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“Prediction is difficult – particularly when it involves the future.”2 Unfortunately for most businesses, 

however, being able to predict future prices of components (physical or financial) to be incorporated 

into their products or services is often particularly important in order for them to be able to 

accurately price such goods and services. An inability to predict input prices is not fatal, however, 

because businesses can use a variety of financial products to hedge component prices. For those of 

us advising businesses that use the financial and commodity markets to hedge price risk, certain tax 

considerations applicable to hedging transactions can be murky. 

The US Internal Revenue Service (the “IRS”) first promulgated regulations in 1994 addressing the 

character and timing of income and loss recognition in hedging transactions.3 In 1999, Congress, 

through the enactment of Section 1221(a)(7) of the Internal Revenue Code of 1986, as amended (the 

“Code”), codified the IRS position on character and expanded taxpayers’ ability to treat transactions 

as hedging transactions.4 The rules for futures contracts and other financial instruments subject to 

Code § 1256 have long contained provisions that exempt such contracts from statutory mark-to-

market rules (timing) and 60/40 capital gain treatment (character).5 But one key issue—the source of 

income and loss from hedging transactions—has not been the subject of any congressional rules, IRS 

guidance or court decision until now. And the new guidance should provide taxpayers with 

additional flexibility to structure hedging transactions in a manner that mitigates the US tax burden 

associated with such transactions. 

Why does the source of hedging gains and losses matter? 

Source can be determinative of whether the hedging gains and losses are subject to US federal 

income tax. If a taxpayer group consists of both US and non-US corporations and only the US 

corporations are subject to United States federal income tax, then to the extent that hedging gains 

and losses are attributed to the non-US companies, such gains and losses would not be subject to 

US tax. In addition, hedging gains and losses treated as foreign-source gains and losses could have 

an effect on the amount of foreign tax credits available to the company engaged in the hedging 

transactions. 

The Facts and Holding of PLR 202140016 

In PLR 202140016 (October 8, 2021), the Taxpayer, directly and through numerous US and non-US 

subsidiaries, was engaged in the manufacture and sale of tangible personal property (the “Products”) 

to unrelated third parties. Products were manufactured both within the United States as well as 
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outside of the United States. It also purchased Products from third parties and resold these Products 

to unrelated third parties. 

The Taxpayer regularly traded “commodity derivatives, including futures contracts and options 

contracts (the “Commodity Derivatives”) . . . to ensure operational predictability by managing price 

risk associated within its inventory property.” The trading of Commodity Derivatives was undertaken 

by two US subsidiaries of the Taxpayer: Affiliate 1 and Affiliate 2. Affiliate 1 executed all transactions 

from within the United States. Affiliate 2, however, traded from within and outside of the United 

States . Both Affiliate 1 and 2 only hedged risks faced by US companies owned by the Taxpayer. 

The Taxpayer employed a very sophisticated hedge identification system. The system recorded the 

related physical trade, trade item, commodity type, deal type, dates and pricing information, which 

included the currency and the calendar month in which the derivative expires. The system satisfied 

the requirements for the transactions in Commodity Derivatives to be properly identified as hedges 

for federal income tax purposes.6

The Taxpayer reported the source of the hedging gains and losses by reference to the source of 

income from the sale of the hedged inventory. It asserted that determining the source of its hedging 

gains and losses under the rules for determining the source of the Commodity Derivatives would 

result in such gains and losses being mismatched from the items being hedged.7 Specifically, without 

a hedging overlay, the gains and losses from the Commodity Derivatives would always have been 

US-source income because the companies undertaking the transactions were US persons.8

The IRS cited two cases holding that, in the absence of a rule directly on point, the source of income 

for federal income tax purposes should be determined by analogy to the closest rule on point. Since 

the transactions in Commodity Derivatives were directly related to managing risk on the inventory 

sales, the gains and losses from these transactions were held to be properly sourced to the place that 

the inventory sales occurred. The Taxpayer was permitted to ignore the source rules that would have 

applied if the transactions in Commodity Derivatives were considered as standalone transactions. 

Takeaways from the PLR 

Most companies that use the futures markets for hedging transactions have tax hedging policies in 

place. These policies often obviate the need to specifically identify hedging transactions. Very few (if 

any) hedging policies, however, contain rules for specifying how the source of hedging transactions 

will be determined. PLR 202140016 creates an opportunity to revisit hedging policies to provide 

source rules for hedging transactions. In implementing any such change, however, taxpayers must be 

sure the rules requiring IRS consent for changes in accounting methods are not implicated. If such 

rules are implicated, the path to changing how source of income is determined in connection with 

hedging transactions may require seeking IRS consent for such a change.9
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