not treated as ordinary on the
Under this rule, a hedging transaction igrations, the taxpayer need not show thgtounds that it is a surrogate for inven-
generally a transaction that a taxpayer etlhe hedge reduces its overall risk. tory.
ters into in the normal course of its busi- Paragraph (c)(1) of the proposed regu- Paragraph (c)(2) of the proposed regu-
ness primarily to manage the risk of interlations also recognizes that fixed to floattations provides that a hedging transaction
est rate or price changes or currencing hedges and certain types of writtemay be entered into by using a position
fluctuations with respect to ordinary prop-options may manage risk and may b¢hat was a hedge of one asset or liability
erty, ordinary obligations, or borrowingshedging transactions in appropriate situae hedge another asset or liability.
of the taxpayer. tions. For example, a covered call with Paragraph (c)(3) of the proposed regu-
Paragraph (c) of the proposed regulaespect to assets held or a written put opations provides that the acquisition of cer-
tions provides rules of application detion with respect to assets to be acquiradin assets, such as investments, may nc
signed to ensure that the definition omay be a hedging transaction. be a hedging transaction. Even though ac:
hedging transaction is applied reasonably In addition, paragraph (c)(1) of the pro-quisition of these assets may involve some
to include most common types of busiposed regulations provides that a hedgingsk reduction, they typically are not ac-
ness hedges. Congress intended that ttransaction includes a transaction that repired primarily to manage risk. For ex-
approach taken in the Treasury regularerses or counteracts a hedging transaample, a taxpayer’s interest rate risk from
tions with respect to the character ofion. This rule recognizes that some floating rate borrowing may be reduced
hedging transactions generally should beansactions are used to eliminate some by the purchase of debt instruments that
codified as an appropriate interpretatiomll of the risk reduction accomplishedbear a comparable floating rate. The pro-
of present law. S. Rep. No. 201, 106tkthrough another hedging transaction. Alposed regulations provide that the acquisi-
Cong., 1st Sess. 24 (1999). The Senatigough the transactions are not risk redution of the debt instruments, however, is
Finance Committee believed that théng if viewed independently, they are connot made primarily to reduce risk and,
Treasury regulations interpret risk reducsidered to be part of the larger hedgintherefore, is not a hedging transaction.
tion flexibly to provide hedging transac-transaction. Similarly, borrowings generally are not



made primarily to manage risk. The IRS Although the purpose of the rules inFor example, a contract to purchase asse
and Treasury request comments on the ciparagraph (c) is to ensure that the definis generally not a liability hedge even if
cumstances in which the acquisition ofion of hedging transaction will be inter-the assets are being purchased to fund tt
debt instruments or borrowings are madpreted reasonably to cover most commaliability. Other gap hedges may be appro-
primarily to manage risk. business hedges, not all hedges are ipriately treated as liability hedges and,

Paragraph (c)(4) defines the normatended to be covered. For example, thiberefore, may qualify as hedging transac
course requirement of paragraph (b) to iregulations do not apply where a taxpayerons.
clude any transaction entered into in furhedges a dividend stream, the overall The rules in paragraphs (d), (e) and (f)
therance of a taxpayer’s trade or busineggsrofitability of a business unit, or otherof the proposed regulations, covering
Thus, for example, a liability hedge meetdusiness risks that do not relate directly toonsolidated group hedging, identifica-
this requirement regardless of whether thiaterest rate or price changes or currendjon and recordkeeping rules, and the ef
liability is undertaken to fund current op-fluctuations with respect to ordinary propfect of identification and non-identifica-
erations, an acquisition, or an expansioerty, ordinary obligations, or borrowings.tion, respectively, are generally
of a taxpayer’s business. This definitiorMoreover, the regulations do not providainchanged from the corresponding rule:
does not apply to other uses of the termrdinary treatment for gain or loss fromn the Treasury regulations. This is be-
“normal course” in the Code or regulathe disposition of stock where, for exameause Congress generally intended to coc
tions. ple, the stock is acquired to protect thdy the approach to hedging transactions

Paragraph (c)(5) of the proposed regwgoodwill or business reputation of the acthat was taken in the Treasury regulations
lations provides that a hedge of propertguirer or to ensure the availability ofS. Rep. No. 201, 106th Cong., 1st Sess
or of an obligation is a hedging transacgoods. 24 (1999).
tion only if a sale or exchange of the prop- Paragraph (c)(8) of the proposed regu- Paragraph (d) of the proposed regula:
erty, or performance or termination of thdations provides that a hedging transactiotions provides rules applicable to hedging
obligation, could not produce capital gairdoes not include a transaction entered intsy members of a consolidated group. The
or loss. The special rule in the Treasurjo manage risks other than interest rate proposed regulations retain the single-en
regulations for noninventory suppliesprice changes, or currency fluctuationgtjty approach of the Treasury regulations.
(81.1221-2(c)(5)(ii)), however, is notunless a regulation, revenue ruling, ofhat is, they treat the risk of one membel
contained in these proposed regulationsevenue procedure provides otherwisenf the group as the risk of the other mem:
Under the noninventory supply rule, if aThus, until such guidance is published, hers, as if all the members were divisions
taxpayer sells only a negligible amount ohedge of volume or revenue fluctuationsf a single corporation. Thus, a membel
a noninventory supply, then, only for puris not a hedging transaction. One exanof a consolidated group that hedges the
poses of determining whether a hedge gie of this type of hedge is a weather daisk of another member by entering into a
the purchase of that noninventory supplyivative used by an energy producer toransaction with a third party may receive
is a hedging transaction, that noninvenhedge against the decrease in volume ofdinary gain or loss treatment on that
tory supply is treated as ordinary propsales from variations in weather patternstransaction if the transaction otherwise
erty. This rule is not being proposed be- The IRS is considering whether to exgualifies as a hedging transaction.
cause section 1221(a)(8) generallpand the definition of hedging transaction Under this single-entity approach, in-
provides ordinary gain or loss treatmento include transactions that manage riskercompany transactions are neither hedg
for consumable supplies held or acquiredther than interest rate or price changes)g transactions nor hedged items. Be:
on or after December 17, 1999. or currency fluctuations with respect tocause they are treated as transaction

Paragraph (c)(6) of the proposed regwrdinary property, ordinary obligations orbetween divisions of a single corporation,
lations provides that the status of liabilityporrowings of the taxpayer. The Servicéntercompany transactions do not manag
hedges as hedging transactions is deteselicits comments on the types of riskshe risk of that single corporation and,
mined without regard to the use that ishat should be covered, including specifitherefore, fail to qualify as hedging trans-
made of the proceeds of a borrowing sexamples of derivative transactions thadctions.
long as the transaction is entered into imay be incorporated into future guidance. The proposed regulations also retair
furtherance of the taxpayer’s trade or The status of so-called “gap” hedges ithe separate-entity election of the Trea:
business. The Service and Treasury beet separately addressed in paragraph (&)ry regulations, permitting a consoli-
lieve that a liability hedge should not failof the proposed regulations. Insurancdated group to treat its members as sep:
to qualify as a hedging transaction beeompanies, for example, sometimesate entities when applying the hedging
cause the proceeds of the borrowing beirtiedge the “gap” between their liabilitiesrules. The election is made by attaching :
hedged are used to purchase a capitahd the assets that fund them. Under tlstatement to the group’s federal income
asset. proposed regulations, a hedge of those atsx return.

Paragraph (c)(7) of the proposed regusets does not qualify as a hedging transac-For a group that elects separate-entity
lations provides that, in the case of hedgeson if the assets are capital assetdreatment, an intercompany transaction i
of aggregate risk, all but de minimis Whether a gap hedge qualifies as a liabitreated as a hedging transaction if anc
amount of the risk being hedged must bigy hedge is a question of fact and dependamly if: (1) it would qualify as a hedging
attributable to ordinary property, ordinaryon whether it is more closely associatettansaction if entered into with an unre-
obligations, or borrowings. with the liabilities than with the assetslated party; and (2) it is entered into with



a member that, under its method of adhat the identification is being made forquire constant monitoring and a sophisti-
counting, marks its position in the intertax purposes. In lieu of separately identieated understanding of the capital mar-
company transaction to market. If theséying each transaction, however, a taxkets. Therefore, a Regulatory Flexibility
requirements are satisfied, the membgrayer may establish a system in whiclhnalysis under the Regulatory Flexibility
with respect to which it is an intercom-identification is indicated by the type ofAct (5 U.S.C. chapter 6) is not required.
pany hedging transaction must accouritansaction or the manner in which théursuant to section 7805(f) of the Internal
for its position in the transaction undetransaction is consummated or recorded.Revenue Code, this notice of proposed
81.446-4, and, if that member properly Paragraph (e)(5) of the proposed reguulemaking will be submitted to the Chief
identifies the transaction as a hedgintations deals with the required identifica-Counsel for Advocacy of the Small Busi-
transaction, each member treats the gaiion where the taxpayer is a member of aess Administration for comment on its
or loss from its position in the transactiorconsolidated group, and paragraph (e)(npact on small business.
as ordinary. of the proposed regulations provides that

The proposed regulations provide tha@n identification for purposes of sectiorComments and Public Hearing
even when these two requirements ark256(€)(2) is also an identification for
met, these regulations supplant only theurposes of §1.1221-2(e)(1). Before these proposed regulations are
character and timing rules of §1.1502—13. Pursuant to section 1221(b)(2)(B)adopted as final regulations, considera-
Other aspects of the transaction, such &ragraph (f) of the proposed regulationson will be given to any electronic or
the source of the gain or loss, are unafleals with the effect of identification andwritten comments (a signed original and
fected by these regulations and thus mdjen-identification. The rules in this para-eight (8) copies of written comments) that
be governed by other portions ofgraph are the same as the rules in parare submitted timely (in the manner de-
§1.1502—13. graph (f) of the Treasury regulations. scribed in “ADDRESSES”) to the IRS.

Pursuant to section 1221(a)(7), para- The proposed regulations under sectiomhe IRS an_d Treasury request comments
graph (e)(1) of the proposed regulation%256 generally restat_e the rgles _o_bn the clarity of the propose_d rules and
provides that hedging transactions mu§1'_1256(e)_1 that coordinate the |dent!f|how they may be mad_e ea5|er_to under-
be identified before the close of the dayatmn of hedges for purposes of sectiostand. All comments will be available for

on which they are entered into. Paragrap11256(e)' The citations to sectionpublic inspection and copying.
(€)(2) of the proposed regulations require52°6(€)(2)(C) in the Treasury regulations A o pjic hearing has been scheduled

that the item, items, or aggregate risk@ve been replaced with citations 10 se¢g, \1ay 16, 2001, beginning at 10 a.m., in
being hedged be identified substantiallon 1256(€)(2) in the proposed regulag,q |Rs auditorium, Internal Revenue

contemporaneously with entering into thé'©"s- Building, 1111Constitution Avenue, NW.,

hedging transaction. The identificatioq;roposed Effective Date Washington, DC._ Due to building secu-
must be made no more than 35 days after rity procedures, visitors must enter at the
entering into the hedging transaction. The proposed regulations are proposett" Street entrance, located between

Paragraph (e)(3) of the proposed regu0o be effective for transactions entere€onstitution and Pennsylvania Avenues,
lations contains a series of special rule§to on or after January 18, 2001. HowNW. In addition, all visitors must present
for identifying certain types of hedgingeVer, the IRS will not challenge any transphoto identification to enter the building.
transactions. In the case of inventory, thaction entered into on or after DecembeBecause of access restrictions, visitors
identification must specify the type orl7, 1999, and before January 18, 200Will not be admitted beyond the immedi-
class of inventory to which the hedge rethat satisfies the provisions of these praate entrance area more than 15 minute:
lates. If particular inventory purchases oposed regulations. before the hearing starts. For information
sales transactions are being hedged, t about having your name placed on the
taxpayer must also identify the expecte building access list to attend the hearing,
date and the amount to be acquired or |t has been determined that this notic8€ "FOR FURTHER INFORMATION

sold. In the case of hedges of aggregai proposed rulemaking is not a signifi-CONTACT.”
risk, the identification requirement is satcant regulatory action as defined in Exec- The rules of 26 CFR 601.601(a)(3)
isfied if a taxpayer’s records contain a degtive Order 12866. Therefore, a regulaapply to the hearing. Persons who wish to
scription of the hedging program and itory assessment is not required. It ipresent oral comments at the hearing mus
there is a system for identifying transachereby certified that the collection of in-submit written comments and an outline
tions as entered into as part of that prgormation in these regulations will notof topics to be discussed and the time to
gram. The intent underlying this rule is tthave a significant economic impact on &e devoted to each topic (signed original
provide verifiable information with re- sypstantial number of small entities. Thisind eight (8) copies) by April 25, 2001. A
spect to the item being hedged without recertification is based upon the fact thaperiod of 10 minutes will be allotted to
quiring the taxpayer to identify individu- yery few small businesses enter inteach person making comments. An
ally the many items that give rise to theyedging transactions due to their cost aragenda showing the scheduling of the
aggregate risk being hedged. complexity. Further, those small busispeakers will be prepared after the dead-
Paragraph (e)(4) of the proposed reguresses that hedge enter into very feline for receiving outlines has passed.
lations provides rules with respect to hovihedging transactions because hedgingopies of the agenda will be available
an identification is made. It must be cleatransactions are costly, complex, and rdree of charge at the hearing.

%epecial Analyses



Drafting Information or loss realized on a section 988 transacentrol, the definition of hedging transac-
o tion as defined in section 988(c)(1) or retion must be interpreted reasonably anc
_ The principal author of these regulayjizeq with respect to any qualified fundconsistently with the purposes of sectior
tions is Jo Lynn Ricks, Office of the ASS0-,q defined in section 988(c)(1)(E)(ii).  1221(b)(2)(A) and this section.
qlate Chief Counsel (Financial Institu- (ii) Sections 864(e) and 954(cExcept (1) Managing risk—(i) Transactions
tions and Products). However, Othe([;\s otherwise provided in regulations isthat manage riskWhether a transaction
personnel from the IRS and Treasury Deg o g pursuant to sections 864(e) anglanages a taxpayer’s risk is determinec
partment participated in their develop—954(c)' the definition of hedging transachased on all of the facts and circum-

ment. % % % % tion in paragraph (b) of this section doestances surrounding the taxpayer’s busi

not apply for purposes of sections 864(ajess and the transaction. In general,
Proposed Amendments to the and 954(c). taxpayer’s hedging strategies and poli-
Regulations (iii) Global dealing operation Except cies as reflected in the taxpayer’'s min-

as otherwise provided in 881.475(g)—2utes or other records are evidence o
Accordingly, 26 CFR part 1 is pro-1.482-8, and 1.863-3(h), the rules of awhether particular transactions were en:
posed to be amended as follows: plication for purposes of the definition of atered into primarily to manage the tax-
PART 1—INCOME TAXES hedglng transaction in paragrapr_] (c) of th|pa¥§r S .r|sk.
section do not apply in determining the al- (ji) Micro and macro hedges(A) In
Paragraph 1. The authority citation fotocation and source of income with respegjeneral A taxpayer has risk of a particu-
part 1 is amended by revising the entry foio @ participant in a global dealing operagr type only if it is at risk when all of its
§1.1221-2 to read as follows: tion or in determining whether a risk manpperations are considered. Nonetheless,
Authority: 26 U.S.C. 7805 * * * agement function related to the activities dedge of a particular asset or liability gen-
§1.1221-2 also issued under 26 U.S.@ regular dealer in securities has been cogrally will be respected as managing risk
1221(b)(2)(A)ii), (0)(2)(B), and (b)(3).** ducted. See §1.482-8(a) for the definif it reduces the risk attributable to the
Par. 2. Section 1.1221-2 is revised tdons of global dealing operation, regulagsset or liability and if it is reasonably ex-

read as follows: dealer in securities, and participant. pected to reduce the overall risk of the
_ _ (iv) Sections 882(c) and 884Except taxpayer’'s operations. If a taxpayer
§1.1221-2 Hedging transactions. as otherwise provided in regulations ishedges particular assets or liabilities, ol

sued under sections 882(c) and 884, thfroups of assets or liabilities, and the
definition of hedging transaction in parahedges are undertaken as part of a prc
treatment of hedging transactions und raph (b) of this section _does not applgram that, as a whole, is reasc_)nably ex
section 1221(a)(7). Except as provided i’ PUTPOSES of those sgctlons_. pected t? reduce_ the overall risk of the
paragraph (f)(2) of this section, the term (b) Hedging transactlpn definedSec- taxpayer’s operations, the taxpayer gener
capital asset does not include property thipn 1221(b)(2)(A) provides that. a hedgally does not have to demopstrate tha

I§g transaction is any transaction that aach hedge that was entered into pursuau

is part of a hedging transaction (as define N . .
in paragraph (b) of this section). taxpayer enters into in the normal cours® the program reduces its overall risk.

(2) Short sales and optionsThis sec- pf the taxpayer’s trade or business primar- (B) Fixed-to-floating hedges Under
tion also governs the character of gain dP— _ _ the principles of paragraph (c)(1)(ii)(A)
loss from a short sale or option that is part (1) To manage risk qf price changes 0of this section, a transaction that econom
of a hedging transaction. Except as prd:urrency fluctuations Wlth re;pect to ordiically converts an interest rate or price
vided in paragraph (f)(2) of this sectionnary property (as defined in paragrapfrom a fixed rate or price to a floating rate
gain or loss on a short sale or option th4f)(5) of this section) that is held or to beor price may manage risk. For example
is part of a hedging transaction (as ddeld by the taxpayer, if a taxpayer’s income varies with interest
fined in paragraph (b) of this section) is (2) To manage risk of interest rate orates, the taxpayer may be at risk if it has
ordinary income or loss. price changes or currency fluctuations fixed rate liability. Similarly, a taxpayer

(3) Exclusivity If a transaction is not a With respect to borrowings made or to bavith a fixed cost for its inventory may be
hedging transaction as defined in paranade, or ordinary obligations incurred ot risk if the price at which the inventory
graph (b) of this section, gain or loss front0 be incurred, by the taxpayer; or can be sold varies with a particular factor.
the transaction is not made ordinary on (8) To manage such other risks as thehus, a transaction that converts an inter
the grounds that property involved in théSecretary may prescribe in regulationsst rate or price from fixed to floating
transaction is a surrogate for a noncapitésee paragraph (c)(8) of this section). ~ may be a hedging transaction.
asset, that the transaction serves as insur{c) Rules of application The rules of  (iii) Written options A written option
ance against a business risk, that this paragraph (c) apply for purposes ofnay manage risk. For example, in appro
transaction serves a hedging function, dahe definition of the term hedging transacpriate circumstances, a written call option
that the transaction serves a similar fundion in section 1221(b)(2)(A) and para-with respect to assets held by a taxpaye
tion or purpose. graph (b) of this section. These rulesr a written put option with respect to as-

(4) Coordination with other sectiors must be interpreted reasonably and comsets to be acquired by a taxpayer may be
(i) Section 988 This section does notsistently with the purposes of this sectiorhedging transaction. See also paragrap
apply to determine the character of gailwhere no specific rules of application(c)(1)(v) of this section.

(a) Treatment of hedging transactiens
(1) In general This section governs the



(iv) Extent of risk managemen#f\ tax- hedging transaction even if the terms dfiedging transaction does not include a
payer may hedge all or any portion of itshe asset limit or reduce the taxpayer'ransaction entered into to manage risks
risk for all or any part of the period duringrisk with respect to other assets or liabiliother than interest rate or price changes
which it is exposed to the risk. ties. For example, a taxpayer’s interesir currency fluctuations.

(v) Transactions that counteract hedg+ate risk from a floating rate borrowing (d) Hedging by members of a consoli-
ing transactions If a transaction is en- may be reduced by the purchase of debated group—(1) General rule: single-
tered into primarily to counteract all orinstruments that bear a comparable floagntity approach For purposes of this
any part of the risk reduction effected byng rate. The acquisition of the debt insection, the risk of one member of a con-
one or more hedging transactions, thstruments, however, is not a hedgingolidated group is treated as the risk of
transaction is a hedging transaction. Fdransaction because the transaction is ntite other members as if all of the mem-
example, if a written option is used to reentered into primarily to reduce the taxbers of the group were divisions of a sin-
duce or eliminate the risk reduction obpayer’s risk. Similarly, borrowings gen-gle corporation. For example, if any
tained from another position such as arally are not made primarily to managenember of a consolidated group hedges
purchased option, then it may be a hedgisk. the risk of another member of the group
ing transaction. (4) Normal course Solely for purposes by entering into a transaction with a third

(vi) Number of transactionsThe fact of paragraph (b) of this section, if a transparty, that transaction may potentially
that a taxpayer frequently enters into andction is entered into in furtherance of @ualify as a hedging transaction. Con-
terminates positions (even if done on gaxpayer’s trade or business, the transacersely, intercompany transactions are
daily or more frequent basis) is not reletion is entered into in the normal course ofiot hedging transactions because, wher
vant to whether these transactions arthe taxpayer’s trade or business. This ruleonsidered as transactions between divi-
hedging transactions. Thus, for examapplies even if the risk to be managed resions of a single corporation, they do not
ple, a taxpayer hedging the risk assoclates to the expansion of an existing busmanage the risk of that single corpora-
ated with an asset or liability may fre-ness or the acquisition of a new trade dron.
quently establish and terminate positionbusiness. (2) Separate-entity electionIn lieu of
that hedge that risk, depending on the ex- (5) Ordinary property and obligations the single-entity approach specified in
tent the taxpayer wishes to be hedge®roperty is ordinary property to a tax{paragraph (d)(1) of this section, a consoli-
Similarly, if a taxpayer maintains itspayer only if a sale or exchange of thelated group may elect separate-entity
level of risk exposure by entering intoproperty by the taxpayer could not protreatment of its hedging transactions. If a
and terminating a large number of transduce capital gain or loss regardless of thgroup makes this separate-entity election,
actions in a single day, its transactionsaxpayer’s holding period when the sal¢he following rules apply.
may nonetheless qualify as hedgingr exchange occurs. Thus, for example, (i) Risk of one member not risk of other
transactions. property used in a trade or business withimembers Notwithstanding paragraph

(vii) Transactions that do not managehe meaning of section 1231(b) (deter¢d)(1) of this section, the risk of one
risk. Atransaction that is not entered intanined without regard to the holding pe-member is not treated as the risk of other
to reduce a taxpayer’s risk does not mamiod specified in that section) is not ordi-members.
age risk. For example, assume that a tarary property. An obligation is an (ii) Intercompany transactionsAn in-
payer produces a commodity for salegrdinary obligation if performance or ter-tercompany transaction is a hedging
sells the commodity, and enters into anination of the obligation by the taxpayetransaction (an intercompany hedging
long futures or forward contract in thatcould not produce capital gain or losstransaction) with respect to a member of a
commodity in the hope that the price willFor purposes of the preceding sentencepnsolidated group if and only if it meets
increase. Because the long position doésrmination has the same meaning as the following requirements—
not reduce risk, and is not otherwisesection 1234A. (A) The position of the member in the
treated as a hedging transaction in this (6) Borrowings Whether hedges of aintercompany transaction would qualify
paragraph (c), the transaction is not taxpayer’s debt issuances (borrowingsds a hedging transaction with respect to
hedging transaction. Moreover, gain oare hedging transactions is determinethe member (taking into account para-
loss on the contract is not made ordinarwithout regard to the use of the proceedgraph (d)(2)(i) of this section) if the mem-
on the grounds that it is a surrogate for inef the borrowing. ber had entered into the transaction with
ventory. See paragraph (a)(3) of this sec- (7) Hedging an aggregate riskThe an unrelated party; and
tion. term hedging transaction includes a trans- (B) The position of the other member

(2) Entering into a hedging transaction action that manages an aggregate risk @he marking member) in the transaction
Ataxpayer may enter into a hedging trandgnterest rate changes, price change marked to market under the marking
action by using a position that was a hedgend/or currency fluctuations only if all of member’s method of accounting.
of one asset or liability as a hedge of arthe risk, or all but @e minimisamount of (iii) Treatment of intercompany hedg-
other asset or liability (recycling). the risk, is with respect to ordinary proping transactionsAn intercompany hedg-

(3) No investments as hedging transacerty, ordinary obligations, or borrowings. ing transaction (that is, a transaction that
tions If an asset (such as an investment) (8) Hedges of other risks Except as meets the requirements of paragraphs
is not acquired primarily to manage riskptherwise determined in a regulation, revfd)(2)(ii)(A) and (B) of this section) is
the purchase or sale of that asset is notemue ruling, or revenue procedure, aubject to the following rules—



(A) The character and timing rules ofthe hedged item can be accomplished by identifyintent of this identification, see paragraph

§1.1502—-13 do not apply to the incomehe positions in the intercompany transaction a%)(3) of this section.
hedges or hedged items, as appropriate. Thus, su

deduction, gal_n, or loss f_rom the Inter'stantially contemporaneous with entering iltpH (“)_ Tlm!ng of th_e |dent|flc_at|0n The
company hedging transaction; and may identifyC as the hedged item a@imay iden- identification required by this paragraph
(B) Except as provided in paragraphify B as a hedge and as the hedged item. (e)(2) must be made substantially contem

(f)(3) of this section, the character of the Example 2. Separate-entity election; counterporaneously with entering into the hedg-
marking member’s gain or loss from theﬁf‘“éthat dlois ”t°ttm:"('j< tobmarkem add't'?r:‘ ioth ing transaction. An identification is not
. . . e General Facisstated above, assume a H T
trar?sactlon. is ordinary. . _ group makes a separate-entity election under pa?g_ubstantlally contemporaneous if it is
(iv) Making and revoking the election graph (d)(2) of this section. M does not mark to _made more Fhan 35 da}/s after entering
Unless the Commissioner otherwise premarket under its method of accounting, tieis not  iNto the hedging transaction.
scribes, the election described in thig hedging transaction, and tBeC intercompany (3) Identification requirements for cer-
paragraph (d)(2) must be made in a Sepggnsactlon is taken into account under the rules ¢§in hedging transactionsIn the case of
te stat i . | t N sgection 1502.D is not a hedging transaction with e-+he hedaing transactions described in this
rate statemen sa.y_lng [ nsert Name angﬁect toA, butD may be a hedging transaction with ging . L ‘
Employer Identification Number of yespect toc if C is ordinary property or an ordinary Paragraph (e)(3), the identification under
Common Parent] HEREBY ELECTS obligation and if the other requirements of paraparagraph (e)(2) of this section must in-
THE APPLICATION OF SECTION graph (b) of this section are met.Ofis not part ofa  clude the information specified.
1.1221-2(d)(2) (THE SEPARATE-EN- edging transaction, thdd may be part of a strad-  (j) Anticipatory asset hedgeslf the
TITY APPROACH).” The statement &€ f Purposes of section 1092. hedging transaction relates to the antici:
.o ) . Example 3. Separate-entity election; counter- L
must also indicate the date as of WhiCBary that marks to marketThe facts are the samePat€d acquisition of assets by the tax
the election is to be effective. The elecas inExample 2above, except thai marksC to ~ Payer, the identification must include the
tion must be signed by the common pamarket under its method of accounting. Also assumexpected date or dates of acquisition an
ent and filed with the group’s federal in-:ha‘_ Bk"/‘;o_?'g zeda hetdgizg_ ttraflﬁatﬁtion Wiﬂt‘_ respfi‘ﬁthe amounts expected to be acquired.
rsi | ad enterea INto that transaction wi i H
,Come tax retu,m for the taxa,ble year thaa?n unrelated party. Thus, for, theB-C transaction (i Im.lentory hedges If the hedging
includes the first date for which the elecis an intercompany hedging transaction with respetf@nsaction relates to the purchase or sal
tion is to apply. The election applies tao O's risk A, the character and timing rules ofOf inventory by the taxpayer, the identifi-
all transactions entered into on or afte$1.1502-13 do not apply to tBeCtransaction, and cation is made by specifying the type or
the date so indicated. The election madfs income, deduction, gain, or loss frafnis ordi-  ¢|ass of inventory to which the transaction

. ary. However, other attributes of the items from th : -
be revoked only with the consent of th C transaction are determined under §1.15021 elates. If the hedging transaction relate:

Commissioner. D is a hedging transaction with respectdgf it O specific purchases or sales, the identifi
(3) Definitions For definitions of con- meets the requirements of paragraph (b) of this seéation must also include the expectec
solidated group, divisions of a single cortion. dates of the purchases or sales and tf

poration, group, intercompany transac- (€) Identification and recordkeepirg amounts to be purchased or sold.
tions, and member, see section 1502 arfd) Same-day identification of hedging (i) Hedges of debt of the taxpayer

the regulations thereunder. transactions Under section 1221(a)(7), a(A) Existing dehtIf the hedging transac-
(4) Examples The following examples taxpayer that enters into a hedging transion relates to accruals or payments unde
illustrate this paragraph (d): action (including recycling an existingan issue of existing debt of the taxpayer

General Facts In these example§ andH are hedging transaction) must clearly identifithe identification must specify the issue
members of the same consolidated grép.busi- it as a hedging transaction before thand, if the hedge is for less than the full
\f,‘vﬁcshoopiﬁoe”:tgi\f’]ee (;iS:OtOeinf;ﬁfseiSr:tga; fi":fe r close of the day on which the taxpayer adssue price or the full term of the debt, the
company transaction Wi%H that transfers the risk to quired, 'orlgmated, or entere'dllnto theamount of the issue price and the term
H. O's position in the intercompany transaction istransaction (or recycled the existing hedgeovered by the hedge.

“B,” and H’s position in the transaction i€~ H  ing transaction). (B) Debt to be issued If the hedging
enters into positionD” with a third party to reduce  (2) Substantially contemporaneoudransaction relates to the expected is
the interest rate risk it has with respect to its positiofyentification of hedged item(i) Content suance of debt by the taxpayer or to ac
C. Dwould be a hedging transaction with respect o, v o jyentification A taxpayer that en- cruals or payments under debt that is ex
risk Aif O's risk A wereH’s risk. . . ; . .

Example 1. Single-entity treatmen) General ters into a hedging transaction must iderpected to be issued by the taxpayer, thi
rule. Under paragraph (d)(1) of this sectians  tify the item, items, or aggregate riskidentification must specify the following
risk A is treated ad?'s risk, and therefor® is a being hedged. Identification of an iteminformation: the expected date of is-
hedging transaction with respect to risk Thus, the - heing hedged generally involves identifysuance of the debt; the expected maturit
character oD is determined under the rules of this;\ 5 transaction that creates risk, and the maturities; the total expected issue
section, and the income, deduction, gain, or loss . . . . .
from D must be accounted for under a method of adYP€ Of risk that the transaction creategrice; and the expected interest provi-
counting that satisfies §1.446-4. The intercompanfOr example, if a taxpayer is hedging theions. If the hedge is for less than the en
transactionB-C is not a hedging transaction and isprice risk with respect to its June puriire expected issue price of the debt or the
taken into account under §1.1502-13. chases of corn inventory, the transactiofull expected term of the debt, the identi-

(if) 1dentification D must be identified as a pajng hedged is the June purchase of cofisation must also include the amount or

hedging transaction under paragraph (e)(1) of this

section, andd must be identified as the hedged ierdnd the risk is price movements in thehe term being hedged. The identification

under paragraph (e)(2) of this section. Under pardnarket where the taxpayer buys its corrmay indicate a range of dates, terms, an
graph (e)(5) of this section, the identification/ofis For additional rules concerning the conamounts, rather than specific dates, terms



or amounts. For example, a taxpayer (iii) Manner of identification The tax- hedged, even if the item, items, or aggre-
might identify a transaction as hedgingayer may separately and explicitly makgate risk relates primarily or entirely to
the yield on an anticipated issuance ofach identification, or, so long as paraether members of the group. If the mem-
fixed rate debt during the second half ofraph (e)(4)(ii) of this section is satisfiedpers of a group use intercompany transac
its fiscal year, with the anticipated amounthe taxpayer may establish a system putions to transfer risk within the group, the
of the debt between $75 million and $125uant to which the identification is indi-requirements of paragraph (e)(2) of this
million, and an anticipated term of ap-cated by the type of transaction or by theection may be met by identifying the in-
proximately 20 to 30 years. manner in which the transaction is contercompany transactions, and the risks

(iv) Hedges of aggregate risk(A) Re- summated or recorded. An identificatiorhedged by the intercompany transactions
quired identification If a transaction under this system is made at the later @fs hedges or hedged items, as appropriate
hedges aggregate risk as described in pathe time that the system is established &ecause identification of the intercom-
graph (c)(7) of this section, the identificathe time that the transaction satisfies thpany transaction as a hedge serves solel
tion under paragraph (e)(2) of this sectioterms of the system by being entered, do identify the hedged item, the identifica-
must include a description of the risk beindpy being consummated or recorded, in thion is timely if made within the period re-
hedged and of the hedging program undelesignated fashion. quired by paragraph (e)(2) of this section.
which the hedging transaction was entered. (iv) Examples The following exam- For example, if a member transfers risk in
This requirement may be met by placing iples illustrate the principles of paragraptan intercompany transaction, it may iden-
the taxpayer’s records a description of thge)(4)(iii) of this section and assume thatify under the rules of this paragraph (e)
hedging program and by establishing a syshe other requirements of paragraph (éjoth its position in that transaction and
tem under which individual transactionsare satisfied. the item, items, or aggregate risk being
can be identified as being entered into pur- (A) A taxpayer can make an identifica-hedged. The member that hedges the risl
suant to the program. tion by designating a hedging transactioonutside the group may identify under the

(B) Description of hedging programA  for (or placing it in) an account that hasules of this paragraph (e) both its posi-
description of a hedging program must inbeen identified as containing only hedgeson with the third party and its position in
clude an identification of the type of riskof a specified item (or of specified itemghe intercompany transaction. Paragraph
being hedged, a description of the type air specified aggregate risk). (d)(4) Example lof this section illustrates
items giving rise to the risk being aggre- (B) A taxpayer can make an identifica-this identification.
gated, and sufficient additional informa-ion by including and retaining in its (ii) Rule for consolidated groups mak-
tion to demonstrate that the program ibooks and records a statement that desigg the separate-entity electiorif a con-
designed to reduce aggregate risk of theates all future transactions in a specifiedolidated group makes the separate-entit
type identified. If the program containsderivative product as hedges of a specgelection under paragraph (d)(2) of this
controls on speculation (for example, pofied item, items, or aggregate risk. section, each member of the group must
sition limits), the description of the hedg- (C) A taxpayer can make an identificasatisfy the requirements of this paragraph
ing program must also explain how theion by designating a certain mark, a certe) as though it were not a member of a
controls are established, communicatedain form, or a certain legend as meaningonsolidated group.
and implemented. that a transaction is a hedge of a specified (6) Consistency with section

(4) Manner of identification and item (or of specified items or a specifiedl256(e)(2) Any identification for pur-
records to be retained(i) Inclusion of aggregate risk). ldentification can beoses of section 1256(e)(2) is also an
identification in tax records The identifi- made by placing the designated mark onidentification for purposes of paragraph
cation required by this paragraph (e) musecord of the transaction (for example(e)(1) of this section.
be made on, and retained as part of, theading ticket, purchase order, or trade (f) Effect of identification and non-iden-
taxpayer’s books and records. confirmation) or by using the designatedification—(1) Transactions identifieg-(i)

(i) Presence of identification must beform or a record that contains the design general If a taxpayer identifies a trans-
unambiguous The presence of an identi-nated legend. action as a hedging transaction for purpose:
fication for purposes of this paragraph (e) (5) Identification of hedges involving of paragraph (e)(1) of this section, the iden-
must be unambiguous. The identificatioomembers of the same consolidatetification is binding with respect to gain,
of a hedging transaction for financial acgroup—(i) General rule: single-entity ap- whether or not all of the requirements of
counting or regulatory purposes does ngroach A member of a consolidatedparagraph (e) are satisfied. Thus, gain fromr
satisfy this requirement unless the taxgroup must satisfy the requirements othat transaction is ordinary income. If the
payer’s books and records indicate thahis paragraph (e) as if all of the membernsansaction is not in fact a hedging transac-
the identification is also being made foiof the group were divisions of a singletion described in paragraph (b) of this sec-
tax purposes. The taxpayer may indicateorporation. Thus, the member enteringjon, however, paragraphs (a)(1) and (2) of
that individual hedging transactions, or anto the hedging transaction with a thirdhis section do not apply and the charactel
class or classes of hedging transactiongarty must identify the hedging transacef loss is determined without reference to
that are identified for financial accountingtion under paragraph (e)(1) of this secwhether the transaction is a surrogate for ¢
or regulatory purposes are also beingion. Under paragraph (e)(2) of this secAoncapital asset, serves as insurance
identified as hedging transactions for purton, that member must also identify theagainst a business risk, serves a hedgin
poses of this section. item, items, or aggregate risk that is beinfunction, or serves a similar function or



purpose. Thus, the taxpayer’s identificathe requirements of paragraph (e) of this (a) ldentification and recordkeeping re-
tion of the transaction as a hedging transasection but the taxpayer has no reasonalgeirements Under section 1256(e)(2), a
tion does not itself make loss from thegrounds for treating the transaction ataxpayer that enters into a hedging trans
transaction ordinary. other than a hedging transaction, theaction must identify the transaction as &
(i) Inadvertent identification gain from the transaction is ordinary. Thénedging transaction before the close o
Notwithstanding paragraph (f)(1)(i) ofreasonableness of the taxpayer’s failure the day on which the taxpayer enters intc
this section, if the taxpayer identifies d@dentify a transaction is determined bythe transaction.
transaction as a hedging transaction fdeking into consideration not only the re- (b) Requirements for identification
purposes of paragraph (e) of this sectiomuirements of paragraph (b) of this secthe identification of a hedging transac-
the character of the gain is determined d@®n but also the taxpayer’s treatment ofion for purposes of section 1256(e)(2)
if the transaction had not been identifiedhe transaction for financial accounting omust satisfy the requirements of
as a hedging transaction if— other purposes and the taxpayer’s identifg§1.1221-2(e)(1). Solely for purposes of
(A) The transaction is not a hedgingcation of similar transactions as hedgingection 1256(f)(1), however, an identifi-
transaction (as defined in paragraph (b) dfansactions. cation that does not satisfy all of the re-
this section); (3) Transactions by members of a conguirements of §1.1221-2(e)(1) is never-
(B) The identification of the transactionsolidated group—(i) Single-entity ap- theless treated as an identification unde
as a hedging transaction was due to inagroach If a consolidated group is undersection 1256(e)(2).
vertent error; and the general rule of paragraph (d)(1) of this (c) Consistency with §1.1221-2Any
(C) All of the taxpayer’s transactions insection (the single-entity approach), thédentification for purposes of
all open years are being treated on eithenles of this paragraph (f) apply only t0§1.1221-2(e)(1) is also an identification
original or, if necessary, amended returngsansactions that are not intercompangor purposes of this section. If a taxpayer
in a manner consistent with the principlesransactions. satisfies the requirements of
of this section. (i) Separate-entity electionlIf a con- §1.1221-2(f)(1)(ii), the transaction is
(2) Transactions not identifiee(i) In  solidated group has made the electioneated as if it were not identified as a
general Except as provided in para-under paragraph (d)(2) of this sectionhedging transaction for purposes of sec
graphs (f)(2)(ii) and (iii) of this section, then, in addition to the rules of paragraphgon 1256(e)(2).
the absence of an identification that satigf)(1) and (2) of this section, the follow- (d) Effective date This section applies
fies the requirements of paragraph (e)(lipg rules apply: to transactions entered into on or aftel
of this section is binding and establishes (A) If an intercompany transaction isjanuary 18, 2001.
that a transaction is not a hedging transaitentified as a hedging transaction but

tion. Thus, subject to the exceptions, thdoes not meet the requirements of para- Robert E. Wenzel,
rules of paragraphs (a)(1) and (2) of thigraphs (d)(2)(ii)(A) and (B) of this sec- Deputy Commissioner
section do not apply, and the character afon, then, notwithstanding any contrary of Internal Revenue.

gain or loss is determined without referprovision in §1.1502-13, each party to the

ence to whether the transaction is a surr@cansaction is subject to the rules of par Filed by the Office of the Fedgral Register on January
. . . . . 7, 2001, 8:45 a.m., and published in the issue of th

gate for a nqncapltal asset, serves as igraph (f)(1) qf this section Wl_th respgct Qederal Register for January 18, 2001, 66 F.R. 4738)

surance against a business risk, serveghge transaction as though it had incor-

hedging function, or serves a similarectly identified its position in the transac-

function or purpose. tion as a hedging transaction.

(ii) Inadvertent error If a taxpayer (B) If a transaction meets the require-
does not make an identification that satisnents of paragraphs (d)(2)(ii)(A) and (B)
fies the requirements of paragraph (e) ajf this section but the transaction is not
this section, the taxpayer may treat gailentified as a hedging transaction, each
or loss from the transaction as ordinarparty to the transaction is subject to the
income or loss under paragraph (a)(1) qules of paragraph (f)(2) of this section.
(2) of this section if— (Because the transaction is an intercom-

(A) The transaction is a hedging transpany hedging transaction, the character
action (as defined in paragraph (b) of thiand timing rules of §1.1502-13 do not

section); apply. See paragraph (d)(2)(iii)(A) of this
(B) The failure to identify the transac-section.)
tion was due to inadvertent error; and (9) Effective date The rules of this

(C) Alll of the taxpayer’s hedging trans-section apply to transactions entered into
actions in all open years are being treatesh or after January 18, 2001.
on either original or, if necessary, Par. 2. Section 1.1256(e)-1 is revised
amended returns as provided in parao read as follows:
graphs (a)(1) and (2) of this section.

(iii) Anti-abuse rule.If a taxpayer does §1.1256(e)-1 Identification of hedging
not make an identification that satisfies aliransactions.



