

[bookmark: zzmpMemo]MCDERMOTT, WILL & EMERY
Chicago

MEMORANDUM


	TO:
	Clients and Friends of the Firm
	DATE:
	January 22, 2001

	FROM:
	Andie Kramer
Bill Pomierski
	


RE:	Proposed Hedging Regulations

The IRS recently issued Proposed Regulations coordinating the hedging regulations under Treas. Reg. §1.1221-2 with Code §1221(a)(7), which was adopted at the end of 1999.
As we had hoped, the Proposed Regulations essentially mirror the current regulations under Treas. Reg. §1.1221-2.  The only changes that were made from the existing regulations include:  (1) changing the standard for a qualifying hedge from risk "reduction" to risk "management;" (2) eliminating the provision relating to hedging of non-inventory supplies (which was rendered unnecessary by the adoption of Code §1221(a)(8)); (3)  updating coordination rules with other Code Sections; and (4) eliminating outdated transition rules.
This confirms that taxpayers can continue to rely on various features of the current regulations, such as the rules relating to consolidated group hedging, the hedge identification procedures (including the provisions for aggregate hedging), and the "inadvertent error" exception to a misidentified hedge, to name a few.
It appears that there are only two items in the Proposed Regulations that might be considered new.  First, while the Proposed Regulations offer nothing new in the way of defining risk "management," they do note that a risk management transaction can, to the extent provided in a future revenue ruling, revenue procedure, or regulation, include transactions intended to manage risks beyond reducing risk of interest rate, price changes, or currency fluctuations relating to ordinary assets, borrowings or ordinary obligations.

Second, the Proposed Regulations slightly expanded the examples of permissible procedures for identifying a transaction as a hedge to include "designating a certain mark, a certain form, or a certain legend as meaning that a transaction is a hedge of a specified item (or of specified items or a specified aggregate risk)."  
[bookmark: zzmpMemo]Finally, the Proposed Regulations say nothing about the hedge timing rules under Treas. Reg. §1.446-4.  It had been our sense, and the Proposed Regulations appear to confirm, that no changes will be made to the hedge timing rules.
The IRS is seeking comments on the Proposed Regulations and has scheduled a public hearing for May, 2001.  As some of you know, we have formed a coalition for the purpose of attempting to influence the "risk management" standard.  The goal would be to seek a risk management standard that would alleviate many of the concerns regarding transactions that are difficult to categorize under the old risk reduction standard.  If you are interested in further details regarding the coalition, please let us know.
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