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then any gain or loss on the hedge
shall be an adjustment to the amount
realized or the adjusted basis of the
stock or securities sold or purchased
(and shall not be taken into account as
exchange gain or loss). The term hedge
means a deposit of nonfunctional cur-
rency in a hedging account (within the
meaning of paragraph (b)(2)(iii)(D) of
this section), or a forward or futures
contract described in §1.988-1(a)(1)(ii)
and (2)(iii), or combination thereof,
which reduces the risk of exchange rate
fluctuations for any portion of the pe-
riod beginning on the trade date and
ending on the settlement date. The
provisions of paragraphs (b)(2)({)(D)
through (G), and (b)(2)(iii)(D) and (E) of
this section shall apply. Sections
263(g), 1092, and 1256 do not apply with
respect to stock or securities and a
hedge which are subject to this para-
graph (c).

(d) [Reserved]

(e) Advance rulings regarding net hedg-
ing and anticipatory hedging systems. In
his sole discretion, the Commissioner
may issue an advance ruling addressing
the income tax consequences of a tax-
payer’s system of hedging either its net
nonfunctional currency exposure or an-
ticipated nonfunctional currency expo-
sure. The ruling may address the char-
acter, source, and timing of both the
section 988 transaction(s) making up
the hedge and the underlying trans-
actions being hedged. The procedures
for obtaining a ruling shall be governed
by such pertinent revenue procedures
and revenue rulings as the Commis-
sioner may provide. The Commissioner
will not issue a ruling regarding hedges
of a taxpayer’s investment in a foreign
subsidiary.

(f) [Reserved]

(g) General effective date. Except as
otherwise provided in this section, the
rules of this section shall apply to
qualified hedging transactions, hedged
executory contracts and transactions
described in paragraph (c) of this sec-
tion entered into on or after September
21, 1989. This section shall apply even if
the transaction being hedged (e.g., the
debt instrument) was entered into or
acquired prior to such date. The effec-
tive date regarding advance rulings for
net and anticipatory hedging shall be
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governed by such revenue procedures
that the Commissioner may publish.

[T.D. 8400, 57 FR 9199, Mar. 17, 1992, as
amended at T.D. 9598, 77 FR 54809, Sept. 6,
2012]

§1.988-5T Section 988(d)
transactions (temporary).

(a) through (a)(6)(i) [Reserved] For
further guidance see §1.988-5(a)
through (a)(6)(i).

(ii) Legging out. With respect to a
qualifying debt instrument and hedge
that are properly identified as a quali-
fied hedging transaction, ‘‘legging out”
of integrated treatment under this
paragraph (a) means that the taxpayer
disposes of or otherwise terminates all
or any portion of the qualifying debt
instrument or the hedge prior to matu-
rity of the qualified hedging trans-
action, or the taxpayer changes a ma-
terial term of the qualifying debt in-
strument (for example, exercises an op-
tion to change the interest rate or
index, or the maturity date) or the
hedge (for example, changes the inter-
est or exchange rates underlying the
hedge, or the expiration date) prior to
maturity of the qualified hedging
transaction. A taxpayer that disposes
of or terminates a qualified hedging
transaction (that is, disposes of or ter-
minates both the qualifying debt in-
strument and the hedge in their en-
tirety on the same day) shall be consid-
ered to have disposed of or otherwise
terminated the synthetic debt instru-
ment rather than legging out. If a tax-
payer legs out of integrated treatment,
the following rules shall apply:

(A) The transaction will be treated as
a qualified hedging transaction during
the time the requirements of this para-
graph (a) were satisfied.

(B) If all of the instruments com-
prising the hedge (each such instru-
ment, a component) are disposed of or
otherwise terminated, the qualifying
debt instrument shall be treated as
sold for its fair market value on the
date the hedge is disposed of or other-
wise terminated (the leg-out date), and
any gain or loss (including gain or loss
resulting from factors other than
movements in exchange rates) from the
identification date to the leg-out date
is realized and recognized on the leg-
out date. The spot rate on the leg-out

hedging
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date shall be used to determine ex-
change gain or loss on the debt instru-
ment for the period beginning on the
leg-out date and ending on the date
such instrument matures or is disposed
of or otherwise terminated. Proper ad-
justment must be made to reflect any
gain or loss taken into account. The
netting rule of §1.988-2(b)(8) shall
apply.

(C) If a hedge has more than one com-
ponent (and such components have
been properly identified as being part
of the qualified hedging transaction)
and at least one but not all of the com-
ponents that comprise the hedge has
been disposed of or otherwise termi-
nated, or if part of any component of
the hedge has been terminated (wheth-
er a hedge consists of a single or mul-
tiple components), the date such com-
ponent (or part thereof) is disposed of
or terminated shall be considered the
leg-out date and the qualifying debt in-
strument shall be treated as sold for its
fair market value in accordance with
the rules of paragraph (a)(6)(ii)(B) of
this section on such leg-out date. In ad-
dition, all of the remaining compo-
nents (or parts thereof) that have not
been disposed of or otherwise termi-
nated shall be treated as sold for their
fair market value on the leg-out date,
and any gain or loss from the identi-
fication date to the leg-out date is re-
alized and recognized on the leg-out
date. To the extent relevant, the spot
rate on the leg-out date shall be used
to determine exchange gain or loss on
the remaining components (or parts
thereof) for the period beginning on the
leg-out date and ending on the date
such components (or parts thereof) are
disposed of or otherwise terminated.

(D) If the qualifying debt instrument
is disposed of or otherwise terminated
in whole or in part, the date of such
disposition or termination shall be con-
sidered the leg-out date. Accordingly,
the hedge (including all components
making up the hedge in their entirety)
that is part of the qualified hedging
transaction shall be treated as sold for
its fair market value on the leg-out
date, and any gain or loss from the
identification date to the leg-out date
is realized and recognized on the leg-
out date. To the extent relevant, the
spot rate on the leg-out date shall be

§1.988-5T

used to determine exchange gain or
loss on the hedge (including all compo-
nents thereof) for the period beginning
on the leg-out date and ending on the
date such hedge is disposed of or other-
wise terminated.

(E) Except as provided in paragraph
(a)(8)(iii) of this section (regarding
identification by the Commissioner),
the part of the qualified hedging trans-
action that has not been terminated
(that is, the remaining debt instrument
in its entirety even if partially hedged,
or the remaining components of the
hedge) cannot be part of a qualified
hedging transaction for any period sub-
sequent to the leg-out date.

(F) If a taxpayer legs out of a quali-
fied hedging transaction and realizes a
gain with respect to the disposed of or
terminated debt instrument or hedge,
then paragraph (a)(6)(ii)(B), (C), and (D)
of this section, as appropriate, will not
apply if during the period beginning 30
days before the leg-out date and ending
30 days after that date the taxpayer en-
ters into another transaction that,
taken together with any remaining
components of the hedge, hedges at
least 50 percent of the remaining cur-
rency flow with respect to the quali-
fying debt instrument that was part of
the qualified hedging transaction or, if
appropriate, an equivalent amount
under the hedge (or any remaining
components thereof) that was part of
the qualified hedging transaction.
Similarly, in a case in which a hedge
has multiple components that are part
of a qualified hedging transaction, if
the taxpayer legs out of a qualified
hedging transaction by terminating
one such component or a part of one or
more such components and realizes a
gain with respect to the terminated
component, components, or portions
thereof, then paragraphs (a)(6)({ii)(B),
(C), and (D) of this section, as appro-
priate, will not apply if the remaining
components of the hedge (including
parts thereof) by themselves hedge at
least 50 percent of the remaining cur-
rency flow with respect to the quali-
fying debt instrument that was part of
the qualified hedging transaction.

(a)(7T) through (a)(9)(iv) Examples 10
[Reserved] For further guidance see
§1.988-5(a)(7) through (a)(9)(iv) Example
10.
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Example 11. (i) K is a U.S. corporation with
the U.S. dollar as its functional currency. On
January 1, 2013, K borrows 100 British pounds
(8) for two years at a 10% rate of interest
payable on December 31 of each year with no
principal payment due until maturity on De-
cember 31, 2014. Assume that the spot rate on
January 1, 2013, is £1=$1. On the same date, K
enters into two swap contracts with an unre-
lated counterparty that economically results
in the transformation of the fixed rate £100
borrowing to a floating rate dollar bor-
rowing. The terms of the swaps are as fol-
lows:

(A) Swap #1, Currency swap. On January 1,
2013, K will exchange £100 for $100.

(1) On December 31 of both 2013 and 2014, K
will exchange $8 for £10;

(2) On December 31, 2014, K will exchange
$100 for £100.

(B) Swap #2, Interest rate swap. On Decem-
ber 31 of both 2013 and 2014, K will pay LIBOR
times a notional principal amount of $100
and will receive 8% times the same $100 no-
tional principal amount.

(ii) Assume that K properly identifies the
pound borrowing and the swap contracts as a
qualified hedging transaction as provided in
paragraph (a)(8) of this section and that the
other relevant requirements of paragraph (a)
of this section are satisfied.

(iii) Assume also that on January 1, 2014,
the spot exchange rate is £1:$2; the U.S. dol-
lar LIBOR rate of interest is 9%; and the
market value of K’s note in pounds has not
changed. K terminates swap #2. K will incur
a loss of ($.91) (the present value of $1) with
respect to the termination of such swap on
January 1, 2014. Pursuant to paragraph
(a)(6)(ii)(C) of this section, K must treat
swap #1 as having been sold for its fair mar-
ket value on the leg-out date, which is the
date swap #2 is terminated. K must realize
and recognize gain of $100.92 [the present
value of £110 discounted in pounds to equal
£100 x $2 ($200) less the present value of $108
($99.08)]. The loss inherent in the pound bor-
rowing from January 1, 2013 to January 1,
2014 is realized and recognized on January 1,
2014. Such loss is exchange loss in the
amount of $100 [the present value of £110 that
was to be paid at the end of the year dis-
counted at pound interest rates to equal £100
times the change in exchange rates: (£100 x
$1, the spot rate on January 1, 2013) — (£100
x $2, the spot rate on January 1, 2014)]. Ex-
cept as provided in paragraph (a)(8)(iii) of
this section (regarding identification by the
Commissioner), the pound borrowing and
currency swap cannot be part of a qualified
hedging transaction for any period subse-
quent to the leg-out date.

(iv) Assume the facts are the same as in
paragraph (iii) of this section except that on
January 1, 2014, the U.S. dollar LIBOR rate
of interest is 7% rather than 9%. When K ter-
minates swap #2, K will realize gain of $0.93
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(the present value of $1) received with re-
spect to the termination on January 1, 2014.
Fifty percent or more of the remaining
pound cash flow of the pound borrowing re-
mains hedged after the termination of swap
#2. Accordingly, under paragraph (a)(6)(ii)(F)
of this section, paragraphs (a)(6)(ii)(B) and
(C) of this section do not apply and the gain
on swap #1 and the loss on the qualifying
debt instrument is not taken into account.
Thus, K will include in income $0.93 realized
from termination of swap #2.

(a)(10) through (g) [Reserved] For fur-
ther guidance see §1.988-5(a)(10)
through (g).

(h) Effective/applicability date. This
section applies to leg-outs that occur
on or after September 6, 2012.

(i) Expiration date. This section ex-
pires on September 4, 2015.

[T.D. 9598, 77 FR 54810, Sept. 6, 2012, T.D. 9598,
77 FR 57013, Sept. 17, 2012]

§1.988-6 Nonfunctional currency con-
tingent payment debt instruments.

(a) In general—(1) Scope. This section
determines the accrual of interest and
the amount, timing, source, and char-
acter of any gain or loss on nonfunc-
tional currency contingent payment
debt instruments described in this
paragraph (a)(1) and to which §1.1275-
4(a) would otherwise apply if the debt
instrument were denominated in the
taxpayer’s functional currency. Except
as provided by the rules in this section,
the rules in §1.1275-4 (relating to con-
tingent payment debt instruments)
apply to the following instruments—

(i) A debt instrument described in
§1.1275-4(b)(1) for which all payments of
principal and interest are denominated
in, or determined by reference to, a sin-
gle nonfunctional currency and which
has one or more non-currency related
contingencies;

(ii) A debt instrument described in
§1.1275-4(b)(1) for which payments of
principal or interest are denominated
in, or determined by reference to, more
than one currency and which has no
non-currency related contingencies;

(iii) A debt instrument described in
§1.1275-4(b)(1) for which payments of
principal or interest are denominated
in, or determined by reference to, more
than one currency and which has one
or more non-currency related contin-
gencies; and
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