
The current economic crisis has caused problems where 
section 988 hedging transactions have terminated due to 
counterparty credit issues and new hedging transactions are 
substituted. The first consequence is that when the initial 
hedge is terminated, the taxpayer is considered as “legging 
out” of the integrated treatment and any gain or loss on all of 
the positions making up the synthetic debt instrument from 
the date it was identified as a section 988 hedging transaction 
to the legging-out date is realized and recognized for tax pur-
poses.2 Second, the regulations provide that the part of the 
qualified hedging transaction that has not been terminated 
can never be part of a qualified hedging transaction for any 
period after the legging-out date.3  Thus, the taxpayer cannot 
identify the qualifying debt instrument and the new hedge 
as a section 988 hedging transaction and continue receiving 
integrated treatment. This rule is particularly harsh where 
the prior integration was with a capital asset. In such case, a 
replacement hedge may not qualify as a tax hedging trans-
action under section 1221(b)(2). Therefore, the inability to 
identify the substituted hedge as part of a new section 988 
hedging transaction could cause the straddle rules to come 
into play with a subsequent deferral of loss recognition.

There appears to be no sound tax policy reason to deny in-
tegrated treatment for succeeding hedging transactions at 
least where the legging-out was by reason of counterparty 
credit risk exposure. Our understanding is that the IRS 
National Office has this situation under consideration. A 
change in the rule prohibiting further integration should 
not require a change in the regulations because the regu-
lations already provide that the Commissioner may treat 
transactions as integrated.4 Thus, guidance could take the 
form of a ruling or notice, which could be welcome relief if 
the IRS chooses to address this problem.  
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L ending or borrowing in foreign currency subjects a 
U.S. company to foreign currency risk, which can be 
reduced or eliminated using a hedge. For tax purposes, 

the debt instrument and the hedge usually are two separate 
properties and the usual tax rules that are applicable to the 
debt instrument and the hedge may result in timing and char-
acter mismatches. To eliminate these issues, a company may 
designate the hedging instrument or instruments and the debt 
as a section 988 hedging transaction. A section 988 hedging 
transaction integrates the hedge with the debt instrument to 
create a synthetic debt instrument denominated in a currency 
other than the debt’s currency. For example, a bond that pays 
in Euros may be turned into a synthetic U.S. dollar bond when 
it is integrated with an appropriate pay Euro/receive U.S. dol-
lars swap contract.

The effect of the section 988 hedging transaction is to 
treat for federal income tax purposes the transactions as 
if they were a single synthetic debt instrument issued in 
another currency. This treatment is for the taxpayer that 
has entered into the transaction and does not affect the tax 
treatment of any of the other parties to the transactions. 
In addition to coordinating timing and character, other 
benefits of a section 988 hedging transaction are that 
neither the qualifying debt instrument nor the hedge will 
be subject to the section 1092 straddle rules, the section 
1256 mark-to-market rules, or the section 263(g) capital-
ization rules.

To qualify as a section 988 hedging transaction, the rules of 
the Treasury regulations1  must be met, including a require-
ment that the transaction be identified as a qualified hedg-
ing transaction before the close of the day that the hedge is 
entered into. The synthetic debt instrument will remain in 
place so long as the qualifying debt and the hedge remain 
in place. 
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END NOTES
 1 Treas. Reg. § 1.988-5(a) provides rules for section 988 hedging transactions 
  relating to debt instruments. Treas. Reg. § 1.988-5(b) provides similar rules 
  for integrating a hedge with an executory contract. 
 2 Treas. Reg. § 1.988-5(a)(6)(ii).
 3 Treas. Reg. § 1.988-5(a)(6)(ii)(D). 
 4 Treas. Reg. § 1.988-5(a)(8)(iii).
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