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less developed country shipping compa-
nies at the close of the last taxable
year of the corporation beginning be-
fore January 1, 1976, and (ii) the
amount of the limitation with respect
to previously excluded subpart F in-
come (determined under § 1.955–
1(b)(1)(i)(b)) for the first taxable year of
the corporation beginning after Decem-
ber 31, 1975.

(h) Withdrawal of previously excluded
export trade income from investment.
Books or records sufficient to verify
the previously excluded export trade
income of the controlled foreign cor-
poration withdrawn from investment
for the taxable year must establish the
United States shareholder’s propor-
tionate share of—

(1) The sum of the amounts by which
the subpart F income of such corpora-
tion was reduced for all prior taxable
years under section 970(a) and para-
graph (b) of § 1.970–1,

(2) The sum of the amounts described
in section 970(b)(1)(B),

(3) The sum of the amounts of pre-
viously excluded export trade income
of such corporation withdrawn from in-
vestment under section 970(b) and para-
graph (c) of § 1.970–1 for all prior tax-
able years, and

(4) The amount withdrawn from in-
vestment under section 970(b) and para-
graph (c) of § 1.970–1 for the taxable
year.

(i) Increase in earnings invested in
United States property. Books or records
sufficient to verify the increase for the
taxable year in earnings invested by
the controlled foreign corporations in
United States property must estab-
lish—

(1) The amount of such corporation’s
earnings invested in United States
property (as defined in section 956(b)(1)
and paragraph (a) of § 1.956–2) at the
close of the current and preceding tax-
able years, as determined under para-
graph (b) of § 1.956–1,

(2) The amount of excluded property
described in section 956(b)(2) and para-
graph (b) of § 1.956–2 held by such cor-
poration at the close of such years,

(3) The earnings and profits, to which
section 959(c)(1) and paragraph (b)(1) of
§ 1.959–3 apply, distributed by such cor-
poration during the preceding taxable
year, and

(4) The amount of increase in earn-
ings invested by such corporation in
United States property which is ex-
cluded from the United States share-
holder’s gross income for the taxable
year under section 959(a)(2) and para-
graph (c) of § 1.959–1.

[T.D. 6824, 30 FR 6481, May 11, 1965, as amend-
ed by T.D. 7211, 37 FR 21436, Oct. 11, 1972; T.D.
7893, 48 FR 22511, May 19, 1983; T.D. 8331, 56
FR 2849, Jan. 25, 1991]

§ 1.964–5 Effective date of subpart F.
Sections 951 through 964 and §§ 1.951

through 1.964–4 shall apply with respect
to taxable years of foreign corporations
beginning after December 31, 1962, and
to taxable years of United States
shareholders within which or with
which such taxable years of such cor-
porations end.

[T.D. 7120, 36 FR 10862, June 4, 1971

EXPORT TRADE CORPORATIONS

§ 1.970–1 Export trade corporations.
(a) In general. Sections 970 through

972 provide in general that if a con-
trolled foreign corporation is an export
trade corporation for any taxable year,
the subpart F income of such corpora-
tion shall, subject to limitations pro-
vided by section 970(a) and paragraph
(b) of this section, be reduced by so
much of such corporation’s export
trade income as constitutes foreign
base company income. To the extent
subpart F income of an export trade
corporation is reduced under section
970 and this section, an amount is re-
quired by section 970(b) and paragraph
(c) of this section to be included in
gross income of United States share-
holders of the corporation if there is a
subsequent decrease in such corpora-
tion’s investments in export trade as-
sets. See section 971(a) and paragraph
(a) of § 1.971–1 for definition of the term
‘‘export trade corporation’’, section
971(b) and paragraph (b) of § 1.971–1 for
definition of the term ‘‘export trade in-
come’’, and section 971(c) and para-
graph (c) of § 1.971–1 for definition of
the term ‘‘export trade assets’’.

(b) Amount by which export trade in-
come shall reduce subpart F income—(1)
Deductible amount. The subpart F in-
come, determined as provided in sec-
tion 952 and the regulations thereunder
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but without regard to section 970 and
this paragraph, of a controlled foreign
corporation which is an export trade
corporation for its taxable year shall
be reduced by an amount equal to so
much of its export trade income as con-
stitutes foreign base company income
for such taxable year, but only to the
extent that such amount of export
trade income does not exceed the limi-
tation determined under subparagraph
(2) of this paragraph for such taxable
year. See section 972 and § 1.972–1 for
rules relating to the consolidation of
export trade corporations for purposes
of determining the limitations de-
scribed in subparagraph (2) of this
paragraph.

(2) Limitation on the amount of export
trade income deductible from subpart F
income. The amount by which subpart F
income of an export trade corporation
may be reduced for any taxable year
under subparagraph (1) of this para-
graph may not exceed whichever of the
following limitations is the smallest:

(i) The amount which is equal to 150
percent of the export promotion ex-
penses, as defined in section 971(d) and
paragraph (d) of § 1.971–1, of the export
trade corporation paid or incurred dur-
ing the taxable year which are properly
allocable to the receipt or the produc-
tion of so much of its export trade in-
come as constitutes foreign base com-
pany income for such taxable year;

(ii) The amount which is equal to 10
percent of the gross receipts (other
than from commissions, fees, or other
compensation for services), plus 10 per-
cent of the gross amount upon the
basis of which are computed commis-
sions, fees, or other compensation for
services included in gross receipts, of
the export trade corporation received
or accrued during the taxable year
from, or in connection with, the sale,
installation, operation, maintenance,
or use of property in respect of which
such corporation derives export trade
income which constitutes foreign base
company income for such taxable year;
or

(iii) The amount which bears the
same ratio to the increase in invest-
ments in export trade assets, as defined
in section 970(c)(2) and paragraph (d)(2)
of this section, of the export trade cor-
poration for its taxable year as the ex-

port trade income which constitutes
foreign base company income of such
corporation for such taxable year bears
to the entire export trade income of
the corporation for such year.
Under subdivision (ii) of this subpara-
graph, in the case of minimum or maxi-
mum fee arrangements, the determina-
tion shall be made on the basis of the
actual gross amounts with respect to
which such fees are paid, rather than
on the basis of the amounts upon which
such minimum or maximum fees are
computed. All determinations of limi-
tations under this subparagraph shall
be made on an aggregate basis and not
with respect to separate items or cat-
egories of income described in para-
graph (b)(1) of § 1.971–1.

(3) Determination of export promotion
expense limitation. For purposes of de-
termining the limitation contained in
subparagraph (2)(i) of this paragraph
for any taxable year of the export trade
corporation, there shall be taken into
account with respect to those items or
categories of export trade income
which constitute foreign base company
income the entire amount of those ex-
port promotion expenses which are di-
rectly related to such items or cat-
egories of income and a ratable part of
any other export promotion expenses
which are indirectly related to such
items or categories of income, except
that no export promotion expense shall
be allocated to an item or category of
income to which it clearly does not
apply and no deduction allowable to
such corporation under section 882(c)
and the regulations thereunder shall be
taken into account.

(4) Application of section 482. The limi-
tations provided in section 970(a) and
subparagraph (2) of this paragraph
shall not affect the authority of the
district director to apply the provi-
sions of section 482 and the regulations
thereunder, relating to allocation of in-
come and deductions among taxpayers.

(5) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Foreign corporation A is a whol-
ly owned subsidiary of domestic corporation
M. Both corporations use the calendar year
as the taxable year. For 1963, A Corporation’s
subpart F income determined under section
952 and the regulations thereunder is $35, the
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total of its gross receipts and gross amounts
referred to in subparagraph (2)(ii) of this
paragraph is $310, its export promotion ex-
penses properly allocable to its export trade
income which constitutes foreign base com-
pany income are $18, its increase in invest-
ments in export trade assets is $32, and its
export trade income is $40, of which $30 con-
stitutes foreign base company income and
$10 does not constitute foreign base company
income. The subpart F income of A Corpora-
tion for 1963 as reduced under section 970(a)
is $11, determined as follows:

(i) Subpart F income ...................................... $35
(ii) Less: $30 export trade income which con-

stitutes foreign base company income, but
deduction not to exceed the smallest of
the following limitations (smallest of (a),
(b), or (c)):

(a) 150 percent of allocable export
promotion expenses referred to in
subparagraph (2)(i) of this para-
graph (150% of $18) .................... $27

(b) 10 percent of gross receipts and
gross amounts referred to in sub-
paragraph (2)(ii) of this paragraph
(10% of $310) ............................... $31

(c) Amount which bears to the in-
crease in investments in export
trade assets ($32) the same ratio
as the export trade income which
constitutes foreign base company
income ($30) bears to total export
trade income ($40) (75% [$30/
$40] of $32) .................................. $24 $24

(iii) Subpart F income as reduced under sec-
tion 970(a) ................................................... .......... 11

Example 2. The facts are the same as in ex-
ample 1, except that A Corporation’s export
promotion expenses properly allocable to ex-
port trade income which constitutes foreign
base company income are $14 instead of $18.
The applicable limitation on the amount de-
ductible from A Corporation’s subpart F in-
come for 1963 is $21 (150% of $14) instead of
$24. The subpart F income as reduced under
section 970(a) is $14 ($35 less $21).

Example 3. The facts are the same as in ex-
ample 1, except that the total amount of A
Corporation’s gross receipts and gross
amounts referred to in subparagraph (2)(ii) of
this paragraph is $200 instead of $310. The ap-
plicable limitation on the amount deductible
from A Corporation’s subpart F income for
1963 is $20 (10 percent of $200) instead of $24.
The subpart F income as reduced under sec-
tion 970(a) is $15 ($35 less $20).

Example 4. The facts are the same as in ex-
ample 1, except that A Corporation derives
its export trade income which constitutes
foreign base company income of $30 in a serv-
ice arrangement with M Corporation under
which it receives as a fee 5 percent of the
gross receipts from M Corporation’s sales or
a minimum fee of $30. Such gross receipts are
$220. The gross amounts taken into account
in determining the limitation under subpara-

graph (2)(ii) of this paragraph are $220. The
applicable limitation on the amount deduct-
ible from A Corporation’s subpart F income
for 1963 is $22 (10 percent of $220) instead of
$24. The subpart F income as reduced under
section 970(a) is $13 ($35 minus $22).

Example 5. The facts are the same as in ex-
ample 1, except that A Corporation derives
its export trade income which constitutes
foreign base company income of $30 in a serv-
ice arrangement with M Corporation under
which it receives as a fee 9 percent of the
gross receipts from M Corporation’s sales or
a maximum fee of $30. Such gross receipts
are $400. In such instance, the limitation
under (ii)(b) of example 1 is $40 (10 percent of
$400) instead of $31. The applicable limitation
on the amount deductible from A Corpora-
tion’s subpart F income for 1963 is $24, the
smallest of the three limitations. The sub-
part F income as reduced under section
970(a) is $11 ($35 less $24).

(c) Withdrawal of previously excluded
export trade income—(1) Inclusion of
withdrawal in income of United States
shareholders. If—

(i) A controlled foreign corporation
was an export trade corporation for
any taxable year,

(ii) Such corporation in any such tax-
able year derived subpart F income
which, under the provisions of section
970(a) and paragraph (b) of this section,
was reduced, and

(iii) Such corporation has in a subse-
quent taxable year a decrease in in-
vestments in export trade assets,

every person who is a United States
shareholder, as defined in section
951(b), of such corporation on the last
day of such subsequent taxable year on
which such corporation is a controlled
foreign corporation shall include in his
gross income, under section
951(a)(1)(A)(ii) and the regulations
thereunder as an amount to which sec-
tion 955 (as in effect before the enact-
ment of the Tax Reduction Act of 1975)
applies, his pro rata share of the
amount of such decrease in invest-
ments but only to the extent that such
pro rata share does not exceed the limi-
tations determined under subparagraph
(2) of this paragraph. A United States
shareholder’s pro rata share of a con-
trolled foreign corporation’s decrease
for any taxable year in investments in
export trade assets shall be his pro rata
share of such corporation’s decrease for
such year determined under section
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970(c)(3) and paragraph (d)(3) of this
section.

(2) Limitations applicable in determin-
ing amount includible in income—(i) Gen-
eral. A United States shareholder’s pro
rata share of a controlled foreign cor-
poration’s decrease in investments in
export trade assets for any taxable
year of such corporation shall, for pur-
poses of determining an amount to be
included in the gross income for any
taxable year of such shareholder, not
exceed the lesser of the limitations de-
termined under (a) and (b) of this sub-
division:

(a) Such shareholder’s pro rata share
of the sum of the controlled foreign
corporation’s earnings and profits (or
deficit in earnings and profits) for the
taxable year, computed as of the close
of the taxable year without diminution
by reason of any distributions made
during the taxable year, plus his pro
rata share of the sum of its earnings
and profits (or deficits in earnings and
profits) accumulated for prior taxable
years beginning after December 31,
1962, or

(b)(1) Such shareholder’s pro rata
share of the sum of the amounts by
which the subpart F income of such
controlled foreign corporation for prior
taxable years was reduced under sec-
tion 970(a) and paragraph (b) of this
section, plus

(2) Such shareholder’s pro rata share
of the sum of the amounts which were
not included in the subpart F income of
such controlled foreign corporation for
such prior taxable years by reason of
the application of section 972 and
§ 1.972–1, minus

(3) Such shareholder’s pro rata share
of the sum of the amounts which were
previously included in his gross income
for prior taxable years under section
951(a)(1)(A)(ii) by reason of the applica-
tion of section 970(b) and this para-
graph with respect to such controlled
foreign corporation.
The net amount determined under (b)
of this subdivision with respect to any
stock owned by the United States
shareholder shall be determined with-
out taking into account any amount
attributable to a period prior to the
date on which such shareholder ac-
quired such stock. See section 1248 and
the regulations thereunder for rules

governing the treatment of gain from
sales or exchanges of stock in certain
foreign corporations.

(ii) Treatment of earnings and profits.
For purposes of determining earnings
and profits of a controlled foreign cor-
poration under subdivision (i) (a) of
this subparagraph, such earnings and
profits shall be considered not to in-
clude any amounts which are attrib-
utable to—

(a) Amounts which are, or have been,
included in the gross income of a
United States shareholder of such con-
trolled foreign corporation under sec-
tion 951(a) (other than an amount in-
cluded in the gross income of a United
States shareholder under section
951(a)(1)(A)(ii) or section 951(a)(1)(B) for
the taxable year) and have not been
distributed, or

(b)(1) Amounts which for the current
taxable year, are included in the gross
income of a United States shareholder
of such controlled foreign corporation
under section 551(b) or would be so in-
cluded under such section but for the
fact that such amounts were distrib-
uted to such shareholder during the
taxable year, or

(2) Amounts which, for any prior tax-
able year, have been included in the
gross income of a United States share-
holder of such controlled foreign cor-
poration under section 551(b) and have
not been distributed.
The rules of this subdivision apply only
in determining the limitation on a
United States shareholder’s pro rata
share of a controlled foreign corpora-
tion’s decrease in investments in ex-
port trade assets. See section 959 and
the regulations thereunder for limita-
tions on the exclusion of previously
taxed earnings and profits.

(iii) Rules of application. The deter-
minations made under subdivision (i)
of this subparagraph for purposes of de-
termining the United States sharehold-
er’s pro rata share of a controlled for-
eign corporation’s decrease in invest-
ments in export trade assets for any
taxable year shall be made on the basis
of the stock such shareholder owns,
within the meaning of section 958(a)
and the regulations thereunder, in the
controlled foreign corporation on the
last day in the taxable year on which
such corporation is a controlled foreign
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corporation even though such share-
holder owned more or less stock in
such corporation prior to that date.
See section 972 and paragraph (b)(3) of
§ 1.972–1 for rules relating to the alloca-
tion of a decrease in investments in ex-
port trade assets of export trade cor-
porations in a consolidated chain of
such corporations. See section 951(a)(3)
and the regulations thereunder for an
additional limitation upon the amount
of a United States shareholder’s pro
rata share determined under this para-
graph.

(3) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. Foreign corporation A, which
has one class of stock outstanding, is a whol-
ly owned subsidiary of domestic corporation
M throughout 1963 and 1964. Both corpora-
tions use the calendar year as the taxable
year. For 1963, A Corporation qualifies as an
export trade corporation and its subpart F
income, determined in accordance with the
provisions of section 952 and the regulations
thereunder, is reduced by $20 under the pro-
visions of section 970(a) and paragraph (b) of
this section. Section 972 is assumed not to
apply to A Corporation. For 1964, A Corpora-
tion has a decrease of $8 in investments in
export trade assets. For 1963 and 1964, A Cor-
poration has earnings and profits of $30 (de-
termined under the provisions of subpara-
graph (2) of this paragraph). Corporation M’s
pro rata share of A Corporation’s decrease in
investments in export trade assets for 1964
which is includible in M Corporation’s gross
income for 1964 under section 951(a)(1)(A)(ii)
by reason of the application of section 970(b)
is $8, determined as follows:
(i) Corporation M’s pro rata share of A

Corporation’s decrease in investments
in export trade assets for 1964 (100%
of $8) ................................................... ........ ........ $8

(ii) Limitation on amount includible in
gross income of M Corporation for
1964 (smaller of (a) or (b)):

(a) Corporation M’s pro rata share
of A Corporation’s earnings and
profits for 1963 and 1964 deter-
mined under subparagraph (2) of
this paragraph (100% of $30) ...... ........ $30

(b) Corporation M’s pro rata share
of amounts by which the subpart
F income of A Corporation for
1963 was reduced under section
970(a) (100% of $20) .................. $20

Plus: Corporation M’s pro rata
share of amounts which were not
included in subpart F income of A
Corporation for 1963 by reason of
the application of section 972 ...... 0

Total .................................. 20

Less: Corporation M’s pro rata
share of the sum of amounts
which were previously included in
gross income of M Corporation
under section 951(a)(1)(A)(ii) by
reason of the application of sec-
tion 970(b) with respect to A Cor-
poration ........................................ 0 20

(iii) Corporation M’s pro rata share in-
cludible in gross income for 1964
under section 951(a)(1)(A)(ii) by rea-
son of the application of section
970(b) (smaller of (i) or (ii)) ................ ........ ........ 8

Example 2. Assume the same facts as in ex-
ample 1, except that on February 14, 1965, M
Corporation sells 25 percent of its stock in A
Corporation to N Corporation. Corporation N
is a domestic corporation which also uses the
calendar year as a taxable year. For 1965, A
Corporation has a decrease of $16 in invest-
ments in export trade assets. Corporation
A’s earnings and profits for 1963 and 1964 (de-
termined under the provisions of subpara-
graph (2) of this paragraph) are $22 ($30
minus $8). Corporation A’s earnings and prof-
its for 1965 are $6 (determined under the pro-
visions of subparagraph (2) of this para-
graph). For 1965, M Corporation’s pro rata
share of A Corporation’s decrease in invest-
ments in export trade assets which is includ-
ible in M Corporation’s gross income under
section 951(a)(1)(A)(ii) is $9, and N Corpora-
tion’s pro rata share includible in gross in-
come under such section is $0, determined as
follows:

M CORPORATION

(i) Corporation M’s pro rata share of A
Corporation’s decrease in investments
in export trade assets for 1965 (75%
of $16) ................................................. ........ ........ $12

(ii) Limitation on amount includible in
gross income of M Corporation for
1965 (smaller of (a) or (b)):

(a) Corporation M’s pro rata share
of A Corporation’s earnings and
profits for 1963, 1964, and 1965
determined under subparagraph
(2) of this paragraph (75% of
$28) .............................................. ........ $21

(b) Corporation M’s pro rata share
of amounts by which the subpart
F income of A Corporation for
1963 was reduced under section
970(a) (75% of $20) .................... $15

Plus: Corporation M’s pro rata
share of amounts which were
not included in subpart F in-
come of A Corporation for
1963 and 1964 by reason of
the application of section 972 0

Total .................................. $15
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M CORPORATION—Continued
Less: Corporation M’s pro rata

share of the sum of amounts
which were previously included in
gross income of M Corporation
under section 951(a)(1)(A)(ii) by
reason of the application of sec-
tion 970(b) with respect to A Cor-
poration (75% of $8) .................... 6 9

(iii) Corporation M’s pro rata share in-
cludible in gross income for 1965
under section 951(a)(1)(A)(ii) by rea-
son of the application of section
970(b) (smaller of (i) or (ii)) ................ ........ ........ 9

N CORPORATION

(i) Corporation N’s pro rata share of A
Corporation’s decrease in investments
in export trade assets for 1965 (25%
of $16) ................................................. ........ ........ 0

(ii) Limitation on amount includible in
gross income of N Corporation for
1965 (smaller of (a) or (b)):

(a) Corporation N’s pro rata share
of A Corporation’s earnings and
profits for 1963, 1964, and 1965
determined under subparagraph
(2) of this paragraph (25% of
$28) .............................................. ........ 07

(b) Corporation N’s pro rata share
of amounts by which the subpart
F income of A Corporation for
1963 was reduced under section
970(a) (amounts prior to 2/14/65
not being taken into account) ...... 0

Plus: Corporation N’s pro rata
share of amounts which were
not included in subpart F in-
come of A Corporation for
1963 and 1964 by reason of
the application of section 972
(amounts prior to 2/14/65 not
being taken into account) ..... 0

Total .................................. 0
Less: Corporation N’s pro rata

share of the sum of amounts
which were previously included in
gross income of N Corporation
under section 951(a)(1)(A)(ii) by
reason of the application of sec-
tion 970(b) with respect to A Cor-
poration (amounts prior to 2/14/
65 not being taken into account) 0 0

(iii) Corporation N’s pro rata share in-
cludible in gross income for 1965
under section 951(a)(1)(A)(ii) by rea-
son of the application of section
970(b) (smaller of (i) or (ii)) ................ ........ ........ 0

(d) Investments in export trade assets—
(1) Amount of investments. For purposes
of sections 970 through 972 and §§ 1.970–
1 to 1.972–1, inclusive, export trade as-
sets shall be taken into account on the
following bases:

(i) Working capital. Working capital
to which section 971(c)(1) applies shall
be taken into account at the adjusted
basis of current assets, determined as
of the applicable determination date,

less any current liabilities (except as
provided in subdivision (iii) of this sub-
paragraph).

(ii) Other export trade assets. Inven-
tory to which section 971(c)(2) applies,
facilities to which section 971(c)(3) ap-
plies, and evidences of indebtedness to
which section 971(c)(4) applies, shall be
taken into account at their adjusted
bases as of the applicable determina-
tion date, reduced by any liabilities
(except as provided in subdivision (iii)
of this subparagraph) to which such
property is subject on such date. To be
taken into account under this subpara-
graph, a liability must constitute a
specific charge against the property in-
volved. Thus, a liability evidenced by
an open account or a liability secured
only by the general credit of the con-
trolled foreign corporation will not be
taken into account. On the other hand,
if a liability constitutes a specific
charge against several items of prop-
erty and cannot definitely be allocated
to any single item of property, the li-
ability shall be apportioned against
each of such items of property in that
ratio which the adjusted basis of such
item on the applicable determination
date bears to the adjusted basis of all
such items on such date. A liability in
excess of the adjusted basis of the prop-
erty which is subject to such liability
will not be taken into account for the
purpose of reducing the adjusted basis
of other property which is not subject
to such liability. See paragraph (c)(6)
of § 1.971–1 for treatment of export
trade assets which constitute working
capital to which section 971(c)(1) ap-
plies and which also constitute inven-
tory to which section 971(c)(2) applies
or evidences of indebtedness to which
section 971(c)(4) applies.

(iii) Treatment of certain liabilities. For
purposes of subdivisions (i) and (ii) of
this subparagraph, a current liability,
or a specific charge created with re-
spect to any item of property, prin-
cipally for the purpose of artificially
increasing or decreasing the amount of
a controlled foreign corporation’s in-
vestments in export trade assets shall
be taken into account in such a man-
ner as to properly reflect the con-
trolled foreign corporation’s invest-
ments in export trade assets; whether a
specific charge or current liability is
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created principally for such purpose
will depend upon all the facts and cir-
cumstances of each case. One of the
factors that will be considered in mak-
ing such a determination with respect
to a loan is whether the loan is from a
related person, as defined in section
954(d)(3) and paragraph (e) of § 1.954–1.

(iv) Statement required. If for purposes
of this section a United States share-
holder of a controlled foreign corpora-
tion reduces the adjusted basis of prop-
erty which constitutes an export trade
asset on the ground that such property
is subject to a liability, he shall attach
to his return a statement setting forth
the adjusted basis of the property be-
fore the reduction and the amount and
nature of the reduction.

(2) Increase in investments in export
trade assets. For purposes of section
970(a) and paragraph (b) of this section,
the amount of increase in investments
in export trade assets of a controlled
foreign corporation for a taxable year
shall be, except as provided in § 1.970–2,
the amount by which—

(i) The amount of its investments in
export trade assets at the close of such
taxable year, exceeds

(ii) The amount of its investments in
export trade assets at the close of the
preceding taxable year.

(3) Decrease in investments in export
trade assets. For purposes of section
970(b) and paragraph (c) of this section,
the amount of the decrease in invest-
ments in export trade assets of a con-
trolled foreign corporation for a tax-
able year shall be, except as provided
in § 1.970–2, the amount by which—

(i) The amount of its investments in
export trade assets at the close of the
preceding taxable year, minus

(ii) An amount equal to the excess of
recognized losses over recognized gains
on sales, exchanges, involuntary con-
versions, assets or other dispositions,
of export trade during the taxable year,
exceeds

(iii) The amount of its investments in
export trade assets at the close of the
taxable year.
For purposes of subdivision (ii) of this
subparagraph, recognized losses include
a write-down of inventory to lower of
cost or market in accordance with a
method of inventory valuation estab-
lished or adopted by or on behalf of

such foreign corporation under para-
graph (c) of § 1.964–1.

[T.D. 6755, 29 FR 12704, Sept. 9, 1964, as
amended by T.D. 6795, 30 FR 947, Jan. 29, 1965;
T.D. 6892, 31 FR 11144, Aug. 23, 1966; T.D. 7293,
38 FR 32802, Nov. 28, 1973; T.D. 7893, 48 FR
22511, May 19, 1983]

§ 1.970–2 Elections as to date of deter-
mining investments in export trade
assets.

(a) Nature of elections—(1) In general.
In lieu of determining the increase
under the provisions of paragraph (d)(2)
of § 1.970–1, or the decrease under the
provisions of paragraph (d)(3) of § 1.970–
1, in a controlled foreign corporation’s
investments in export trade assets for
a taxable year in the manner provided
in such provisions, a United States
shareholder of such corporation may
elect, under the provisions of section
970(c)(4) and this section, to determine
such increase or decrease in accordance
with the provisions of subparagraph (2)
of this paragraph or, in the case of ex-
port trade assets which are facilities
described in section 971(c)(3), in accord-
ance with the provisions of subpara-
graph (3) of this paragraph. Separate
elections may be made under subpara-
graph (2) and/or (3) of this paragraph
with respect to each controlled foreign
corporation with respect to which a
person is a United States shareholder,
within the meaning of section 951(b).

(2) Election of 75-day rule. A United
States shareholder of a controlled for-
eign corporation may elect with re-
spect to a taxable year of such corpora-
tion to make the determinations under
subparagraphs (2)(i) and (3)(iii) of para-
graph (d) of § 1.970–1 of the amount of
such corporation’s investments in ex-
port trade assets as of the 75th day
after the close of the taxable year re-
ferred to in such subparagraphs of
paragraph (d) of § 1.970–1. The election
provided by this subparagraph may be
made with respect to export trade as-
sets other than facilities described in
section 971(c)(3) or with respect to ex-
port trade assets which are facilities or
with respect to both types of export
trade assets (but the election under
this paragraph with respect to export
trade assets which are facilities or with
respect to both types of export trade
assets may be made only if the election
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provided by subparagraph (3) of this
paragraph is not made). If the election
provided by this subparagraph is made,
the amount of export trade assets with
respect to which such election is made
at the close of the preceding taxable
year which is described in subpara-
graphs (2)(ii) and (3)(i) of paragraph (d)
of § 1.970–1 shall be the amount of ex-
port trade assets which was considered
by application of the 75-day rule to be
the amount of export trade assets at
the close of such preceding taxable
year; except that for the first taxable
year of the controlled foreign corpora-
tion for which the 75-day rule is elected
the amount of investments in export
trade assets with respect to which such
election is made at the close of such
preceding year described in subpara-
graphs (2)(ii) and (3)(i) of paragraph (d)
of § 1.970–1 shall be the amount of in-
vestments in export trade assets at the
actual close of such preceding year. In
the case of a taxable year of such cor-
poration beginning after December 31,
1962, and before December 31, 1963, the
amount of investments in export trade
assets with respect to which such elec-
tion is made alternatively may be de-
termined by the United States share-
holder as of the 75th day after the close
of the preceding taxable year referred
to in subparagraphs (2)(ii) and (3)(i) of
paragraph (d) of § 1.970–1 rather than as
of the close of such preceding taxable
year.

(3) Election for export trade assets
which are facilities. A United States
shareholder of a controlled foreign cor-
poration may elect with respect to a
taxable year of such corporation to
make the determinations under sub-
paragraphs (2)(i) and (3)(iii) of para-
graph (d) of § 1.970–1 of the amount of
such corporation’s investments in ex-
port trade assets which are facilities
described in section 971(c)(3) as of the
close of such corporation’s taxable year
following the taxable year referred to
in such subparagraphs of paragraph (d)
of § 1.970–1. The election provided by
this subparagraph may be made only if
the United States shareholder does not
elect the 75-day rule of subparagraph
(2) of this paragraph with respect to ex-
port trade assets which are facilities. If
the election provided by this subpara-
graph is made, the amount of invest-

ments in export trade assets which are
facilities at the close of the preceding
taxable year which is described in sub-
paragraphs (2)(ii) and (3)(i) of para-
graph (d) of § 1.970–1 shall be the
amount of export trade assets which
are facilities which was considered, by
reason of the application of the follow-
ing-year rule provided in this subpara-
graph with respect to such preceding
taxable year, to be the amount of ex-
port trade assets which are facilities at
the close of such preceding taxable
year; except that for the first taxable
year of the controlled foreign corpora-
tion for which such following-year rule
is elected the amount of investments in
export trade assets which are facilities
at the close of the preceding taxable
year described in subparagraphs (2)(ii)
and (3)(i) of paragraph (d) of § 1.970–1
shall be the amount of investments in
export trade assets which are facilities
at the actual close of such preceding
taxable year.

(b) Time and manner of making elec-
tions—(1) Without consent. A United
States shareholder may, with respect
to any controlled foreign corporation,
make one or both of the elections de-
scribed in paragraph (a)(2) or (3) of this
section without the consent of the
Commissioner by filing a statement to
such effect with his return for his tax-
able year in which or with which ends
the first taxable year of such corpora-
tion in which—

(i) Such shareholder owns, within the
meaning of section 958(a), or is consid-
ered as owning, by applying the rules
of section 958(b), 10 percent or more of
the total combined voting power of all
classes of stock entitled to vote of such
corporation, and

(ii) Such corporation realizes subpart
F income which is reduced under sec-
tion 970(a) and paragraph (b) of § 1.970–
1.
The statement shall contain the name
and address of the controlled foreign
corporation, identification of such first
taxable year of such corporation, and
an indication as to which election or
elections described in paragraph (a) of
this section the United States share-
holder is making. If such return has
been filed on or before the 90th day
after the date these regulations are
published in the FEDERAL REGISTER,
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such United States shareholder shall
file such statement with the district
director with which the return was
filed on or before such 90th day.

(2) With consent. A United States
shareholder may make one or both of
the elections described in paragraph
(a)(2) or (3) of this section with respect
to any controlled foreign corporation
at any time with the consent of the
Commissioner. Consent will not be
granted unless the shareholder and the
Commissioner agree to the terms, con-
ditions, and adjustments under which
the election will be effected. The appli-
cation for consent to elect shall be
made by the shareholder’s mailing a
letter for such purpose to the Commis-
sioner of Internal Revenue, Washing-
ton, DC 20224. The application shall be
mailed before the close of the first tax-
able year of the controlled foreign cor-
poration with respect to which the
shareholder desires to determine an ex-
clusion under section 970(a) in accord-
ance with one or both of the elections
provided in paragraph (a) of this sec-
tion. The application shall include the
following information:

(i) The name, address, and taxable
year of the United States shareholder;

(ii) The name, address, and taxable
year of the controlled foreign corpora-
tion;

(iii) A statement indicating which of
the elections the shareholder desires to
make;

(iv) The amount of the foreign cor-
poration’s investments in export trade
assets (by a category which includes
export trade assets other than facili-
ties and a category which includes only
export trade assets which are facilities)
at the close of its preceding taxable
year;

(v) The shareholder’s pro rata share
of the sum of the amounts by which
the subpart F income of the foreign
corporation, for all prior taxable years
during which such shareholder was a
United States shareholder of such cor-
poration, was reduced under section
970(a) and paragraph (b) of § 1.970–1;

(vi) The shareholder’s pro rata share
of the sum of the amounts which were
not included in the subpart F income of
the foreign corporation, for all prior
taxable years during which such share-
holder was a United States shareholder

of such corporation, by reason of the
application of section 972 and § 1.972–1;
and

(vii) The shareholder’s pro rata share
of the sum of the amounts which were
previously included in his gross in-
come, for all prior taxable years during
which such shareholder was a United
States shareholder of such corporation,
under section 951(a)(1)(A)(ii) by reason
of the application of section 970(b) and
paragraph (b) of § 1.970–1 to the foreign
corporation.

(c) Effect of elections—(1) In general.
Except as provided in subparagraphs (3)
and (4) of this paragraph, an election
made under paragraph (a) of this sec-
tion with respect to a controlled for-
eign corporation shall be binding on
the United States shareholder and—

(i) In the case of the election de-
scribed in paragraph (a)(2) of this sec-
tion, shall apply to all investments in
export trade assets with respect to
which such election is made acquired,
or disposed of, by such corporation dur-
ing the 75-day period following its tax-
able year for which subpart F income is
first computed under the election and
during all succeeding corresponding 75-
day periods of such corporation, or

(ii) In the case of the election de-
scribed in paragraph (a)(3) of this sec-
tion, shall apply to all investments in
export trade assets which are facilities
acquired, or disposed of, by such cor-
poration during the taxable year fol-
lowing its taxable year for which sub-
part F income is first computed under
the election and during all succeeding
corresponding taxable years of such
corporation.

(2) Returns. Any return of a United
States shareholder required to be filed
before the completion of a period with
respect to which determinations are to
be made as to a controlled foreign cor-
poration’s investments in export trade
assets for purposes of computing such
shareholder’s taxable income shall be
filed on the basis of an estimate of the
amount of such corporation’s invest-
ments in export trade assets at the
close of the period. If the actual
amount of such investments is not the
same as the amount of the estimate,
the shareholder shall immediately no-
tify the Commissioner. The Commis-
sioner will thereupon redetermine the
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amount of such shareholder’s tax for
the year or years with respect to which
the incorrect amount was taken into
account. The amount of tax, if any, due
upon such redetermination shall be
paid by the shareholder upon notice
and demand by the district director.
The amount of tax, if any, shown by
such redetermination to have been
overpaid shall be credited or refunded
to the shareholder in accordance with
the provisions of sections 6402 and 6511
and the regulations thereunder.

(3) Revocation—(i) In general—(a) Con-
sent required. Upon application by the
United States shareholder, an election
made under paragraph (a) of this sec-
tion may, subject to the approval of
the Commissioner, be revoked. Ap-
proval will not be granted unless the
shareholder and the Commissioner
agree to the terms, conditions, and ad-
justments under which the revocation
will be effected.

(b) Revocation of 75-day rule. In the
case of the revocation of an election
described in paragraph (a)(2) of this
section, the change in the controlled
foreign corporation’s investments in
export trade assets with respect to
which such election was made for its
first taxable year for which subpart F
income or a decrease in investments in
export trade assets is computed with-
out regard to the election previously
made shall, unless the agreement with
the Commissioner provides otherwise,
be considered to be the amount by
which—

(1) Such corporation’s investments in
export trade assets with respect to
which such election was made at the
close of such taxable year exceeds or, if
applicable, is exceeded by

(2) Such corporation’s investments in
export trade assets with respect to
which such election was made at the
close of the 75th day after the close of
the preceding taxable year of such cor-
poration.

(c) Revocation of following-year rule. In
the case of the revocation of an elec-
tion described in paragraph (a)(3) of
this section, the change in the con-
trolled foreign corporation’s invest-
ments in export trade assets which are
facilities for its first taxable year for
which subpart F income or a decrease
in investments in export trade assets is

computed without regard to the elec-
tion previously made shall, unless the
agreement with the Commissioner pro-
vides otherwise, be considered to be
zero.

(ii) Time and manner of applying for
consent to revocation—(a) Application to
Commissioner. The application for con-
sent to revocation of an election shall
be made by the United States share-
holder’s mailing a letter for such pur-
pose to the Commissioner of Internal
Revenue, Washington, DC, 20224. The
application shall be mailed before the
close of the first taxable year of the
controlled foreign corporation with re-
spect to which the shareholder desires
to determine an exclusion under sec-
tion 970(a) or an inclusion under sec-
tion 970(b) without regard to such elec-
tion.

(b) Information required. The applica-
tion shall include the following infor-
mation:

(1) The name, address, and taxable
year of the United States shareholder;

(2) The name, address, and taxable
year of the controlled foreign corpora-
tion;

(3) A statement indicating the elec-
tion the shareholder desires to revoke
under this subparagraph;

(4) The information required under
subdivisions (iv) through (vii) of para-
graph (b)(2) of this section;

(5) In the case of an application for
consent to revocation of an election
made under paragraph (a)(2) of this sec-
tion, the amount of the foreign cor-
poration’s investments in export trade
assets with respect to which such elec-
tion was made at the close of the 75th
day after the close of such corpora-
tion’s taxable year immediately pre-
ceding the taxable year of such cor-
poration; and

(6) The reasons for the request for
consent to revocation.

(4) Transfer of stock—(i) Election of 75-
day rule in force. (a) If during any tax-
able year of a controlled foreign cor-
poration—

(1) A United States shareholder who
has made the election described in
paragraph (a)(2) of this section with re-
spect to such corporation sells, ex-
changes, or otherwise disposes of all or
part of his stock in such corporation,
and
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(2) The foreign corporation is a con-
trolled foreign corporation imme-
diately after the sale, exchange, or
other disposition,

then, with respect to the stock so sold,
exchanged, or disposed of, the succes-
sor in interest shall consider the con-
trolled foreign corporation’s change
during the first 75 days of such taxable
year in investments in export trade as-
sets with respect to which such elec-
tion is made to be zero.

(b) If the United States shareholder’s
successor in interest makes an election
under paragraph (a)(2) of this section in
order to determine an exclusion under
section 970(a) for the taxable year of
such corporation in which the acquires
such stock, the amount of the con-
trolled foreign corporation’s invest-
ments in export trade assets with re-
spect to which such election is made at
the close of its preceding taxable year
shall be considered, with respect to the
stock so acquired, to be the amount of
such corporation’s investments in ex-
port trade assets with respect to which
such election is made at the close of
the 75th day after the close of such pre-
ceding taxable year.

(c) If the United States shareholder’s
successor in interest makes an election
under paragraph (a)(2) of this section in
order to determine an exclusion under
section 970(a) for a taxable year of such
corporation subsequent to the taxable
year in which he acquired the stock,
the amount of the controlled foreign
corporation’s investments in export
trade assets with respect to which such
election is made at the close of its tax-
able year immediately preceding such
subsequent taxable year shall, with re-
spect to the stock so acquired, be the
amount of such corporation’s invest-
ments in such assets at the actual
close of such preceding taxable year.

(ii) Election in force with respect to ex-
port trade assets which are facilities—(a)
If during any taxable year of a con-
trolled foreign corporation—

(1) A United States shareholder who
has made the election described in
paragraph (a)(3) of this section with re-
spect to such corporation sells, ex-
changes, or otherwise disposes of all or
part of his stock in such corporation,
and

(2) The foreign corporation is a con-
trolled foreign corporation imme-
diately after the sale, exchange or
other disposition,

then, with respect to the stock so sold,
exchanged, or disposed of, the succes-
sor in interest shall consider the con-
trolled foreign corporation’s change for
such taxable year in investments in ex-
port trade assets which are facilities to
be zero.

(b) If the United States shareholder’s
successor in interest makes an election
under paragraph (a)(3) of this section in
order to determine an exclusion under
section 970(a) for the taxable year of
such corporation in which he acquires
such stock, the amount of the con-
trolled foreign corporation’s invest-
ments in export trade assets which are
facilities at the close of its preceding
taxable year shall be considered, with
respect to the stock so acquired, to be
the amount of such corporation’s in-
vestments in export trade assets which
are facilities at the close of the taxable
year in which such stock is acquired.

(c) If the United States shareholder’s
successor in interest makes an election
under paragraph (a)(3) of this section in
order to determine an exclusion under
section 970(a) for a taxable year of such
corporation subsequent to the taxable
year in which he acquired the stock,
the amount of the controlled foreign
corporation’s investments in export
trade assets which are facilities at the
close of its taxable year immediately
preceding such subsequent taxable year
shall, with respect to the stock so ac-
quired, be the amount of such corpora-
tion’s investments in such assets at the
actual close of such preceding taxable
year.

(d) Illustrations. The principles con-
tained in this section are illustrated by
the examples set forth in paragraph (d)
of § 1.955.3.

[T.D. 6755, 29 FR 12707, Sept. 9, 1964]

§ 1.970–3 Effective date of subpart G.

Sections 970 through 972 and §§ 1.970–
1 through 1.972–1 shall apply with re-
spect to taxable years of foreign cor-
porations beginning after December 31,
1962, and to taxable years of United
States shareholders within which or
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with which such taxable years of such
corporations end.

[T.D. 6755, 29 FR 12709, Sept. 9, 1964]

§ 1.971–1 Definitions with respect to
export trade corporations.

(a) Export trade corporations—(1) In
general. For purposes of sections 970
through 972 and §§ 1.970–1 to 1.972–1, in-
clusive, the term ‘‘export trade cor-
poration’’ means a controlled foreign
corporation which for the period speci-
fied in subparagraph (2) of this para-
graph satisfies the conditions specified
in subparagraph (3) of this paragraph.
However, no controlled foreign cor-
poration may qualify as an export
trade corporation for any taxable year
beginning after October 31, 1971, unless
it qualified as an export trade corpora-
tion for any taxable year beginning be-
fore such date. In addition, if a cor-
poration fails to qualify as an export
trade corporation for a period of any 3
consecutive taxable years beginning
after October 31, 1971, then for any tax-
able year beginning after such 3-year
period, such corporation shall not be
included within the term ‘‘export trade
corporation’’.

(2) Three-year period. The period re-
ferred to in subparagraph (1) of this
paragraph is the 3-year period ending
with the close of the controlled foreign
corporation’s current taxable year, or
such part of such 3-year period as oc-
curs on and after the beginning of the
corporation’s first taxable year begin-
ning after December 31, 1962, whichever
period is shorter.

(3) Gross income requirements. The con-
ditions referred to in subparagraph (1)
of this paragraph are that the con-
trolled foreign corporation derives—

(i) 90 percent or more of its gross in-
come from sources without the United
States, and

(ii)(a) 75 percent of more of its gross
income from transactions, activities,
or interest described in section 971(b)
and paragraph (b) of this section, or

(b) 50 percent or more of its gross in-
come from transactions, activities, or
interest described in section 971(b) and
paragraph (b) of this section in respect
of agricultural products grown in the
United States.

(4) Determination of sources of gross in-
come. The sources of gross income of a

controlled foreign corporation shall be
determined for purposes of subpara-
graph (3)(i) of this paragraph in accord-
ance with the rules for determining
sources of gross income set forth in
sections 861 through 864 and the regula-
tions thereunder.

(b) Export trade income—(1) General
rule. For purposes of sections 970
through 972 and §§ 1.970–1 to 1.972–1, in-
clusive, the term ‘‘export trade in-
come’’ means the gross export trade in-
come of a controlled foreign corpora-
tion derived from transactions, activi-
ties, or interest described in subdivi-
sions (i) through (vii) of this subpara-
graph, less deductions allowed under
subdivision (viii) of this subparagraph.

(i) Sale of export property. Gross ex-
port trade income of a controlled for-
eign corporation includes gross income
it derives from the sale of export prop-
erty (as defined in paragraph (e) of this
section) which it purchases, if the sale
is made to an unrelated person for use,
consumption, or disposition outside the
United States. See section 971(b)(1). As
a general rule, property will be pre-
sumed to have been sold for use, con-
sumption, or disposition in the country
of destination of the sale. However, if
at the time of the sale the controlled
foreign corporation knows, or should
have known from the facts and cir-
cumstances surrounding the sales
transaction, that the property will
probably be used, consumed, or dis-
posed of in the United States, such
property will be presumed to have been
sold for use, consumption, or disposi-
tion in the United States unless the
controlled foreign corporation estab-
lishes that such property was used,
consumed, or disposed of outside the
United States. For purposes of this
subdivision, export property must be
sold by a controlled foreign corpora-
tion in essentially the same form in
which such property is purchased.
Whether export property sold is in es-
sentially the same form in which such
property is purchased shall be deter-
mined on the basis of all the facts and
circumstances in each case. Storage,
handling, transportation, packaging, or
servicing of property will be considered
not to alter the form in which property
is purchased. However, manufacture or
production, within the meaning of

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00512 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



517

Internal Revenue Service, Treasury § 1.971–1

paragraph (a)(4) of § 1.954–3, will be con-
sidered to alter the form in which prop-
erty is purchased and no part of the
gross income from the sale of such
property will be treated as export trade
income. The application of this sub-
division may be illustrated by the fol-
lowing example:

Example. Controlled foreign corporation A,
incorporated under the laws of foreign coun-
try Y, purchases articles manufactured in
the United States from domestic corporation
M and sells them in the form in which pur-
chased to foreign corporation B, unrelated to
A Corporation, for use in foreign countries,
X, Y, and Z. The gross income of A Corpora-
tion from the purchase and sale of the arti-
cles constitutes gross export trade income.

(ii) Commissions and other income de-
rived in connection with the sale of export
property. Gross export trade income of
a controlled foreign corporation in-
cludes gross commissions, fees, com-
pensation, or other income derived by
such corporation from the performance
for any person of commercial, indus-
trial, financial, technical, scientific,
managerial, engineering, architectural,
skilled, or other services in respect of a
sale by such corporation in a trans-
action described in subdivision (i) of
this subparagraph or in respect of the
sale by any other person of export
property to a person unrelated to the
controlled foreign corporation for use,
consumption, or disposition outside the
United States. Such gross export trade
income includes payments received for
surveys made prior to, and in connec-
tion with, the sale of such export prop-
erty (whether or not such sales are ul-
timately consummated). See section
971(b)(1). The term ‘‘any person’’ or
‘‘any other person’’ as used in this sub-
division includes a related person as
defined in section 954(d)(3) and para-
graph (e) of § 1.954–1. The application of
this subdivision may be illustrated by
the following examples:

Example 1. Controlled foreign corporation
A, incorporated under the laws of foreign
country X, receives from M Corporation a
commission equal to 6 percent of the gross
selling price of all personal property shipped
by M Corporation as a result of services per-
formed by A Corporation in soliciting orders
in foreign countries X, Y, and Z. In fulfill-
ment of such orders, M Corporation ships
products manufactured by it in the United
States. Corporation A does not assume title

to the property sold. Gross commissions re-
ceived by A Corporation from M Corporation
in connection with the sale of such property
to persons unrelated to A Corporation for
use, consumption, or disposition outside the
United States constitute gross export trade
income.

Example 2. Foreign corporation B, incor-
porated under the laws of foreign country X,
is a wholly owned subsidiary of domestic cor-
poration N. Corporation N, is engaged in the
business of manufacturing heavy duty elec-
trical equipment in the United States. By
contract, N Corporation engages B Corpora-
tion for the purpose of conducting engineer-
ing, technical, and financial studies required
by N Corporation in the preparation of bids
to supply foreign country Y with electrical
equipment for a construction project to be
undertaken by such country. Corporation N
pays B Corporation a fee for the services, all
of which are performed in country Y, which
is based upon the number of hours of work
performed without regard to whether a sale
is ultimately consummated. Corporation N
does not receive a contract from country Y
on its bid to supply equipment. Income de-
rived by B Corporation from performance of
the service contract constitutes gross export
trade income.

(iii) Commissions and other income de-
rived in connection with the installation
or maintenance of export property. Gross
export trade income of a controlled for-
eign corporation includes gross com-
missions, fees, compensation, or other
income derived by such corporation
from the performance for any person of
commercial, industrial, financial, tech-
nical, scientific, managerial, engineer-
ing, architectural, skilled, or other
services in respect of the installation
or maintenance of export property
which has been sold by such corpora-
tion in a transaction described in sub-
division (i) of this subparagraph or by
any other person to a person unrelated
to the controlled foreign corporation
for use, consumption, or disposition
outside the United States. See section
971(b)(1). The term ‘‘any person’’ or
‘‘any other person’’ as used in this sub-
division includes a related person as
defined in section 954(d)(3) and para-
graph (e) of § 1.954–1.

(iv) Commissions and other income de-
rived in connection with the use of pat-
ents, copyrights, and other like property.
Gross export trade income of a con-
trolled foreign corporation includes
gross commissions, fees, compensation,
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or other income derived by such cor-
poration from the performance for any
person of commercial, industrial, fi-
nancial, technical, scientific, manage-
rial, engineering, architectural,
skilled, or other services in connection
with the use outside of the United
States by an unrelated person of pat-
ents, copyrights, secret processes and
formulas, goodwill, trademarks, trade
brands, franchises, and other like prop-
erty, including gross income derived
from obtaining licensees for patents,
but only if the patent, copyright, or
other like property is acquired, or de-
veloped, and owned by the manufac-
turer, producer, grower, or extractor of
any export property, in respect of
which the controlled foreign corpora-
tion also derives gross export trade in-
come within the meaning of subdivi-
sion (i), (ii), or (iii) of this subpara-
graph. See section 971(b)(2). The appli-
cation of this subdivision may be illus-
trated by the following example:

Example. Foreign corporation A incor-
porated under the laws of foreign country X,
is a wholly owned subsidiary of domestic cor-
poration M. Corporation M, the owner of a
patent registered in foreign country X,
grants B Corporation, a corporation unre-
lated to A Corporation, the right to use such
patent in foreign country Y in exchange for
payment of a royalty. By a separate contract
with B Corporation, A Corporation agrees for
a gross fee of $100,000 to furnish, by main-
taining a staff of technical representatives
at the offices of B Corporation, technical
services to B Corporation in connection with
B Corporation’s use of the patent. Corpora-
tion A also derives export trade income from
the sale of export property which it pur-
chases from M Corporation, the manufac-
turer of such property, and sells to C Cor-
poration, an unrelated person, for use in
country Y by C Corporation. The gross fee of
$100,000 received by A Corporation for the
furnishing of technical services in connec-
tion with B Corporation’s use of M Corpora-
tion’s patent constitutes gross export trade
income since the service for which the fee is
paid is performed in connection with the use
outside the United States by an unrelated
person (B Corporation) of a patent owned by
a manufacturer (M Corporation) of export
property in respect of which the controlled
foreign corporation (A Corporation) derives
gross export trade income from the sale to
an unrelated person (C Corporation) for use
outside the United States of export property
purchased by it from the manufacturer (M
Corporation).

(v) Income attributable to use of export
property by an unrelated person. Gross
export trade income of a controlled for-
eign corporation includes gross com-
missions, fees, rents, compensation, or
other income which is received by such
corporation from an unrelated person
and is attributable to the use of export
property by such unrelated person. See
section 971(b)(3). The application of
this subdivision may be illustrated by
the following example:

Example. Foreign corporation A, incor-
porated under the laws of foreign country X,
is a wholly owned subsidiary of domestic cor-
poration M. Corporation A acquires by pur-
chase bottling machines manufactured in the
United States and leases the machines to B
Corporation, a corporation unrelated to A
Corporation, for use by B Corporation in for-
eign country Y. Gross rental income of A
Corporation from the lease of the machines
to B Corporation constitutes gross export
trade income.

(vi) Income attributable to the use of ex-
port property in the rendition of tech-
nical, scientific, or engineering services—
(a) General. Gross export trade income
of a controlled foreign corporation in-
cludes gross commissions, fees, com-
pensation, or other income which is re-
ceived by such corporation from an un-
related person and is attributable to
the use of export property in the per-
formance of technical, scientific, or en-
gineering services to such unrelated
person. See section 971(b)(3).

(b) Rule of apportionment. If a com-
mission, fee, or other income received
by a controlled foreign corporation
from an unrelated person under a con-
tract or arrangement for the perform-
ance of technical, scientific, or engi-
neering services is not solely attrib-
utable to the use of export property in
the performance of such services and
the amount of the gross income attrib-
utable to such use of export property
cannot be established by reference to
transactions between other unrelated
persons, such gross income shall be an
amount which bears the same ratio to
total gross income from the contract
or arrangement as the cost of the ex-
port property consumed in the per-
formance of such services, including a
reasonable allowance for depreciation
with respect to the export property so
used, bears to the total costs and ex-
penses attributable to the production
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of income under the contract or ar-
rangement.

(c) Illustration. The application of this
subdivision may be illustrated by the
following example:

Example. Foreign corporation A, incor-
porated under the laws of foreign country X,
is a wholly owned subsidiary of domestic cor-
poration M. Corporation A is engaged in the
seismograph service business in foreign
country X. In an effort to establish the prob-
able existence of oil in a concession area it
owns in foreign country Y, B Corporation
which is unrelated to A Corporation enters
into a contract with A Corporation whereby
A Corporation is required to make seis-
mographic tests of the area in country Y for
a fixed fee of $100,000. In performance of the
contract, A Corporation hires a skilled crew
to carry out the contract and utilizes equip-
ment and supplies (for example, trucks, seis-
mographic equipment, etc.) which constitute
export property. Corporation A cannot estab-
lish by reference to transactions between
other unrelated persons, the income attrib-
utable to the use of the export property in
the performance of the contract. Corporation
A’s total costs and expenses (for example,
salaries of the crew, administrative ex-
penses, all supplies, total depreciation on
property used in performance of the con-
tract, etc.) incurred in performance of the
contract are $80,000. The cost of export prop-
erty consumed in performance of the con-
tract (for example, dynamite, motor oil, and
other supplies which were produced in the
United States, reasonable depreciation on
trucks and seismographic equipment manu-
factured in the United States and used in
performance of the contract, etc.) is $30,000.
Corporation A’s gross export trade income
from the contract is $37,500, that is, the
amount which bears the same ratio to total
gross income from the contract ($100,000) as
the cost of the export property consumed in
the rendition of the services ($30,000) bears to
total costs and expenses attributable to the
contract ($80,000).

(vii) Interest from export trade assets.
Gross export trade income of a con-
trolled foreign corporation includes in-
terest derived by it from export trade
assets described in section 971(c)(4) and
paragraph (c)(5) of this section. See
section 971(b)(4).

(viii) Deductions to be taken into ac-
count. Export trade income of a con-
trolled foreign corporation for any tax-
able year shall be the amount deter-
mined by deducting from the items or
categories of gross income described in
subdivisions (i) through (vii) of this
subparagraph the entire amount of

those expenses, taxes, and other deduc-
tions properly allocable to such items
or categories of income. For purposes
of this section, expenses, taxes, and
other deductions shall first be allo-
cated to items or categories of gross in-
come to which they directly relate;
then, expenses, taxes, and other deduc-
tions which cannot definitely be allo-
cated to some item or category of gross
income shall be ratably apportioned
among all items or categories of gross
income, except that no expense, tax, or
other deduction shall be allocated to
an item or category of income to which
it clearly does not apply and no deduc-
tion allowable to such controlled for-
eign corporation under section 882(c)
and the regulations thereunder shall be
taken into account.

(2) Cross reference. For rules govern-
ing the determination of gross income
and taxable income of a foreign cor-
poration, see § 1.952–2.

(c) Export trade assets—(1) In general.
For purposes of sections 970 through 972
and §§ 1.970–1 to 1.972–1, inclusive, the
term ‘‘export trade assets’’ means—

(i) Working capital reasonably nec-
essary for the production of export
trade income,

(ii) Inventory of export property held
for use, consumption, or disposition
outside the United States,

(iii) Facilities located outside the
United States for the storage, han-
dling, transportation, packaging, serv-
icing, sale, or distribution of export
property, and

(iv) Evidences of indebtedness exe-
cuted by unrelated persons in connec-
tion with payment for purchases of ex-
port property for use, consumption, or
disposition outside the United States,
or in connection with the payment for
services described in section 971(b)(2) or
(3) and paragraph (b)(1)(iv), (v), or (vi)
of this section.

(2) Working capital. For purposes of
subparagraph (1)(i) of this paragraph,
working capital of a controlled foreign
corporation is the excess of its current
assets over its current liabilities. Li-
abilities maturing in one year or less
shall be considered current liabilities.
A determination of the amount of
working capital of a controlled foreign
corporation which is reasonably nec-
essary for the production of export
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trade income will depend upon the na-
ture and volume of the activities of the
controlled foreign corporation which
produce export trade income as they
exist on the applicable determination
date. In determining working capital
which is reasonably necessary for the
production of export trade income, the
anticipated future needs of the busi-
ness will be taken into account to the
extent that such needs relate to the
year of the controlled foreign corpora-
tion following the applicable deter-
mination date; anticipated future
needs relating to a later period will not
be taken into account unless it is
clearly established that such needs are
reasonably related to the production of
export trade income as of the applica-
ble determination date.

(3) Inventory of export property. For
purposes of subparagraph (1)(ii) of this
paragraph, the inclusion of items in in-
ventory shall be determined in accord-
ance with rules applicable to domestic
corporations. See §§ 1.471–1 through
1.471–9. Inventory of export property of
a controlled foreign corporation in-
cludes export property held for use,
consumption, or disposition outside the
United States regardless of where it is
located on the applicable determina-
tion date. Thus, such property may be
physically located in the United States
on such date. However, for property
physically located in the United States
to constitute export property, it must
have been acquired by the controlled
foreign corporation with a clear intent
that it would dispose of the property
for use, consumption, or disposition
outside the United States. As a general
rule, if during the year following the
applicable determination date export
property which was physically located
in the United States on such date is ac-
tually exported for use, consumption,
or disposition outside the United
States, such property will be deemed
held for such purpose on the applicable
determination date. On the other hand,
the indefinite warehousing of export
property in the United States by the
controlled foreign corporation, or the
subsequent sale of export property by
such corporation for use, consumption,
or disposition in the United States,
will evidence a lack of intent by such
corporation on the applicable deter-

mination date to hold such property
for use, consumption, or disposition
outside the United States.

(4) Facilities located outside the United
States—(i) In general. For purposes of
subparagraph (1)(iii) of this paragraph,
a facility, as defined in subdivision
(ii)(a) of this subparagraph, will be con-
sidered an export trade asset only—

(a) If such facility is located outside
the United States, and

(b) To the extent that such facility is
used, within the meaning of subdivi-
sion (ii)(c) of this subparagraph, by the
controlled foreign corporation for the
storage, handling, transportation,
packaging, servicing, sale, or distribu-
tion of export property in essentially
the same form in which such property
is acquired by such corporation.
Thus, a facility in which property is
manufactured or produced, even
though export property is used or con-
sumed in the production or becomes a
component part of the manufactured
article, will not qualify as an export
trade asset.

(ii) Special rules—(a) Facility defined.
For purposes of subdivision (i) of this
subparagraph, the term ‘‘facility’’ in-
cludes any asset or group of assets used
for the storage, handling, transpor-
tation, packaging, servicing, sale, or
distribution of export property. Thus,
such term includes warehouse, storage,
or sales facilities (for example, sales of-
fice equipment), transportation equip-
ment (for example, motor trucks, ves-
sels, etc.), and machinery and equip-
ment (for example, packaging equip-
ment, servicing equipment, cranes,
forklift trucks used in warehouses,
etc.).

(b) Determination of location of trans-
portation facilities. A transportation fa-
cility shall be considered to be located
outside the United States for purposes
of subdivision (i)(a) of this subpara-
graph if such property is predomi-
nantly located outside the United
States. As a general rule, on an appli-
cable determination date a transpor-
tation facility will be considered to be
predominantly located outside the
United States if 70 percent or more of
the miles traversed (during the 12-
month period immediately preceding
such determination date or for such
part of such period as such facility is
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owned by the controlled foreign cor-
poration) in the use of such facility are
traversed outside the United States or
if such facility is located outside the
United States at least 70 percent of the
time during such period or such part
thereof.

(c) Determination of use. For purposes
of subdivision (i)(b) of this subpara-
graph, the extent to which a facility is
used in carrying on the activities de-
scribed in such subdivision depends on
the use made of the facility for the 12-
month period immediately preceding
the applicable determination date or
for such part of such period as such fa-
cility is owned by the controlled for-
eign corporation. The method of meas-
uring such use will depend upon the
facts and circumstances in each case.
However, such determinations of use
will generally be made for a facility as
a whole and not on the basis of individ-
ual items used in the operation of a fa-
cility. Thus, a determination as to the
use of a warehouse facility will gen-
erally be made with respect to the en-
tire facility and not separately for the
items used in such warehouse, such as
forklift trucks, storage bins, etc.

(5) Evidences of indebtedness. For pur-
poses of subparagraph (1)(iv) of this
paragraph, the term ‘‘evidence of in-
debtedness’’ shall mean a note, install-
ment sales contract, a time bill of ex-
change evidencing a sale on credit, or
similar written instrument executed by
an unrelated person which evidences
the obligation of an unrelated person
to pay for export property which an un-
related person purchases for use, con-
sumption, or disposition outside the
United States or to pay for services de-
scribed in section 971(b)(2) or (3) and
paragraph (b)(1)(iv), (v), or (vi) of this
section which are performed for an un-
related person. Receivables which arise
out of the delivery of export property,
or the performance of services, which
are evidenced by invoices, bills of lad-
ing, bills of exchange which do not evi-
dence a sale on credit, sales slips, and
similar documents created by the uni-
lateral act of a creditor shall not be
considered evidences of indebtedness
for purposes of section 971(c)(4).

(6) Duplication of treatment and prior-
ity of application. No asset which con-
stitutes an export trade asset shall be

taken into account more than once in
determining the investments in export
trade assets of a controlled foreign cor-
poration. Assets which constitute
working capital and also constitute in-
ventory to which section 971(c)(2) ap-
plies or evidences of indebtedness to
which section 971(c)(4) applies shall be
taken into account in determining
whether the amount of working capital
of the controlled foreign corporation is
reasonably necessary for the produc-
tion of export trade income. However,
to the extent that the amount of inven-
tory to which section 971(c)(2) applies
or evidences of indebtedness to which
section 971(c)(4) applies is not included
in working capital to which section
971(c)(1) applies on the ground that
such amount is not reasonably nec-
essary for the production of export
trade income, the amount shall be in-
cluded under section 971(c)(2) or
971(c)(4), as the case may be, in a con-
trolled foreign corporation’s invest-
ments in export trade assets.

(d) Export promotion expenses—(1) In
general. For purposes of sections 970
through 972 and §§ 1.970–1 to 1.972–1, in-
clusive, the term ‘‘export promotion
expenses’’ means, subject to the provi-
sions of subparagraph (2) of this para-
graph, all the ordinary and necessary
expenses paid or incurred during the
taxable year by the controlled foreign
corporation which are reasonably allo-
cable to the receipt or production of
export trade income including—

(i) A reasonable allowance for sala-
ries or other compensation for personal
services actually rendered for such pur-
pose,

(ii) Rentals or other payments for the
use of property actually used for such
purpose, and

(iii) A reasonable allowance for the
exhaustion, wear and tear, or obsoles-
cence of property actually used for
such purpose.
In determining for purposes of this sub-
paragraph whether expenses are rea-
sonably allocable to the receipt or pro-
duction of export trade income, consid-
eration shall be given to the facts and
circumstances of each case. As a gen-
eral rule, if export trade income results
from the sale of export property, ex-
port promotion expenses allocable to
such income shall include warehousing,
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advertising, selling, billing, collection,
other administrative, and similar costs
properly allocable to the marketing ac-
tivity, but shall not include cost of
goods sold, income or similar tax, any
expense which does not advance the
distribution or sale of export property
for use, consumption, or disposition
outside the United States, or any ex-
pense for which the controlled foreign
corporation is reimbursed. If export
trade income results from the rental of
export property, export promotion ex-
penses allocable to such income shall
include a reasonable allowance for de-
preciation and servicing of such prop-
erty, and the administrative and simi-
lar costs properly allocable to the rent-
al activity. If export trade income re-
sults from the performance of services,
export promotion expenses shall in-
clude a reasonable allowance for com-
pensation of the persons performing
services for the controlled foreign cor-
poration in the execution of the service
contract or arrangement and adminis-
trative expenses reasonably allocable
to the service activity. In no case shall
income taxes be included in export pro-
motion expenses.

(2) Expenses incurred within the United
States. No expense incurred within the
United States shall be treated as an ex-
port promotion expense for purposes of
section 971(d) and subparagraph (1) of
this paragraph unless at least—

(i) 90 percent of all salaries and other
personal service compensation incurred
in the receipt or the production of ex-
port trade income,

(ii) 90 percent of rents and other pay-
ments for the use of property used in
the receipt or the production of export
trade income,

(iii) 90 percent of the allowances for
the exhaustion, wear and tear, or obso-
lescence of property used in the receipt
or the production of export trade in-
come, and

(iv) 90 percent of all other ordinary
and necessary expenses reasonably al-
locable to the receipt or the production
of export trade income,
is incurred outside the United States.
For this purpose, personal service com-
pensation will be considered incurred
at the place where the service is per-
formed (for example, salaries will be
considered incurred at the place where

the employee works; payments for art
work will be considered incurred at the
place where the art work is prepared,
etc.); rent, depreciation, and other ex-
penses related to real or personal prop-
erty will be considered incurred at the
place where the property is located;
and expenses for media advertising will
be considered incurred at the place
where the advertising is consumed. For
such purpose, newspaper or periodical
advertising will be considered con-
sumed where the newspaper or periodi-
cal is principally distributed, and tele-
vision and radio advertising will be
considered consumed at the place
where the audience is primarily lo-
cated. Technicalities of contract or
payment, for example, the place where
a contract is executed or the location
of a bank account from which payment
is made, shall not be determinative of
the place where an expense is incurred.

(e) Export property. For purposes of
sections 970 through 972 and §§ 1.970–1 to
1.972–1, inclusive, the term ‘‘export
property’’ means property, or any in-
terest in property, which is manufac-
tured, produced, grown, or extracted in
the United States. Whether property
will be considered manufactured or
produced in the United States will de-
pend on the facts and circumstances of
each case. As a general rule, if—

(1) The property sold, serviced, used,
or rented by the controlled foreign cor-
poration is substantially transformed
in the United States prior to its export
from the United States, or

(2) The operations conducted in the
United States with respect to the prop-
erty sold, serviced, used, or rented by
the controlled foreign corporation,
whether performed in the United
States by one person or a series of per-
sons in a chain of distribution, are sub-
stantial in nature and are generally
considered to constitute the manufac-
ture or production of property,

then the property sold, serviced, used,
or rented will be considered to have
been manufactured or produced in the
United States. The rules under para-
graph (a)(4)(ii) of § 1.954–3, relating to
the substantial transformation of prop-
erty, and paragraph (a)(4)(iii) of such
section, dealing with a substantive test
for determining whether property will
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be treated as having been manufac-
tured or produced, shall apply for pur-
poses of making determinations under
this paragraph.

(f) Unrelated person. For purposes of
sections 970 through 972 and §§ 1.970–1 to
1.972–1, inclusive, the term ‘‘unrelated
person’’ means a person other than a
related person as defined in section
954(d)(3) and paragraph (e) of § 1.954–1.

[T.D. 6755, 29 FR 12710, Sept. 9, 1964, as
amended by T.D. 7293, 38 FR 32802, Nov. 28,
1973; T.D. 7533, 43 FR 6603, Feb. 15, 1978]

§ 1.972–1 Consolidation of group of ex-
port trade corporations.

(a) Election to consolidate—(1) In gen-
eral. One or more United States share-
holders (as defined in section 951(b))
owning (within the meaning of section
958(a)) or who are considered as owning
by applying the rules of ownership of
section 958(b) more than 50 percent of
the total combined voting power of all
classes of stock entitled to vote of an
export trade corporation, which is the
top-tier corporation in a chain (within
the meaning of subparagraph (2) of this
paragraph) of export trade corpora-
tions, may, subject to the provisions of
this section, elect to consolidate such
chain for purposes of determining—

(i) The limitations, described in sec-
tion 970(a) and paragraph (b)(2) of
§ 1.970–1, on the amount by which sub-
part F income of an export trade cor-
poration in such chain shall be reduced
as provided in section 970(a) and para-
graph (b)(1) of § 1.970–1, and

(ii) The amount includible in gross
income of such shareholders under sec-
tion 951(a)(1)(A)(ii) with respect to such
a corporation’s decrease in investments
in export trade assets to which section
970(b) applies as described in paragraph
(c) of § 1.970–1.

(2) ‘‘Chain’’ defined. A chain of export
trade corporations shall include—

(i) The top-tier export trade corpora-
tion referred to in subparagraph (1) of
this paragraph which is the first export
trade corporation in a chain of owner-
ship described in section 958(a);

(ii) All export trade corporations 80
percent or more of the total combined
voting power of all classes of stock en-
titled to vote of which is owned di-
rectly by such top-tier export trade

corporation on the last day of its tax-
able year; and

(iii) All export trade corporations 80
percent or more of the total combined
voting power of all classes of stock en-
titled to vote of which is owned di-
rectly by the export trade corporations
described in subdivision (ii) of this sub-
paragraph on the last day of the tax-
able year of the export trade corpora-
tion described in subdivision (i) of this
subparagraph.
For purposes of this section, a ref-
erence to a top-tier corporation shall
mean an export trade corporation de-
scribed in subdivision (i) of this sub-
paragraph, a reference to a second-tier
corporation shall mean an export trade
corporation described in subdivision
(ii) of this subparagraph, and a ref-
erence to a third-tier corporation shall
mean an export trade corporation de-
scribed in subdivision (iii) of this sub-
paragraph.

(3) Inclusion requirement. If an elec-
tion is made by a United States share-
holder under this paragraph with re-
spect to a chain of export trade cor-
porations (as defined in subparagraph
(2) of this paragraph), all export trade
corporations which are included in the
chain must be included in the consoli-
dation. If such an election is made, the
determinations under section 970 shall
be made on a consolidated basis with
respect to the entire interest which the
electing United States shareholder
owns in each of the export trade cor-
porations in the chain, including any
minority interests owned directly or
indirectly by such shareholder in sec-
ond-tier and third-tier corporations in
the chain. A United States shareholder
may elect to consolidate his interest in
export trade corporations in one chain
of such corporations without electing
to consolidate his interest in export
trade corporations in other chains.

(4) Conditions for making initial elec-
tion—(i) Without consent. The initial
election to consolidate a chain of ex-
port trade corporations may be made
without the consent of the Commis-
sioner only if, immediately before the
election to consolidate, each of the ex-
port trade corporations to be included
in the consolidation is using the same
taxable year and has the same elec-
tions under section 970(c)(4) and § 1.970–
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2 in force, or not in force, as the case
may be. The election shall be made by
the electing shareholder or sharehold-
ers with respect to the taxable year in
which or with which ends the first tax-
able year of the top-tier corporation to
which the election to consolidate ap-
plies and at the time of filing such
shareholders’ returns for such taxable
year or within 90 days after final regu-
lations under this section are published
in the FEDERAL REGISTER, whichever
date occurs later. Each United States
shareholder making such an election
shall attach to his return a statement
showing:

(a) The name, address, and taxable
year of each export trade corporation
in the chain of such corporations for
which an election is made,

(b) The amount and percentage of
each class of stock owned by such
shareholder (within the meaning of sec-
tion 958), corporation by corporation,
in each of such export trade corpora-
tions, and

(c) A list of the names and addresses,
and a description of the ownership in-
terests, of all other United States
shareholders, if any, who are making
the same election to consolidate and a
statement that such shareholders are
also making the election.

(ii) With consent. If, immediately be-
fore the election to consolidate, each of
the export trade corporations in a
chain of such corporations does not use
the same taxable year or does not have
the same elections under section
970(c)(4) and § 1.970–2 in force, or not in
force, as the case may be, the initial
election to consolidate such chain may
be exercised by the electing share-
holder or shareholders only with the
consent of the Commissioner. Consent
will not be granted unless each electing
United States shareholder and the
Commissioner agree to the terms, con-
ditions, and adjustments under which
such consolidation is to be effected and
unless, subject to such terms, condi-
tions, and adjustments as the Commis-
sioner may prescribe, each of the ex-
port trade corporations in the chain
adopts a common taxable year and has
the same elections under section
970(c)(4) and § 1.970–2 in force, or not in
force, as the case may be. The applica-
tion for consent to consolidate shall be

made by mailing a letter, signed by
each of the electing United States
shareholders, to the Commissioner of
Internal Revenue, Washington, DC
20224. The application shall be mailed
before the close of the first taxable
year of the top-tier corporation with
respect to which the electing share-
holder or shareholders desire to make a
consolidation or before the close of the
90th day after final regulations under
this section are published in the FED-
ERAL REGISTER, whichever date occurs
later, and shall include the statement
described in subdivision (i) of this sub-
paragraph.

(5) Effect of election. If an election to
consolidate a chain of export trade cor-
porations is made for a taxable year of
a United States shareholder, such elec-
tion shall, except as provided in sub-
paragraph (6) of this paragraph, be
binding on such shareholder for such
taxable year and for all succeeding tax-
able years. If, in a subsequent taxable
year of the United States shareholder,
an export trade corporation for the
first time qualifies as a second-tier or
third-tier corporation in such chain on
the last day of the taxable year of the
top-tier corporation which ends in or
with the subsequent taxable year of
such shareholder, the shareholder’s in-
terest in such export trade corporation
shall be included in the consolidation
to which the election applies, but only
if such export trade corporation as of
such last day uses the same taxable
year and has the same elections under
section 970(c)(4) and § 1.970–2 in force, or
not in force, as the case may be, as
such top-tier corporation. The United
States shareholder shall, with respect
to such additional export trade cor-
poration, submit with his return for
such subsequent taxable year the state-
ment described in subparagraph (4)(i)
of this paragraph.

(6) Termination of election. An election
under this paragraph to consolidate a
chain of export trade corporations
shall terminate for the first taxable
year of the foreign corporation which
during the period of consolidation is a
top-tier corporation—

(i) At the close of which any foreign
corporation which was included in such
consolidation for the preceding taxable
year ceases to qualify as an export
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trade corporation or to be eligible
under this paragraph for inclusion in
such chain,

(ii) At the close of which an export
trade corporation for the first time
qualifies as a second-tier or third-tier
corporation in such chain but does not
as of such close of the year use the
same taxable year or have the same
elections under section 970(c)(4) and
§ 1.970–2 in force, or not in force, as the
case may be, as such top-tier corpora-
tion, or

(iii)(a) In respect of which the Com-
missioner, upon application made by a
United States shareholder who made
the election to consolidate, or his suc-
cessor in interest, consents to a termi-
nation of the election. Approval will
not be granted unless the United
States shareholder and the Commis-
sioner agree to the terms, conditions,
and adjustments under which the ter-
mination will be effected.

(b) The application for consent to ter-
mination shall be made by the United
States shareholder’s mailing a letter
for such purpose to the Commissioner
of Internal Revenue, Washington, DC
20224. The application shall be mailed
before the close of the taxable year of
the foreign corporations with respect
to which the shareholder desires to ter-
minate the consolidation and shall in-
clude the following information:

(1) The name, address, and taxable
year of each export trade corporation
in the chain of such corporations for
which the election was made,

(2) The amount and percentage of
each class of stock owned by such
shareholder (within the meaning of sec-
tion 958), corporation by corporation,
in each of such export trade corpora-
tions, and

(3) A list of the names and addresses,
and a description of the ownership in-
terests, of all other United States
shareholders, if any, who participated
in making the election with such
United States shareholder, or their
successors in interest, and a statement
whether such other persons are or are
not terminating the election.

(7) Election subsequent to initial elec-
tion. If a United States shareholder
elects under subparagraph (4) of this
paragraph to consolidate his interest in
a chain of export trade corporations

and the election to consolidate such
corporations terminates under the pro-
visions of subparagraph (6) of this para-
graph, such shareholder may not there-
after elect under this section to con-
solidate his interest in any corporation
which was in that chain of export trade
corporations unless he receives the
consent of the Commissioner to do so.
Application to obtain such consent of
the Commissioner shall be made by a
letter mailed to the Commissioner of
Internal Revenue, Washington, DC,
20224, before the close of the first tax-
able year of the top-tier corporation of
the chain of export trade corporations
in which the election to include such
interest is to apply. Such application
for consent shall include a statement
showing:

(i) With respect to such chain, the in-
formation required to be shown in the
statement described in subparagraph
(4)(i) of this paragraph, and

(ii) The United States shareholder’s
interest in such chain which was pre-
viously included in a consolidation, the
taxable years of such previous consoli-
dation, and the manner in which such
previous consolidation was terminated.

(8) Illustration. The application of this
paragraph may be illustrated by the
following example:

Example. Domestic corporation M owns 60
percent of the only class of stock of foreign
corporation A, and 100 percent of the only
class of stock of foreign corporation F, re-
spectively. Corporation A owns 80 percent of
the only class of stock of foreign corpora-
tions B and C, respectively. Corporation M
also owns 20 percent of the stock of B Cor-
poration. Corporation B owns 80 percent of
the only class of stock of foreign corporation
D. Corporations B and C each own 50 percent
of the only class of stock of foreign corpora-
tion E. Corporation F owns 100 percent of the
only class of stock of foreign corporation G,
which owns 100 percent of the only class of
stock of foreign corporation H. Corporation
F also owns 20 percent of the stock of C Cor-
poration. Domestic corporations N and R
own 30 percent and 10 percent, respectively,
of the stock of A Corporation. All corpora-
tions use the calendar year as a taxable year,
and all foreign corporations qualify as export
trade corporations for 1963. Corporation M
may elect for 1963 to consolidate its interest
in the chain (the ‘‘A’’ chain) of export trade
corporations which includes corporations A,
B, C, D, and E; and Corporation M need not,
but may, elect to consolidate its interest in
the chain (the ‘‘F’’ chain) of export trade
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corporations which includes corporations F,
G, and H. Consolidation of M Corporation’s
interest in the ‘‘A’’ chain with its interest in
the ‘‘F’’ chain is not permitted. If M Cor-
poration elects to consolidate the ‘‘A’’ chain,
M Corporation must include in the consoli-
dation its 20 percent directly owned interest
in B Corporation and its 20 percent indi-
rectly owned (through F Corporation) inter-
est in C Corporation. Either N Corporation
or R Corporation, or both, may join M Cor-
poration in electing to consolidate their in-
terests in the ‘‘A’’ chain. However, neither N

Corporation nor R Corporation may elect to
consolidate the ‘‘A’’ chain unless M Corpora-
tion also agrees to so elect, because corpora-
tions N and R, neither jointly nor separately,
own more than 50 percent of the total com-
bined voting power of all classes of stock en-
titled to vote of A Corporation. If corpora-
tions M, N, and R elect to consolidate the
‘‘A’’ chain, the determinations specified in
subparagraph (1) of this paragraph will be
made on a consolidated basis with respect to
such corporations’ respective interest in the
chain as shown in the following tabulation:

A
%

B
%

C
%

D
%

E
%

M Corporation’s interest:
Direct interest .............................................................................................................................. 60
(60%×80%)+20% direct interest ................................................................................................. 68
(60%×80%)+20% indirect interest ............................................................................................... 68
(68%×80%) .................................................................................................................................. 54.4
(68%×50%)+(68%×50%) ............................................................................................................. 68

N Corporation’s interest:
Direct interest .............................................................................................................................. 30
(30%×80%) .................................................................................................................................. 24
(30%×80%) .................................................................................................................................. 24
(24%×80%) .................................................................................................................................. 19.2
(24%×50%)+(24%×50%) ............................................................................................................. 24

R Corporation’s interest:
Direct interest .............................................................................................................................. 10
(10%×80%) .................................................................................................................................. 8
(10%×80%) .................................................................................................................................. 8
(8%×80%) .................................................................................................................................... 6.4
(8%×50%)+(8%×50%) ................................................................................................................. 8

Total interests to which consolidation applies ..................................................................... 100 100 100 80 100

(b) Effect of consolidation—(1) Deter-
mination of subpart F income, export
trade income, etc. An election under
paragraph (a) of this section to consoli-
date export trade corporations in a
chain of such corporations shall have
no effect on the determination of the
character of income as subpart F in-
come or on the determination of export
trade income, export trade income
which constitutes foreign base com-
pany income, or earnings and profits of
the individual export trade corpora-
tions in the chain. Thus, the consolida-
tion of export trade corporations under
this section shall not have the effect of
reducing earnings and profits of such
corporations or of changing the charac-
terization of income from that which
is, for example, foreign base company
income to that which is not. The appli-
cation of this paragraph may be illus-
trated by the following example:

Example. Corporation A, incorporated
under the laws of foreign country X, and cor-
poration B, incorporated under the laws of

foreign country Y, are both wholly owned
subsidiaries of domestic corporation M. Cor-
porations A and B both qualify under section
971(a) as export trade corporations. Corpora-
tion A purchases personal property produced
in the United States from an unrelated per-
son and sells the property to B Corporation
for use outside of country X. Corporation B
resells the property to an unrelated person
for use in foreign country Z. Corporations A
and B each derive foreign base company sales
income described in § 1.954–3 from the pur-
chase and sale transactions. Consolidation of
Corporations A and B under this section does
not result in the two transactions being
treated as one transaction which is a pur-
chase of property from an unrelated person
and a sale of property to an unrelated person
or the nonrecognition of gain on the sale of
export property by A Corporation to B Cor-
poration.

(2) Determination of amount by which
consolidated subpart F income is re-
duced—(i) In general. In determining
the amount by which the subpart F in-
come of each export trade corporation
includible in a consolidation of export
trade corporations shall be reduced as
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provided in section 970(a) and para-
graph (b)(1) of § 1.970–1 for any taxable
year of consolidation, the limitations
provided by section 970(a) and para-
graph (b)(2) of § 1.970–1 on such amount
for each such export trade corporation
shall be determined on the basis of
such corporation’s separate share of—

(a) Amounts included in the total ex-
port promotion expense,

(b) The total gross receipts from the
sale, installation, operation, mainte-
nance, or use of property in respect of
which each such corporation derives
such export trade income as is properly
allocable to the export trade income
which constitutes foreign base com-
pany income, and

(c) The total increase in investments
in export trade assets,

of all export trade corporations to
which the consolidation applies for the
taxable year.

(ii) Limitations not effective. If for any
taxable year each of the limitations
under paragraph (b)(2) of § 1.970–1, de-
termined on a consolidated basis,
equals or exceeds the total export trade
income which constitutes foreign base
company income of all corporations in-
cludible in the consolidation of export
trade corporations, the subpart F in-
come of each includible corporation
shall be reduced under section 970(a)
for such year by its separate export
trade income which constitutes foreign
base company income.

(iii) Limitation effective. If for any tax-
able year one of the limitations under
paragraph (b)(2) of § 1.970–1, determined
on a consolidated basis, is less than the
total export trade income which con-
stitutes foreign base company income
of all corporations includible in the
consolidation of export trade corpora-
tions, the amount by which the subpart
F income of each includible corpora-
tion shall be reduced under section
970(a) for such year shall be an amount
which bears the same ratio to the
amount by which the subpart F income
may be reduced on a consolidated basis
as the export trade income which con-
stitutes foreign base company income
of each includible corporation bears to
the total export trade income which
constitutes foreign base company in-
come of all export trade corporations

includible in the consolidation of ex-
port trade corporations.

(iv) Illustration. The application of
this subparagraph may be illustrated
by the following example:

Example. (a) Domestic corporation M owns
100 percent of the only class of stock of con-
trolled foreign corporation A, which, in turn,
owns 100 percent of the only class of stock of
controlled foreign corporation B. All cor-
porations use the calendar year as the tax-
able year, and corporations A and B are ex-
port trade corporations throughout the pe-
riod here involved. Corporation M elects
under this section to consolidate corpora-
tions A and B for the entire period here in-
volved. Corporation M elects under para-
graph (a)(2) of § 1.970–2 for 1963 to determine
both A Corporation’s and B Corporation’s in-
vestments in export trade assets as of the
close of the 75th day after the close of such
corporations’ taxable year.

(b) The following amounts are applicable
to corporations A and B for 1964:

Cor-
po-
ra-
tion
A

Cor-
po-
ra-
tion
B

Subpart F income .............................................. $100 $200
Export trade income which constitutes foreign

base company income ................................... 25 75
Other export trade income ................................. 10 15
Export promotion expenses allocable to export

trade income which constitutes foreign base
company income ............................................ 10 80

Gross receipts from the sale of property in re-
spect of which export trade income which
constitutes foreign base company income is
derived ............................................................ 400 600

Increase in investments in export trade assets
for period beginning with March 16, 1964,
and ending with March 16, 1965 ................... 35 120

(c) The amount by which subpart F income
of corporations A and B is reduced for 1964 on
a separate-company basis without regard to
section 972 may be determined as set forth in
items (i) through (vii) below, and the results
of the consolidation of corporations A and B
for 1964 are set forth in items (viii) through
(x). Assuming an alternative case in which
for 1964 the facts are the same as set forth in
paragraphs (a) and (b) of this example except
that B Corporation incurs export promotion
expenses of $50 (rather than $80) which are
allocable to the export trade income which
constitutes foreign base company income,
the results of the consolidation of corpora-
tions A and B for such year (a case where one
of the limitations under paragraph (b)(2) of
§ 1.970–1 is effective) are set forth in items
(xi) through (xiii):
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A Cor-
pora-

tion (1)

B Cor-
pora-

tion (2)

Total
(3)

(i) Subpart F income .................. $100 $200 $300

(ii) Export trade income which
constitutes foreign base com-
pany income ........................... 25 75 100

(iii) Other export trade income ... 10 15 25

(iv) Total export trade income .... 35 90 125

(v) Limitations under § 1.970–
1(b)(2):

(a) Increase in export trade
assets limitation:

($35×$25/$35) .............. 25 ............ ............
($120×$75/$90) ............ ............ 100 ............
([$35+$120]×$100/

$125) ........................ ............ ............ 124
(b) Gross receipts limitation:

(10% of $400) .............. 40 ............ ............
(10% of $600) .............. ............ 60 ............
(10% of $1,000) ........... ............ ............ 100

(c) Export promotion ex-
penses limitation:

(150% of $10) .............. 15 ............ ............
(150% of $80) .............. ............ 120 ............
(150% of $90) .............. ............ ............ 135

(d) Export promotion ex-
penses limitation (alter-
native case):

(150% of $10) .............. 15 ............ ............
(150% of $50) .............. ............ 75 ............
(150% of $60) .............. ............ ............ 90

(vi) Reduction in subpart F in-
come on a separate company
basis determined without re-
gard to section 972 (item (ii),
but not to exceed smallest of
items (v) (a), (b), and (c), in
columns (1) and (2)) ............... 15 60 75

(vii) Subpart F income as re-
duced on a separate company
basis (item (i) minus item (vi)) 85 140 225

(viii) Reduction in subpart F in-
come on a consolidated basis
determined under section 972
(item (ii), but not to exceed
smallest of items (v) (a), (b),
and (c), in column (3)) ............ ............ ............ 100

(ix) Apportionment of reduction
in subpart F income (item (ii)) 25 75 100

(x) Subpart F income as re-
duced on a consolidated basis
(item (i) minus item (ix)) ......... 75 125 200

ALTERNATIVE CASE

(xi) Reduction in subpart F in-
come on a consolidated basis
determined under section 972
(item (ii) but not to exceed
smallest of items (v) (a), (b),
and (d), in column (3)) ............ ............ ............ 9

A Cor-
pora-

tion (1)

B Cor-
pora-

tion (2)

Total
(3)

(xii) Apportionment of reduction
in subpart F income (item (xi)
times [item (ii) of column (1)
over item (ii) of column (3)]
and item (xi) times [item (ii) of
column (2) over item (ii) of
column (3)]); ($90 × $25/$100) $22.50

($90 × $75/$100) ................ $67.50 90

(xiii) Subpart F income as re-
duced on a consolidated basis
(item (i) minus item (xii)) ........ 77.50 132.50 210

(3) Determination of pro rata share of
consolidated withdrawal of previously ex-
cluded export trade income—(i) In gen-
eral. If, for any taxable year, there is a
decrease in investments in export trade
assets under section 970(b) and para-
graph (c)(1) of § 1.970–1, determined on a
consolidated basis, of export trade cor-
porations includible in a consolidated
chain of such corporations, each United
States shareholder who has elected
under paragraph (a) of this section to
consolidate his interest in such chain
of corporations shall include in his
gross income, under section
951(a)(1)(A)(ii) and the regulations
thereunder as an amount to which sec-
tion 955 (as in effect before the enact-
ment of the Tax Reduction Act of 1975)
applies, his pro rata share of the
amount of such consolidated decrease
in investments but only to the extent
such pro rata share does not exceed the
lesser of the limitations provided by
section 970(b) and paragraph (c)(2) of
§ 1.970–1 with respect to such share-
holder determined on a consolidated
basis. The consolidated decrease in in-
vestments and the consolidated limita-
tions shall be determined by aggregat-
ing the applicable amounts determined
under paragraph (c) of § 1.970–1 with re-
spect to such shareholder’s interest in
each corporation includible in the con-
solidation.

(ii) Allocation of pro rata share of con-
solidated decrease in investments in ex-
port trade assets. For purposes of deter-
mining the amount referred to in para-
graph (c)(2)(i)(b)(3) of § 1.970–1 for a sub-
sequent taxable year, a United States
shareholder’s pro rata share of a con-
solidated decrease in investments de-
termined under subdivision (i) of this
subparagraph for the current taxable
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year shall be allocated to such share-
holder’s interest in each of the export
trade corporations includible in the
consolidation in that ratio which—

(a) The net amount determined under
paragraph (c)(2)(i)(b) of § 1.970–1 with
respect to such shareholder’s interest
in such corporation for all prior tax-
able years (whether or not a taxable
year occurring during the period of
consolidation) bears to

(b) The total of the net amounts de-
termined under paragraph (c)(2)(i) (b)
of § 1.970–1 with respect to such share-
holder’s interests in all export trade
corporations includible in such consoli-
dation for all prior taxable years
(whether or not a taxable year occur-
ring during the period of consolida-
tion).

(iii) Illustration. The application of
this subparagraph may be illustrated
by the following example:

Example. (a) Domestic corporation M owns
60 percent of the only class of stock of con-
trolled foreign corporation A, which, in turn,
owns 100 percent of the only class of stock of
controlled foreign corporation B. All cor-
porations use the calendar year as a taxable
year, and corporations A and B are export
trade corporations throughout the period
here involved. Corporation M elects to con-
solidate corporations A and B for the entire
period here involved.

(b) The following amounts are applicable
to corporations A and B for 1964:

A (1) B (2)

Con-
soli-
dat-
ed
(3)

(i) Consolidated decrease in invest-
ments in export trade assets (deter-
mined before application of § 1.970–
1(c)(2)) ................................................ ........ ........ $100

(ii) M Corporation’s pro rata share of
consolidated decrease (60%) ............. ........ ........ 60

(iii) M Corporation’s pro rata share of
earnings and profits for 1963 and
1964 (§ 1.970–1(c) (2)(i)(a)) ............... $120 $90 210

(iv) M Corporation’s pro rata share of
net amount determined under
§ 1.970–1(c)(2)(i)(b) for 1963 ............. 180 60 240

(v) Amount includible in M Corporation’s
gross income for 1964 (smallest of
items (ii), (iii), and (iv) in column (3)) ........ ........ 60

Corporation M must include $60 in its gross
income for 1964 under section 951(a)(1)(A)(ii)
by reason of the application of section 970(b)
as its pro rata share of the consolidated de-
crease in investments in export trade assets;
and, for purposes of determining the amount
under paragraph (c)(2)(i)(b)(3) of § 1.970–1 with

respect to M Corporation’s interest in each
of corporations A and B for a subsequent tax-
able year, such consolidated decrease for 1964
is allocated as follows: to M Corporation’s
interest in A Corporation, $45 ($60 times $180/
$240); and to its interest in B Corporation, $15
($60 times $60/$240).

(c) The following amounts are applicable
to corporations A and B for 1965:

A(1) B(2) Consoli-
dated (3)

(i) Consolidated de-
crease in investments
in export trade assets
(determined before ap-
plication of § 1.970–
1(c)(2)) ........................ ................ ................ $150

(ii) M Corporation’s pro
rata share of consoli-
dated decrease (60%) ................ ................ 90

(iii) M Corporation’s pro
rata share of earnings
and profits (and defi-
cits in earnings and
profits) for 1963, 1964,
and 1965 (§ 1.970–
1(c)(2)(i)(a)) ................ $100 ($20) 80

(iv) M Corporation’s pro
rata share of the net
amount determined
under § 1.970–
1(c)(2)(i)(b) for 1963
and 1964 .................
($180¥$45) ................ 135 ................ ................
($60¥$15) .................. 45 ................

Total ........................ 180
(v) Amount includible in

M Corporation’s gross
income for 1965
(smallest of items (ii),
(iii), and (iv) in column
(3)). ............................. 80

Corporation M must include $80 in its gross
income for 1965 under section 951(a)(1)(A)(ii)
by reason of the application of section 970(b)
as its pro rata share of the consolidated de-
crease in investments in export trade assets;
and, for purposes of determining the amount
under paragraph (c)(2)(i)(b)(3) of § 1.970–1 with
respect to M Corporation’s interest in each
of corporations A and B for a subsequent tax-
able year, such consolidated decrease for 1965
is allocated as follows: to M Corporation’s
interest in A Corporation, $60 ($80 times $135/
$180); and to its interest in B Corporation, $20
($80 times $45/$180).

(d) The following amounts are applicable
to corporations A and B for 1966:

A(1) B(2)

Con-
soli-
dat-
ed
(3)

(i) Consolidated decrease in invest-
ments in export trade assets (deter-
mined before application of § 1.970–
1(c)(2)) ................................................ ........ ........ $200
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A(1) B(2)

Con-
soli-
dat-
ed
(3)

(ii) M Corporation’s pro rata share of
consolidated decrease (60%) ............. ........ ........ 120

(iii) M Corporation’s pro rata share of
earnings and profits (and deficits in
earnings and profits) for 1963, 1964,
1965, and 1966 (§ 1.970–1(c)(2)(i)(a)) $120 $50 170

(iv) M Corporation’s pro rata share of
the net amount determined under
§ 1.970–1(c)(2)(i)(b) for 1963, 1964,
and 1965 .........................................

($180 minus [$45+$60]) .................. 75 ........ ........
($60¥[$15+$20]) ............................ 25 ........

Total ......................................... 100
(v) Amount includible in M Corporation’s

gross income for 1966 (smallest of
items (ii), (iii), and (iv) in column (3)) ........ ........ 100

Corporation M must include $100 in its gross
income for 1966 under section 951(a)(1)(A)(ii)
by reason of the application of section 970(b)
as its pro rata share of the consolidated de-
crease in investments in export trade assets;
and, for purposes of determining the amount
under paragraph (c)(2)(i)(b)(3) of § 1.970–1 with
respect to M Corporation’s interest in each
of corporations A and B for a subsequent tax-
able year, such consolidated decrease for 1966
is allocated as follows: to M Corporation’s
interest in A Corporation, $75 ($100 times $75/
$100); and to its interest in B Corporation, $25
($100 times $25/$100).

[T.D. 6754, 29 FR 12714, Sept. 9, 1964, as
amended by T.D. 7893, 48 FR 22512, May 19,
1983]

§ 1.981–0 Repeal of section 981; effec-
tive dates.

The provisions of section 981 are not
effective for taxable years beginning
after December 31, 1976. For the treat-
ment of the community income of
aliens and their spouses for taxable
years beginning after December 31,
1976, see section 879 and the regulations
thereunder.

[T.D. 7670, 45 FR 6929, Jan. 31, 1980]

§ 1.981–1 Foreign law community in-
come for taxable years beginning
after December 31, 1966, and before
January 1, 1977.

(a) Election for special treatment—(1) In
general. An individual citizen of the
United States who meets the require-
ments of section 981(a)(1) and subpara-
graph (2) of this paragraph for any open
taxable year beginning after December
31, 1966, and before January 1, 1977, may
make a binding election with his non-
resident alien spouse to have section

981(b) and paragraph (b) of this section
apply to their income for such year
which is treated as community income
under the applicable community prop-
erty laws of a foreign country or coun-
tries. Generally, the community prop-
erty laws of a foreign country operate
upon land situated within its jurisdic-
tion and upon personal property owned
by spouses domiciled therein. If the
election is made for any taxable year,
it shall also apply for all subsequent
open taxable years of such citizen and
his nonresident alien spouse for which
all the requirements of section 981(a)(1)
and subparagraph (2) of this paragraph
are met, unless the Director of Inter-
national Operations consents, in ac-
cordance with paragraph (c)(2) of this
section, to a termination of the elec-
tion. An election under section 981(a)
and this section has no effect for any
taxable year beginning before January
1, 1967, for which a separate election, if
made, must be made under section
981(c)(1) and § 1.981–2. For the definition
of ‘‘open taxable year’’ see section
981(e)(2) and paragraph (a) of § 1.981–3. If
the citizen and his nonresident alien
spouse have different taxable years, see
paragraph (c) of § 1.981–3. If one of the
spouses is deceased, see paragraph (d)
of § 1.981–3.

(2) Requirements to be met. In order for
a U.S. citizen and his nonresident alien
spouse to make an election under sec-
tion 981(a) and this section for any tax-
able year and in order for the election
to apply for any subsequent taxable
year it is required under section
981(a)(1) that, for each such taxable
year, such citizen be (i) a citizen of the
United States, (ii) a bona fide resident
of a foreign country or countries dur-
ing the entire taxable year, and (iii)
married at the close of the taxable year
to an individual who is (a) a non-
resident alien during the entire taxable
year and (b), in the case of any such
subsequent taxable year, the same non-
resident alien individual to whom the
citizen was married at the close of the
earliest of such taxable years. If either
spouse dies during a taxable year, the
taxable year of the surviving spouse
shall be treated, solely for purposes of
making the determination under sub-
division (iii) of this subparagraph, as

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00526 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



531

Internal Revenue Service, Treasury § 1.981–1

ending on the date of such death. A cit-
izen of the United States shall be con-
sidered as not married at the close of
his taxable year if he is legally sepa-
rated from his spouse under a decree of
divorce or of separate maintenance.
However, the mere fact that spouses
have not lived together during the
course of the taxable year shall not
cause them to be considered as not
married at the close of the taxable
year. A husband and wife who are sepa-
rated under an interlocutory decree of
divorce retain the relationship of hus-
band and wife until the decree becomes
final.

(3) Determination of residence. The
principles of paragraphs (a)(2) and
(b)(7) of § 1.911–1 (26 CFR 1.911–1 (1978))
shall apply in order to determine for
purposes of this paragraph whether a
U.S. citizen is a bona fide resident of a
foreign country or countries during the
entire taxable year. The principles of
§§ 1.871.2 through 1.871–5 shall apply in
order to determine whether the alien
spouse of a U.S. citizen is a nonresident
during the entire taxable year.

(4) Manner of electing. The election
under section 981(a) and this section
shall be made in accordance with the
applicable rules set forth in paragraph
(c) of this section.

(b) Treatment of community income—(1)
In general. Community income for any
taxable year to which an election
under section 981(a) and this section
applies, and the deductions properly al-
locable to such income, shall be divided
between the electing U.S. citizen and
nonresident alien spouses in accord-
ance with the rules set forth in section
981(b) and subparagraphs (2) through (6)
of this paragraph. Community income
for this purpose means all gross in-
come, whether derived from sources
within or without the United States,
which is treated as community income
of the spouses under the community
property laws of the foreign country
having jurisdiction to determine the
legal ownership of the income. A
spouse has ownership of the income for
this purpose if under the applicable for-
eign law he has a proprietary vested in-
terest in the income.

(2) Earned income. Wages, salaries, or
professional fees, and other amounts
received as compensation for personal

services actually performed, which are
community income for the taxable
year, shall be treated as the income of
the spouse who actually performed the
personal services. This subparagraph
does not apply, however, to community
income (i) derived from any trade or
business carried on by the husband or
the wife, (ii) attributable to a spouse’s
distributive share of the income of a
partnership to which subparagraph (4)
of this paragraph applies, (iii) consist-
ing of compensation for personal serv-
ices rendered to a corporation which
represents a distribution of the earn-
ings and profits of the corporation
rather than a reasonable allowance as
compensation for the personal services
actually performed, or (iv) derived
from property which is acquired as con-
sideration for personal services per-
formed.

(3) Trade or business income. If any in-
come derived from a trade or business
carried on by the husband or wife is
community income for the taxable
year, all of the gross income, and the
deductions attributable to such in-
come, shall be treated as the gross in-
come and deductions of the husband
unless the wife exercises substantially
all of the management and control of
the trade or business, in which case all
of the gross income and deductions
shall be treated as the gross income
and deductions of the wife. This sub-
paragraph does not apply to any in-
come derived from a trade or business
carried on by a partnership of which
both or one of the spouses is a member.
For purposes of this subparagraph, in-
come derived from a trade or business
includes any income derived from a
trade or business in which both per-
sonal services and capital are material
income producing factors. The term
‘‘management and control’’ means
management and control in fact, not
the management and control imputed
to the husband under the community
property laws of a foreign country. For
example, a wife who operates a beauty
parlor without any appreciable collabo-
ration on the part of a husband is con-
sidered as having substantially all of
the management and control of the
business despite the provisions of any
community property laws of a foreign
country vesting in the husband the
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right of management and control of
community property; and the income
and deductions attributable to the op-
eration of the beauty parlor are consid-
ered the income and deductions of the
wife.

(4) Partnership income. If any portion
of a spouse’s distributive share of the
income of a partnership of which such
spouse is a member is community in-
come for the taxable year, all of that
distributive share shall be treated as
the income of that spouse and shall not
be taken into account in determining
the income of the other spouse. If both
spouses are members of the same part-
nership, the distributive share of the
income of each spouse which is commu-
nity income shall be treated as the in-
come of that spouse. A spouse’s dis-
tributive share of such income of a
partnership shall be determined as pro-
vided in section 704, and the regula-
tions thereunder.

(5) Income from separate property. Any
community income for the taxable
year, other than income described in
section 981(b)(1) or (2) and subpara-
graph (2), (3), or (4) of this paragraph,
which is derived from the separate
property of one of the spouses shall be
treated as the income of that spouse.
The determination of what property is
separate property for this purpose shall
be made in accordance with the laws of
the foreign country which, in accord-
ance with subparagraph (1) of this
paragraph, has jurisdiction to deter-
mine that the income from such prop-
erty is community income.

(6) Other community income. Any com-
munity income for the taxable year,
other than income described in section
981(b)(1), (2), or (3), and subparagraph
(2), (3), (4), or (5) of this paragraph,
shall be treated as the income of that
spouse who has a proprietary vested in-
terest in that income under the laws of
the foreign country which, in accord-
ance with subparagraph (1) of this
paragraph, has jurisdiction to deter-
mine that such income is community
income. Thus, for example, this sub-
paragraph applies to community in-
come not described in subparagraph (2),
(3), (4), or (5) of this paragraph which
consists of dividends, interest, rents,
royalties, or gains, from community

property or of the earnings of
unemancipated minor children.

(7) Illustrations. The application of
this paragraph may be illustrated by
the following examples:

Example 1. H, a nonresident alien individ-
ual and W, a U.S. citizen, each of whose tax-
able years is the calendar year, were married
throughout 1967. H and W were residents of,
and domiciled in, foreign country Z during
the entire taxable year. During 1967, H
earned $10,000 from the performance of per-
sonal services as an employee. H also re-
ceived $500 in dividend income from stock
which under the community property laws of
country Z is considered to be the separate
property of H. W had no separate income for
1967. Under the community property laws of
country Z all income earned by either spouse
is considered to be community income, and
one-half of such income is considered to be-
long to the other spouse. In addition, such
laws of country Z provide that all income de-
rived from property held separately by either
spouse is to be treated as community income
and treated as belonging one-half to each
spouse. Thus, under the community property
laws of country Z, H and W are both consid-
ered to have realized income of $5,250 during
1967, even though such laws recognize the
stock as the separate property of H. If the
election under this section is in effect for
1967, under the rules of subparagraphs (2) and
(5) of this paragraph all of the income of
$10,500 derived during 1967 shall be treated,
for U.S. income tax purposes, as the income
of H.

Example 2. The facts are the same as in ex-
ample 1 except that H is the sole proprietor
of a retail merchandising company and such
company has a $10,000 profit during 1967. W
exercises no management and control over
the business. In addition, H is a partner in a
wholesale distributing company, and his dis-
tributive share of the partnership profit is
$5,000. Both of these amounts of income are
treated as community income under the
community property laws of country Z, and
under such laws both H and W are treated as
realizing $7,500 of such income. If the elec-
tion under this section is in effect for 1967,
under the rule of subparagraphs (3) and (4) of
this paragraph all $15,000 of such income
shall be treated as the income of H for U.S.
income tax purposes.

Example 3. The facts are the same as in ex-
ample 1 except that H also received $1,000 in
dividends on stock held separately in his
name. Under the community property laws
of country Z the stock is considered to be
community property; and the dividends, to
be community income, one-half of such in-
come being treated as the income of each
spouse. If the election under this section is

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00528 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



533

Internal Revenue Service, Treasury § 1.981–2

in effect for 1967, under the rule of subpara-
graph (6) of this paragraph, $500 of the divi-
dend income shall be treated, for U.S. in-
come tax purposes, as the income of each
spouse.

(c) Time and manner of making or ter-
minating an election—(1) In general. A
citizen of the United States and his
nonresident alien spouse shall, for the
first taxable year beginning after De-
cember 31, 1966, for which an election
under section 981(a) and this section is
to apply, make the election by filing a
return, an amended return, or a claim
for refund, whichever is proper, for
such taxable year and attaching there-
to a statement that the election is
being made and that the requirements
of paragraph (a)(2) of this section are
met for such taxable year. The state-
ment must show the name, address,
and account number, if any, of each
spouse, the name and address of the ex-
ecutor, administrator, or other person
making the election for a deceased
spouse, the taxable year to which the
election applies, and the name of the
foreign country or countries having ju-
risdiction to determine the ownership
of any income being treated in accord-
ance with section 981(b) and paragraph
(b) of this section. The statement must
be signed by both persons making the
election. An election under this section
may be made only for a taxable year
which, on the date of the election, as
defined in paragraph (b) of § 1.981–3, is
open within the meaning of section
981(e)(2) and paragraph (a) of § 1.981–3.

(2) Termination only with consent of
Director of International Operations—(i)
In general. An election under this sec-
tion for any taxable year is binding and
may not be revoked. The election shall
also remain in effect for all subsequent
taxable years of the spouses for which
the requirements of paragraph (a)(2) of
this section are met and which on the
date of the election are open, within
the meaning of paragraph (a) of § 1.981–
3, unless the election is terminated for
any such subsequent taxable year or
years in accordance with subdivision
(ii) of this subparagraph. Any return,
amended return, or claim for refund in
respect of any such subsequent taxable
year for which the election is in effect
shall have attached thereto a copy of
the statement filed in accordance with

subparagraph (1) of this paragraph and
an additional signed statement that for
such subsequent taxable year the re-
quirements of paragraph (a)(2) of this
section are met.

(ii) Written request to terminate re-
quired. A request to terminate an elec-
tion under this section for a subse-
quent taxable year or years shall be
made in writing by the persons who
made the election and shall be ad-
dressed to the Director of International
Operations, Internal Revenue Service,
Washington, DC 20225. The request
must include the name, address, and
account number, if any, of each spouse
and must be signed by the persons
making the request. It must specify
the taxable year or years for which the
termination is to be effective and the
grounds which justify the termination.
The request shall be filed not later
than 90 days before the close of the pe-
riod for assessing a deficiency against
the U.S. citizen for the earliest taxable
year of such citizen for which the ter-
mination is to be effective. The Direc-
tor of International Operations may re-
quire such other information as may be
necessary in order to determine wheth-
er the termination will be permitted. A
copy of the consent by the Director of
International Operations to terminate
must be attached to an amended in-
come tax return for each taxable year
for which the termination is effective
and for which a return has previously
been filed.

(Secs. 913(m) (92 Stat. 3106; 26 U.S.C. 913(m)),
and 7805 (68A Stat. 917; 26 U.S.C. 7805), Inter-
nal Revenue Code of 1954)

[T.D. 7330, 39 FR 38372, Oct. 31, 1974, as
amended by T.D. 7670, 45 FR 6929, Jan. 31,
1980; T.D. 7736, 45 FR 76143, Nov. 18, 1980]

§ 1.981–2 Foreign law community in-
come for taxable years beginning
before January 1, 1967.

(a) Election for special treatment—(1) In
general. For all open taxable years be-
ginning before January 1, 1967, for
which an individual citizen of the
United States meets the requirements
of subparagraphs (A) and (C) of section
981(a)(1) and subparagraph (2) of this
paragraph, such citizen and his non-
resident alien spouse may make a joint
election to have section 981(c)(2) and
paragraph (b) of this section apply to
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their income which is treated as com-
munity income under the applicable
community property laws of a foreign
country or countries. However, if the
conditions prescribed by section
981(d)(3) and subparagraph (3) of this
paragraph are met, the nonresident
alien spouse is not required to join in
the election and such citizen may
make a separate election to have sec-
tion 981(c)(2) and paragraph (b) of this
section apply to such income for such
taxable years. An election under sec-
tion 981(c)(1) and this section shall
apply to every open taxable year of
such citizen and his nonresident alien
spouse beginning before January 1,
1967, for which all the requirements of
subparagraphs (A) and (C) of section
981(a)(1) and subparagraph (2) of this
paragraph are met. It is immaterial
whether such open taxable year is a
taxable year subject to the provisions
of the 1954 Code, the 1939 Code, or any
other internal revenue law in effect be-
fore the 1939 Code. An election under
section 981(c)(1) and this section has no
effect for any taxable year beginning
after December 31, 1966. For the defini-
tion of ‘‘open taxable year’’ see section
981(e)(2) and paragraph (a) of § 1.981–3. If
the citizen and his nonresident alien
spouse have different taxable years, see
paragraph (c) of § 1.981–3. If one of the
spouses is deceased, see paragraph (d)
of § 1.981–3. An election under section
981(c)(1) and this section is binding and
may not be revoked.

(2) Requirements to be met. In order for
the citizen of the United States to
make an election under this section,
whether required to be made jointly
with his nonresident alien spouse or
permitted to be made separately, it is
required under section 981(c)(1) that,
for each taxable year to which the elec-
tion applies, the citizen making the
election be (i) a citizen of the United
States and (ii) married at the close of
the taxable year to an individual who
is (a) a nonresident alien during the en-
tire taxable year and (b), in the case of
any such taxable years subsequent to
the first, the same nonresident alien
individual to whom the citizen was
married at the close of such first tax-
able year. The provisions of paragraph
(a)(2) of § 1.981–1 apply to determine
whether a U.S. citizen making an elec-

tion under section 981(c)(1) and this
section is married at the close of a tax-
able year to an individual who is a non-
resident alien during the entire taxable
year.

(3) Cases where joint election is not re-
quired. A nonresident alien spouse is
not required to join in an election
under section 981(c)(1) and this section
if the Director of International Oper-
ations determines in accordance with
paragraph (c)(4) of this section—

(i) That an election under section
981(c)(1) and this section would not af-
fect the liability for Federal income
tax of the nonresident alien spouse for
any taxable year, whether beginning
on, before, or after January 1, 1967, or

(ii) That the effect of the election on
the liability of the nonresident alien
spouse for Federal income tax for any
such taxable year cannot be
ascertained and that to deny the elec-
tion to the U.S. citizen spouse would be
inequitable and cause undue hardship
to the U.S. citizen.
If in accordance with this subpara-
graph the nonresident alien spouse is
not required to join in the election by
the U.S. citizen, the provisions of sec-
tion 981(d)(2) and paragraph (e) of
§ 1.981–3 shall not apply so as to extend
the period for assessing deficiencies or
filing a claim for credit or refund for
any taxable year of the nonresident
alien spouse.

(4) Manner of electing. The election
under section 981(c)(1) and this section
shall be made in accordance with the
applicable rules set forth in paragraph
(c) of this section.

(b) Treatment of community income—(1)
In general. Community income, as de-
fined in paragraph (b)(1) of § 1.981–1, for
any taxable year beginning before Jan-
uary 1, 1967, to which an election under
section 981(c)(1) and this section ap-
plies, and the deductions properly allo-
cable to such income, shall be divided
between the U.S. citizen and his non-
resident alien spouse in accordance
with the rules set forth in section
981(c)(2) and subparagraphs (2) and (3)
of this paragraph. The income shall be
divided in such manner even though
the nonresident alien spouse is not re-
quired, in accordance with paragraph
(a)(3) of this section, to join in the
election by the U.S. citizen.
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(2) Earned income, business income,
partnership income, and income from sep-
arate property. All community income
for any taxable year to which this
paragraph applies which is treated as
the income of one of the spouses in ac-
cordance with section 981(b)(1), (2), or
(3) and paragraph (b)(2), (3), (4), or (5) of
§ 1.981–1 shall be treated as the income
of that spouse for purposes of this para-
graph.

(3) Other community income. All com-
munity income for any taxable year to
which this paragraph applies, other
than income described in subparagraph
(2) of this paragraph, shall be treated
as the income of the spouse who, for
such taxable year, has a greater
amount of gross income than the other
spouse, determined by adding to the
amount of gross income which is treat-
ed as the gross income of that spouse
in accordance with subparagraph (2) of
this paragraph the amount of the gross
income for the taxable year which is
treated as the separate income of that
spouse under the community property
laws of the foreign country having ju-
risdiction to determine the legal own-
ership of the income. If either spouse
dies during a taxable year, the taxable
year of the surviving spouse shall be
treated as ending on the date of such
death for the purpose of determining
which spouse has the greater amount
of gross income for such taxable year.
Moreover, if the U.S. citizen and his
nonresident alien spouse do not have
the same taxable year, as defined in
section 441(b) and the regulations
thereunder, the periods for which the
amounts of gross income are to be com-
pared under this subparagraph are (i)
the taxable year of the citizen and (ii)
that period falling within the consecu-
tive taxable years of the nonresident
alien spouse which coincides with the
period covered by such taxable year of
the citizen. See paragraph (c) of § 1.981–
3.

(c) Time and manner of making elec-
tion—(1) In general. A citizen of the
United States and his nonresident alien
spouse or, if subparagraph (4) of this
paragraph applies, such citizen alone
may make an election under section
981(c)(1) and this section at any time
on or after November 13, 1966, for each
and every taxable year beginning be-

fore January 1, 1967, which on the date
of the election, as defined in paragraph
(b) of § 1.981–3, is open within the mean-
ing of section 981(e)(2) and paragraph
(a) of § 1.981–3. The election shall be
made by filing a return, an amended re-
turn, or a claim for refund, whichever
is proper, for each taxable year to
which the election applies and attach-
ing thereto a statement that the elec-
tion is being made and that the re-
quirements of paragraph (a)(2) of this
section are met for each such taxable
year. The statement must also show
the information required by subpara-
graph (2) of this paragraph and must,
where applicable, be signed by both
persons making the election.

(2) Information required. The state-
ment described in subparagraph (1) of
this paragraph must show—

(i) The name, address, and account
number, if any, of each spouse,

(ii) The name and address of the ex-
ecutor, administrator, or other person
making the election for a deceased
spouse,

(iii) The taxable years to which the
election applies,

(iv) The office of the district direc-
tor, or the service center, where the re-
turn or returns, if any, for such taxable
year or years were filed,

(v) The dates on which such return or
returns, if any, were filed and on which
the tax for such taxable year or years
was paid, if the tax has been paid, and

(vi) The name of the foreign country
or countries having jurisdiction to de-
termine the ownership of any income
being treated in accordance with sec-
tion 981(c)(2) and paragraph (b) of this
section.

(3) Place for filing. Any return,
amended return, or claim for refund
filed under subparagraph (1) of this
paragraph in respect of any taxable
year shall be filed with the Director of
International Operations, Internal Rev-
enue Service, Washington, DC 20225.
(See § 1.6091–3.)

(4) Determination that joint election is
not required. A U.S. citizen spouse enti-
tled to make an election under section
981(c)(1) and this section for open tax-
able years beginning before January 1,
1967, may apply to the Director of
International Operations for a deter-
mination under section 981(d)(3) that
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the nonresident alien spouse is not re-
quired to join in the election by such
citizen. This application shall be made
by filing with the Director of Inter-
national Operations, Internal Revenue
Service, Washington, DC 20225, a state-
ment setting forth the same informa-
tion required by subparagraph (2) of
this paragraph and such other informa-
tion as is required by the Director of
International Operations to justify a
claim that the requirements of section
981(d)(3) and paragraph (a)(3) of this
section are met. The Director of Inter-
national Operations shall notify the
U.S. citizen by letter of his determina-
tion with respect to the application. If
the determination is that the non-
resident alien spouse is not required to
join in the election, a copy of the letter
of determination shall be attached to
each return, amended return, or claim
for refund, to be filed pursuant to sub-
paragraph (1) of this paragraph.

[T.D. 7330, 39 FR 38373, Oct. 31, 1974]

§ 1.981–3 Definitions and other special
rules.

(a) Open taxable years. (1) For pur-
poses of paragraph (a) of § 1.981–1, and
paragraph (a) of § 1.981–2, a taxable year
of the U.S. citizen, and the taxable
year or years of his nonresident alien
spouse ending or beginning within such
taxable year of such citizen, shall be
treated as open if the period prescribed
by section 6501(a) (or section 6501(c)(4)
if the period is extended by agreement)
for assessing a deficiency against the
citizen for his taxable year has not ex-
pired before the date of the election,
determined under paragraph (b) of this
section. Thus, for example, a taxable
year of a U.S. citizen beginning before
January 1, 1967, is open for purposes of
this subparagraph if, before the elec-
tion under section 981(c)(1) and § 1.981–2,
such citizen has never filed a return for
such year and a return was required
under section 6012 without reference to
section 981. For example, if a U.S. citi-
zen spouse on a calendar year basis
who has never filed a return for 1960 de-
cides in 1975 that he wishes to make
the election under section 981(c)(1) and
§ 1.981–2 in order to avoid being subject
to tax for 1960 on his share of the com-
munity income for that year, he may
in 1975 elect the benefits of section

981(c)(2) by filing an election in accord-
ance with paragraph (c) of § 1.981–2. In
such case, a taxable year or years of
the nonresident alien spouse of such
citizen ending or beginning within 1960
shall be treated in 1975 as an open tax-
able year.

(2) Subparagraph (1) of this para-
graph shall apply even though the pe-
riod prescribed by section 6501 for as-
sessing a deficiency against the non-
resident alien spouse for his taxable
year or years ending or beginning with-
in the taxable year of the U.S. citizen
has expired before the election is made.

(3) If either spouse dies during a tax-
able year to which an election under
§ 1.981–1 or § 1.981–2 applies, the taxable
year of the decedent and the surviving
spouse shall be determined under this
paragraph without regard to section
981(e)(4), relating to death of spouse
during the taxable year. See paragraph
(a)(2) of § 1.443–1.

(4) For definition of the term ‘‘tax-
able year’’, see section 441(b) and the
regulations thereunder.

(b) Date of election. (1) For purposes of
§ 1.981–1 and this section the date of an
election made under section 981(a) and
§ 1.981–1 is the date on which the re-
turn, amended return, or claim for re-
fund required by paragraph (c)(1) of
§ 1.981–1 is filed.

(2) For purposes of § 1.981–2 and this
section the date of an election made
under section 981(c)(1) and § 1.981–2 is
the date on which the returns, amend-
ed returns, or claims for refund, re-
quired by paragraph (c)(1) of § 1.981–2
are filed.

(3) For provisions treating timely
mailing as timely filing, see section
7502 and the regulations thereunder.

(c) Spouses with different taxable years.
If the U.S. citizen and his nonresident
alien spouse do not have the same tax-
able year, as defined in section 441(b)
and the regulations thereunder, the
election under § 1.981–1 or § 1.981–2 shall
apply to each taxable year of such citi-
zen in respect of which the election is
made and to that period falling within
the consecutive taxable years of the
nonresident alien spouse which coin-
cides with the period covered by such
taxable year of the citizen.
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(d) Election on behalf of deceased
spouse. Any election, statement, or re-
quest, required to be made under para-
graph (c) of § 1.981–1, or paragraph (c) of
§ 1.981–2, by one of the spouses may, if
such spouse is deceased, be made by the
executor, administrator, or other per-
son charged with the property of such
deceased spouse.

(e) Extension of period of limitations on
assessment or refund—(1) Assessment of
deficiency. Except as provided in sub-
paragraph (3) of this paragraph, if an
election under section 981(a) and § 1.981–
1, or under section 981(c)(1) and § 1.981–
2, is properly made, the period within
which a deficiency may be assessed for
any taxable year to which the election
applies shall, to the extent the defi-
ciency is attributable to the applica-
tion of such election, not expire before
one year after the date of the election,
determined under paragraph (b) of this
section.

(2) Refund of tax. Except as provided
in subparagraph (3) of this paragraph,
if an election under section 981(a) and
§ 1.981–1, or under section 981(c)(1) and
§ 1.981–2, is properly made, the period
within which a claim for credit or re-
fund of an overpayment for any taxable
year to which the election applies may
be filed shall, to the extent the over-
payment is attributable to the applica-
tion of the election, not expire before
one year after the date of the election,
determined under paragraph (b) of this
section.

(3) Exception in case of nonelecting
alien. Subparagraphs (1) and (2) of this
paragraph shall not apply to any tax-
able year of a nonresident alien spouse
who, in accordance with paragraph
(a)(3) of § 1.981–2, is not required to join
in the election by the U.S. citizen
spouse under section 981(c)(1) and
§ 1.981–2.

(f) Payment of interest for extension pe-
riod. To the extent that an overpay-
ment or deficiency for any taxable year
is attributable to an election made
under § 1.981–1 or § 1.981–2, no interest
shall be allowed or paid for any period
ending with the day before the date
which is one year after the date of the
election, determined under paragraph
(b) of this section.

[T.D. 7330, 39 FR 38374, Oct. 31, 1974]

§ 1.985–0 Outline of regulation.
This section lists the paragraphs con-

tained in § § 1.985–1 through 1.985–6.

§ 1.985–1 Functional currency.

(a) Applicability and effective date.
(b) Dollar functional currency.
(c) Functional currency of a QBU that is

not required to use the dollar.
(d) Single functional currency for a foreign

corporation.
(e) Translation of nonfunctional currency

transactions.
(f) Examples.

§ 1.985–2 Election to use the United States dollar
as the functional currency of a QBU.

(a) Background and scope.
(b) Eligible QBU.
(c) Time and manner for dollar election.
(d) Effect of dollar election.

§ 1.985–3 United States dollar approximate
separate transactions method.

(a) Scope and effective date.
(b) Statement of method.
(c) Translation into United States dollars.
(d) Computation of DASTM gain or loss.
(e) Effect of DASTM gain or loss on gross

income, taxable income, or earnings and
profits.

§ 1.985–4 Method of accounting.

(a) Adoption or election.
(b) Condition for changing functional cur-

rencies.
(c) Relationship to certain other sections

of the Code.

§ 1.985–5 Adjustments required upon change in
functional currency.

(a) In general.
(b) Step 1—Taking into account exchange

gain or loss on certain section 988 trans-
actions.

(c) Step 2—Determining the new functional
currency basis of property and the new func-
tional currency amount of liabilities and any
other relevant items.

(d) Step 3A—Additional adjustments that
are necessary when a branch changes func-
tional currency.

(e) Step 3B—Additional adjustments that
are necessary when a taxpayer changes func-
tional currency.

(f) Examples.

Section 1.985–6 Transition rules for a QBU
that uses the dollar approximate separate
transactions method for its first taxable year
beginning in 1987.

(a) In general.
(b) Certain controlled foreign corporations.
(c) All other foreign corporations.
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(d) Pre-1987 section 902 amounts.
(e) Net worth branch.
(f) Profit and loss branch.

[T.D. 8263, 54 FR 38653, Sept. 20, 1989, as
amended by T.D. 8464, 58 FR 232, Jan. 5, 1993;
T.D. 8556, 59 FR 37672, July 25, 1994]

§ 1.985–1 Functional currency.
(a) Applicability and effective date—(1)

Purpose and scope. These regulations
provide guidance with respect to defin-
ing the functional currency of a tax-
payer and each qualified business unit
(QBU), as defined in section 989(a). Gen-
erally, a taxpayer and each QBU must
make all determinations under subtitle
A of the Code (relating to income
taxes) in its respective functional cur-
rency. This section sets forth rules for
determining when the functional cur-
rency is the United States dollar (dol-
lar) or a currency other than the dol-
lar. Section 1.985–2 provides an election
to use the dollar as the functional cur-
rency for certain QBUs that absent the
election would have a functional cur-
rency that is a hyperinflationary cur-
rency, and explains the effect of mak-
ing the election. Section 1.985–3 sets
forth the dollar approximate separate
transactions method that certain QBUs
must use to compute their income or
loss or earnings and profits. Section
1.985–4 provides that the adoption of a
functional currency is a method of ac-
counting and sets forth conditions for a
change in functional currency. Section
1.985–5 provides adjustments that are
required to be made upon a change in
functional currency. Finally, § 1.985–6
provides transition rules for a QBU
that uses the dollar approximate sepa-
rate transactions method for its first
taxable year beginning after December
31, 1986.

(2) Effective date. These regulations
apply to taxable years beginning after
December 31, 1986. However, any tax-
payer desiring to apply temporary In-
come Tax Regulations § 1.985–0T
through § 1.985–4T in lieu of these regu-
lations to all taxable years beginning
after December 31, 1986, and on or be-
fore October 20, 1989 may (on a consist-
ent basis) so choose. For the text of the
temporary regulations, see 53 FR 20308
(1988).

(b) Dollar functional currency—(1) In
general. The dollar shall be the func-

tional currency of a taxpayer or QBU
described in paragraph (b)(1)(i) through
(v) of this section regardless of the cur-
rency used in keeping its books and
records (as defined in § 1.989(a)–1(d)).
The dollar shall be the functional cur-
rency of—

(i) A taxpayer that is not a QBU (e.g.,
an individual);

(ii) A QBU that conducts its activi-
ties primarily in dollars. A QBU con-
ducts its activities primarily in dollars
if the currency of the economic envi-
ronment in which the QBU conducts its
activities is primarily the dollar. The
facts and circumstances test set forth
in paragraph (c)(2) of this section shall
apply in making this determination;

(iii) Except as otherwise provided by
ruling or administrative pronounce-
ment, a QBU that has the United
States, or any possession or territory
of the United States where the dollar is
the standard currency, as its residence
(as defined in section 988(a)(3)(B));

(iv) A QBU that does not keep books
and records in the currency of any eco-
nomic environment in which a signifi-
cant part of its activities is conducted.
Whether a QBU keeps such books and
records is determined in accordance
with paragraph (c)(3) of this section; or

(v) A QBU that produces income or
loss that is, or is treated as, effectively
connected with the conduct of a trade
or business within the United States.

(2) QBUs operating in a
hyperinflationary environment—(i) Tax-
able years beginning on or before August
24, 1994. For taxable years beginning on
or before August 24, 1994, see § 1.985–2
with respect to a QBU that elects to
use, or is otherwise required to use, the
dollar as its functional currency.

(ii) Taxable years beginning after Au-
gust 24, 1994—(A) In general. For taxable
years beginning after August 24, 1994,
except as otherwise provided in para-
graph (b)(2)(ii)(B) of this section, any
QBU that otherwise would be required
to use a hyperinflationary currency as
its functional currency must use the
dollar as its functional currency and
compute income or loss or earnings and
profits under the rules of § 1.985–3.

(B) Exceptions—(1)—Certain QBU
branches. The functional currency of a
QBU that otherwise would be required
to use a hyperinflationary currency as
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its functional currency and that is a
branch of a foreign corporation having
a non-dollar functional currency that
is not hyperinflationary shall be the
functional currency of the foreign cor-
poration. Such QBU’s income or loss or
earnings and profits shall be deter-
mined under § 1.985–3 by substituting
the functional currency of the foreign
corporation for the dollar.

(2) Corporation that is not a controlled
foreign corporation. A foreign corpora-
tion (or its QBU branch) operating in a
hyperinflationary environment is not
required to use the dollar as its func-
tional currency pursuant to paragraph
(b)(2)(ii)(A) of this section if that for-
eign corporation is not a controlled
foreign corporation as defined in sec-
tion 957 or 953(c)(1)(B). However, a non-
controlled section 902 corporation, as
defined in section 904(d)(2)(E), may
elect to use the dollar (or, if appro-
priate, the currency specified in para-
graph (b)(2)(ii)(B)(1) of this section) as
its (or its QBU branch’s) functional
currency under the procedures set
forth in § 1.985–2(c)(3).

(C) Change in functional currency. (1)
In general. If a QBU is required to
change its functional currency to the
dollar under paragraph (b)(2)(ii)(A) of
this section, or chooses or is required
to change its functional currency to
the dollar for any open taxable year
(and all subsequent taxable years)
under § 1.985–3(a)(2)(ii), the change is
considered to be made with the consent
of the Commissioner for purposes of
§ 1.985–4. A QBU changing functional
currency must make adjustments de-
scribed in § 1.985–7 if the year of change
(as defined in § 1.481–1(a)(1)) begins
after 1987, or the adjustments described
in § 1.985–6 if the year of change begins
in 1987. No adjustments under section
481 are required solely because of a
change in functional currency de-
scribed in this paragraph (b)(2)(ii)(C).

(2) Effective date. This paragraph
(b)(2)(ii)(C) applies to taxable years be-
ginning after April 6, 1998. However, a
taxpayer may choose to apply this
paragraph (b)(2)(ii)(C) to all open years
after December 31, 1986, provided each
person, and each QBU branch of a per-
son, that is related (within the mean-
ing of § 1.985–2(d)(3)) also applies to this
paragraph (b)(2)(ii)(C).

(D) Hyperinflationary currency. For
purposes of sections 985 through 989,
the term hyperinflationary currency
means the currency of a country in
which there is cumulative inflation
during the base period of at least 100
percent as determined by reference to
the consumer price index of the coun-
try listed in the monthly issues of the
‘‘International Financial Statistics’’ or
a successor publication of the Inter-
national Monetary Fund. If a country’s
currency is not listed in the monthly
issues of ‘‘International Financial Sta-
tistics,’’ a QBU may use any other rea-
sonable method consistently applied
for determining the country’s con-
sumer price index. Base period means,
with respect to any taxable year, the
thirty-six calendar months imme-
diately preceding the first day of the
current calendar year. For this pur-
pose, the cumulative inflation rate for
the base period is based on compounded
inflation rates. Thus, if for 1991, 1992,
and 1993, a country’s annual inflation
rates are 29 percent, 25 percent, and 30
percent, respectively, the cumulative
inflation rate for the three-year base
period is 110 percent [((1.29 × 1.25 ×
1.3)¥1.0 × 1.10)x100=110%] and the cur-
rency of the country for the QBU’s 1994
year is considered hyperinflationary.
In making the determination whether
a currency is hyperinflationary, the de-
termination for purposes of United
States generally accepted accounting
principles may be used for income tax
purposes provided the determination is
based on criteria that is substantially
similar to the rules previously set
forth in this paragraph (b)(2)(ii)(D), the
method of determination is applied
consistently from year to year, and the
same method is applied to all related
persons as defined in § 1.985–3(e)(2)(vi).

(E) Change in functional currency
when currency ceases to be
hyperinflationary—(1) In general. A QBU
that has been required to use the dollar
as its functional currency under para-
graph (b)(2) of this section, or has
elected to use the dollar as its func-
tional currency under paragraph
(b)(2)(ii)(B)(2) of this section or § 1.985–
2, must change its functional currency
as of the first day of the first taxable
year that follows three consecutive
taxable years in which the currency of
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its economic environment, determined
under paragraph (c)(2) of this section,
is not a hyperinflationary currency.
The functional currency of the QBU for
such year shall be determined in ac-
cordance with paragraph (c) of this sec-
tion. For purposes of § 1.985–4, the
change is considered to be made with
the consent of the Commissioner. See
§ 1.985–5 for adjustments that are re-
quired upon a change in functional cur-
rency.

(2) Effective Date. This paragraph
(b)(2)(ii)(E) of this section applies to
taxable years beginning after April 6,
1998.

(c) Functional currency of a QBU that
is not required to use the dollar—(1) Gen-
eral rule. The functional currency of a
QBU that is not required to use the dol-
lar under paragraph (b) of this section
shall be the currency of the economic
environment in which a significant
part of the QBU’s activities is con-
ducted, if the QBU keeps, or is pre-
sumed under paragraph (c)(3) of this
section to keep, its books and records
in such currency.

(2) Economic environment. For pur-
poses of section 985 and the regulations
thereunder, the economic environment
in which a significant part of a QBU’s
activities is conducted shall be deter-
mined by taking into account all the
facts and circumstances.

(i) Facts and circumstances. The facts
and circumstances that are considered
in determining the economic environ-
ment in which a significant part of a
QBU’s activities is conducted include,
but are not limited to, the following:

(A) The currency of the country in
which the QBU is a resident as deter-
mined under section 988(a)(3)(B);

(B) The currencies of the QBU’s cash
flows;

(C) The currencies in which the QBU
generates revenues and incurs ex-
penses;

(D) The currencies in which the QBU
borrows and lends;

(E) The currencies of the QBU’s sales
markets;

(F) The currencies in which pricing
and other financial decisions are made;

(G) The duration of the QBU’s busi-
ness operations; and

(H) The significance and/or volume of
the QBU’s independent activities.

(ii) Rate of inflation. The rate of infla-
tion (regardless of how it is deter-
mined) shall not be a factor used to de-
termine a QBU’s economic environ-
ment.

(iii) Consistency. A taxpayer must
consistently apply the facts and cir-
cumstances test set forth in this para-
graph (c)(2) in evaluating the economic
environment of its QBUs, e.g., its
branches, that engage in the same or
similar trades or businesses.

(3) Books and records presumption. A
QBU shall be presumed to keep books
and records in the currency of the eco-
nomic environment in which a signifi-
cant part of its activities are con-
ducted. The presumption may be over-
come only if the QBU can demonstrate
to the satisfaction of the district direc-
tor that a substantial nontax purpose
exists for not keeping any books and
records in such currency. A taxpayer
may not use this presumption affirma-
tively in determining a QBU’s func-
tional currency.

(4) Multiple currencies. If a QBU has
more than one currency that satisfies
the requirements of paragraph (c)(1) of
this section, the QBU may choose any
such currency as its functional cur-
rency.

(5) Relationship of United States ac-
counting principles. In making the func-
tional currency determination under
this paragraph (c), the currency of the
QBU for purposes of United States gen-
erally accepted accounting principles
(GAAP) will ordinarily be accepted as
the functional currency of the QBU for
income tax purposes, provided that the
GAAP determination is based on facts
and circumstances substantially simi-
lar to those set forth in paragraph
(c)(2) of this section.

(6) Effect of changed circumstances. Re-
gardless of any change in cir-
cumstances, a QBU may change its
functional currency determined under
this paragraph (c) only if the QBU com-
plies with § 1.985–4 or the Commis-
sioner’s consent is considered to have
been granted under § 1.985–2(d)(4) or
§ 1.985–3(a)(2)(ii).

(d) Single functional currency for a for-
eign corporation—(1) General rule. This
paragraph (d) applies to a foreign cor-
poration that has two or more QBUs
that do not have the same functional
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currency. The foreign corporation shall
be treated as having a single functional
currency for the corporation as a whole
that is different from the functional
currency of one or more of its QBUs.
The determination of a foreign cor-
poration’s functional currency shall be
made by first applying paragraph
(d)(1)(i) and then paragraph (d)(l)(ii) of
this section.

(i) Step 1. Each QBU of the foreign
corporation determines its functional
currency in accordance with the rules
set forth in paragraphs (b) and (c) of
this section and § 1.985–2.

(ii) Step 2. The foreign corporation
determines its functional currency ap-
plying the principles of paragraphs (b)
and (c) of this section to the corpora-
tion’s activities as a whole. Thus, if a
foreign corporation has two branches,
the corporation shall determine its
functional currency by applying the
principles of paragraphs (b) and (c) of
this section to the combined activities
of the corporation and the branches.
For purposes of this paragraph (d)(1), if
a QBU of a foreign corporation has the
dollar as its functional currency under
paragraph (b)(2) of this section, the
QBU’s activities shall be considered
dollar activities of the corporation.

(2) Translation of income or loss of
QBUs having different functional cur-
rencies than the foreign corporation as a
whole. Where the functional currency
of a foreign corporation as a whole dif-
fers from the functional currency of
one or more of its QBUs, each such
QBU shall determine the amount of its
income or loss or earnings and profits
(or deficit in earnings and profits) in
its functional currency under the prin-
ciples of section 987 (relating to branch
transactions). The amount of income
or loss or earnings and profits (or defi-
cit in earnings and profits) of each QBU
in its functional currency shall then be
translated into the foreign corpora-
tion’s functional currency using the
appropriate exchange rate as defined in
section 989(b)(4) for purposes of deter-
mining the corporation’s income or
loss or earnings and profits (or deficit
in earnings and profits).

(e) Translation of nonfunctional cur-
rency transactions. Except for a QBU
using the dollar approximate separate
transactions method described in

§ 1.985–3, see section 988 and the regula-
tions thereunder for the treatment of
nonfunctional currency transactions.

(f) Examples. The provisions of this
section are illustrated by the following
examples:

Example 1. P, a domestic corporation, oper-
ates exclusively through foreign branch X in
Country A. X is a QBU within the meaning of
section 989(a) and its residence is Country A
as determined under section 988 (a)(3)(B).
The currency of Country A is the LC. All of
X’s purchases, sales, and expenses are in the
LC. The laws of A require X to keep books
and records in the LC. It is determined that
the LC is the currency of X under United
States generally accepted accounting prin-
ciples. This determination is based on facts
and circumstances substantially similar to
those set forth in paragraph (c)(2) of this sec-
tion. Under these facts, while the functional
currency of P is the dollar since its residence
is the United States, the functional currency
of X is the LC.

Example 2. P, a publicly-held domestic reg-
ulated investment company (as defined
under section 851), operates exclusively
through foreign branch B in Country R. B is
a QBU within the meaning of section 989(a)
and its residence is Country R as determined
under section 988(a)(3)(B). The currency of
Country R is the LC. B’s principal activities
consist of purchasing and selling stock and
securities of Country R companies and secu-
rities issued by Country R. It is determined
that the dollar is the currency of B under
United States generally accepted accounting
principles. This determination is not based
on facts and circumstances substantially
similar to those set forth in paragraph (c)(2)
of this section. Under these facts, while the
functional currency of P is the dollar since
its residence is the United States, B may
choose the LC as its functional currency be-
cause it has significant activities in the LC
provided it keeps books and records in the
LC. The fact that the dollar is the currency
of B under generally accepted accounting
principles is irrelevant for purposes of deter-
mining B’s functional currency because the
GAAP determination was not based on fac-
tors similar to those set forth in paragraph
(c)(2) of this section.

Example 3. P, a domestic bank, operates
through foreign branch X in Country R. X is
a QBU within the meaning of section 989(a)
and its residence is Country R as determined
under section 988(a)(3)(B). The currency of
Country R is the LC. The laws of R require
X to keep books and records in the LC. The
branch customarily loans dollars and LCs. In
the case of its LC loans, X ordinarily fixes
the terms of the loans by reference to a con-
temporary London Inter-Bank Offered Rate
(LIBOR) on dollar deposits. For instance, the
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interest on the amount of the outstanding
LC loan principal might equal LIBOR plus 2
percent and the amount of the outstanding
LC loan principal would be adjusted to re-
flect changes in the dollar value of the LC. X
is primarily funded with dollar-denominated
funds borrowed from related and unrelated
parties. X’s only LC activities are paying
local taxes, employee wages, and local ex-
penses such as rent and electricity. Under
these facts, X’s activities are primarily con-
ducted in dollars. Thus, although X keeps its
books and records in LCs, X’s functional cur-
rency is the dollar.

Example 4. S, a foreign corporation orga-
nized in Country U, is wholly-owned by P, a
domestic corporation. The currency of Coun-
try U is the LC. S’s sole function is acting as
a financing vehicle for P and domestic cor-
porations that are affiliated with P. All bor-
rowing and lending transactions between S
and P and its domestic affiliates are in dol-
lars. Furthermore, primarily all of S’s other
borrowings are dollar-denominated or based
on a dollar index. S’s only LC activities are
paying local taxes, employee wages, and
local expenses such as rent and electricity. S
keeps its books and records in the LC. Under
these facts, S’s activities are primarily con-
ducted in dollars. Thus, although S keeps its
books and records in LCs, S’s functional cur-
rency is the dollar.

Example 5. D is a domestic corporation
whose primary activity is the extraction of
natural gas and oil through foreign branch X
in Country Y. X is a QBU within the meaning
of section 989(a) and its residence is Country
Y as determined under section 988(a)(3)(B).
The currency of Country Y is the LC. X bills
a significant amount of its natural gas and
oil sales in dollars and a significant amount
in LCs. X also incurs significant LC and dol-
lar expenses and liabilities. The laws of
Country Y require X to keep its books and
records in the LC. It is determined that the
LC is the currency of X under United States
generally accepted accounting principles.
This determination is based on facts and cir-
cumstances substantially similar to those
set forth in paragraph (c)(2) of this section.
Absent other factors indicating that X pri-
marily conducts its activities in the dollar,
D could choose either the dollar or the LC as
X’s functional currency because X has sig-
nificant activities in both the dollar and the
LC, provided the books and records require-
ment is satisfied. If, instead, X’s activities
were determined to be primarily in the dol-
lar, then X would have to use the dollar as
its functional currency.

Example 6. S, a foreign corporation orga-
nized in Country U, is wholly-owned by P, a
domestic corporation. The currency of U is
the LC. S purchases the products it sells
from related and unrelated parties, including
P. These purchases are made in the LC. In
addition, most of S’s gross receipts are gen-

erated by transactions denominated in the
LC. S attempts to determine its LC price for
goods sold in such a manner as to obtain an
LC equivalent of a certain dollar amount
after reduction for all LC costs. However,
local market conditions sometimes result in
pricing adjustments. Thus, changes in the
LC-dollar exchange rate from period to pe-
riod generally result in corresponding
changes in the LC price of S’s products. S
pays local taxes, employee wages, and other
local expenses in the LC. It is determined
that the dollar is the currency of S under
United States generally accepted accounting
principles. This determination is not based
on facts and circumstances substantially
similar to those set forth in paragraph (c)(2)
of this section. Under these facts, S could
choose either the dollar or the LC as its
functional currency because S has signifi-
cant activities in both the dollar and the LC,
provided that the books and records require-
ment is satisfied.

Example 7. S, a foreign corporation orga-
nized in Country X, is wholly-owned by P, a
domestic corporation. S conducts all of its
operations through two branches. Branch A
is located in Country F and branch B is lo-
cated in Country G. S, A, and B are QBUs
within the meaning of section 989(a). Branch
A’s and branch B’s residences are Country F
and Country G respectively as determined
under section 988(a)(3)(B). The currency of
Country F is the FC and the currency of
Country G is the LC. The functional cur-
rencies of S, A, and B are determined in a
two step procedure.

Step 1: The functional currency of branches A
and B. Branch A and branch B both conduct
all activities in their respective local cur-
rencies. The FC is the currency of branch A
and the LC is the currency of branch B under
United States generally accepted accounting
principles. This determination is based on
facts and circumstances substantially simi-
lar to those set forth in paragraph (c)(2) of
this section. Under these facts, the func-
tional currency of branch A is the FC and
the functional currency of branch B is the
LC.

Step 2: The functional currency of S. S’s
functional currency is determined by dis-
regarding the fact that A and B are branches.
When A’s activities and B’s activities are
viewed as a whole, S determines that it only
conducts significant activities in the LC.
Therefore, S’s functional currency is the LC.
See Examples 9, 10, and 11 for how the earn-
ings and profits of a foreign corporation,
which has branches with different functional
currencies, are determined.

Example 8. Assume the same facts as in Ex-
ample 7, except that S does not exist and P
conducts all of its operations through branch
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A and branch B. In this instance P’s func-
tional currency in Step 2 is the dollar, re-
gardless of the fact that its branches’ activi-
ties viewed as a whole are in the LC, because
P is a taxpayer whose residence is the United
States under section 988(a)(3)(B)(i). There-
fore, while the functional currency of branch
A is the FC and the functional currency of
branch B is the LC, the functional currency
of P is the dollar because its residence is the
United States.

Example 9. The facts are the same as in Ex-
ample 7. ln addition, assume that in 1987
branch A has earnings of 100 FC and branch
B has earnings of 100 LC as determined under
section 987. The weighted average exchange
rate for the year is 1 FC/2 LC. Branch A’s
earnings are translated into 200 LC for pur-
poses of computing S’s earnings and profits
in 1987. Thus, the total earnings and profits
of S from branch A and branch B for 1987 is
300 LC.

Example 10. (i) X, a foreign corporation or-
ganized in Country W, is wholly-owned by P,
a domestic corporation. Both X and P are
calendar year taxpayers that began business
during 1987. X operates exclusively through
two branches, A and B both of which are lo-
cated outside of Country W. The functional
currency of X and A is the LC, while the
functional currency of B is the DC as deter-
mined under section 985 and § 1.985–1. The
earnings of B must be computed under sec-
tion 987, relating to branch transactions. In
1987, A earns 900 LCs of nonsubpart F income
and B earns 200 DCs of nonsubpart F income.
Under section 904(d)(2), A’s income is finan-
cial service income and B’s income is general
limitation income. In order to determine X’s
earnings and profits, B’s income must be
translated into LCs (the functional currency
of X). The weighted average exchange rate
for 1987 is 1 LC/2 DC. Thus, in 1987 X’s cur-
rent earnings and profits (and its post-1986
undistributed earnings) are 1000 LCs consist-
ing of 900 LCs of financial services income
earned by A and 100 LCs (200 DC/2) of general
limitation income earned by B. Neither A
nor B makes any remittances during 1987.

(ii) In 1988, neither A nor B earns any in-
come or generates any loss. On December 31,
1988, A remits 50 LCs directly to P. The re-
mittance to P is considered to be remitted
by A to X and then immediately distributed
by X as a dividend. The 50 LC remittance
does not result in an exchange gain or loss
under section 987 to X because the functional
currency of X and A is the LC. See section
987(3). Under section 904(d)(3)(D), the 50 LC
dividend is treated as income in a separate
category to the extent of the dividend’s pro
rata share of X’s earnings and profits in each
separate limitation category. Thus, 90 per-
cent, or 45 LCs, is treated as financial serv-
ices income, and 10 percent, or 5 LCs, is
treated as general limitation income. After
the dividend distribution, X has 950 LCs of

accumulated earnings and profits (and post-
1986 undistributed earnings) consisting of 855
LCs of financial service limitation income
and 95 LCs of general limitation income.

Example 11. The facts are the same as in
Example 10, except that A makes no remit-
tance during 1988 but B remits 120 DCs to X
on December 31, 1988, which X immediately
converts into LCs, and X makes no dividend
distribution during 1988. Assume that the ap-
propriate exchange rate for the remittance is
1 LC/3 DCs. B’s remittance triggers exchange
loss to X. See section 987(3). Under section
987, the exchange loss on the remittance is 20
LCs calculated as follows: 40 LCs, which is
the LC value of the 120 DC remittance (120
DCs/3), less 60 LCs, their LC basis (120 DCs/2).
This loss is sourced and characterized under
section 987 and regulations thereunder.

Example 12. F, a foreign corporation, has
gain from the disposition of a United States
real property interest (as defined in section
897(c)). The gain is taken into account as if
F were engaged in a trade or business within
the United States during the taxable year
and as if such gain were effectively con-
nected with such trade or business. F’s dis-
position activity shall be treated as a sepa-
rate QBU with a dollar functional currency
because such activity produced income that
is treated as effectively connected with a
trade or business within the United States.
Therefore, F must compute its gain from the
disposition by giving the United States real
property interest an historic dollar basis.

[T.D. 8263, 54 FR 38653, Sept. 20, 1989, as
amended by T.D. 8556, 59 FR 37672, July 25,
1994; T.D. 8765, 63 FR 10774, Mar. 5, 1998; 63 FR
15760, Apr. 1, 1998]

EFFECTIVE DATE NOTE: At 63 FR 10774,
Mar. 5, 1998, § 1.985–1 was amended by revising
paragraph (b)(2)(ii)(C), adding a sentence to
the end of paragraph (b)(2)(ii)(D), and adding
paragraph (b)(2)(ii)(E), effective Apr. 6, 1998.
At 63 FR 15760, Apr. 1, 1998, a paragraph head-
ing and designation was added for paragraph
(b)(2)(ii)(C)(1), and paragraph (b)(2)(ii)(C)(2)
was added, effective Apr. 6, 1998. For the con-
venience of the user, the superseded text is
set forth as follows:

§ 1.985–1 Functional currency.

* * * * *

(b) * * *
(2) * * *
(ii) * * *
(C) Change in functional currency. If a QBU

is required to change its functional currency
to the dollar under paragraph (b)(2)(ii)(A) of
this section, or chooses or is required to
change its functional currency to the dollar
for any open taxable year (and all subse-
quent taxable years) under § 1.985–3(a)(2)(ii),
the change is considered to be made with the
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consent of the Commissioner for purposes of
§ 1.985–4. A QBU changing functional cur-
rency must make the adjustments described
in § 1.985–5 if the year of change (as defined in
§ 1.481–1(a)(1)) begins after 1987, or the adjust-
ments described in § 1.985–6 if the year of
change begins in 1987. The adjustments de-
scribed in § 1.985–5 must be included in in-
come in the taxable year prior to the year of
change unless that prior taxable year is
closed. In that case, the adjustments must be
included in income in the year of change. No
adjustments under section 481 are required
solely because of a change in functional cur-
rency described in this paragraph
(b)(2)(ii)(C).

* * * * *

§ 1.985–2 Election to use the United
States dollar as the functional cur-
rency of a QBU.

(a) Background and scope—(1) In gen-
eral. This section permits an eligible
QBU to elect to use the dollar as its
functional currency for taxable years
beginning on or before August 24, 1994.
An election to use a dollar functional
currency is not permitted for a QBU
other than an eligible QBU. Paragraph
(b) of this section defines an eligible
QBU. Paragraph (c) of this section de-
scribes the time and manner for mak-
ing the dollar election and paragraph
(d) of this section describes the effect
of making the election. For the defini-
tion of a QBU, see section 989(a). See
§ 1.985–1(b)(2)(ii) for rules requiring a
QBU to use the dollar as its functional
currency in taxable years beginning
after August 24, 1994.

(2) Exception. Pursuant to § 1.985–
1(b)(2)(ii)(B)(2), the rules of paragraph
(c)(3) of this section shall apply with
respect to the procedure required to be
followed by a noncontrolled section 902
corporation as defined in section
904(d)(2)(E) to elect the dollar as its (or
its QBU branch’s) functional currency
and the application of § 1.985–3.

(b) Eligible QBU—(1) In general. The
term ‘‘eligible QBU’’ means a QBU that
could have used a hyperinflationary
currency as its functional currency ab-
sent the dollar election. See § 1.985–1 for
how a QBU determines its functional
currency absent the dollar election.

(2) Hyperinflationary currency. See
§ 1.985–1(b)(2)(ii)(D) for the definition of
hyperinflationary currency.

(c) Time and manner for dollar elec-
tion—(1) QBUs that are branches of
United States persons—(i) Rule. If an eli-
gible QBU is a branch of a United
States person, the dollar election shall
be made by attaching a completed
Form 8819 to the United States person’s
timely filed (taking extensions into ac-
count) tax return for the first taxable
year for which the election is to be ef-
fective.

(ii) Procedure prior to the issuance of
Form 8819. In the absence of Form 8819,
the election shall be made in accord-
ance with § 1.985–2T(c)(1). Failure to file
an amended return within the time pe-
riod prescribed in § 1.985–2T(c)(1) shall
not invalidate the dollar election if it
is established to the satisfaction of the
district director that reasonable cause
existed for such failure. A subsequent
election for 1988 will not prejudice the
taxpayer with respect to such reason-
able cause determination. Neverthe-
less, each United States person making
an election under the § 1.985–2T(c)(1)
must file a Form 8819 in the time and
manner provided in the Form’s instruc-
tions.

(2) Eligible QBUs that are controlled
foreign corporations or branches of con-
trolled foreign corporations—(i) Rule. If
an eligible QBU is a controlled foreign
corporation (as described in section
957), or a branch of a controlled foreign
corporation, the election may be made
either by the foreign corporation or by
the controlling United States share-
holders on behalf of the foreign cor-
poration by—

(A) Filing a completed Form 8819 in
the time and manner provided in the
Form’s instructions, and

(B) Providing the written notice re-
quired by paragraph (c)(2)(ii) of this
section at the time and in the manner
prescribed therein.

The term controlling United States share-
holders means those United States
shareholders (as defined in section
951(b)) who, in the aggregate, own
(within the meaning of section 958(a))
greater than 50 percent of the total
combined voting power of all classes of
stock of the foreign corporation enti-
tled to vote. If the foreign corporation
is a controlled foreign corporation (as
described in section 957) but the United
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States shareholders do not, in the ag-
gregate, own the requisite voting
power, the term ‘‘controlling United
States shareholders’’ means all the
United States shareholders (as defined
in section 951(b)) who own (within the
meaning of section 958(a)) stock of the
controlled foreign corporation.

(ii) Notice. Prior to filing Form 8819,
the controlling United States share-
holders (or the foreign corporation, if
the dollar election is made by the cor-
poration) shall provide written notice
that the dollar election will be made to
all United States persons known to be
shareholders who own (within the
meaning of section 958(a)) stock of the
foreign corporation. Such notice shall
also include all information required in
Form 8819.

(iii) Reasonable cause exception. Fail-
ure of the controlling United States
shareholders (or the foreign corpora-
tion, if the dollar election is made by
the corporation) to timely file Form
8819 or provide written notice to a
United States person required to be no-
tified by paragraph (c)(2)(ii) of this sec-
tion shall not invalidate the dollar
election, if it is established to the sat-
isfaction of the district director that
reasonable cause existed for such fail-
ure.

(iv) Procedure prior to the issuance of
Form 8819. In the absence of Form 8819,
an eligible QBU described in paragraph
(c)(2)(i) of this section shall make the
dollar election in accordance with
§ 1.985–2T(c)(2). Nevertheless, the person
or persons that made such election
must file a Form 8819 in the time and
manner provided in the Form’s instruc-
tions.

(3) Eligible QBUs that are noncontrolled
foreign corporations or branches of non-
controlled foreign corporations—(i) Rule.
If an eligible QBU is a noncontrolled
foreign corporation (a foreign corpora-
tion not described in section 957), or a
branch of a noncontrolled foreign cor-
poration, the dollar election must be
made by the corporation or the major-
ity domestic corporate shareholders on
behalf of the corporation by applying
the rules provided in paragraph
(c)(2)(i)(A) and (B), (ii), (iii), and (iv) of
this section substituting ‘‘majority do-
mestic corporate shareholders’’ for
‘‘controlling United States sharehold-

ers’’ wherever it appears therein. The
term ‘‘majority domestic corporate
shareholders’’ means those domestic
corporate shareholders (as described in
section 902(a)) who, in the aggregate,
own (within the meaning of section
958(a)) greater than 50 percent of the
total combined voting stock of all
classes of stock of the noncontrolled
foreign corporation entitled to vote
that is owned (within the meaning of
section 958(a)) by all the domestic cor-
porate shareholders.

(ii) Procedure prior to the issuance of
Form 8819. In the absence of Form 8819,
an eligible QBU described in paragraph
(c)(3)(i) of this section shall make the
dollar election in accordance with
§ 1.985–2T(c)(3). Nevertheless, the person
or persons that made such election
must file a Form 8819 in the time and
manner provided in the Form’s instruc-
tions.

(4) Others. Any other person making
a dollar election under this section
shall elect by filing Form 8819 and ful-
filling any other notice requirements
that may be required by the Commis-
sioner.

(d) Effect of dollar election—(1) General
rule. If a dollar election is made (or
considered made under paragraph (d)(3)
of this section) by or on behalf of an el-
igible QBU, the QBU shall be deemed to
have the dollar as its functional cur-
rency. Each United States person that
owns (within the meaning of section
958(a)) stock of a foreign corporation
which has the dollar as its functional
currency under § 1.985–2 must make all
of its federal income tax calculations
with respect to the foreign corporation
using the dollar as the corporation’s
functional currency (regardless of when
ownership was acquired or whether the
United States person received the writ-
ten notice required by paragraph
(c)(2)(i)(B) of this section).

(2) Computation—(i) In general. Except
as provided in paragraph (d)(2)(ii) of
this section, any eligible QBU that pur-
suant to this § 1.985–2 has a dollar func-
tional currency must compute income
or loss or earnings and profits (or defi-
cit in earnings and profits) in dollars
using the dollar approximate separate
transactions method described in
§ 1.985–3.
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(ii) Alternative method. An eligible
QBU that has a dollar functional cur-
rency pursuant to this § 1.985–2 may use
a method other than the dollar approx-
imate separate transactions method
described in § 1.985–3 only if the QBU
demonstrates to the satisfaction of the
Commissioner that it can properly em-
ploy such method. Generally, the QBU
must show that it could compute for-
eign currency gain or loss under the
principles of section 988 with respect to
each of its section 988 transactions. If
subsequently the QBU can no longer
demonstrate to the satisfaction of the
district director that it can properly
employ such an alternative method,
then the QBU will be deemed to have
changed its method of accounting to
the dollar approximate separate trans-
actions method described in § 1.985–3.
This change in accounting will be
treated as having been made with the
consent of the Commissioner. No ad-
justments under either § 1.985–5T (or
any succeeding final regulation) or sec-
tion 481(a) shall be required solely be-
cause of the change. Rather the QBU
shall begin accounting for its oper-
ations under § 1.985–3 based on its dollar
books and records as of the time of the
change.

(3) Conformity—(i) General rule. If a
dollar election is made under this
§ 1.985–2 for an eligible QBU (‘‘electing
QBU’’), then the dollar shall be the
functional currency of any related per-
son (regardless of when such person be-
came related to the electing QBU) that
is an eligible QBU, or any branch of
any such related person that is an eli-
gible QBU. For purposes of the preced-
ing sentence, the term ‘‘related per-
son’’ means any person with a relation-
ship defined in section 267 (b) to the
electing QBU (or to the United States
or foreign person of which the electing
QBU is a part). In determining whether
two or more corporations are members
of the same controlled group under sec-
tion 267(b)(3), a person is considered to
own stock owned directly by such per-
son, stock owned with the application
of section 1563(e)(1), and stock owned
with the application of section 267(c).

(ii) Branches of United States and for-
eign persons. If a dollar election is made
for a QBU branch of any person, each
eligible QBU branch of such person

shall have the dollar as its functional
currency.

(4) Required adjustments. If an eligible
QBU’s functional currency changes due
to a dollar election, or due to the con-
formity requirements of paragraph
(d)(3) of this section, such change shall
be deemed for purposes of § 1.9B5–4 to
be consented to by the Commissioner.
No adjustments under section 481(a)
shall be required solely because of the
change. However, the QBU must make
those adjustments required by § 1.985–
5T (or any succeeding final regulation).

(5) Taxable year conformity required.
Generally, the adjustments required by
paragraph (d)(4) of this section shall be
made for a related person’s taxable
year—

(i) That includes the date in which
the electing QBU made the dollar elec-
tion if the person was related to such
electing QBU at any time during the
QBU’s taxable year that includes such
date, or

(ii) During which the person first be-
comes related to any electing QBU, in
all other cases.

For purposes of this paragraph (d)(5),
the date in which the electing QBU
makes the dollar election shall be the
last day of the electing QBU’s taxable
year. The district director may permit
the related party to make such adjust-
ments beginning one taxable year later
if, in the district director’s sole judg-
ment, reasonable cause exists for the
related party not being able to make
the required adjustments for the ear-
lier year.

(6) Availability of election. A dollar
election may be made by or on behalf
of a QBU, or considered made under the
conformity rule of paragraph (d)(3), in
any year in which the QBU is an eligi-
ble QBU. If a dollar election is not
made by or on behalf of a QBU for its
first taxable year beginning after De-
cember 31, 1986 in which it is an eligible
QBU, then any dollar election made by
or on behalf of the QBU, or considered
made under the conformity rules of
paragraph (d)(3) of this section, that re-
sults in a change in the QBU’s func-
tional currency shall be treated as hav-
ing been made with the consent of the
Commissioner. In such a case, however,
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the taxpayer must make those adjust-
ments required by § 1.985–5T (or any
succeeding final regulation).

(7) Effect of changed circumstances. Re-
gardless of any change in cir-
cumstances (e.g., a currency ceases to
qualify as hyperinflationary), a QBU
whose functional currency is the dollar
under this section may change its func-
tional currency only if the QBU com-
plies with § 1.985–4.

(8) Examples. The provisions of this
section are illustrated by the following
examples.

Example 1. X is a calendar year domestic
corporation that in 1987 establishes a branch,
A, in Country Z. A’s functional currency
under sections 985(b)(1) and (2) and § 1.985–1 is
the ‘‘h’’, the currency of Country Z. The cu-
mulative inflation in Country Z exceeds 100
percent for the thirty-six months prior to
January 1987, as measured by the consumer
price index of Country Z listed in the month-
ly issues of the ‘‘International Financial
Statistics’’. Accordingly, A is an eligible
QBU in 1987 because the h is a
hyperinflationary currency. Thus, X may
elect the dollar as the functional currency of
A for 1987.

Example 2. The facts are the same as in Ex-
ample (1). X does not elect the dollar as the
functional currency of A for 1987. Rather, X
elects the dollar as the functional currency
of A for l991, a year A is an eligible QBU. The
election constitutes a change in A’s func-
tional currency that is made with the con-
sent of the Commissioner. However, A must
make the adjustments required under § 1.985–
5T (or any succeeding final regulation).

Example 3. X is a domestic corporation that
establishes A, an eligible QBU branch. X is
wholly owned by domestic corporation Y. Y
has an eligible QBU branch, B. Both X and Y
are calendar year taxpayers. X makes a dol-
lar election for A in 1987. Thus, A is an elect-
ing QBU. X and Y are related persons as de-
fined in section 267(b) (i.e., Y has a relation-
ship under section 267(b)(3) to X, the corpora-
tion of which A is a part). Therefore, the dol-
lar election by X for A in 1987 results in B,
the eligible QBU branch of Y, also having the
dollar as its functional currency for 1987.

Example 4. The facts are the same as in Ex-
ample 3, except that Y does not have an eli-
gible QBU branch but owns all the stock of
C, a calendar year controlled foreign cor-
poration, which is not itself an eligible QBU
but which has an eligible QBU branch, D. X
and C are related persons as defined in sec-
tion 267(b) (i.e., C has a relationship under
section 267(b)(3) to X, the corporation of
which A is a part). Therefore, the dollar elec-
tion by X for A in 1987 results in D, the eligi-

ble QBU branch of C, also having the dollar
as its functional currency for 1987.

Example 5. X, whose taxable year ends Sep-
tember 30, is an eligible QBU that does not
use the dollar as its functional currency. X is
wholly-owned by domestic corporation W. On
January 1, 1989, X acquires all the stock of Y,
an unrelated eligible QBU that made the dol-
lar election under § 1.985–2. Y is a calendar
year taxpayer. After the stock purchase, X
and Y are related persons as defined in sec-
tion 267(b). Under §§ 1.985–2(d)(3) and (5), the
dollar shall be the functional currency of X,
any person related to X, and any branch of
such related person that is an eligible QBU
beginning with the taxable year that in-
cludes December 31, 1989. Thus, X must
change to the dollar for its taxable year be-
ginning October 1, 1988. However, the district
director may allow X to change to the dollar
for its taxable year beginning October 1, 1989,
provided reasonable cause exists. Those
QBUs changing to the dollar as their func-
tional currency as the result of the conform-
ity requirements must make the adjust-
ments required under § 1.985–5T (or any suc-
ceeding final regulation).

Example 6. The facts are the same as in Ex-
ample 5, except that before X purchased the
Y stock, X made the dollar election under
§ 1.985–2 but Y did not use the dollar as its
functional currency. Under §§ 1.985–2(d)(3) and
(5) the dollar shall be the functional cur-
rency of Y, any person related to Y, and any
branch of such related person that is an eli-
gible QBU beginning with the taxable year
that includes September 30, 1989. Thus, Y
must change to the dollar for its taxable
year beginning January 1, 1989. However the
district director may allow Y to change to
the dollar for its taxable year beginning Jan-
uary 1, 1990, provided reasonable cause ex-
ists. Those QBUs changing to the dollar as
their functional currency as the result of the
conformity requirements must make the ad-
justments required under § 1.985–5T (or any
succeeding final regulation).

[T.D. 8263, 54 FR 38656, Sept. 20, 1989, as
amended by T.D. 8556, 59 FR 37673, July 25,
1994]

§ 1.985–3 United States dollar approxi-
mate separate transactions method.

(a) Scope and effective date—(1) Scope.
This section describes the United
States dollar (dollar) approximate sep-
arate transactions method of account-
ing (DASTM). For all purposes of sub-
title A, this method of accounting
must be used to compute the gross in-
come, taxable income or loss, or earn-
ings and profits (or deficit in earnings
and profits) of a QBU (as defined in sec-
tion 989(a)) that has the dollar as its
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functional currency pursuant to § 1.985–
1(b)(2).

(2) Effective date—(i) In general. This
section is effective for taxable years
beginning after August 24, 1994.

(ii) DASTM prior-year election. A tax-
payer may elect to apply this section
to any open taxable year beginning
after December 31, 1986 (whether or not
DASTM has been previously elected for
some or all of those years). In order to
make this election, the taxpayer must
apply § 1.985–3 to that year and all sub-
sequent years. In addition, each person
that is related (within the meaning of
§ 1.985–3(e)(2)(vi)) to the taxpayer on the
last day of any taxable year for which
the election is effective and that would
have been eligible to elect DASTM
must also apply these rules to that
year and all subsequent years. A tax-
payer that has not previously elected
to apply DASTM to its prior taxable
years may make the DASTM election
for the pertinent years by filing
amended returns and complying with
the applicable election procedures of
§ 1.985–2. Form 8819 shall be attached to
the return for the first year for which
the election is to be effective. A tax-
payer that has elected DASTM for
prior taxable years and applied the
rules under § 1.985–3 (as contained in
the April 1, 1994 edition of 26 CFR part
1 (1.908 to 1.1000)) may amend its re-
turns to apply the rules of this § 1.985–
3. In either case, the DASTM election
for prior taxable years shall be deemed
to be made with the consent of the
Commissioner.

(b) Statement of method. Under
DASTM, income or loss or earnings and
profits (or a deficit in earnings and
profits) of a QBU for its taxable year
shall be determined in dollars by—

(1) Preparing an income or loss state-
ment from the QBU’s books and
records (within the meaning of
§ 1.989(a)–1(d)) as recorded in the QBU’s
hyperinflationary currency (as defined
in § 1.985–1(b)(2)(ii)(D));

(2) Making the adjustments nec-
essary to conform such statement to
United States generally accepted ac-
counting principles and tax accounting
principles (including reversing mone-
tary correction adjustments required
by local accounting principles);

(3) Translating the amounts of
hyperinflationary currency as shown
on such adjusted statement into dol-
lars in accordance with paragraph (c)
of this section; and

(4) Adjusting the resulting dollar in-
come or loss or earnings and profits (or
deficit in earnings and profits) and,
where necessary, particular items of
gross income, deductible expense or
other amounts, in accordance with
paragraph (e) of this section to reflect
the amount of DASTM gain or loss as
determined under paragraph (d) of this
section.

(c) Translation into United States dol-
lars—(1) In general. Except as otherwise
provided in this paragraph (c), the
amounts shown on the income or loss
statement, as adjusted under para-
graph (b)(2) of this section, shall be
translated into dollars at the exchange
rate (as defined in paragraph (c)(6) of
this section) for the translation period
(as defined in paragraph (c)(7) of this
section) to which they relate. However,
if the QBU previously changed its func-
tional currency to the dollar, and the
rules of § 1.985–5 (or, if applicable,
§ 1.985–5T, as contained in the April 1,
1993 edition of 26 CFR part 1 (1.908 to
1.1000)) applied in translating its bal-
ance sheet amounts into dollars, then
the spot exchange rate applied under
those rules shall be used to translate
any amount that would otherwise be
translated at a rate determined by ref-
erence to a translation period prior to
the change in functional currency. For
example, depreciation with respect to
an asset acquired while the QBU had a
nondollar functional currency shall be
translated into dollars at the spot rate
on the last day of the taxable year be-
fore the year of change to a dollar
functional currency, rather than at the
rate for the period in which the asset
was acquired.

(2) Cost of goods sold. The dollar value
of cost of goods sold shall equal the
sum of the dollar values of beginning
inventory and purchases less the dollar
value of closing inventory as these
amounts are determined under para-
graph (c)(3) of this section.

(3) Beginning inventory, purchases, and
closing inventory—(i) Beginning inven-
tory. Amounts representing beginning
inventory shall be translated so as to
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obtain the same amount of dollars
which represented such items in the
closing inventory balance for the pre-
ceding taxable year.

(ii) Purchases. Amounts representing
items purchased or otherwise first in-
cluded in inventory during the taxable
year shall be translated at the ex-
change rate for the translation period
in which the cost of such items was in-
curred.

(iii) Closing inventory—(A) In general.
Amounts representing items included
in the closing inventory balance shall
be translated at the exchange rate for
the translation period in which the
cost of such items was incurred. How-
ever, if amounts representing items in-
cluded in the closing inventory balance
are either valued at market or written
down to market value, they shall be
translated at the exchange rate exist-
ing on the last day of the taxable year.
For purposes of determining lower of
cost or market, items of inventory in-
cluded in the closing inventory balance
shall be translated into dollars at the
exchange rate for the translation pe-
riod in which the cost of such items
was incurred and compared with mar-
ket as determined in the QBU’s
hyperinflationary currency translated
into dollars at the exchange rate exist-
ing on the last day of the taxable year.

(B) Determination of translation period.
The method used to determine the
translation period of amounts rep-
resenting items of closing inventory
for purposes of paragraph (c)(3)(iii)(A)
of this section may be based upon rea-
sonable approximations and averages,
including rates of turnover, provided
that the method is used consistently
from year to year.

(4) Depreciation, depletion, and amorti-
zation. Amounts representing allow-
ances for depreciation, depletion, or
amortization shall be translated at the
exchange rate for the translation pe-
riod in which the cost of the underly-
ing asset was incurred, except as pro-
vided in paragraph (c)(1) of this sec-
tion.

(5) Prepaid expenses or income.
Amounts representing expense or in-
come paid or received in a prior tax-
able year shall be translated at the ex-
change rate for the translation period

during which they were paid or re-
ceived.

(6) Exchange rate. The exchange rate
for a translation period may be deter-
mined under any reasonable method,
provided that the method is consist-
ently applied to all translation periods
and conforms to the taxpayer’s method
of financial accounting. Reasonable
methods include the average of begin-
ning and ending exchange rates for the
translation period and the spot rate on
the last day of the translation period.
Once chosen, a method for determining
an exchange rate can be changed only
with the consent of the district direc-
tor.

(7) Translation period—(i) In general.
Except as provided in paragraphs
(c)(3)(iii)(B) and (c)(7)(ii) of this sec-
tion, a translation period shall be each
month within a QBU’s taxable year.

(ii) Exception. A taxpayer may divide
its taxable year into translation peri-
ods of equal length (with not more
than one short period annually) that
are less than one month. Once such a
translation period is established, it
may not be changed without the con-
sent of the district director.

(8) Dollar transactions—(i) In general.
Except as provided in paragraph
(c)(8)(ii) of this section, no DASTM
gain or loss is realized with respect to
dollar transactions since the dollar is
the functional currency of the QBU.
Thus, the amount of any payment or
receipt of dollars shall be reflected in
the income or loss statement by the
amount of such dollars. Also, the in-
come or loss attributable to any trans-
action in which the amount that a QBU
is entitled to receive (or is required to
pay) by reason of such transaction is
denominated in terms of the dollar, or
is determined by reference to the value
of the dollar, must be computed trans-
action by transaction. For example, if
a foreign corporation lends 20 LC when
20 LC=$20 and is entitled to receive the
LC equivalent of $20 at maturity plus a
market rate of interest in dollars (or
its LC equivalent), the loan is a dollar
transaction. Similarly, this paragraph
applies to any transaction that is de-
termined to be a dollar transaction
under section 988.

(ii) Non-dollar functional currency. If
pursuant to § 1.985–1(b)(2)(ii)(B)(1), a
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QBU is required to use a functional
currency other than the dollar, then
that currency shall be substituted for
the dollar in applying paragraph
(c)(8)(i) of this section.

(9) Third currency transactions.—A
taxpayer may use any reasonable
method of accounting for transactions
described in sections 988(c)(1)(B) and
(C) that are denominated in, or deter-
mined by reference to, a currency other
than the QBU’s hyperinflationary cur-
rency or the dollar (third currency
transactions) so long as such method is
consistent with its method of financial
accounting.

(10) Examples. The provisions of this
paragraph (c) are illustrated by the fol-
lowing examples:

Example 1. S is an accrual basis QBU that
is required to use the dollar as its functional
currency for its first taxable year beginning
in 1994. S’s hyperinflationary currency is the
‘‘h.’’ During 1994, S accrues 100 dollars attrib-

utable to dollar-denominated sales. Because
this is a dollar transaction under paragraph
(c)(8) of this section, S’s income or loss for
1994 shall reflect the 100 dollars (not the
hyperinflationary value of such dollars when
accrued).

Example 2. (i) S is an accrual basis QBU
that is required to use the dollar as its func-
tional currency for its first taxable year be-
ginning in 1994. S’s hyperinflationary cur-
rency is the ‘‘h.’’ During 1994, S’s sales
amounted to 240,000,000h, its currently de-
ductible expenses were 26,000,000h, and its
total inventory purchases amounted to
100,000,000h. During January and February of
1994, S purchased depreciable assets for
80,000,000h and was allowed depreciation of
4,000,000h. At the end of 1994, S’s closing in-
ventory was 23,000,000h. No election to use a
translation period other than the month is
made, S had no transactions described in
paragraph (c)(8) or (c)(9) of this section, and
S’s closing inventory was computed on the
first-in, first-out inventory method. S’s ad-
justed income or loss statement for 1994 is
translated into dollars as follows:

Hyperinflationary
currency

Exchange
rate

United States
dollars

Sales

(Jan.–Feb.) .......................................................................................................... 10,000,000h 1 20:1 $500,000
(Mar.–Apr.) .......................................................................................................... 20,000,000 21:1 952,381
(May.–June.) ....................................................................................................... 50,000,000 22:1 2,272,727
(July) ................................................................................................................... 50,000,000 23:1 2,173,913
(August) ............................................................................................................... 20,000,000 26:1 769,231
(Sept.) ................................................................................................................. 20,000,000 28:1 714,286
(Oct.) ................................................................................................................... 20,000,000 29:1 689,655
(Nov.) .................................................................................................................. 20,000,000 30:1 666,667
(Dec.) .................................................................................................................. 30,000,000 31:1 967,742

Total ......................................................................................................... 240,000,000h .................. 9,706,602

Cost of Goods Sold

Opening Inventory Purchases: 0 .................. 0
(Jan.–Feb.) ................................................................................................... 15,000,000h 20:1 750,000
(Mar.–Apr.) ................................................................................................... 10,000,000 21:1 476,190
(May–June) .................................................................................................. 30,000,000 22:1 1,363,636
(July) ............................................................................................................ 20,000,000 23:1 869,565
(August) ....................................................................................................... 10,000,000 26:1 384,615
(Sept.) .......................................................................................................... 5,000,000 28:1 178,571
(Oct.) ............................................................................................................ 5,000,000 29:1 172,414
(Nov.) ........................................................................................................... 2,500,000 30:1 83,333
(Dec.) ........................................................................................................... 2,500,000 31:1 80,645

Less Closing Inventory ....................................................................................... (23,000,000) (2) (822,655)

77,000,000h .................. 3,536,314

1 Where multiple months are indicated, the exchange rate applies for all months.
2 See paragraph (ii) of this Example.

(ii) Since S uses the first-in, first-out in-
ventory method, the closing inventory is as-
sumed to consist of purchases made during

the most recent translation period as fol-
lows:

Hyperinflationary
currency Exchange rate United States

dollars

December ........................................................................................................ 2,500,000h 31:1 $ 80,645
November ........................................................................................................ 2,500,000 30:1 83,333
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Hyperinflationary
currency Exchange rate United States

dollars

October ........................................................................................................... 5,000,000 29:1 172,414
September ....................................................................................................... 5,000,000 28:1 178,571
August ............................................................................................................. 8,000,000 26:1 307,692

Total ..................................................................................................... 23,000,000h ........................ 822,655

Non-Capitalized Expenses

(Jan.–Feb.) ...................................................................................................... 4,000,000h 20:1 200,000
(Mar.–Apr.) ...................................................................................................... 2,500,000 21:1 119,048
(May–June) ..................................................................................................... 2,500,000 22:1 113,636
(July) ............................................................................................................... 2,000,000 23:1 86,957
(August) ........................................................................................................... 3,000,000 26:1 115,385
(Sept.) ............................................................................................................. 3,000,000 28:1 107,143
(Oct.) ............................................................................................................... 2,000,000 29:1 68,966
(Nov.) .............................................................................................................. 3,000,000 30:1 100,000
(Dec.) .............................................................................................................. 4,000,000 31:1 129,032

Total ..................................................................................................... 26,000,000h ........................ 1,040,167
Depreciation .................................................................................................... 4,000,000h 20:1 200,000

Total Cost & Expenses ........................................................................ 107,000,000h ........................ 4,776,481

Operating Profit ............................................................................................... 133,000,000h ........................ 4,930,121

(d) Computation of DASTM gain or
loss—(1) Rule. DASTM gain or loss of a
QBU equals—

(i) The net worth of the QBU (as de-
termined under paragraph (d)(2) of this
section) at the end of the taxable year
minus the net worth of the QBU at the
end of the preceding taxable year; plus

(ii) The dollar amount of the items
described in paragraph (d)(3) of this
section and minus the dollar amount of
the items described in paragraph (d)(4)
of this section; minus

(iii) The amount of dollar income or
earnings and profits (or plus the
amount of any dollar loss or deficit in
earnings and profits) as determined for
the taxable year pursuant to para-
graphs (b)(1) through (b)(3) of this sec-
tion.

(2) Net worth. Net worth of a QBU at
the end of any taxable year equals the
aggregate dollar amount representing
assets on the QBU’s balance sheet at
the end of the taxable year less the ag-
gregate dollar amount representing li-
abilities on the balance sheet. Notwith-
standing any other provision in this
paragraph (d)(2), the district director
may adjust the amount of any asset or
liability if a purpose for acquiring (or
disposing of) the asset or incurring (or
discharging) the liability is to manipu-
late the composition of the balance
sheet for any period during the taxable

year in order to avoid tax. The tax-
payer shall determine net worth by—

(i) Preparing a balance sheet as of
the end of the taxable year from the
QBU’s books and records (within the
meaning of § 1.989(a)–1(d)) as recorded
in the QBU’s hyperinflationary cur-
rency;

(ii) Making adjustments necessary to
conform such balance sheet to United
States generally accepted accounting
principles and tax accounting prin-
ciples (including reversing monetary
correction adjustments required by
local accounting principles); and

(iii) Translating the asset and liabil-
ity amounts shown on the balance
sheet into United States dollars in ac-
cordance with paragraph (d)(5) of this
section.

(3) Positive adjustments. The items de-
scribed in this paragraph (d)(3) are divi-
dend distributions for the taxable year
and any items that decrease net worth
for the taxable year but that generally
do not affect income or loss or earnings
and profits (or a deficit in earnings and
profits). Such items include a transfer
to the home office of a QBU branch and
a return of capital. Except as otherwise
provided by ruling or administrative
pronouncement, the amount of a trans-
fer to the home office of a QBU branch,
a dividend, or a distribution that is a
return of capital shall be translated
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into dollars at the exchange rate on
the date the amount is paid.

(4) Negative adjustments. The items de-
scribed in this paragraph (d)(4) are
items that increase net worth for the
taxable year but that generally do not
affect income or loss or earnings and
profits (or a deficit in earnings and
profits). Such items include a capital
contribution or a transfer from a home
office to a QBU branch. Except as oth-
erwise provided by ruling or adminis-
trative pronouncement, if the contribu-
tion or transfer is not in dollars, the
amount of a capital contribution or
transfer shall be translated into dollars
at the exchange rate on the date made.

(5) Translation of balance sheet. Asset
and liability amounts shown on the
balance sheet in hyperinflationary cur-
rency (adjusted pursuant to paragraph
(d)(2)(ii) of this section) shall be trans-
lated into dollars as provided in this
paragraph (d)(5). However, if the QBU
previously changed its functional cur-
rency to the dollar and the rules of
§ 1.985–5 (or, if applicable, § 1.985–5T, as
contained in the April 1, 1993 edition of
26 CFR part 1 (1.908 to 1.1000)) applied
in translating its balance sheet
amounts into dollars, then the spot ex-
change rate applied under those rules
shall be used to translate any amount
that would otherwise be translated at a
rate determined by reference to a
translation period prior to the change
in functional currency. For example,
the basis of real property acquired
while the QBU had a nondollar func-
tional currency shall be translated into
dollars at the spot rate on the last day
of the taxable year before the year of
change to a dollar functional currency,
rather than at the rate for the period
in which the cost was incurred.

(i) Closing inventory. Amounts rep-
resenting items of inventory included
in the closing inventory balance shall
be translated in accordance with para-
graph (c)(3)(iii) of this section.

(ii) Bad debt reserves. Amounts rep-
resenting bad debt reserves shall be
translated at the exchange rate for the
last translation period for the taxable
year.

(iii) Prepaid income or expense.
Amounts representing expenses or in-
come paid or received in a prior tax-
able year shall be translated in accord-

ance with paragraph (c)(5) of this sec-
tion.

(iv) Hyperinflationary currency.
Amounts of the hyperinflationary cur-
rency and hyperinflationary demand
deposit balances shall be translated at
the exchange rate for the last trans-
lation period of the taxable year.

(v) Certain assets—(A) In general.
Amounts representing plant, real prop-
erty, equipment, goodwill, and patents
and other intangibles shall be trans-
lated at the exchange rate for the
translation period in which the cost of
the asset was incurred.

(B) Adjustment to certain assets.
Amounts representing depreciation, de-
pletion, and amortization reserves
shall be translated in accordance with
paragraph (c)(4) of this section.

(vi) Hyperinflationary debt obligations.
Except as provided in paragraph
(d)(5)(vii) of this section, amounts rep-
resenting a hyperinflationary debt ob-
ligation (including accounts receivable
and payable) shall be translated at the
exchange rate for the last translation
period for the taxable year.

(vii) Accrued foreign income taxes.
Amounts representing an accrued but
unpaid foreign income tax shall be
translated at the exchange rate on the
last day of the last translation period
of the taxable year of accrual.

(viii) Certain hyperinflationary finan-
cial instruments. Amounts representing
any item described in section
988(c)(1)(B)(iii) (relating to forward
contracts, futures contracts, options,
or similar financial instruments) de-
nominated in or determined by ref-
erence to the hyperinflationary cur-
rency shall be translated at the ex-
change rate for the last translation pe-
riod for the taxable year.

(ix) Other assets and liabilities.
Amounts representing assets and li-
abilities, other than those described in
paragraphs (d)(5)(i) through (viii) of
this section, shall be translated at the
exchange rate for the translation pe-
riod in which the cost of the asset or
the amount of the liability was in-
curred.

(6) Dollar transactions. Notwithstand-
ing any other provisions of this para-
graph (d), where the amount represent-
ing an item shown on the balance sheet
reflects a dollar transaction (described

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00548 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



553

Internal Revenue Service, Treasury § 1.985–3

in paragraph (c)(8) of this section), the
transaction shall be taken into account
in accordance with that paragraph.

(7) Third currency transactions. A tax-
payer may use any reasonable method
of accounting for transactions de-
scribed in section 988(c)(1)(B) and (C)
that are denominated in, or determined
by reference to, a currency other than
the QBU’s hyperinflationary currency
or the dollar (third currency trans-
actions), so long as such method is con-
sistent with its method of financial ac-
counting.

(8) Character. The amount of DASTM
gain or loss determined under para-
graph (d)(1) of this section shall be or-
dinary income or loss.

(9) Example. The provisions of this
paragraph (d) are illustrated by the fol-
lowing example:

Example. (i) S, an accrual method calendar
year foreign corporation, uses DASTM. S’s
hyperinflationary currency is the ‘‘h.’’ S’s

net worth at December 31, 1993 was $3,246,495.
For 1994, S’s operating profit is 81,340,000h, or
$2,038,200. S made a 5,000,000h distribution in
April and again in December of 1994. S’s
translation period is the month. None of S’s
assets or liabilities reflect a dollar or third
currency transaction described in paragraph
(c)(8) or (c)(9) of this section, respectively.
The exchange rate for each month in 1994 is
as follows:

January 32h:$1
Feb.–Mar. 33:1
April–May 34:1
June 35:1
July 36:1
Aug.–Sept. 37:1
Oct. 38:1
Nov. 39:1
Dec. 40:1

(ii) At the end of 1994, S’s assets and liabil-
ities, as adjusted and translated pursuant to
paragraphs (d)(2) and (d)(5) of this section,
are as follows:

Hyperin-
flationary Exchange rate U.S. dollar

Hyperinflationary cash on hand ......................................................................... 40,000h 40:1 $1,000
Checking account ........................................................................................... 400,000 40:1 10,000

Accounts Receivable- 30 Day Accounts ........................................................... 20,000,000 1 40:1 500,000
60 Day Accounts ........................................................................................ 25,000,000 40:1 625,000

Inventory ............................................................................................................ 65,000,000 (2) 2,500,000
Fixed assets—Property ...................................................................................... 90,000,000 27:1 3,333,333

Plant ............................................................................................................ 190,000,000 (3) 6,785,714
Accumulated Depreciation ................................................................... (600,000) (3) (21,428)

Equipment ................................................................................................... 10,000,000 (4) 340,000
Accumulated Depreciation ................................................................... (400,000) (4) (13,333)

Common Stock—Stock A .................................................................................. 500,000 34:1 14,706
Stock B .................................................................................................... 400,000 26:1 15,385

Preferred Stock .................................................................................................. 1,000,000 32:1 31,250
C.D.s .................................................................................................................. 5,000,000 40:1 125,000

Total Assets ............................................................................................ 406,340,000 14,246,627
Accounts Payable Long-term liabilities: 35,000,000 40:1 875,000

Liability A .................................................................................................... 150,000,000 40:1 3,750,000
Liability B .................................................................................................... 80,000,000 40:1 2,000,000
Liability C .................................................................................................... 30,000,000 40:1 750,000

Total Liabilities ........................................................................................ 295,000,000h $7,375,000

1 S ages its accounts receivable and groups them into two categories—those outstanding for 30 days and those outstanding
for 60 days.

2 Translated the same as closing inventory under paragraph (c)(3)(iii).
3 The cost of S’s plant was incurred in several translation periods. Therefore, the dollar cost and dollar depreciation reflect sev-

eral translation rates.
4 S has a variety of equipment. Therefore, S’s dollar basis represents the sum of the hyperinflationary cost of each, translated

according to the exchange rate for the translation period incurred.

(iii) The DASTM gain of S for 1994 is com-
puted as follows:
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Net worth—1994 .................. $6,871,627
Less—Net worth—1993 .................. $3,246,495
Plus—1994 Dividends:

April $149,254
December 1 126,582 275,836

Less Operating Profit—1994 .................. 2,038,200
DASTM Gain .................. $1,862,768

1 The exchange rates on the date of the April and December dividends were 33.5h:$1 and 39.5h:$1,
respectively.

(iv) Thus, total profit = $2,038,200 +
$1,862,768 = $3,900,968

(e) Effect of DASTM gain or loss on
gross income, taxable income, or earnings
and profits—(1) In general. For all pur-
poses of subtitle A, the amount of
DASTM gain or loss of a QBU deter-
mined under paragraph (d) of this sec-
tion is taken into account by the QBU
for purposes of determining the
amount of its gross income, taxable in-
come or loss, earnings and profits (or
deficit in earnings and profits), and,
where necessary, particular items of
income, expense or other amounts.
DASTM gain or loss is allocated under
one of two methods. Certain small
QBUs may elect the small QBU DASTM
allocation described in paragraph (e)(2)
of this section. All other QBUs must
use the 9-step procedure described in
paragraph (e)(3) of this section.

(2) Small QBU DASTM allocation—(i)
Election threshold. A taxpayer may
elect to use the small QBU DASTM al-
location described in paragraph
(e)(2)(iv) of this section with respect to
a QBU that has an adjusted basis in as-
sets (translated as provided in para-
graph (d)(5) of this section) of $10 mil-
lion or less at the end of any taxable
year. In calculating the $10 million
threshold, a QBU shall be treated as
owning all of the assets of each related
QBU (as defined in paragraph (e)(2)(vi)
of this section) having its residence (as
defined in section 988(a)(3)(B)) in the
QBU’s country of residence (related
same- country QBU). For this purpose,
appropriate adjustment shall be made
to eliminate the double counting of as-
sets created in transactions between
related QBUs resident in the same
country. For example, assume QBU–1,
resident in country X, sells inventory
to related QBU–2, also resident in coun-
try X, in exchange for an account re-

ceivable. For purposes of determining
the assets of QBU–1 under this para-
graph (e)(2)(i), the taxpayer shall take
into account either the inventory
shown on the books of QBU–2 or QBU–
1’s receivable from QBU–2 (but not
both).

(ii) Consent to election. The election of
the small QBU DASTM allocation or
subsequent application of the rules of
paragraph (e)(3) of this section due to
an increase in the adjusted basis of the
QBU’s assets shall be deemed to have
been made with the consent of the
Commissioner. Once the election under
paragraph (e)(2)(iii) of this section is
made, it shall apply for all years in
which the adjusted basis of the assets
of the QBU (and any related same-
country QBU) is $10 million or less, un-
less revoked with the Commissioner’s
consent. If the adjusted basis of the as-
sets of the QBU (and any related same-
country QBU) exceeds $10 million at
the end of any taxable year, the rules
of paragraph (e)(3) of this section shall
apply to that QBU (and any related
same-country QBU) for such year and
each subsequent year unless such QBU
again qualifies, and applies for and ob-
tains the Commissioner’s consent, to
use the small QBU DASTM allocation.
However, if a QBU acquires assets with
a principal purpose of avoiding the ap-
plication of paragraph (e)(2)(iv) of this
section, the Commissioner may dis-
regard the acquisition of such assets.

(iii) Manner of making election—(A)
QBUs that are branches of United States
persons. For the first year in which this
election is effective, in the case of a
QBU branch of a United States person,
a statement shall be attached to the
United States person’s timely filed
Federal income tax return (taking ex-
tensions into account). The statement
shall identify the QBU (or QBUs) for
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which the election is being made by de-
scribing its business and its country of
residence, state the adjusted basis of
the assets of the QBU (and any related
same-country QBUs) to which the elec-
tion applies, and include a statement
that the election is being made pursu-
ant to § 1.985–3(e)(2).

(B) Other QBUs. In the case of a QBU
other than one described in paragraph
(e)(2)(iii)(A) of this section, an election
must be made in the manner prescribed
in § 1.964–1. The statement filed with
the Internal Revenue Service as re-
quired under § 1.964–1 must include the
information required under paragraph
(e)(2)(iii)(A) of this section.

(iv) Effect of election. If a taxpayer
elects under this paragraph (e)(2) to use
the small QBU DASTM allocation,
DASTM gain or loss, as determined
under paragraph (d) of this section, of a
small QBU shall be allocated ratably to
all items of the QBU’s gross income
(determined prior to adjustment for
DASTM gain or loss). Therefore, for
purposes of the foreign tax credit,
DASTM gain or loss shall be allocated
on the basis of the relative amounts of
gross income in each separate category
as defined in § 1.904–5(a)(1). In the case
of a controlled foreign corporation
(within the meaning of section 957 or
953(c)(1)(B)), for purposes of section 952,
DASTM gain or loss shall be allocated
to subpart F income in a separate cat-
egory in the same ratio that the gross
subpart F income in that category for
the taxable year bears to its total gross
income in that category for the taxable
year.

(v) Conformity. If a person (or a QBU
of such person) makes an election
under this paragraph (e)(2) to use the
small QBU DASTM allocation, then
each QBU of any related person (as de-
fined in paragraph (e)(2)(vi) of this sec-
tion) that satisfies the threshold re-
quirement of paragraph (e)(2)(i) of this
section (after application of the aggre-
gation rule of paragraph (e)(2)(i) of this
section) shall be deemed to have made
the election.

(vi) Related person. The term related
person means any person with a rela-
tionship to the QBU (or to the United
States or foreign person of which the
electing QBU is a part) that is defined
in section 267(b) or section 707(b).

(3) DASTM 9-step procedure—(i) Step
1—prepare balance sheets. The taxpayer
shall prepare an opening and a closing
balance sheet for the QBU for each bal-
ance sheet period during the taxable
year. The balance sheet period is the
most frequent period for which balance
sheet data are reasonably available
(but in no event less frequently than
quarterly). The balance sheet period
may not be changed without the con-
sent of the district director. The bal-
ance sheets must be prepared under the
principles of paragraph (d)(2) of this
section.

(ii) Step 2—identify certain assets and
liabilities. The taxpayer shall identify
each item on the balance sheet that is
described in section 988(c)(1)(B) or (C)
and that would have been translated
under paragraph (d)(5) of this section
into dollars at the exchange rate for
the last translation period for the tax-
able year (or the exchange rate on the
last day of the last translation period
of the taxable year in the case of an ac-
crued foreign income tax liability).

(iii) Step 3—characterize the assets.
The taxpayer shall characterize and
group the assets identified in para-
graph (e)(3)(ii) of this section (Step 2)
according to the source and the type of
income that they generate, have gen-
erated, or may reasonably be expected
to generate by applying the principles
of § 1.861–9T(g)(3) or its successor regu-
lation (relating to characterization of
assets for purposes of interest expense
allocation). If a purpose for a tax-
payer’s business practices is to manip-
ulate asset characterization or
groupings, the district director may al-
locate or apportion DASTM gain or
loss attributable to the assets. Thus, if
a taxpayer that previously did not sep-
arately state interest on accounts re-
ceivable begins to impose an interest
charge and a purpose for the change
was to manipulate tax characteriza-
tions or groupings, then the district di-
rector may require that none of the
DASTM gain or loss attributable to
those receivables be allocated or appor-
tioned to interest income.

(iv) Step 4—determine DASTM gain or
loss attributable to certain assets—(A)
General rule. The taxpayer shall deter-
mine the dollar amount of DASTM
gain or loss attributable to assets in
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each group identified in paragraph
(e)(3)(iii) of this section (Step 3) as fol-
lows:

bb eb er br+( ) ÷[ ]× −[ ]2

where
bb = the hyperinflationary currency

adjusted basis of the assets in the
group at the beginning of the bal-
ance sheet period.

eb = the hyperinflationary currency ad-
justed basis of the assets in the
group at the end of the balance
sheet period.

er = one dollar divided by the number
of hyperinflationary currency units
that equal one dollar at the end of
the balance sheet period.

br = one dollar divided by the number
of hyperinflationary currency units
that equal one dollar at the begin-
ning of the balance sheet period.

(B) Weighting to prevent distortion. If
averaging the adjusted basis of assets
in a group at the beginning and end of
a balance sheet period results in an al-
location of DASTM gain or loss that
does not clearly reflect income, as
might be the case in the event of a pur-
chase or disposition of an asset that is
not in the normal course of business,
the taxpayer must use a weighting
method that reflects the time the as-
sets are held by the QBU during the
translation period.

(C) Example. The provisions of this
paragraph (e)(3)(iv) are illustrated by
the following example:

Example. S is a foreign corporation that op-
erates in the hyperinflationary currency ‘‘h’’
and computes its income or loss or earnings
and profits under DASTM. S’s adjusted basis
in a group of assets described in section
988(c)(1)(B) or (C) that generate general limi-
tation foreign source income (as character-
ized under paragraph (e)(3)(iii) of this sec-
tion) at the beginning of the balance sheet
period is 750,000h. S’s basis in such assets at
the end of the balance sheet period is
1,250,000h. The exchange rate at the begin-
ning of the balance sheet period is $1 = 200h.
The exchange rate at the end of the balance
sheet period is $1 = 500h. The DASTM loss at-
tributable to the assets described above is
$3,000, determined as follows:

[(750,000h+1,250,000h)÷2]×
[($1÷500h)¥($1÷200h)]=($3000)

(v) Step 5—adjust dollar gross income
by DASTM gain or loss from assets. The

taxpayer shall adjust the dollar
amount of the QBU’s gross income
(computed under paragraphs (b)(1)
through (b)(3) of this section) gen-
erated by each group of assets charac-
terized in paragraph (e)(3)(iii) of this
section (Step 3) by the amount of
DASTM gain or loss attributable to
those assets computed under paragraph
(e)(3)(iv) of this section (Step 4). Thus,
if a group of assets, such as accounts
receivable, generates both a category
of income described in section
904(d)(1)(I) (relating to general limita-
tion income) that is not foreign base
company income as defined in section
954 and a DASTM loss under paragraph
(e)(3)(iv) of this section (Step 4), the
amount of the DASTM loss would re-
duce the amount of the QBU’s gross in-
come in that category. Similarly, if a
group of assets, such as short-term
bank deposits, generates both foreign
personal holding company income that
is passive income (described in sections
954(c)(1)(A) and 904(d)(1)(A)) and a
DASTM loss under paragraph (e)(3)(iv)
of this section (Step 4), the amount of
the DASTM loss would reduce the
amount of the QBU’s foreign personal
holding company income and passive
income. See section 904(f) and the regu-
lations thereunder in the case where
that section would apply and DASTM
loss attributable to a group of assets
exceeds the income generated by such
assets.

(vi) Step 6—determine DASTM gain or
loss attributable to liabilities—(A) General
rule. The taxpayer shall determine the
dollar amount of DASTM gain or loss
attributable to liabilities identified in
paragraph (e)(3)(ii) of this section (Step
2), and described in paragraph
(e)(3)(vi)(B) of this section as follows:

bl el br er+( )÷[ ]× −[ ]2

where

bl = the hyperinflationary currency
amount of liabilities at the begin-
ning of the balance sheet period.

el = the hyperinflationary currency
amount of liabilities at the end of
the balance sheet translation pe-
riod.

br = one dollar divided by the number
of hyperinflationary currency units
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that equal one dollar at the begin-
ning of the balance sheet period.

er = one dollar divided by the number
of hyperinflationary currency units
that equal one dollar at the end of
the balance sheet period.

(B) Separate calculation. The calcula-
tion shall be made separately for inter-
est-bearing liabilities described in
paragraph (e)(3)(vii) of this section
(Step 7) and for each of the classes of
non-interest-bearing liabilities de-
scribed in paragraph (e)(3)(viii) of this
section (Step 8).

(C) Weighting to prevent distortion.
Where a distortion would result from
averaging the amount of liabilities at
the beginning and end of a balance
sheet period, as might be the case
where a taxpayer incurs or retires a
substantial liability, the taxpayer
must use a different method that more
clearly reflects the average amount of
liabilities weighted to reflect the time
the liability was outstanding during
the balance sheet period.

(vii) Step 7—adjust dollar income and
expense by DASTM gain or loss from in-
terest-bearing liabilities—(A) In general.
The taxpayer shall apply the amount of
DASTM gain on interest-bearing liabil-
ities computed under paragraph
(e)(3)(vi) of this section (Step 6) to re-
duce interest expense generated by
such liabilities (e.g., prior to the appli-
cation of § 1.861–9T or its successor reg-
ulation). To the extent DASTM gain on
such liabilities exceeds interest ex-
pense, it shall be sourced or otherwise
classified in the same manner that in-
terest expense is allocated and appor-
tioned under § 1.861–9T or its successor
regulation. The amount of DASTM loss
on interest-bearing liabilities com-
puted under paragraph (e)(3)(vi) of this
section (Step 6) shall be allocated and
apportioned in the same manner that
interest expense is allocated and appor-
tioned under § 1.861–9T or its successor
regulation (without regard to the ex-
ceptions to fungibility in § 1.861–10T or
its successor regulation). For purposes
of this section, an interest-bearing li-
ability is a liability that requires pay-
ment of periodic interest (whether
fixed or variable), has original issue
discount, or would have interest im-
puted under subtitle A.

(B) Allocation of DASTM gain or loss
from interest-bearing liabilities that gen-
erate related person interest expense.
DASTM gain or loss from interest-
bearing liabilities that generate relat-
ed person interest expense (as provided
in section 954(b)(5)) shall be allocated
for purposes of subtitle A (including
sections 904 and 952) in the same man-
ner that the related person interest ex-
pense of that debt is required to be al-
located under the rules of section
954(b)(5) and § 1.904–5(c)(2).

(C) Modified gross income method. In
applying the modified gross income
method described in § 1.861–9T(j) or its
successor regulation, gross income
shall be adjusted for any DASTM gain
or loss from assets as provided in para-
graph (e)(3)(v) of this section (Step 5)
and any DASTM gain or loss with re-
spect to short-term, non-interest-bear-
ing trade payables as provided in para-
graph (e)(3)(viii)(A) of this section.

(viii) Step 8—adjust dollar income and
expense by DASTM gain or loss from non-
interest bearing liabilities—(A) Short-
term, non-interest-bearing trade payables.
The taxpayer shall allocate DASTM
gain or loss on short-term non-inter-
est-bearing trade payables for purposes
of subtitle A (including sections 904
and 952) to the same category or type
of gross income as the cost or expense
to which the trade payable relates. For
this purpose, a short-term, non-inter-
est-bearing trade payable is a non-in-
terest-bearing liability with a term of
183 days or less that is incurred to pur-
chase property or services to be used
by the obligor in an active trade or
business.

(B) Excise tax payables. The taxpayer
shall allocate DASTM gain or loss on
excise tax payables for purposes of sub-
title A (including sections 904 and 952)
to the same category or type of gross
income as would be derived from the
activity to which the excise tax re-
lates.

(C) Other non-interest-bearing liabil-
ities—(1) In general. Except as provided
in paragraphs (e)(3)(viii)(A),
(e)(3)(viii)(B), and (e)(3)(viii)(C)(2) of
this section, DASTM gain or loss on
non-interest-bearing liabilities shall be
allocated under paragraph (e)(3)(ix) of
this section (Step 9).
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(2) Tracing if substantial distortion of
income. DASTM gains and losses on li-
abilities described in paragraph
(e)(3)(viii)(C)(1) of this section may be
attributed to the same section 904(d)
separate category or subpart F cat-
egory as the transaction to which the
liability relates if the taxpayer dem-
onstrates to the satisfaction of the dis-
trict director, or it is determined by
the district director, that application
of paragraph (e)(3)(viii)(C)(1) of this
section results in a substantial distor-
tion of income.

(ix) Step 9—allocate residual DASTM
gain or loss. If there is a difference be-
tween the net DASTM gain or loss de-
termined under paragraphs (e)(3)(i)
through (viii) of this section (Steps 1
through 8) and the DASTM gain or loss
determined under paragraph (d) of this
section, the amount of the difference
must be allocated for purposes of sub-
title A (including sections 904 and 952)
to the QBU’s gross income (computed
under paragraphs (b)(1) through (3) of
this section, as adjusted under para-
graphs (e)(3)(i) through (viii) of this
section (Steps 1 through 8)) on the
basis of the relative amounts of each
category or type of gross income.

[T.D. 8556, 59 FR 37673, July 25, 1994]

§ 1.985–4 Method of accounting.
(a) Adoption of election. The adoption

of, or the election to use, a functional
currency shall be treated as a method
of accounting. The functional currency
shall be used for the year of adoption
(or election) and for all subsequent tax-
able years unless permission to change
is granted, or considered to be granted
under § 1.985–2, by the Commissioner.

(b) Condition for changing functional
currencies. Generally, permission to
change functional currencies shall not
be granted unless significant changes
in the facts and circumstances of the
QBU’s economic environment occur. If
the determination of the functional
currency of the QBU for purposes of
United States generally accepted ac-
counting principles (GAAP) is based on
facts and circumstances substantially
similar to those set forth in § 1.985–
1(c)(2), then ordinarily the Commis-
sioner will grant a taxpayer’s request
to change its functional currency (or
the functional currency of its branch

that is a QBU) to a new functional cur-
rency only if the taxpayer (or its QBU)
also changes to the new functional cur-
rency for purposes of GAAP. However,
permission to change will not nec-
essarily be granted merely because the
new functional currency will conform
to the taxpayer’s GAAP functional cur-
rency.

(c) Relationship to certain other sec-
tions of the Code. Nothing in this sec-
tion shall be construed to override the
provisions of any other sections of the
Code of regulations that require the
use of consistent accounting methods.
Such provisions must be independently
satisfied separate and apart from the
identification of a functional currency.
For instance, while separate geographi-
cal divisions of a taxpayer’s trade or
business may have different functional
currencies, such geographical divisions
may nevertheless be required to con-
sistently use other methods of account-
ing.

[T.D. 8263, 54 FR 38661, Sept. 20, 1989]

§ 1.985–5 Adjustments required upon
change in functional currency.

(a) In general. This section applies in
the case of a QBU that changes from
one functional currency (old functional
currency) to another functional cur-
rency (new functional currency). A tax-
payer or QBU subject to the rules of
this section shall make the adjust-
ments set forth in the 3-step procedure
described in paragraphs (b) through (e)
of this section. The adjustments shall
be made on the last day of the taxable
year ending before the year of change
as defined in § 1.481–1(a)(1). Gain or loss
required to be recognized under para-
graphs (b), (d)(2), and (e)(2) of this sec-
tion is not subject to section 481 and,
therefore, the full amount of the gain
or loss must be included in income or
earnings and profits on the last day of
the taxable year ending before the year
of change. Except as provided in § 1.985–
6, a QBU with a functional currency for
its first taxable year beginning in 1987
that is different from the currency in
which it had kept its books and records
for United States accounting and tax
accounting purposes for its prior tax-
able year shall apply the principles of
this § 1.985–5 for purposes of computing
the relevant functional currency items,
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such as earnings and profits, basis of
an asset, and amount of a liability, as
of the first day of a taxpayer’s first
taxable year beginning in 1987. How-
ever, a QBU that changes to the dollar
pursuant to § 1.985–1(b)(2) after 1987
shall apply § 1.985–7.

(b) Step 1—Taking into account ex-
change gain or loss on certain section 988
transactions. The QBU shall recognize
or otherwise take into account for all
purposes of the Code the amount of any
unrealized exchange gain or loss attrib-
utable to a section 988 transaction (as
defined in section 988(c)(1)(A), (B), and
(C)) that, after applying section 988(d),
is denominated in terms of or deter-
mined by reference to the new func-
tional currency. The amount of such
gain or loss shall be determined with-
out regard to the limitations of section
988(b) (i.e., whether any gain or loss
would be realized on the transaction as
a whole). The character and source of
such gain or loss shall be determined
under section 988.

(c) Step 2—Determining the new func-
tional currency basis of property and the
new functional currency amount of liabil-
ities and any other relevant items. The
new functional currency adjusted basis
of property and the new functional cur-
rency amount of liabilities and any
other relevant items (e.g., items de-
scribed in section 988(c)(1)(B)(iii)) shall
equal the product of the amount of the
old functional currency adjusted basis
or amount multiplied by the new func-
tional currency/old functional currency
spot exchange rate on the last day of
the taxable year ending before the year
of change (spot rate).

(d) Step 3A—Additional adjustments
that are necessary when a branch
changes functional currency—(1) Branch
changing to a functional currency other
than the taxpayer’s functional currency—
(i) Rule. If a QBU that is a branch of a
taxpayer changes to a functional cur-
rency other than the taxpayer’s func-
tional currency, the branch shall make
the adjustments set forth in either
paragraph (d)(1)(ii) or (d)(1)(iii) of this
section for purposes of section 987. See
§ 1.987–5(d) for rules for computing the
branch’s equity pool and basis pool.

(ii) Where prior to the change the
branch and taxpayer had different func-
tional currencies. If the branch and the

taxpayer had different functional cur-
rencies prior to the change, the
branch’s new functional currency eq-
uity pool shall equal the product of the
old functional currency amount of the
equity pool multiplied by the spot rate.
No adjustment to the basis pool is nec-
essary.

(iii) Where prior to the change the
branch and taxpayer had the same func-
tional currency. If the branch and the
taxpayer had the same functional cur-
rency prior to the change, the branch’s
basis pool shall equal the difference be-
tween the branch’s total old functional
currency basis of its assets and its
total old functional currency amount
of its liabilities. The branch’s equity
pool shall equal the product of the
basis pool multiplied by the spot rate.

(2) Branch changing to the taxpayer’s
functional currency. If a branch changes
its functional currency to the tax-
payer’s functional currency, the branch
shall be treated as if it terminated on
the last day of the taxable year ending
before the year of change. In such a
case, the taxpayer shall realize gain or
loss attributable to the branch’s equity
pool under the principles of section 987.

(e) Step 3B—Additional adjustments
that are necessary when a taxpayer
changes functional currency—(1) Cor-
porations. The amount of a corpora-
tion’s new functional currency earn-
ings and profits and the amount of its
new functional currency paid-in capital
shall equal the product of the old func-
tional currency amounts of such items
multiplied by the spot rate. The for-
eign income taxes and accumulated
profits or deficits in accumulated prof-
its of a foreign corporation that were
maintained in foreign currency for pur-
poses of section 902 and that are attrib-
utable to taxable years of the foreign
corporation beginning before January
1, 1987, also shall be translated into the
new functional currency at the spot
rate.

(2) Collateral consequences to a United
States shareholder of a corporation
changing to the United States dollar as its
functional currency. A United States
shareholder (within the meaning of sec-
tion 951(b) or section 953(c)(1)(A)) of a
controlled foreign corporation (within
the meaning of section 957 or section
953(c)(1)(B)) changing its functional
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currency to the dollar shall recognize
foreign currency gain or loss computed
under section 986(c) as if all previously
taxed earnings and profits, if any, (in-
cluding amounts attributable to pre-
1987 taxable years that were translated
from dollars into functional currency
in the foreign corporation’s first post-
1986 taxable year) were distributed im-
mediately prior to the change. Such a
shareholder shall also recognize gain or
loss attributable to the corporation’s
paid-in capital to the same extent, if
any, that such gain or loss would be
recognized under the regulations under
section 367(b) if the corporation was
liquidated completely.

(3) Taxpayers that are not corporations.
[Reserved]

(4) Adjustments to a branch’s accounts
when a taxpayer changes functional cur-
rency—(i) Taxpayer changing to a func-
tional currency other than the branch’s
functional currency. If a taxpayer
changes to a functional currency that
differs from the functional currency of
a branch of the taxpayer, the branch
shall adjust its basis pool in the man-
ner prescribed in paragraph (d)(1)(ii) of
this section for adjusting the equity
pool, if the taxpayer’s old functional
currency was different from the
branch’s functional currency. If the
taxpayer’s old functional currency was
the same as the branch’s functional
currency, the branch shall determine
its equity pool and basis pool in the
manner set forth in paragraph
(d)(1)(iii) of this section for determin-
ing the basis pool and equity pool, re-
spectively.

(ii) Taxpayer changing to the same
functional currency as the branch. If a
taxpayer changes to the same func-
tional currency as a branch of the tax-
payer, the taxpayer shall realize gain
or loss as set forth in paragraph (d)(2)
of this section.

(f) Examples. The provisions of this
section are illustrated by the following
examples.

Example 1. S, a calendar year foreign cor-
poration, is wholly owned by domestic cor-
poration P. The Commissioner granted per-
mission to change S’s functional currency
from the LC to the FC beginning January 1,
1993. The LC/FC exchange rate on December
31, 1992 is 1 LC/2 FC. The following shows how
S must convert the items on its balance
sheet from the LC to the FC.

1:2

LC FC

Assets:
Cash on hand ............................. 40,000 80,000
Accounts Receivable .................. 10,000 20,000
Inventory ..................................... 100,000 200,000
100,000 FC Bond (100,000 LC

historical basis) ....................... 150,000 100,000
Fixed assets:

Property .................................. 200,000 400,000
Plant ........................................ 500,000 1,000,000

Accumulated Depreciation .. (200,000) (400,000)
Equipment ............................... 1,000,000 2,000,000

Accumulated Depreciation .. (400,000) (800,000)

Total Assets ............................ 1,300,000 2,600,000

Liabilities:
Accounts Payable ....................... 50,000 100,000
Long-term Liabilities ................... 400,000 800,000
Paid-in-Capital ............................ 800,000 1,600,000
Retained Earnings ...................... 2 50,000 100,000

Total Liabilities and Equity ...... 1,300,000 2,600,000

1 Under § 1.985–5(b), S will recognize a 50,000 LC loss
(100,000 LC basis¥50,000 LC value) on the bond resulting
from the change in functional currency. Thus, immediately be-
fore the change, S’s basis in the FC bond (taking into account
the loss) is 50,000 LC.

2 The amount of S’s LC retained earnings reflects the
50,000 LC loss on the bond.

Example 2. P, a domestic corporation, oper-
ates a foreign branch, S. The Commissioner
granted permission to change S’s functional
currency from the LC to the FC beginning
January 1, 1993. As of December 31, 1992, S’s
equity pool was 2,000 LC and its basis pool
was $4,000. The LC/FC exchange rate on De-
cember 31, 1992 is 1 LC/2 FC. On January 1,
1993, the new functional currency amount of
S’s equity pool is 4,000 FC. The basis pool is
not affected.

[T.D. 8464, 58 FR 233, Jan. 5, 1993; 58 FR 11099,
Feb. 23, 1993, as amended by T.D. 8765, 63 FR
10774, Mar. 5, 1998]

EFFECTIVE DATE NOTE: At 63 FR 10774,
Mar. 5, 1998, § 1.985–5 was amended by adding
a sentence to the end of paragraph (a), effec-
tive Apr. 6, 1998.

§ 1.985–6 Transition rules for a QBU
that uses the dollar approximate
separate transactions method for
its first taxable year beginning in
1987.

(a) In general. This section sets forth
transition rules for a QBU that used
the dollar approximate separate trans-
actions method of accounting set forth
in § 1.985–3 or § 1.985–3T (as contained in
the April 1, 1989 edition of 26 CFR part
1 (1.908 to 1.1000)) for its first taxable
year beginning in 1987 (DASTM QBU).
A DASTM QBU must determine the
dollar and hyperinflationary currency
basis of its assets and the dollar and
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hyperinflationary currency amount of
its liabilities that were acquired or in-
curred in taxable years beginning be-
fore January 1, 1987. In addition, a
DASTM QBU must determine its net
worth, including its retained earnings,
at the end of the QBU’s last taxable
year beginning before January 1, 1987.
This section provides rules for con-
trolled foreign corporations (as defined
in section 957 or section 953(c)(1)(B)),
other foreign corporations, and
branches of United States persons that
must make these determinations.

(b) Certain controlled foreign corpora-
tions. If a DASTM QBU was a con-
trolled foreign corporation for its last
taxable year beginning before January
1, 1987, and it had a significant event as
described in § 1.964–1(c)(6) in a taxable
year beginning before January 1, 1987,
then the rules of this paragraph (b)
shall apply.

(1) Basis in assets and amount of liabil-
ities. The hyperinflationary currency
adjusted basis of the QBU’s assets and
the hyperinflationary currency amount
of the QBU’s liabilities acquired or in-
curred by the QBU in a taxable year be-
ginning before January 1, 1987, shall be
the basis or the amount as determined
under § 1.964–1(e) prior to translation
under § 1.964–1(e)(4). The dollar adjusted
basis of such assets and the dollar
amount of such liabilities shall be the
adjusted basis or the amount as deter-
mined under the rules of § 1.964–1(e)
after translation under § 1.964–1(e)(4).

(2) Retained earnings. The dollar
amount of the QBU’s retained earnings
at the end of its last taxable year be-
ginning before January 1, 1987, shall be
the dollar amount determined under
§ 1.964–1(e)(3).

(c) All other foreign corporations. If a
foreign corporation is a DASTM QBU
that is not described in paragraph (b)
of this section, then the
hyperinflationary currency and dollar
adjusted basis in the QBU’s assets ac-
quired in taxable years beginning be-
fore January 1, 1987, the
hyperinflationary currency and dollar
amount of the QBU’s liabilities ac-
quired or incurred in taxable years be-
ginning before January 1, 1987, and the
dollar amount of the QBU’s net worth,
including its retained earnings, at the
end of its last taxable year beginning

before January 1, 1987, shall be deter-
mined by applying the principles of
§ 1.985–3T or § 1.985–3. Thus, for example,
the dollar basis of plant and equipment
shall be determined using the appro-
priate historical exchange rate.

(d) Pre-1987 section 902 amounts—(1)
Translation of pre-1987 section 902 accu-
mulated profits and taxes into United
States dollars. The foreign income taxes
and accumulated profits or deficits in
accumulated profits of a foreign cor-
poration that were maintained in for-
eign currency for purposes of section
902 and that are attributable to taxable
years of the foreign corporation begin-
ning before January 1, 1987, shall be
translated into dollars at the spot ex-
change rate on the first day of its first
taxable year beginning after December
31, 1986. Once translated into dollars,
these accumulated profits and taxes
shall (absent a change in functional
currency) remain in dollars for all fed-
eral income tax purposes.

(2) Carryforward of accumulated defi-
cits in accumulated profits from pre-1987
taxable years to post-1986 taxable years.
For purposes of sections 902 and 960,
the post-1986 undistributed earnings of
a foreign corporation that is subject to
the rules of this section shall be re-
duced by the dollar amount of the cor-
poration’s deficit in accumulated prof-
its, if any, determined under section
902 and the regulations thereunder,
that was accumulated at the end of the
corporation’s last taxable year begin-
ning before January 1, 1987. The dollar
amount of the accumulated deficit
shall be determined by multiplying the
foreign currency amount of such deficit
by the spot exchange rate on the last
day of the corporation’s last taxable
year beginning before January 1, 1987,
and shall be taken into account on the
first day of the corporation’s first tax-
able year beginning after December 31,
1986. Post-1986 undistributed earnings
may not be reduced by the dollar
amount of a pre-1987 deficit in retained
earnings determined under § 1.964–1(e).

(e) Net worth branch. If a DASTM
QBU is a branch of a United States per-
son and the QBU used a net worth
method of accounting for its last tax-
able year beginning before January 1,
1987, then the rules of this paragraph
(e) shall apply. A net worth method of
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accounting is any method of account-
ing under which the taxpayer cal-
culates the taxable income of a QBU
based on the net change in the dollar
value of the QBU’s equity (assets
minus liabilities) during the course of
a taxable year, taking into account
any contributions or remittances made
during the year. See, e.g., Rev. Rul. 75–
106, 1975–1 C.B. 31. (See
§ 601.601(d)(2)(ii)(b) of this chapter).

(1) Basis in assets and amount of liabil-
ities—(i) Hyperinflationary amounts. For
the first taxable year beginning in 1987,
the hyperinflationary currency ad-
justed basis of a QBU’s assets or the
hyperinflationary currency amounts of
its liabilities acquired or incurred in a
taxable year beginning before January
1, 1987 is the hyperinflationary cur-
rency basis or amount at the date when
acquired or incurred, as adjusted ac-
cording to United States generally ac-
cepted accounting and tax accounting
principles. If a hyperinflationary cur-
rency basis or amount was not deter-
mined at such date, the dollar basis or
amount, as adjusted according to
United States generally accepted ac-
counting and tax accounting prin-
ciples, shall be translated into
hyperinflationary currency at the spot
exchange rate on the date when the
asset or liability was acquired or in-
curred.

(ii) Dollar amounts. For the first tax-
able year beginning in 1987, the dollar
adjusted basis of the QBU’s assets and
the amounts of its liabilities shall be
those amounts reflected on the QBU’s
dollar books and records at the end of
the taxpayer’s last taxable year begin-
ning before January 1, 1987, after ad-
justing the books and records accord-
ing to United States generally accepted
accounting and tax accounting prin-
ciples.

(2) Ending net worth. The dollar
amount of the QBU’s net worth at the
end of its last taxable year beginning
before January 1, 1987 shall equal the
QBU’s net worth at that date as deter-
mined under paragraph (e)(1)(ii) of this
section.

(f) Profit and loss branch. If a DASTM
QBU is a branch of a United States per-
son and the QBU used a profit and loss
method of accounting for its last tax-
able year beginning before January 1,

1987, then the United States person
shall first apply the transition rules of
§ 1.987–5 in order to determine the be-
ginning amount and dollar basis of the
branch’s EQ pool, the
hyperinflationary currency basis of the
branch’s assets, and the
hyperinflationary currency amounts of
its liabilities. A profit and loss method
of accounting is any method of ac-
counting under which the taxpayer cal-
culates the profits of a QBU by com-
puting the QBU’s profits in its func-
tional currency and translating the net
result into dollars. See e.g., Rev. Rul.
75–107, 1975–1 C.B. 32. (See
§ 601.601(d)(2)(ii)(b) of this chapter). The
QBU and the taxpayer must then make
the adjustments required by § 1.985–5,
e.g., the QBU must take into account
unrealized exchange gain or loss on
dollar-denominated section 988 trans-
actions, the taxpayer must account for
the deemed termination of the branch,
and the taxpayer must translate the
QBU’s balance sheet items from
hyperinflationary currency into dollars
at the spot rate.

[T.D. 8464, 58 FR 234, Jan. 5, 1993]

§ 1.985–7 Adjustments required in con-
nection with a change to DASTM.

(a) In general. If a QBU begins to use
the dollar approximate separate trans-
actions method of accounting set forth
in § 1.985–3 (DASTM) in a taxable year
beginning after April 6, 1998, adjust-
ments shall be made as provided by
this section. For the rules with respect
to foreign corporations, see paragraph
(b) of this section. For the rules with
respect to adjustments to the income
of United States shareholders of con-
trolled foreign corporations, see para-
graph (c) of this section. For the rules
with respect to adjustments relating to
QBU branches, see paragraph (d) of this
section. For the effective date of this
section, see paragraph (e). For purposes
of applying this section, the look-back
period shall be the period beginning
with the first taxable year after the
transition date and ending on the last
day prior to the taxable year of change.
The term transition date means the
later of the last day of the last taxable
year ending before the base period as
defined in § 1.985–1(b)(2)(ii)(D) or the
last day of the taxable year in which
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the QBU last applied DASTM. The tax-
able year of change shall mean the tax-
able year of change as defined in § 1.481–
1(a)(1). The application of this para-
graph may be illustrated by the follow-
ing examples:

Example 1. A calendar year QBU that has
not previously used DASTM operates in a
country in which the functional currency of
the country is hyperinflationary as defined
under § 1.985–1(b)(2)(ii)(D) for the QBU’s 1999
tax year. The look-back period is the period
from January 1, 1996 through December 31,
1998, the transition date is December 31, 1995,
and the taxable year of change is the taxable
year beginning January 1, 1999.

Example 2. A QBU that has not previously
used DASTM with a taxable year ending
June 30, operates in a country in which the
functional currency of the country is
hyperinflationary for the QBU’s tax year be-
ginning July 1, 1999 as defined under § 1.985–
1(b)(2)(ii)(D) (where the base period is the
thirty-six calendar months immediately pre-
ceding the first day of the current calendar
year 1999). The look-back period is the period
from July 1, 1995 through June 30, 1999, the
transition date is June 30, 1995, and the tax-
able year of change is the taxable year begin-
ning July 1, 1999.

(b) Adjustments to foreign corpora-
tions—(1) In general. In the case of a
foreign corporation, the corporation
shall make the adjustments set forth
in paragraphs (b)(2) through (4) of this
section. The adjustments shall be made
on the first day of the taxable year of
change.

(2) Treatment of certain section 988
transactions—(i) Exchange gain or loss
from section 988 transactions unrealized
as of the transition date. A foreign cor-
poration shall adjust earnings and prof-
its by the amount of any unrealized ex-
change gain or loss that was attrib-
utable to a section 988 transaction (as
defined in sections 988(c)(1)(A), (B), and
(C)) that was denominated in terms of
(or determined by reference to) the dol-
lar and was held by the corporation on
the transition date. Such gain or loss
shall be computed as if recognized on
the transition date and shall be re-
duced by any gain and increased by any
loss recognized by the corporation with
respect to such transaction during the
look-back period. The amount of such
gain or loss shall be determined with-
out regard to the limitations of section
988(b) (i.e., whether any gain or loss
would be realized on the transaction as

a whole). The character and source of
such gain or loss shall be determined
under section 988. Proper adjustments
shall be made to account for gain or
loss taken into account by reason of
this paragraph (b)(2). See § 1.985–5(f) Ex-
ample 1, footnote 1.

(ii) Treatment of a section 988 trans-
action entered into and terminated during
the look-back period. A foreign corpora-
tion shall reduce earnings and profits
by the amount of any gain, and in-
crease earnings and profits by the
amount of any loss, that was recog-
nized with respect to any dollar de-
nominated section 988 transactions en-
tered into and terminated during the
look-back period.

(3) Opening balance sheet. The opening
balance sheet of a foreign corporation
for the taxable year of change shall be
determined as if the corporation had
changed its functional currency to the
dollar by applying § 1.985–5(c) on the
transition date and had translated its
assets and liabilities acquired and in-
curred during the look-back period
under § 1.985–3.

(4) Earnings and profits adjustments—
(i) Pre-1987 accumulated profits. The for-
eign income taxes and accumulated
profits or deficits in accumulated prof-
its of a foreign corporation that are at-
tributable to taxable years beginning
before January 1, 1987, as stated on the
transition date, and that were main-
tained for purposes of section 902 in the
old functional currency, shall be trans-
lated into dollars at the spot rate in ef-
fect on the transition date. The appli-
cable accumulated profits shall be re-
duced on a last-in, first-out basis by
the aggregate dollar amount (trans-
lated from functional currency in ac-
cordance with the rules of section
989(b)) attributable to earnings and
profits that were distributed (or treat-
ed as distributed) during the look-back
period to the extent such amounts dis-
tributed exceed the earnings and prof-
its calculated under (b)(4)(ii) or
(b)(4)(iii), as applicable. See § 1.902–
1(b)(2)(ii). Once translated into dollars,
these pre-1987 taxes and accumulated
profits or deficits in accumulated prof-
its shall (absent a change in functional
currency) remain in dollars for all fed-
eral income tax purposes.
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(ii) Post-1986 undistributed earnings of
a CFC. In the case of a controlled for-
eign corporation (within the meaning
of section 957 or section
953(c)(1)(B))(CFC) or a foreign corpora-
tion subject to the rules of § 1.904–
6(a)(2), the corporation’s post-1986 un-
distributed earnings in each separate
category as defined in § 1.904–5(a)(1) as
of the first day of the taxable year of
change (and prior to adjustment under
paragraph (c)(1) of this section) shall
equal the sum of—

(A) The corporation’s post-1986 undis-
tributed earnings and profits (or deficit
in earnings and profits) in each sepa-
rate category as defined in § 1.904–
5(a)(1) as stated on the transition date
translated into dollars at the spot rate
in effect on the transition date; and

(B) The sum of the earnings and prof-
its (or deficit in earnings and profits)
in each separate category determined
under § 1.985–3 for each post-transition
date taxable year prior to the taxable
year of change.

Such amount shall be reduced by the
aggregate dollar amount (translated
from functional currency in accordance
with the rules of section 989(b)) attrib-
utable to earnings and profits that
were distributed (or treated as distrib-
uted) during the look-back period out
of post-1986 earnings and profits in
such separate category. For purposes of
applying this paragraph (b)(4)(ii)(B),
the opening balance sheet for calculat-
ing earnings and profits under § 1.985–3
for the first post-transition year shall
be translated into dollars pursuant to
§ 1.985–5(c).

(iii) Post-1986 undistributed earnings of
other foreign corporations. In the case of
a foreign corporation that is not a CFC
or subject to the rules of § 1.904–6(a)(2),
the corporation’s post-1986 undistrib-
uted earnings shall equal the sum of—

(A) The corporation’s post-1986 undis-
tributed earnings (or deficit) on the
transition date translated into dollars
at the spot rate in effect on the transi-
tion date; and

(B) The sum of the earnings and prof-
its (or deficit in earnings and profits)
determined under § 1.985–3 for each
post-transition date taxable year (or
such later year determined under sec-
tion 902(c)(3)(A)) prior to the taxable
year of change.

Such amount shall be reduced by the
aggregate dollar amount (translated
from functional currency in accordance
with the rules of section 989(b)) that
was distributed (or treated as distrib-
uted) during the look-back period out
of post-1986 earnings and profits. For
purposes of applying this paragraph
(b)(4)(iii)(B), the opening balance sheet
for calculating earnings and profits
under § 1.985–3 for the first post-transi-
tion year shall be translated into dol-
lars pursuant to § 1.985–5(c).

(c) United States shareholders of con-
trolled foreign corporations—(1) In gen-
eral. A United States shareholder
(within the meaning of section 951(b) or
section 953(c)(1)(B)) of a CFC that
changes to DASTM shall make the ad-
justments set forth in paragraphs (c)
(2) through (5) of this section on the
first day of the taxable year of change.
Adjustments under this section shall
be taken into account by the share-
holder (or such shareholder s successor
in interest) ratably over four taxable
years beginning with the taxable year
of change. Similar rules shall apply in
determining adjustments to income of
United States persons who have made
an election under section 1295 to treat
a passive foreign investment company
as a qualified electing fund.

(2) Treatment under subpart F of in-
come recognized on section 988 trans-
actions. The character of amounts
taken into account under paragraph
(b)(2) of this section for purposes of sec-
tions 951 through 964, shall be deter-
mined on the transition date and to the
extent characterized as subpart F in-
come shall be taken into account in ac-
cordance with the rules of paragraph
(c)(1) of this section. Such amounts
shall retain their character for all fed-
eral income tax purposes (including
sections 902, 959, 960, 961, 1248, and 6038).

(3) Recognition of foreign currency gain
or loss on previously taxed earnings and
profits on the transition date. Gain or
loss is recognized under section 986(c)
as if all previously taxed earnings and
profits as determined on the transition
date, if any, were distributed on such
date. Such gain or loss shall be reduced
by any foreign currency gain and in-
creased by any foreign currency loss
that was recognized under section
986(c) with respect to distributions of

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00560 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



565

Internal Revenue Service, Treasury § 1.985–7

previously taxed earnings and profits
during the look-back period. Such
amount shall be characterized in ac-
cordance with section 986(c) and taken
into account in accordance with the
rules of paragraph (c)(1) of this section.

(4) Subpart F income adjustment. Sub-
part F income in a separate category
shall be determined under § 1.985–3 for
each look-back year. For this purpose,
the opening DASTM balance sheet
shall be determined under § 1.985–5. The
sum of the difference (positive or nega-
tive) between the amount computed
pursuant to § 1.985–3 and amount that
was included in income for each year
shall be taken into account in the tax-
able year of change pursuant to para-
graph (c)(1) of this section. Such
amounts shall retain their character
for all federal income tax purposes (in-
cluding sections 902, 959, 960, 961, 1248,
and 6038). For rules applicable if an ad-
justment under this section results in a
loss for the taxable year in a separate
category, see section 904(f) and the reg-
ulations thereunder. The amount of
previously taxed earnings and profits
as determined under section 959(c)(2)
shall be adjusted (positively or nega-
tively) by the amount taken into ac-
count under this paragraph (c)(4) as of
the first day of the taxable year of
change.

(5) Foreign tax credit. A United States
shareholder of a CFC shall compute an
amount of foreign taxes deemed paid
under section 960 with respect to any
positive adjustments determined under
paragraph (c) of this section. The
amount of foreign tax deemed paid
shall be computed with reference to the
full amount of the adjustment and to
the post-1986 undistributed earnings de-
termined under paragraph (b)(4) (i) and
(ii) of this section and the post-1986 for-
eign income taxes of the CFC on the
first day of the taxable year of change
(i.e., without taking into account earn-
ings and taxes for the taxable year of
change). For purposes of section 960,
the associated taxes in each separate
category shall be allocated pro rata
among, and deemed paid in, the share-
holder’s taxable years in which the in-
come is taken into account. (No adjust-
ment to foreign taxes deemed paid in
prior years is required solely by reason

of a negative adjustment to income
under paragraph (c)(1) of this section).

(d) QBU branches—(1) In general. In
the case of a QBU branch, the taxpayer
shall make the adjustments set forth
in paragraphs (d)(2) through (d)(4) of
this section. Adjustments under this
section shall be taken into account by
the taxpayer ratably over four taxable
years beginning with the taxable year
of change.

(2) Treatment of certain section 988
transactions—(i) Exchange gain or loss
from section 988 transactions unrealized
as of the transition date. A QBU branch
shall adjust income by the amount of
any unrealized exchange gain or loss
that was attributable to a section 988
transaction (as defined in sections
988(c)(1) (A), (B), and (C)) that was de-
nominated in terms of (or determined
by reference to) the dollar and was held
by the QBU branch on the transition
date. Such gain or loss shall be com-
puted as if recognized on the transition
date and shall be reduced by any gain
and increased by any loss recognized by
the QBU branch with respect to such
transaction during the look-back pe-
riod. The amount of such gain or loss
shall be determined without regard to
the limitations of section 988(b) (i.e.,
whether any gain or loss would be real-
ized on the transaction as a whole).
The character and source of such gain
or loss shall be determined under sec-
tion 988. Proper adjustments shall be
made to account for gain or loss taken
into account by reason of this para-
graph (d)(2). See § 1.985–5(f) Example 1,
footnote 1.

(ii) Treatment of a section 988 trans-
action entered into and terminated during
the look-back period. A QBU branch
shall reduce income by the amount of
any gain, and increase income by the
amount of any loss, that was recog-
nized with respect to any dollar de-
nominated section 988 transactions en-
tered into and terminated during the
look-back period.

(3) Deemed termination income adjust-
ment. The taxpayer shall realize gain or
loss attributable to the QBU branch’s
equity pool (as stated on the transition
date) under the principles of section
987, computed as if the branch termi-
nated on the transition date. Such
amount shall be reduced by section 987
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gain and increased by section 987 loss
that was recognized by such taxpayer
with respect to remittances during the
look-back period.

(4) Branch income adjustment. Branch
income in a separate category shall be
determined under § 1.985–3 for each
look-back year. For this purpose, the
opening DASTM balance sheet shall be
determined under § 1.985–5. The sum of
the difference (positive or negative) be-
tween the amount computed pursuant
to § 1.985–3 and amount taken into ac-
count for each year shall be taken into
account in the taxable year of change
pursuant to paragraph (d)(1) of this sec-
tion. Such amounts shall retain their
character for all federal income tax
purposes.

(5) Opening balance sheet. The opening
balance sheet of a QBU branch for the
taxable year of change shall be deter-
mined as if the branch had changed its
functional currency to the dollar by
applying § 1.985–5(c) on the transition
date and had translated its assets and
liabilities acquired and incurred during
the look-back period under § 1.985–3.

(e) Effective date. This section is ef-
fective for taxable years beginning
after April 6, 1998. However, a taxpayer
may choose to apply this section to all
open taxable years beginning after De-
cember 31, 1986, provided each person,
and each QBU branch of a person, that
is related (within the meaning of
§ 1.985–2(d)(3)) to the taxpayer also ap-
plies this section.

[T.D. 8765, 63 FR 10774, Mar. 5, 1998]

EFFECTIVE DATE NOTE: At 63 FR 10774,
Mar. 5, 1998, § 1.985–7 was added, effective
Apr. 6, 1998. At 63 FR 15761, Apr. 1, 1998, para-
graph (b)(3) was amended by revising the lan-
guage ‘‘had translated its assets and liabil-
ities under § 1.985–3 during the look-back pe-
riod.’’ to read ‘‘had translated its assets and
liabilities acquired and incurred during the
look-back period under § 1.985–3.’’; in para-
graph (c)(5) the language ‘‘of change.) is re-
vised to read ‘‘of change).’’ in two places; and
in paragraph (d)(5) the language ‘‘assets and
liabilities under § 1.985–3 during the look-
back period.’’ is revised to read ‘‘assets and
liabilities acquired and incurred during the
look-back period under § 1.985–3.’’ effective
Apr. 6, 1998.

§ 1.987–1 Profit and loss method of ac-
counting for a qualified business
unit of a taxpayer having a dif-
ferent functional currency from the
taxpayer. [Reserved]

§ 1.987–2 Accounting for gain or loss
on certain transfers of property.
[Reserved]

§ 1.987–3 Termination. [Reserved]

§ 1.987–4 Special rules relating to QBU
branches of foreign taxpayers. [Re-
served]

§ 1.987–5 Transition rules for certain
qualified business units using a
profit and loss method of account-
ing for taxable years beginning be-
fore January 1, 1987.

(a) Applicability—(1) In general. This
section applies to qualified business
unit (QBU) branches of United States
persons, whose functional currency (as
defined in section 985 of the Code and
the regulations thereunder) is other
than the United States dollar (dollar)
and that used a profit and loss method
of accounting for their last taxable
year beginning before January 1, 1987.
Generally, a profit and loss method of
accounting is any method of account-
ing under which the taxpayer cal-
culates the profits of a QBU branch in
its functional currency and translates
the net result into dollars. For all tax-
able years beginning after December 31,
1986, such QBU branches must use the
profit and loss method of accounting as
described in section 987, except to the
extent otherwise provided in regula-
tions under section 985 or any other
provision of the Code. See § 1.989(c)–1
regarding transition rules for QBU
branches of United States persons that
have a nondollar functional currency
and that used a net worth method of
accounting for their last taxable year
beginning before January 1, 1987.

(2) Insolvent QBU branches. A tax-
payer may apply the principles of this
section to a QBU branch that used a
profit and loss method of accounting
for its last taxable year beginning be-
fore January 1, 1987, whose $E pool (as
defined in paragraph (d)(3)(i) of this
section) is negative. For taxable years
beginning on or after October 25, 1991,
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the principles of this section shall
apply to insolvent QBU branches.

(b) General rules. Generally, section
987 gain or loss occurs when a QBU
branch makes a remittance. A remit-
tance is considered to be made from
one or more functional currency pools
under rules provided in paragraph (c) of
this section. In general, the amount of
section 987 gain or loss from a remit-
tance equals the difference between the
dollar value of the functional currency
adjusted basis of the property remitted
and the portion of the dollar basis in
the applicable pool. Section 987 gain or
loss is calculated under a 4-step proce-
dure described in paragraph (d) of this
section. Section 987 gain or loss attrib-
utable to a remittance is realized and
must be recognized in the taxable year
of the remittance except to the extent
otherwise provided in regulations.

(c) Determining the pool(s) from which
a remittance is made—(1) Remittances
made during taxable years beginning after
December 31, 1986, and before October 25,
1991. A remittance made during taxable
years beginning after December 31, 1986
and before October 25, 1991, first rep-
resents an amount of the QBU branch’s
post-86 profits pool (including func-
tional currency profits for the current
taxable year determined without re-
gard to remittances made during the
current year). To the extent the func-
tional currency amount of the remit-
tance exceeds the post-86 profits pool,
it is considered to come out of the EQ
pool. Paragraph (d)(2) of this section
describes the EQ pool and the post-86
profits pool.

(2) Remittances made in taxable years
beginning on or after October 25, 1991.
For remittances made in taxable years
beginning on or after October 25, 1991,
the post-86 profits and EQ pools are
combined into one pool called the eq-
uity pool. Therefore, remittances made
during those taxable years will only
come from the equity pool. The dollar
basis of, and section 987 gain or loss on,
such remittances shall be calculated
utilizing the principles set forth in
paragraphs (d)(4) and (5) of this section.

(d) Calculation of section 987 gain or
loss—(1) In general. This paragraph (d)
describes the 4-step procedure for cal-
culating section 987 gain or loss.

(2) Step 1—Calculate the amount of the
functional currency pools—(i) EQ pool—
(A) Beginning pool. The beginning
amount of the EQ pool is equal to the
functional currency adjusted bases of a
QBU branch’s assets less the functional
currency amount of the QBU branch’s
liabilities at the end of the taxpayer’s
last taxable year beginning before Jan-
uary 1, 1987, as these amounts are de-
termined under the rules of paragraphs
(e) and (f) of the section. The district
director may allow for additional ad-
justments to the beginning amount of
the EQ pool to prevent the recognition
of section 987 gain or loss due to fac-
tors unrelated to the movement of ex-
change rates.

(B) Adjusting the EQ pool. The EQ
pool is increased by the functional cur-
rency amount of any transfer (as deter-
mined under section 987) to the QBU
branch made during the current tax-
able year or any prior taxable year be-
ginning after December 31, 1986. If the
transfer is made in a nonfunctional
currency, this amount is translated
into the QBU branch’s functional cur-
rency at the spot rate (determined
under the principles of section 988 and
the regulations thereunder) on the date
of the transfer. The method for deter-
mining the rate must be applied con-
sistently each quarter. The EQ pool is
decreased by the functional currency
amount of any remittance (as deter-
mined under section 987) made during a
prior taxable year beginning after De-
cember 31, 1986, that is considered re-
mitted from the EQ pool under para-
graph (c) of this section. The EQ pool
must also be decreased by any transfer
from the QBU branch that is not a re-
mittance.

(ii) Post-86 profits pool. The amount of
a QBU branch’s post-86 profits pool is
calculated at the end of each taxable
year beginning after December 31, 1986.
The opening balance of the post-86
profits pool at the beginning of the
first taxable year beginning after De-
cember 31, 1986, is zero. The post-86
profits pool is increased by the func-
tional currency amount of the QBU
branch’s profits (determined under sec-
tion 987) for the taxable year. The post-
86 profits pool is decreased by the func-
tional currency amount of the QBU
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branch’s losses (determined under sec-
tion 987) for the taxable year and the
amount of any remittances by the QBU
branch during the taxable year from
the post-86 profits pool as provided
under paragraph (c) of this section.

(iii) Adjustments to the equity pool. For
remittances made in taxable years be-
ginning on or after October 25, 1991
under paragraph (c)(2) of this section,
the post-86 profits and EQ pools are
combined into one pool called the eq-
uity pool. Additions to and subtrac-
tions from the equity pool shall be
made utilizing the principles of para-
graphs (d)(2)(i)(B) and (ii) of this sec-
tion. For example, remittances shall
reduce the equity pool.

(3) Step 2—Calculate the dollar basis of
the pools—(i) Dollar basis of the EQ
pool—(A) Beginning dollar basis. The be-
ginning dollar basis of the EQ pool
(hereinafter referred to as the $E pool)
equals:

(1) The dollar amount of all the QBU
branch’s profits reported on the tax-
payer’s income tax returns for taxable
years beginning before January 1, 1987,
plus the total dollar amount of all
transfers to the QBU branch during
that period (properly reflected on the
taxpayer’s books), less

(2) The dollar amount of all the QBU
branch’s losses reported on the tax-
payer’s income tax returns for such
years, and the total dollar basis of all
remittances and all transfers made by
the QBU branch during that period
(properly reflected on the taxpayer’s
books).
A QBU branch’s profits and losses shall
be properly adjusted for foreign taxes
of the QBU branch.

(B) Adjusting the $E pool. The $E pool
is increased by the dollar amount of
any transfers to the QBU branch made
during the current taxable year or any
prior taxable year beginning after De-
cember 31, 1986. If a transfer is made in
a currency other than the dollar, the
amount of the currency is translated
into dollars at the spot rate (deter-
mined under the principles of section
988 and the regulations thereunder) on
the date of the transfer. The $E pool is

decreased by the dollar basis of any re-
mittance made during a prior taxable
year beginning after December 31, 1986,
that is considered remitted from the $E
pool under paragraphs (c) and (d)(4) of
these section. The $E pool is also re-
duced by the amount of a transfer
(other than a remittance) from the
QBU branch translated into dollars at
the spot rate (determined under the
principles of section 988 and the regula-
tions thereunder) on the date of the
transfer. The method for determining
the spot rate must be applied consist-
ently to all transfers to and from a
QBU branch.

(ii) Dollar basis of the post-86 profits
pool. The amount of a QBU branch’s
dollar basis in the post-86 profits pool
(the $P pool) is calculated at the end of
each taxable year beginning after De-
cember 31, 1986. The opening balance of
the $P pool at the beginning of the first
taxable year beginning after December
31, 1986, is zero. The $P pool is in-
creased by the functional currency
amount of the QBU branch’s profits
(determined under section 987) for the
taxable year translated into dollars at
the weighted average exchange rate (as
defined in § 1.989 (b)–1) for the year. The
$P pool is decreased by the functional
currency amount of the QBU branch’s
losses (determined under section 987)
for the taxable year translated into
dollars at the weighted average ex-
change rate for the year and by the
dollar basis of any remittances made
by the QBU branch during the taxable
year from the post-86 profits pool under
paragraph (c)(1) of this section.

(iii) Combination of the $E and the $P
pools. For taxable years beginning on
or after October 25, 1991 the $P and the
$E pools are combined into one pool
called the basis pool. Additions to and
subtractions from the basis pool shall
be made utilizing the principles set
forth in paragraphs (d)(3)(i) and (ii) of
this section.

(4) Step 3—Calculation of the dollar
basis of a remittance. For all taxable
years beginning after December 31,
1986, the dollar basis of a remittance is
calculated using the following formula:
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Amount of remit ce in QBC branch s functional currency
from the applicable pool EQ post

Balanceof the applicable pool EQ post profitsor equity
pool reduced by prior remit ces

The dollar basisof
the applicable pool

E P or basis
pool reduced by
prior remit ces

tan ( ' )
( ,

( ,
) tan

($ ,$ ,
)

tan

-86 profits,or equity pool)

-86
×

(5) Step 4—Calculation of the section
987 gain or loss on a remittance. Section
987 gains or loss equals the difference
between—

(i) The dollar amount of the remit-
tance, and

(ii) The dollar basis of the remittance
as calculated under paragraph (d)(4) of
this section.

(e) Functional currency adjusted basis
of QBU branch assets acquired in taxable
years beginning before January 1, 1987—
(1) Basis of asset. For taxable years be-
ginning after December 31, 1986, the
functional currency adjusted basis of a
QBU branch asset acquired in a taxable
year beginning before January 1, 1987,
is the functional currency basis of the
asset at the date of acquisition, as ad-
justed according to United States tax
principles. The functional currency ad-
justed basis of an asset for which a
functional currency basis was not de-
termined at the date of acquisition is
the nonfunctional currency basis of the
asset at the date of acquisition multi-
plied by the spot exchange rate on the
date of acquisition, as adjusted accord-
ing to United States tax principles.

(2) Adjustment to basis of asset. Any fu-
ture adjustments to the functional cur-
rency adjusted basis of such an asset
are determined with respect to the ap-
propriate functional currency adjusted
basis of the asset as determined under
this paragraph (e).

(f) Functional currency amount of QBU
branch liabilities acquired in taxable
years beginning before January 1, 1987.
For the first taxable year beginning
after December 31, 1986, the amount of
a QBU branch liability incurred in a
taxable year beginning before January
1, 1987, is the functional currency
amount of the liability at the date in-
curred, as adjusted according to United
States tax principles. The functional
currency amount of a liability for
which a functional currency amount
was not determined at the date in-

curred is the nonfunctional currency
amount of the liability at the date in-
curred multiplied by the spot exchange
rate on the date incurred, as adjusted
according to the United States tax
principles.

(g) Examples. The provisions of this
section are illustrated by the following
examples.

Example 1—(i) Facts. U.S. is a domestic cor-
poration. B, a QBU branch of U.S., operates
in country X and was established in 1985. B’s
functional currency is the FC. U.S. is on a
calendar taxable year and, prior to January
1, 1987, accounted for the operations of B by
the profit and loss method of accounting as
set forth in Rev. Rul. 75–107, 1975–1 C.B. 32.
B’s books and records were kept according to
United States tax principles. B received a
transfer of $2,000 in 1985, and had profits of
$3,000 in 1985 and $5,000 in 1986. B made a re-
mittance in 1986, the dollar basis of which
was $1,000. As of December 31, 1986, the ad-
justed basis of B’s functional currency assets
exceeded the functional currency amount of
its liabilities by 15,000 FC (the beginning
pool of EQ). Under section 987, B has profits
of 8,000 FC in 1987, which are worth $1,000
when translated at the weighted average ex-
change rate for 1987 as required by sections
987(2) and 989(b)(4). B has no profits or loss in
1988. There are no transfers to B in 1987 and
1988. B remits 18,000 FC in 1988. Under section
987, the appropriate exchange rate for the
1988 remittance is 10 FC/$1.

(ii) Calculation of section 987 loss on remit-
tance—(A) Post-86 profits. Under paragraph
(c)(i) of this section, the 18,000 FC remittance
comes first out of the post-86 profits pool
(8,000 FC) and second out of EQ (10,000 FC).
The loss on the 1988 remittance out of the
post-86 profits pool equals:

Dollar value of post-86 profits remitted ¥
Dollar basis of post-86 profits remitted=

(8,000 FC × 10 FC/$1) ¥ $1,000 = $800 ¥ $1,000
= ≤$200> loss.

(B) EQ. Under paragraph (d) of this section,
U.S. calculates 987 gain or loss on the 10,000
FC remittance of EQ from B as follows:

Step 1. The total EQ pool equals 15,000 FC
(the functional currency adjusted bases of its
assets less the functional currency amount
of its liabilities as of December 31, 1986).
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There are no adjustments necessary under
paragraph (d)(2)(i)(B) of this section.

Step 2. The $E pool is $9,000 (the $2,000
transfer in 1985 plus profits of $3,000 in 1985
and $5,000 in 1986 and less than $1,000 basis of
the 1986 remittance). There are no adjust-
ments necessary under paragraph (d)(3)(i)(B)
of this section.

Step 3. The entire 10,000 FC remittance is
deemed to come out of EQ.

Step 4. The dollar basis of the EQ remitted
equals: N x $E determined under paragraph
(d)(3)(i)=

10 000

15 000
000 000

,

,
$9, $6,

FC

FC
× =

Where:

N
Portion of remit ce out of EQ

EQ balance er ed under paragraph
d i of this tion

= tan

det min
( )( )( ) sec2

Step 5. Section 987 loss of U.S. on remit-
tance equals:
Dollar value of the EQ remitted ¥ Dollar

basis of the EQ remitted = (10,000 FC × 10
FC/$1) ¥ $6,000 = $1,000 ¥ $6,000 = ≤$5,000>
loss.

(C) Total loss on remittance. The total com-
bined loss on the remittance is ′$5,200>. The
total of amounts determined in paragraphs
(ii)(A) and (B) of this Example 1.

Example 2—(i) Facts. D is a domestic cor-
poration. B, a QBU branch of D, operates in
country X. B’s functional currency is the FC.

At the end of B’s last taxable year beginning
before October 25, 1991, B’s EQ pool equals
15,000 FC and B’s post-86 profits pool equals
8,000 FC. B’s $E amount equals $9,000, and the
$P pool equals $1,000. In B’s first taxable year
beginning on or after October 25, 1991, B re-
mits 18,000 FC. Under section 987, the appro-
priate exchange rate for this remittance is
10FC:$1.

(ii) Computation of the equity pool.
15,000 FC (EQ pool) + 8,000 FC (post-86 profits

pool) = 23,000 FC (equity pool)
(iii) Computation of the basis pool.

$9,000 ($E amount) + $1,000 ($P amount) = $10,000
(iv) Dollar basis in remittance.

18 000

23 000
000 826

, ( tan )

, ( )
$10, $7,

FC amount of remit ce

FC equity pool
× =

(v) Computation of section 987 loss by U.S. on remittance.

$1,800 (dollar value of remittance) $7,826 (dollar basis in remittance) =< $6,026 >

(loss on remittance)

−

(h) Character and source of section 987 gain
or loss. Section 987 gain or loss is sourced and
characterized as provided by section 987 and
regulations issued under that section.

[T.D. 8367, 56 FR 48434, Sept. 25, 1991; 56 FR
65684, Dec. 18, 1991]

§ 1.988–0 Taxation of gain or loss from
a section 988 transaction; Table of
Contents.

This section lists captioned para-
graphs contained in §§ 1.988–1 through
1.988–5.

§ 1.988–1 Certain definitions and special rules.

(a) Section 988 transaction.
(1) In general.
(2) Description of transactions.
(3)–(5) [Reserved]
(6) Examples.
(7) Special rules for regulated futures con-

tracts and non-equity options.
(8) Special rules for qualified funds.
(9) Exception for certain transactions en-

tered into by an individual.
(10) Intra-taxpayer transactions.
(11) Authority of Commissioner to include

or exclude transactions from section 988.
(b) Spot contract.
(c) Nonfunctional currency.
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(d) Spot rate.
(1) In general.
(2) Consistency required in valuing trans-

actions subject to section 988.
(3) Use of certain spot rate conventions for

payables and receivables denominated in
nonfunctional currency.

(4) Currency where an official government
established rate differs from a free market
rate.

(e) Exchange gain or loss.
(f) Hyperinflationary currency.
(g) Fair market value.
(h) Interaction with sections 1092 and 1256

in examples.
(i) Effective date.

§ 1.988–2 Recognition and computation of
exchange gain or loss.

(a) Disposition of nonfunctional currency.
(1) Recognition of exchange gain or loss.
(2) Computation of exchange gain or loss.
(b) Translation of interest income or ex-

pense and determination of exchange gain or
loss with respect to debt instruments.

(1) Translation of interest income received
with respect to a nonfunctional currency de-
mand account.

(2) Translation of nonfunctional currency
interest income or expense received or paid
with respect to a debt instrument described
in § 1.988–1(a)(1)(ii) and (2)(i).

(3) Exchange gain or loss recognized by the
holder with respect to accrued interest in-
come.

(4) Exchange gain or loss recognized by the
obligor with respect to accrued interest ex-
pense.

(5) Exchange gain or loss recognized by the
holder of a debt instrument with respect to
principal.

(6) Exchange gain or loss recognized by the
obligor of a debt instrument with respect to
principal.

(7) Payment ordering rules.
(8) Limitation of exchange gain or loss on

payment or disposition of a debt instrument.
(9) Examples.
(10) Treatment of bond premium.
(11) Market discount.
(12) Tax exempt bonds.
(13) Nonfunctional currency debt ex-

changed for stock of obligor.
(14)–(15) [Reserved]
(16) Coordination with section 267 regard-

ing debt instruments.
(17) Coordination with installment method

under section 453.
(c) Item of expense or gross income or re-

ceipts which is to be paid or received after
the date accrued.

(1) In general.
(2) Determination of exchange gain or loss

with respect to an item of gross income or
receipts.

(3) Determination of exchange gain or loss
with respect to an item of expense.

(4) Examples.
(d) Exchange gain or loss with respect to

forward contracts, futures contracts and op-
tion contracts.

(1) Scope.
(2) Realization of exchange gain or loss.
(3) Recognition of exchange gain or loss.
(4) Determination of exchange gain or loss.
(5) [Reserved]
(e) Currency swaps and notional principal

contracts.
(1) Notional principal contract denomi-

nated in a single nonfunctional currency.
(2) Special rules for currency swaps.
(3) Amortization of swap premium or dis-

count in the case of off market swaps.
(4) Treatment of taxpayer disposing of a

currency swap.
(5) Examples.
(6) Special effective date for rules regard-

ing currency swaps.
(7) [Reserved]
(f) Substance over form.
(1) In general.
(2) Example.
(g) Effective date.

§ 1.988–3 Character of exchange gain or loss.

(a) In general.
(b) Election to characterize exchange gain

or loss on certain identified forward con-
tracts, futures contracts and option con-
tracts as capital gain or loss.

(1) In general.
(2) Special rule for contracts that become

part of a straddle after the election is made.
(3) Requirements for making the election.
(4) Verification.
(5) Independent verification.
(6) Effective date.
(c) Exchange gain or loss treated as inter-

est.
(1) In general.
(2) Exchange loss realized by the holder on

nonfunctional currency tax exempt bonds.
(d) Effective date.

§ 1.988–4 Source of gain or loss realized on a
section 988 transaction.

(a) In general.
(b) Qualified business unit.
(1) In general.
(2) Proper reflection on the books of the

taxpayer or qualified business unit.
(c) Effectively connected exchange gain or

loss.
(d) Residence.
(1) In general.
(2) Exception.
(3) Partner in a partnership not engaged in

a U.S. trade or business under section
864(b)(2).

(e) Special rule for certain related party
loans.

(1) In general.
(2) United States person.
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(3) Loans by related person.
(4) 10 percent owned foreign corporation.
(f) Exchange gain or loss treated as inter-

est under § 1.988–3.
(g) Exchange gain or loss allocated in the

same manner as interest under § 1.861–9T.
(h) Effective date.

§ 1.988–5 Section 988(d) hedging transactions.

(a) Integration of a nonfunctional currency
debt instrument and a § 1.988–5(a) hedge.

(1) In general.
(2) Exception.
(3) Qualifying debt instrument.
(4) Section 1.988–5(a) hedge.
(5) Definition of integrated economic

transaction.
(6) Special rules for legging in and legging

out of integrated treatment.
(7) Transactions part of a straddle.
(8) Identification requirements.
(9) Taxation of qualified hedging trans-

actions.
(10) Transition rules and effective dates.
(b) Hedged executory contracts.
(1) In general.
(2) Definitions.
(3) Identification rules.
(4) Effect of hedged executory contract.
(5) References to this paragraph (b).
(c) Hedges of period between trade date and

settlement date on purchase or sale of pub-
licly traded stock or security.

(d) [Reserved]
(e) Advance rulings regarding net hedging

and anticipatory hedging systems.
(f) [Reserved]
(g) General effective date.

[T.D. 8400, 57 FR 9177, Mar. 17, 1992]

§ 1.988–1 Certain definitions and spe-
cial rules.

(a) Section 988 transaction—(1) In gen-
eral. The term ‘‘section 988 trans-
action’’ means any of the following
transactions—

(i) A disposition of nonfunctional
currency as defined in paragraph (c) of
this section;

(ii) Any transaction described in
paragraph (a)(2) of this section if any
amount which the taxpayer is entitled
to receive or is required to pay by rea-
son of such transaction is denominated
in terms of a nonfunctional currency or
is determined by reference to the value
of one or more nonfunctional cur-
rencies.
A transaction described in this para-
graph (a) need not require or permit
payment with a nonfunctional cur-
rency as long as any amount paid or re-
ceived is determined by reference to

the value of one or more nonfunctional
currencies. The acquisition of nonfunc-
tional currency is treated as a section
988 transaction for purposes of estab-
lishing the taxpayer’s basis in such
currency and determining exchange
gain or loss thereon.

(2) Description of transactions. The fol-
lowing transactions are described in
this paragraph (a)(2).

(i) Debt instruments. Acquiring a debt
instrument or becoming an obligor
under a debt instrument. The term
‘‘debt instrument’’ means a bond, de-
benture, note, certificate or other evi-
dence of indebtedness.

(ii) Payables, receivables, etc. Accru-
ing, or otherwise taking into account,
for purposes of subtitle A of the Inter-
nal Revenue Code, any item of expense
or gross income or receipts which is to
be paid or received after the date on
which so accrued or taken into ac-
count. A payable relating to cost of
goods sold, or a payable or receivable
relating to a capital expenditure or re-
ceipt, is within the meaning of this
paragraph (a)(2)(ii). Generally, a pay-
able relating to foreign taxes (whether
or not claimed as a credit under sec-
tion 901) is within the meaning of this
paragraph (a)(2)(ii). However, a payable
of a domestic person relating to ac-
crued foreign taxes of its qualified
business unit (QBU branch) is not with-
in the meaning of this paragraph
(a)(2)(ii) if the QBU branch’s functional
currency is the U.S. dollar and the for-
eign taxes are claimed as a credit
under section 901.

(iii) Forward contract, futures contract,
option contract, or similar financial in-
strument. Except as otherwise provided
in this paragraph (a)(2)(iii) and para-
graph (a)(4)(i) of this section, entering
into or acquiring any forward contract,
futures contract, option, warrant, or
similar financial instrument.

(A) Limitation for certain derivative in-
struments. A forward contract, futures
contract, option, warrant, or similar fi-
nancial instrument is within this para-
graph (a)(2)(iii) only if the underlying
property to which the instrument ulti-
mately relates is a nonfunctional cur-
rency or is otherwise described in para-
graph (a)(1)(ii) of this section. Thus, if
the underlying property of an instru-
ment is another financial instrument
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(e.g., an option on a futures contract),
then the underlying property to which
such other instrument (e.g., the futures
contract) ultimately relates must be a
nonfunctional currency. For example, a
forward contract to purchase wheat de-
nominated in a nonfunctional cur-
rency, an option to enter into a for-
ward contract to purchase wheat de-
nominated in a nonfunctional cur-
rency, or a warrant to purchase stock
denominated in a nonfunctional cur-
rency is not described in this para-
graph (a)(2)(iii). On the other hand, a
forward contract to purchase a non-
functional currency, an option to enter
into a forward contract to purchase a
nonfunctional currency, an option to
purchase a bond denominated in or the
payments of which are determined by
reference to the value of a nonfunc-
tional currency, or a warrant to pur-
chase nonfunctional currency is de-
scribed in this paragraph (a)(2)(iii).

(B) Nonfunctional currency notional
principal contracts—(1) In general. The
term ‘‘similar financial instrument’’
includes a notional principal contract
only if the payments required to be
made or received under the contract
are determined with reference to a non-
functional currency.

(2) Definition of notional principal con-
tract. The term ‘‘notional principal
contract’’ means a contract (e.g., a
swap, cap, floor or collar) that provides
for the payment of amounts by one
party to another at specified intervals
calculated by reference to a specified
index upon a notional principal amount
in exchange for specified consideration
or a promise to pay similar amounts.
For this purpose, a ‘‘notional principal
contract’’ shall only include an instru-
ment where the underlying property to
which the instrument ultimately re-
lates is money (e.g., functional cur-
rency), nonfunctional currency, or
property the value of which is deter-
mined by reference to an interest rate.
Thus, the term ‘‘notional principal
contract’’ includes a currency swap as
defined in § 1.988–2(e)(2)(ii), but does not
include a swap referenced to a com-
modity or equity index.

(C) Effective date with respect to certain
contracts. This paragraph (a)(2)(iii) does
not apply to any forward contract, fu-
tures contract, option, warrant, or

similar financial instrument entered
into or acquired on or before October
21, 1988, if such instrument would have
been marked to market under section
1256 if held on the last day of the tax-
able year.

(3)–(5) [Reserved]
(6) Examples. The following examples

illustrate the application of paragraph
(a) of this section. The examples as-
sume that X is a U.S. corporation on an
accrual method with the calendar year
as its taxable year. Because X is a U.S.
corporation the U.S. dollar is its func-
tional currency under section 985. The
examples also assume that section
988(d) does not apply.

Example 1. On January 1, 1989, X acquires
10,000 Canadian dollars. On January 15, 1989,
X uses the 10,000 Canadian dollars to pur-
chase inventory. The acquisition of the 10,000
Canadian dollars is a section 988 transaction
for purposes of establishing X’s basis in such
Canadian dollars. The disposition of the
10,000 Canadian dollars is a section 988 trans-
action pursuant to paragraph (a)(1) of this
section.

Example 2. On January 1, 1989, X acquires
10,000 Canadian dollars. On January 15, 1989,
X converts the 10,000 Canadian dollars to
U.S. dollars. The acquisition of the 10,000 Ca-
nadian dollars is a section 988 transaction for
purposes of establishing X’s basis in such Ca-
nadian dollars. The conversion of the 10,000
Canadian dollars to U.S. dollars is a section
988 transaction pursuant to paragraph (a)(1)
of this section.

Example 3. On January 1, 1989, X borrows
100,000 British pounds (£) for a period of 10
years and issues a note to the lender with a
face amount of £100,000. The note provides for
payments of interest at an annual rate of
10% paid quarterly in pounds and has a stat-
ed redemption price at maturity of £100,000.
X’s becoming the obligor under the note is a
section 988 transaction pursuant to para-
graphs (a)(1)(ii) and (2)(i) of this section. Be-
cause X is an accrual basis taxpayer, the ac-
crual of interest expense under X’s note is a
section 988 transaction pursuant to para-
graphs (a)(1)(ii) and (2)(ii) of this section. In
addition, the acquisition of the British
pounds to make payments under the note is
a section 988 transaction for purposes of es-
tablishing X’s basis in such pounds, and the
disposition of such pounds is a section 988
transaction under paragraph (a)(1)(i) of this
section. See § 1.988–2(b) with respect to the
translation of accrued interest expense and
the determination of exchange gain or loss
upon payment of accrued interest expense.

Example 4. On January 1, 1989, X purchases
an original issue for 74,621.54 British pounds
(£) a 3-year bond maturing on December 31,
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1991, at a stated redemption price of £100,000.
The bond provides for no stated interest. The
bond has a yield to maturity of 10% com-
pounded semiannually and has £25,378.46 of
original issue discount. The acquisition of
the bond is a section 988 transaction as pro-
vided in paragraphs (a)(1)(ii) and (2)(i) of this
section. The accrual of original issue dis-
count with respect to the bond is a section
988 transaction under paragraphs (a)(1)(ii)
and (2)(ii) of this section. See § 1.988–2(b) with
respect to the translation of original issue
discount and the determination of exchange
gain or loss upon receipt of such amounts.

Example 5. On January 1, 1989, X sells and
delivers inventory to Y for 10,000,000 Italian
lira for payment on April 1, 1989. Under X’s
method of accounting, January 1, 1989 is the
accrual date. Because X is an accrual basis
taxpayer, the accrual of a nonfunctional cur-
rency denominated item of gross receipts on
January 1, 1989, for payment after the date of
accrual is a section 988 transaction under
paragraphs (a)(1)(ii) and (2)(ii) of this sec-
tion.

Example 6. On January 1, 1989, X agrees to
purchase a machine from Y for delivery on
March 1, 1990 for 1,000,000 yen. The agreement
calls for X to pay Y for the machine on June
1, 1990. Under X’s method of accounting, the
expenditure for the machine does not accrue
until delivery on March 1, 1990. The agree-
ment to purchase the machine is not a sec-
tion 988 transaction. In particular, the agree-
ment to purchase the machine is not de-
scribed in paragraph (a)(2)(ii) of this section
because the agreement is not an item of ex-
pense taken into account under subtitle A
(but rather is an agreement to purchase a
capital asset in the future). However, the
payable that will arise on the delivery date
is a section 988 transaction under paragraphs
(a)(1)(ii) and (2)(ii) of this section even
though the payable relates to a capital ex-
penditure. In addition, the disposition of yen
to satisfy the payable on June 1, 1990, is a
section 988 transaction under paragraph
(a)(1)(i) of this section.

Example 7. On January 1, 1989, X purchases
and takes delivery of inventory for 10,000
French francs with payment to be made on
April 1, 1989. Under X’s method of account-
ing, the expense accrues on January 1, 1989.
On January 1, 1989, X also enters into a for-
ward contract with a bank to purchase 10,000
French francs for $2,000 on April 1, 1989. Be-
cause X is an accrual basis taxpayer, the ac-
crual of a nonfunctional currency denomi-
nated item of expense on January 1, 1989, for
payment after the date of accrual is a sec-
tion 988 transaction under paragraphs
(a)(1)(ii) and (2)(ii) of this section. Entering
into the forward contract to purchase the
10,000 French francs is a section 988 trans-
action under paragraphs (a)(1)(ii) and (2)(iii)
of this section.

Example 8. On January 1, 1989, X acquires
100,000 Norwegian krone. On January 15, 1989,
X purchases and takes delivery of 1,000
shares of common stock with the 100,000
krone acquired on January 1, 1989. On August
1, 1989, X sells the 1,000 shares of common
stock and receives 120,000 krone in payment.
On August 30, 1989, X converts the 120,000
krone to U.S. dollars. The acquisition of the
100,000 krone on January 1, 1989, and the ac-
quisition of the 120,000 krone on August 1,
1989, are section 988 transactions for pur-
poses of establishing the basis of such krone.
The disposition of the 100,000 krone on Janu-
ary 15, 1989, and the 120,000 krone on August
30, 1989, are section 988 transactions as pro-
vided in paragraph (a)(1)(i) of this section.
Neither the acquisition on January 15, 1989,
nor the disposition on August 1, 1989, of the
stock is a section 988 transaction.

Example 9. On May 11, 1989, X purchases a
one year note at original issue for its issue
price of $1,000. The note pays interest in dol-
lars at the rate of 4 percent compounded
semiannually. The amount of principal re-
ceived by X upon maturity is equal to $1,000
plus the equivalent of the excess, if any, of
(a) the Financial Times One Hundred Stock
Index (an index of stocks traded on the Lon-
don Stock Exchange hereafter referred to as
the FT100) determined and translated into
dollars on the last business day prior to the
maturity date, over (b) £2,150, the ‘‘stated
value’’ of the FT100, which is equal to 110%
of the average value of the index for the six
months prior to the issue date, translated at
the exchange rate of £1=$1.50. The purchase
by X of the instrument described above is
not a section 988 transaction because the
index used to compute the principal amount
received upon maturity is determined with
reference to the value of stock and not non-
functional currency.

Example 10. On April 9, 1989, X enters into
an interest rate swap that provides for the
payment of amounts by X to its
counterparty based on 4% of a 10,000 yen
principal amount in exchange for amounts
based on yen LIBOR rates. Pursuant to para-
graphs (a)(1)(ii) and (2)(iii) of this section,
this yen for yen interest rate swap is a sec-
tion 988 transaction.

Example 11. On August 11, 1989, X enters
into an option contract for sale of a group of
stocks traded on the Japanese Nikkei ex-
change. The contract is not a section 988
transaction within the meaning of § 1.988–
1(a)(2)(iii) because the underlying property
to which the option relates is a group of
stocks and not nonfunctional currency.

(7) Special rules for regulated futures
contracts and non-equity options—(i) In
general. Except as provided in para-
graph (a)(7)(ii) of this section, para-
graph (a)(2)(iii) of this section shall not
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apply to any regulated futures contract
or non-equity option which would be
marked to market under section 1256 if
held on the last day of the taxable
year.

(ii) Election to have paragraph
(a)(2)(iii) of this section apply. Notwith-
standing paragraph (a)(7)(i) of this sec-
tion, a taxpayer may elect to have
paragraph (a)(2)(iii) of this section
apply to regulated futures contracts
and non-equity options as provided in
paragraphs (a)(7)(iii) and (iv) of this
section.

(iii) Procedure for making the election.
A taxpayer shall make the election
provided in paragraph (a)(7)(ii) of this
section by sending to the Internal Rev-
enue Service Center, Examination
Branch, Stop Number 92, Kansas City,
MO 64999 a statement titled ‘‘Election
to Treat Regulated Futures Contracts
and Non-Equity Options as Section 988
Transactions Under Section 988
(c)(1)(D)(ii)’’ that contains the follow-
ing:

(A) The taxpayer’s name, address,
and taxpayer identification number;

(B) The date the notice is mailed or
otherwise delivered to the Internal
Revenue Service Center;

(C) A statement that the taxpayer
(including all members of such person’s
affiliated group as defined in section
1504 or in the case of an individual all
persons filing a joint return with such
individual) elects to have section
988(c)(1)(D)(i) and § 1.988–1(a)(7)(i) not
apply;

(D) The date of the beginning of the
taxable year for which the election is
being made;

(E) If the election is filed after the
first day of the taxable year, a state-
ment regarding whether the taxpayer
has previously held a contract de-
scribed in section 988(c)(1)(D)(i) or
§ 1.988–1(a)(7)(i) during such taxable
year, and if so, the first date during the
taxable year on which such contract
was held; and

(F) The signature of the person mak-
ing the election (in the case of individ-
uals filing a joint return, the signature
of all persons filing such return).
The election shall be made by the fol-
lowing persons: in the case of an indi-
vidual, by such individual; in the case
of a partnership, by each partner sepa-

rately; effective for taxable years be-
ginning after March 17, 1992, in the case
of tiered partnerships, each ultimate
partner; in the case of an S corpora-
tion, by each shareholder separately; in
the case of a trust (other than a grant-
or trust) or estate, by the fiduciary of
such trust or estate; in the case of any
corporation other than an S corpora-
tion, by such corporation (in the case
of a corporation that is a member of an
affiliated group that files a consoli-
dated return, such election shall be
valid and binding only if made by the
common parent, as that term is used in
§ 1.1502–77(a)); in the case of a con-
trolled foreign corporation, by its con-
trolling United States shareholders
under § 1.964–1(c)(3). With respect to a
corporation (other than an S corpora-
tion), the election, when made by the
common parent, shall be binding on all
members of such corporation’s affili-
ated group as defined in section 1504
that file a consolidated return. The
election shall be binding on any in-
come or loss derived from the partner’s
share (determined under the principles
of section 702(a)) of all contracts de-
scribed in section 988(c)(1)(D)(i) or
paragraph (a)(7)(i) of this section in
which the taxpayer holds a direct in-
terest or indirect interest through a
partnership or S corporation; however,
the election shall not apply to any in-
come or loss of a partnership for any
taxable year if such partnership made
an election under section
988(c)(1)(E)(iii)(V) for such year or any
preceding year. Generally, a copy of
the election must be attached to the
taxpayer’s income tax return for the
first year it is effective. It is not re-
quired to be attached to subsequent re-
turns. However, in the case of a part-
ner, a copy of the election must be at-
tached to the taxpayer’s income tax re-
turn for every year during which the
taxpayer is a partner in a partnership
that engages in a transaction that is
subject to the election.

(iv) Time for making the election—(A)
In general. Unless the requirements for
making a late election described in
paragraph (a)(7)(iv)(B) of this section
are satisfied, an election under section
988 (c)(1)(D)(ii) and paragraph (a)(7)(ii)
of this section for any taxable year
shall be made on or before the first day
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of the taxable year or, if later, on or
before the first day during such taxable
year on which the taxpayer holds a
contract described in section
988(c)(1)(D)(ii) and paragraph (a)(7)(ii)
of this section. The election under sec-
tion 988(c)(1)(D)(ii) and paragraph
(a)(7)(ii) of this section shall apply to
contracts entered into or acquired
after October 21, 1988, and held on or
after the effective date of the election.
The election shall be effective as of the
beginning of the taxable year and shall
be binding with respect to all succeed-
ing taxable years unless revoked with
the prior consent of the Commissioner.
In determining whether to grant rev-
ocation of the election, recapture of
the tax benefit derived from the elec-
tion in previous taxable years will be
considered.

(B) Late elections. A taxpayer may
make an election under section
988(c)(1)(D)(ii) and paragraph (a)(7)(ii)
of this section within 30 days after the
time prescribed in the first sentence of
paragraph (a)(7)(iv)(A) of this section.
Such a late election shall be effective
as of the beginning of the taxable year;
however, any losses recognized during
the taxable year with respect to con-
tracts described in section
988(c)(1)(D)(ii) or paragraph (a)(7)(ii) of
this section which were entered into or
acquired after October 21, 1988, and
held on or before the date on which the
late election is mailed or otherwise de-
livered to the Internal Revenue Service
Center shall not be treated as derived
from a section 988 transaction. A late
election must comply with the proce-
dures set forth in paragraph (a)(7)(iii)
of this section.

(v) Transition rule. An election made
prior to September 21, 1989 which satis-
fied the requirements of Notice 88–124,
1988–51 I.R.B. 6, shall be deemed to sat-
isfy the requirements of paragraphs
(a)(7)(iii) and (iv) of this section.

(vi) General effective date provision.
This paragraph (a)(7) shall apply with
respect to futures contracts and op-
tions entered into or acquired after Oc-
tober 21, 1988.

(8) Special rules for qualified funds—(i)
Definition of qualified fund. The term
‘‘qualified fund’’ means any partner-
ship if—

(A) At all times during the taxable
year (and during each preceding tax-
able year to which an election under
section 988(c)(1)(E)(iii)(V) applied) such
partnership has at least 20 partners and
no single partner owns more than 20
percent of the interests in the capital
or profits of the partnership;

(B) The principa1 activity of such
partnership for such taxable year (and
each such preceding taxable year) con-
sists of buying and selling options, fu-
tures, or forwards with respect to com-
modities;

(C) At least 90 percent of the gross in-
come of the partnership for the taxable
year (and each such preceding year)
consists of income or gains described in
subparagraph (A), (B), or (G) of section
7704(d)(1) or gain from the sale or dis-
position of capital assets held for the
production of interest or dividends;

(D) No more than a de minimis
amount of the gross income of the
partnership for the taxable year (and
each such preceding taxable year) was
derived from buying and selling com-
modities; and

(E) An election under section 988
(c)(1)(E)(iii)(V) as provided in para-
graph (a)(8)(iv) of this section applies
to the taxable year.

(ii) Special rules relating to paragraph
(a)(8)(i)(A) of this section—(A) Certain
general partners. The interest of a gen-
eral partner in the partnership shall
not be treated as failing to meet the 20
percent ownership requirement of para-
graph (a)(8)(i)(A) of this section for any
taxable year of the partnership if, for
the taxable year of the partner in
which such partnership’s taxable year
ends, such partner (and each corpora-
tion filing a consolidated return with
such partner) had no ordinary income
or loss from a section 988 transaction
(other than income from the partner-
ship) which is exchange gain or loss (as
the case may be).

(B) Treatment of incentive compensa-
tion. For purposes of paragraph
(a)(8)(i)(A) of this section, any income
allocable to a general partner as incen-
tive compensation based on profits
rather than capital shall not be taken
into account in determining such part-
ner’s interest in the profits of the part-
nership.
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(C) Treatment of tax exempt partners.
The interest of a partner in the part-
nership shall not be treated as failing
to meet the 20 percent ownership re-
quirements of paragraph (a)(5)(8)(A) of
this section if none of the income of
such partner from such partnership is
subject to tax under chapter 1 of sub-
title A of the Internal Revenue Code
(whether directly or through one or
more pass-through entities).

(D) Look-through rule. In determining
whether the 20 percent ownership re-
quirement of paragraph (a)(8)(i)(A) of
this section is met with respect to any
partnership, any interest in such part-
nership held by another partnership
shall be treated as held proportionately
by the partners in such other partner-
ship.

(iii) Other special rules—(A) Related
persons. Interests in the partnership
held by persons related to each other
(within the meaning of section 267(b) or
707(b)) shall be treated as held by one
person.

(B) Predecessors. Reference to any
partnership shall include a reference to
any predecessor thereof.

(C) Treatment of certain debt instru-
ments. Solely for purposes of paragraph
(a)(8)(i)(D) of this section, any debt in-
strument which is described in both
paragraphs (a)(1)(ii) and (2)(i) of this
section shall be treated as a commod-
ity.

(iv) Procedure for making the election
provided in section 988(c)(1)(E)(iii)(V). A
partnership shall make the election
provided in section 988(c)(1)(E)(iii)(V)
by sending to the Internal Revenue
Service Center, Examination Branch,
Stop Number 92, Kansas City, MO 64999
a statement titled ‘‘QUALIFIED FUND
ELECTION UNDER SECTION
988(c)(1)(E)(iii)(V)’’ that contains the
following:

(A) The partnership’s name, address,
and taxpayer identification number;

(B) The name, address and taxpayer
identification number of the general
partner making the election on behalf
of the partnership;

(C) The date the notice is mailed or
otherwise delivered to the Internal
Revenue Service Center;

(D) A brief description of the activity
of the partnership;

(E) A statement that the partnership
is making the election provided in sec-
tion 988(c)(1)(E)(iii)(V);

(F) The date of the beginning of the
taxable year for which the election is
being made;

(G) If the election is filed after the
first day of the taxable year, then a
statement regarding whether the part-
nership previously held an instrument
referred to in section 988(c)(1)(E)(i) dur-
ing such taxable year and, if so, the
first date during the taxable year on
which such contract was held; and

(H) The signature of the general part-
ner making the election.

The election shall be made by a general
partner with management responsibil-
ity of the partnership’s activities and a
copy of such election shall be attached
to the partnership’s income tax return
(Form 1065) for the first taxable year it
is effective. It is not required to be at-
tached to subsequent returns.

(v) Time for making the election. The
election under section
988(c)(1)(E)(iii)(V) for any taxable year
shall be made on or before the first day
of the taxable year or, if later, on or
before the first day during such year on
which the partnership holds an instru-
ment described in section
988(c)(1)(E)(i). The election under sec-
tion 988(c)(1)(E)(iii)(V) shall apply to
the taxable year for which made and
all succeeding taxable years. Such elec-
tion may only be revoked with the con-
sent of the Commissioner. In determin-
ing whether to grant revocation of the
election, recapture by the partners of
the tax benefit derived from the elec-
tion in previous taxable years will be
considered.

(vi) Operative rules applicable to quali-
fied funds—(A) In general. In the case of
a qualified fund, any bank forward con-
tract or any foreign currency futures
contract traded on a foreign exchange
which is not otherwise a section 1256
contract shall be treated as a section
1256 contract for purposes of section
1256.

(B) Gains and losses treated as short-
term. In the case of any instrument
treated as a section 1256 contract under
paragraph (a)(8)(vi)(A) of this section,
subparagraph (A) of section 1256(a)(3)
shall be applied by substituting ‘‘100
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percent’’ for ‘‘40 percent’’ (and subpara-
graph (B) of such section shall not
apply).

(vii) Transition rule. An election made
prior to September 21, 1989, which sat-
isfied the requirements of Notice 88–
124, 1988–51 I.R.B. 6, shall be deemed to
satisfy the requirements of § 1.988–
1(a)(8)(iv) and (v).

(viii) General effective date rules—(A)
The requirements of subclause (IV) of
section 988(c)(1)(E)(iii) shall not apply
to contracts entered into or acquired
on or before October 21, 1988.

(B) In the case of any partner in an
existing partnership, the 20 percent
ownership requirements of subclause
(I) of section 988(c)(1)(E)(iii) shall be
treated as met during any period dur-
ing which such partner does not own a
percentage interest in the capital or
profits of such partnership greater
than 331⁄3 percent (or, if lower, the low-
est such percentage interest of such
partner during any period after Octo-
ber 21, 1988, during which such partner-
ship is in existence). For purposes of
the preceding sentence, the term ‘‘ex-
isting partnership’’ means any partner-
ship if—

(1) Such partnership was in existence
on October 21, 1988, and principally en-
gaged on such date in buying and sell-
ing options, futures, or forwards with
respect to commodities; or

(2) A registration statement was filed
with respect to such partnership with
the Securities and Exchange Commis-
sion on or before such date and such
registration statement indicated that
the principal activity of such partner-
ship will consist of buying and selling
instruments referred to in paragraph
(a)(8)(viii)(B)(1) of this section.

(9) Exception for certain transactions
entered into by an individual—(i) In gen-
eral. A transaction entered into by an
individual which otherwise qualifies as
a section 988 transaction shall be con-
sidered a section 988 transaction only
to the extent expenses properly alloca-
ble to such transaction meet the re-
quirements of section 162 or 212 (other
than the part of section 212 dealing
with expenses incurred in connection
with taxes).

(ii) Examples. The following examples
illustrate the application of paragraph
(a)(9) of this section.

Example 1. X is a U.S. citizen who therefore
has the U.S. dollar as his functional cur-
rency. On January 1, 1990, X enters into a
spot contract to purchase 10,000 British
pounds (£) for $15,000 for delivery on January
3, 1990. Immediately upon delivery, X ac-
quires at original issue a pound denominated
bond with an issue price of £10,000. The bond
matures on January 3, 1993, pays interest in
pounds at a rate of 10% compounded semi-
annually, and has no original issue discount.
Assume that all expenses properly allocable
to these transactions would meet the re-
quirements of section 212. Under § 1.988–
2(d)(1)(ii), entering into the spot contract on
January 1, 1990, is not a section 988 trans-
action. The acquisition of the pounds on Jan-
uary 3, 1990, under the spot contract is a sec-
tion 988 transaction for purposes of estab-
lishing X’s basis in the pounds. The disposi-
tion of the pounds and the acquisition of the
bond by X are section 988 transactions. These
transactions are not excluded from the defi-
nition of a section 988 transaction under
paragraph (a)(9) of this section because ex-
penses properly allocable to such trans-
actions meet the requirements of section 212.

Example 2. X is a U.S. citizen who therefore
has the dollar as his functional currency. In
preparation for X’s vacation, X purchases
1,000 British pounds (£) from a bank on June
1, 1989. During the period of X’s vacation in
the United Kingdom beginning June 10, 1989,
and ending June 20, 1989, X spends £500 for
hotel rooms, £300 for food and £200 for mis-
cellaneous vacation expenses. The expenses
properly allocable to such dispositions do
not meet the requirements of section 162 or
212. Thus, the disposition of the pounds by X
on his vacation are not section 988 trans-
actions.

(10) Intra-taxpayer transactions—(i) In
general. Except as provided in para-
graph (a)(10)(ii) of this section, trans-
actions between or among the taxpayer
and/or qualified business units of that
taxpayer (‘‘intra-taxpayer trans-
actions’’) are not section 988 trans-
actions. See section 987 and the regula-
tions thereunder.

(ii) Certain transfers. Exchange gain
or loss with respect to nonfunctional
currency or any item described in para-
graph (a)(2) of this section entered into
with another taxpayer shall be realized
upon an intra-taxpayer transfer of such
currency or item where as the result of
the transfer the currency or other such
item—

(A) Loses its character as nonfunc-
tional currency or an item described in
paragraph (a)(2) of this section; or
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(B) Where the source of the exchange
gain or loss could be altered absent the
application of this paragraph (a)(10)(ii).
Such exchange gain or loss shall be
computed in accordance with § 1.988–2
(without regard to § 1.988–2(b)(8)) as if
the nonfunctional currency or item de-
scribed in paragraph (a)(2) of this sec-
tion had been sold or otherwise trans-
ferred at fair market value between un-
related taxpayers. For purposes of the
preceding sentence, a taxpayer must
use the translation rate that it uses for
purposes of computing section 987 gain
or loss with respect to the QBU branch
that makes the transfer. In the case of
a gain or loss incurred in a transaction
described in this paragraph (a)(10)(ii)
that does not have a significant busi-
ness purpose, the Commissioner, may
defer such gain or loss.

(iii) Example. The following example
illustrates the provisions of this para-
graph (a)(10).

Example. (A) X, a corporation with the U.S.
dollar as its functional currency, operates
through foreign branches Y and Z. Y and Z
are qualified business units as defined in sec-
tion 989(a) with the LC as their functional
currency. X computes Y’s and Z’s income
under section 987 (relating to branch trans-
actions). On November 12, 1988, Y transfers
$25 to the home office of X when the fair
market value of such amount equals LC120.
Y has a basis of LC100 in the $25. Under para-
graph (a)(10)(ii) of this section, Y realizes
foreign source exchange gain of LC20
(LC120—LC100) as the result of the $25 trans-
fer. For purposes of determining whether the
transfer is a remittance resulting in addi-
tional gain or loss, see section 987 and the
regulations thereunder.

(B) If instead Y transfers the $25 to Z, ex-
change gain is not realized because the $25 is
nonfunctional currency with respect to Z
and if Z were to immediately convert the $25
into LCs, the gain would be foreign source.
For purposes of determining whether the
transfer is a remittance resulting in addi-
tional gain or loss, see section 987 and the
regulations thereunder.

(11) Authority to include or exclude
transactions from section 988—(i) In gen-
eral. The Commissioner may re-
characterize a transaction (or series of
transactions) in whole or in part as a
section 988 transaction if the effect of
such transaction (or series of trans-
actions) is to avoid section 988. In addi-
tion, the Commissioner may exclude a
transaction (or series of transactions)

which in form is a section 988 trans-
action from the provisions of section
988 if the substance of the transaction
(or series of transactions) indicates
that it is not properly considered a sec-
tion 988 transaction.

(ii) Example. The following example
illustrates the provisions of this para-
graph (a)(11).

Example. B is an individual with the U.S.
dollar as its functional currency. B holds
500,000 Swiss francs which have a basis of
$100,000 and a fair market value of $400,000 as
of October 15, 1989. On October 16, 1989, B
transfers the 500,000 Swiss francs to a newly
formed U.S. corporation, X, with the dollar
as its functional currency. On October 16,
1989, B sells the stock of X for $400,000. As-
sume the transfer to X qualified for non-
recognition under section 351. Because the
sale of the stock of X is a substitute for the
disposition of an asset subject to section 988,
the Commissioner may recharacterize the
sale of the stock as a section 988 transaction.
The same result would obtain if B trans-
ferred the Swiss francs to a partnership and
then sold the partnership interest.

(b) Spot contract. A spot contract is a
contract to buy or sell nonfunctional
currency on or before two business
days following the date of the execu-
tion of the contract. See § 1.988–2
(d)(1)(ii) for operative rules regarding
spot contracts.

(c) Nonfunctional currency. The term
‘‘nonfunctional currency’’ means with
respect to a taxpayer or a qualified
business unit (as defined in section 989
(a)) a currency (including the European
Currency Unit) other than the tax-
payer’s or the qualified business unit’s
functional currency as defined in sec-
tion 985 and the regulations there-
under. For rules relating to non-
recognition of exchange gain or loss
with respect to certain dispositions of
nonfunctional currency, see § 1.988–2
(a)(1)(iii).

(d) Spot rate—(1) In general. Except as
otherwise provided in this paragraph,
the term ‘‘spot rate’’ means a rate
demonstrated to the satisfaction of the
District Director or the Assistant Com-
missioner (International) to reflect a
fair market rate of exchange available
to the public for currency under a spot
contract in a free market and involving
representative amounts. In the absence
of such a demonstration, the District
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Director or the Assistant Commis-
sioner (International), in his or her
sole discretion, shall determine the
spot rate from a source of exchange
rate information reflecting actual
transactions conducted in a free mar-
ket. For example, the taxpayer or the
District Director or the Assistant Com-
missioner (International) may deter-
mine the spot rate by reference to ex-
change rates published in the pertinent
monthly issue of ‘‘International Finan-
cial Statistics’’ or a successor publica-
tion of the International Monetary
Fund; exchange rates published by the
Board of Governors of the Federal Re-
serve System pursuant to 31 U.S.C. sec-
tion 5151; exchange rates published in
newspapers, financial journals or other
daily financial news sources; or ex-
change rates quoted by electronic fi-
nancial news services.

(2) Consistency required in valuing
transactions subject to section 988. If the
use of inconsistent sources of spot rate
quotations results in the distortion of
income, the District Director or the
Assistant Commissioner (Inter-
national) may determine the appro-
priate spot rate.

(3) Use of certain spot rate conventions
for payables and receivables denominated
in nonfunctional currency. If consistent
with the taxpayer’s financial account-
ing, a taxpayer may utilize a spot rate
convention determined at intervals of
one quarter year or less for purposes of
computing exchange gain or loss with
respect to payables and receivables de-
nominated in a nonfunctional currency
that are incurred in the ordinary
course of business with respect to the
acquisition or sale of goods or the ob-
taining or performance of services. For
example, if consistent with the tax-
payer’s financial accounting, a tax-
payer may accrue all payables and re-
ceivables incurred during the month of
January at the spot rate on December
31 or January 31 (or at an average of
any spot rates occurring between these
two dates) and record the payment or
receipt of amounts in satisfaction of
such payables and receivables consist-
ent with such convention. The use of a
spot rate convention cannot be
changed without the consent of the
Commissioner.

(4) Currency where an official govern-
ment established rate differs from a free
market rate—(i) In general. If a currency
has an official government established
rate that differs from a free market
rate, the spot rate shall be the rate
which most clearly reflects the tax-
payer’s income. Generally, this shall be
the free market rate.

(ii) Examples. The following examples
illustrate the application of this para-
graph (d)(4).

Example 1. X is an accrual method U.S. cor-
poration with the dollar as its functional
currency. X owns all the stock of a Country
L subsidiary, CFC. CFC has the currency of
Country L, the LC, as its functional cur-
rency. Country L imposes restrictions on the
remittance of dividends. On April 1, 1990,
CFC pays a dividend to X in the amount of
LC100. Assume that the official governnent
established rate is $1=LC1 and the free mar-
ket rate, which takes into account the re-
mittance restrictions and which is the rate
that most clearly reflects income, is $1=LC4.
On April 1, 1990, X donates the LC100 in a
transaction that otherwise qualifies as a
charitable contribution under section 170 (c).
Both the amount of the dividend income and
the deduction under section 170 is $25 (LC100
x the free market rate, $.25).

Example 2. X, a corporation with the U.S.
dollar as its functional currency, operates in
foreign country L through branch Y. Y is a
qualified business unit as defined in section
989 (a). X computes Y’s income under the dol-
lar approximate separate transactions meth-
od as described in § 1.985–3. The currency of L
is the LC. X can purchase legally United
States dollars ($) in L only from the L gov-
ernment. In order to take advantage of an
arbitrage between the official and secondary
dollar to LC exchange rates in L:

(i) X purchases LC100 for $60 in L on the
secondary market when the official exchange
rate is S1=LC1;

(ii) X transfers the LC100 to Y;
(iii) Y purchases $100 for LC100; and
(iv) Y transfers $65 ($100 less an L tax with-

held of $35 on the transfer) to the home office
of X.

Under paragraph (a)(7) of this section, the
transfer of the LC100 by X to Y is a realiza-
tion event. X has a basis of $60 in the LC100.
Under these facts, the appropriate dollar to
LC exchange rate for computing the amount
realized by X is the official exchange rate.
Therefore, X realizes $40 ($100–$60) of U.S.
source gain from the transfer to Y. The same
result would obtain if Y rather than X pur-
chased the LC100 on the secondary market in
L with $60 supplied by X, because the sub-
stance of this transaction is that X is per-
forming the arbitrage.
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(e) Exchange gain or loss. The term
‘‘exchange gain or loss’’ means the
amount of gain or loss realized as de-
termined in § 1.988–2 with respect to a
section 988 transaction. Except as oth-
erwise provided in these regulations
(e.g., § 1.98B–5), the amount of exchange
gain or loss from a section 988 trans-
action shall be separately computed for
each section 988 transaction, and such
amount shall not be integrated with
gain or loss recognized on another
transaction (whether or not such trans-
action is economically related to the
section 988 transaction). See § 1.988–2
(b)(8) for a special rule with respect to
debt instruments.

(f) Hyperinflationary currency. For the
definition of hyperinflationary cur-
rency see § 1.985–2 (b)(2). Unless other-
wise provided, the currency in any ex-
ample used in §§ 1.988–1 through 1.988–5
is not a hyperinflationary currency.

(g) Fair market value. The fair market
value of an item shall, where relevant,
reflect an appropriate premium or dis-
count for the time value of money (e.g.,
the fair market value of a forward con-
tract to buy or sell nonfunctional cur-
rency shall reflect the present value of
the difference between the units of
nonfunctional currency times the mar-
ket forward rate at the time of valu-
ation and the units of nonfunctional
currency times the forward rate set
forth in the contract). However, if con-
sistent with the taxpayer’s method of
financial accounting (and consistently
applied from year to year), the preced-
ing sentence shall not apply to a finan-
cial instrument that matures within
one year from the date of issuance or
acquisition. Unless otherwise provided,
the fair market value given in any ex-
ample used in §§ 1.988–1 through 1.988–5
is deemed to reflect appropriately the
time value of money. If the use of in-
consistent sources of forward or other
market rate quotations results in the
distortion of income, the District Di-
rector or the Assistant Commissioner
(International) may determine the ap-
propriate rate.

(h) Interaction with sections 1092 and
1256. Unless otherwise provided, it is
assumed for purposes of §§ 1.988–1
through 1.988–5 that any contract used
in any example is not a section 1256
contract and is not part of a straddle

as defined in section 1092. No inference
is intended regarding the application of
section 1092 or 1256 unless expressly
stated.

(i) Effective date. Except as otherwise
provided in this section, this section
shall be effective for taxable years be-
ginning after December 31, 1986. Thus,
except as otherwise provided in this
section, any payments made or re-
ceived with respect to a section 988
transaction in taxable years beginning
after December 31, 1986, are subject to
this section.

[T.D. 8400, 57 FR 9178, Mar. 17, 1992]

§ 1.988–2 Recognition and computation
of exchange gain or loss.

(a) Disposition of nonfunctional cur-
rency—(1) Recognition of exchange gain
or loss—(i) In general. Except as other-
wise provided in this section, § 1.988–
1(a)(7)(ii), and § 1.988–5, the recognition
of exchange gain or loss upon the sale
or other disposition of nonfunctional
currency shall be governed by the rec-
ognition provisions of the Internal
Revenue Code which apply to the sale
or disposition of property (e.g., section
1001 or, to the extent provided in regu-
lations, section 1092). The disposition
of nonfunctional currency in settle-
ment of a forward contract, futures
contract, option contract, or similar fi-
nancial instrument is considered to be
a sale or disposition of the nonfunc-
tional currency for purposes of the pre-
ceding sentence.

(ii) Clarification of section 1031. An
amount of one nonfunctional currency
is not ‘‘property of like kind’’ with re-
spect to an amount of a different non-
functional currency.

(iii) Coordination with section
988(c)(1)(C)(ii). No exchange gain or loss
is recognized with respect to the fol-
lowing transactions—

(A) An exchange of units of nonfunc-
tional currency for different units of
the same nonfunctional currency;

(B) The deposit of nonfunctional cur-
rency in a demand or time deposit or
similar instrument (including a certifi-
cate of deposit) issued by a bank or
other financial institution if such in-
strument is denominated in such cur-
rency;
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(C) The withdrawal of nonfunctional
currency from a demand or time de-
posit or similar instrument issued by a
bank or other financial institution if
such instrument is denominated in
such currency;

(D) The receipt of nonfunctional cur-
rency from a bank or other financial
institution from which the taxpayer
purchased a certificate of deposit or
similar instrument denominated in
such currency by reason of the matur-
ing or other termination of such in-
strument; and

(E) The transfer of nonfunctional
currency from a demand or time de-
posit or similar instrument issued by a
bank or other financial institution to
another demand or time deposit or
similar instrument denominated in the
same nonfunctional currency issued by
a bank or other financial institution.
The taxpayer’s basis in the units of
nonfunctional currency or other prop-
erty received in the transaction shall
be the adjusted basis of the units of
nonfunctional currency or other prop-
erty transferred. See paragraph (b) of
this section with respect to the timing
of interest income or expense and the
determination of exchange gain or loss
thereon.

(iv) Example. The following example
illustrates the provisions of paragraph
(a)(1)(iii) of this section.

Example. X is a corporation on the accrual
method of accounting with the U.S. dollar as
its functional currency. On January 1, 1989,
X acquires 1,500 British pounds (£) for $2,250
(£1 = $1.50). On January 3, 1989, when the spot
rate is £1 = $1.49, X deposits the £1,500 with a
British financial institution in a non-inter-
est bearing demand account. On February 1,
1989, when the spot rate is £1 = $1.45, X with-
draws the £1,500. On February 5, 1989, when
the spot rate is £1 = $1.42, X purchases inven-
tory in the amount of £1,500. Pursuant to
paragraph (a)(1)(iii) of this section, no ex-
change loss is realized until February 5, 1989,
when X disposes of the £1,500 for inventory.
At that time, X realizes exchange loss in the
amount of $120 computed under paragraph
(a)(2) of this section. The loss is not an ad-
justment to the cost of the inventory.

(2) Computation of gain or loss—(i) In
general. Exchange gain realized from
the sale or other disposition of non-
functional currency shall be the excess
of the amount realized over the ad-
justed basis of such currency, and ex-

change loss realized shall be the excess
of the adjusted basis of such currency
over the amount realized.

(ii) Amount realized—(A) In general.
The amount realized from the disposi-
tion of nonfunctional currency shall be
determined under section 1001(b). A
taxpayer that uses a spot rate conven-
tion under § 1.988–1(d)(3) to determine
exchange gain or loss with respect to a
payable shall determine the amount re-
alized upon the disposition of nonfunc-
tional currency paid in satisfaction of
the payable in a manner consistent
with such convention.

(B) Exchange of nonfunctional cur-
rency for property. For purpose of para-
graph (a)(2) of this section, the ex-
change of nonfunctional currency for
property (other than nonfunctional
currency) shall be treated as—

(1) An exchange of the units of non-
functional currency for units of func-
tional currency at the spot rate on the
date of the exchange, and

(2) The purchase or sale of the prop-
erty for such units of functional cur-
rency.

(C) Example. The following example
illustrates the provisions of paragraph
(a)(2)(ii)(B) of this section.

Example. G is a U.S. corporation with the
U.S. dollar as its functional currency. On
January 1, 1989, G enters into a contract to
purchase a paper manufacturing machine for
10,000,000 British pounds (£) for delivery on
January 1, 1991. On January 1, 1991, when G
exchanges £10,000,000 (which G purchased for
$12,000,000) for the machine, the fair market
value of the machine is £17,000,000. On Janu-
ary 1, 1991, the spot exchange rate is £1 =
$1.50. Under paragraph (a)(2)(ii)(B) of this
section, the transaction is treated as an ex-
change of £10,000,000 for $15,000,000 and the
purchase of the machine for $15,000,000. Ac-
cordingly, in computing G’s exchange gain of
$3,000,000 on the disposition of the £10,000,000,
the amount realized is $15,000,000. G’s basis in
the machine is $15,000,000. No gain is recog-
nized on the bargain purchase of the ma-
chine.

(iii) Adjusted basis—(A) In general. Ex-
cept as provided in paragraph
(a)(2)(iii)(B) of this section, the ad-
justed basis of nonfunctional currency
is determined under the applicable pro-
visions of the Internal Revenue Code
(e.g., sections 1011 through 1023). A tax-
payer that uses a spot rate convention
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under § 1.988–1 (d)(3) to determine ex-
change gain or loss with respect to a
receivable shall determine the basis of
nonfunctional currency received in sat-
isfaction of such receivable in a man-
ner consistent with such convention.

(B) Determination of the basis of non-
functional currency withdrawn from an
account with a bank or other financial in-
stitution—(1) In general. The basis of
nonfunctional currency withdrawn
from an account with a bank or other
financial institution shall be deter-
mined under any reasonable method
that is consistently applied from year
to year by the taxpayer to all accounts
denominated in a nonfunctional cur-
rency. For example, a taxpayer may
use a first in first out method, a last in
first out method, a pro rata method (as
illustrated in the example below), or
any other reasonable method that is

consistently applied. However, a meth-
od that consistently results in units of
nonfunctional currency with the high-
est basis being withdrawn first shall
not be considered reasonable.

(2) Example. The following example il-
lustrates the provisions of this para-
graph (a)(2)(iii)(B).

Example. (i) X, a cash basis individual with
the dollar as his functional currency, opens a
demand account with a Swiss bank. Assume
expenses associated with the demand ac-
count are deductible under section 212. The
following chart indicates Swiss franc depos-
its to the account, Swiss franc interest cred-
ited to the account, the dollar basis of each
deposit, and the determination of the aggre-
gate dollar basis of all Swiss francs in the ac-
count. Assume that the taxpayer has prop-
erly translated all the amounts specified in
the chart and that all transactions are sub-
ject to section 988.

Date Swiss francs deposited Interest received U.S. dollar
basis

Aggregate
U.S. dollar

basis

1/01/89 ....................................... 1000 Sf $500 $500
3/31/89 ....................................... 50 Sf 25 525
6/30/89 ....................................... 50 Sf 24 549
9/30/89 ....................................... 50 Sf 25 574
12/31/89 ..................................... 50 Sf 26 600

(ii) On January 1, 1990, X withdraws 500
Swiss francs from the account. X may deter-
mine his basis in the Swiss francs by mul-
tiplying the aggregate U.S. dollar basis of
Swiss francs in the account by a fraction the
numerator of which is the number of Swiss
francs withdrawn from the account and the
denominator is the total number of Swiss
francs in the account. Under this method,
X’s basis in the 500 Swiss francs is $250 com-
puted as follows:

500

1200

Sf

Sf
× =$600 $250

(iii) X’s basis in the Swiss francs remaining
in the account is $350 ($600¥$250). X must use
this method consistently from year to year
with respect to withdrawals of nonfunctional
currency from all of X’s accounts.

(iv) Purchase and sale of stock or securi-
ties traded on an established securities mar-
ket by cash basis taxpayer—

(A) Amount realized. If stock or secu-
rities traded on an established securi-
ties market are sold by a cash basis
taxpayer for nonfunctional currency,
the amount realized with respect to the
stock or securities (as determined on

the trade date) shall be computed by
translating the units of nonfunctional
currency received into functional cur-
rency at the spot rate on the settle-
ment date of the sale. This rule applies
notwithstanding that the stock or se-
curities are treated as disposed of on a
date other than the settlement date
under another section of the Code. See
section 453(k).

(B) Basis. If stock or securities traded
on an established securities market are
purchased by a cash basis taxpayer for
nonfunctional currency, the basis of
the stock or securities shall be deter-
mined by translating the units of non-
functional currency paid into func-
tional currency at the spot rate on the
settlement date of the purchase.

(C) Example. The following example
illustrates the provisions of this para-
graph (a)(2)(iv).

Example. On November 1, 1989 (the trade
date), X, a calendar year cash basis U.S. indi-
vidual, purchases stock for £100 for settle-
ment on November 5, 1989. On November 1,
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1989, the spot value of the £100 is $140. On No-
vember 5, 1989, X purchases £100 for $141
which X uses to pay for the stock. X’s basis
in the stock is $141. On December 30, 1990 (the
trade date), X sells the stock for £110 for set-
tlement on January 5, 1991. On December 30,
1990, the spot value of £110 is $165. On Janu-
ary 5, 1991, X transfers the stock and receives
£110 which, translated at the spot rate, equal
$166. Under section 453(k), the stock is con-
sidered disposed of on December 30, 1990. The
amount realized with respect to such disposi-
tion is the value of the £110 on January 5,
1991 ($166). Accordingly, X’s gain realized on
December 30, 1990, from the disposition of the
stock is $25 ($166 amount realized less $141
basis). X’s basis in the £110 received from the
sale of the stock is $166.

(v) Purchase and sale of stock or securi-
ties traded on an established securities
market by accrual basis taxpayer. For
taxable years beginning after March 17,
1992, an accrual basis taxpayer may
elect to apply the rules of paragraph
(a)(2)(iv) of this section. The election
shall be made by filing a statement
with the taxpayer’s first return in
which the election is effective clearly
indicating that the election has been
made. A method so elected must be ap-
plied consistently from year to year
and cannot be changed without the
consent of the Commissioner.

(b) Translation of interest income or ex-
pense and determination of exchange gain
or loss with respect to debt instruments—
(1) Translation of interest income received
with respect to a nonfunctional currency
demand account. Interest income re-
ceived with respect to a demand ac-
count with a bank or other financial
institution which is denominated in (or
the payments of which are determined
by reference to) a nonfunctional cur-
rency shall be translated into func-
tional currency at the spot rate on the
date received or accrued or pursuant to
any reasonable spot rate convention
consistently applied by the taxpayer to
all taxable years and to all accounts
denominated in nonfunctional currency
in the same financial institution. For
example, a taxpayer may translate in-
terest income received with respect to
a demand account on the last day of
each month of the taxable year, on the
last day of each quarter of the taxable
year, on the last day of each half of the
taxable year, or on the last day of the
taxable year. No exchange gain or loss
is realized upon the receipt or accrual

of interest income with respect to a de-
mand account subject to this para-
graph (b)(1).

(2) Translation of nonfunctional cur-
rency interest income or expense received
or paid with respect to a debt instrument
described in § 1.988–1(a)(1)(ii) and (2)(i)—
(i) Scope—(A) In general. Paragraph (b)
of this section only applies to debt in-
struments described in § 1.988–1(a)(1)(ii)
and (2)(i) where all payments are de-
nominated in, or determined with ref-
erence to, a single nonfunctional cur-
rency. Except as provided in paragraph
(b)(2)(i)(B) of this section, this para-
graph (b) shall not apply to contingent
payment debt instruments.

(B) Nonfunctional currency contingent
payment debt instruments—(1) Operative
rules. [Reserved]

(2) Certain instruments are not contin-
gent payment debt instruments. For pur-
poses of section 1275(d), a debt instru-
ment denominated in, or all payments
of which are determined with reference
to, a single nonfunctional currency
(with no contingencies) is not a contin-
gent payment debt instrument. See
§ 1.988–1(a)(4) and (5) for the treatment
of dual currency and multi-currency
debt instruments.

(ii) Determination and translation of
interest income or expense—(A) In gen-
eral. Interest income or expense on a
debt instrument described in paragraph
(b)(2)(i) of this section (including origi-
nal issue discount determined in ac-
cordance with sections 1271 through
1275 and 163(e) as adjusted for acquisi-
tion premium under section 1272(a)(7),
and acquisition discount determined in
accordance with sections 1281 through
1283) shall be determined in units of
nonfunctional currency and translated
into functional currency as provided in
paragraphs (b)(2)(ii)(B) and (C) of this
section. For purposes of sections 483,
1273(b)(5) and 1274, the nonfunctional
currency in which an instrument is de-
nominated (or by reference to which
payments are determined) shall be con-
sidered money.

(B) Translation of interest income or ex-
pense that is not required to be accrued
prior to receipt or payment. With respect
to an instrument described in para-
graph (b)(2)(i) of this section, interest
income or expense received or paid
that is not required to be accrued by

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00580 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



585

Internal Revenue Service, Treasury § 1.988–2

the taxpayer prior to receipt or pay-
ment shall be translated at the spot
rate on the date of receipt or payment.
No exchange gain or loss is realized
with respect to the receipt or payment
of such interest income or expense
(other than the exchange gain or loss
that might be realized under paragraph
(a) of this section upon the disposition
of the nonfunctional currency so re-
ceived or paid).

(C) Translation of interest income or ex-
pense that is required to be accrued prior
to receipt or payment. With respect to an
instrument described in paragraph
(b)(2)(i) of this section, interest income
or expense that is required to be ac-
crued prior to receipt or payment (e.g.,
under section 1272, 1281 or 163(e) or be-
cause the taxpayer uses an accrual
method of accounting) shall be trans-
lated at the average rate (or other rate
specified in paragraph (b)(2)(iii)(B) of
this section) for the interest accrual
period or, with respect to an interest
accrual period that spans two taxable
years, at the average rate (or other
rate specified in paragraph (b)(2)(iii)(B)
of this section) for the partial period
within the taxable year. See para-
graphs (b)(3) and (4) of this section for
the determination of exchange gain or
loss on the receipt or payment of ac-
crued interest income or expense.

(iii) Determination of average rate or
other accrual convention—(A) In general.
For purposes of this paragraph (b), the
average rate for an accrual period (or
partial period) shall be a simple aver-
age of the spot exchange rates for each
business day of such period or other av-
erage exchange rate for the period rea-
sonably derived and consistently ap-
plied by the taxpayer.

(B) Election to use spot accrual conven-
tion. For taxable years beginning after
March 17, 1992, a taxpayer may elect to
translate interest income and expense
at the spot rate on the last day of the
interest accrual period (and in the case
of a partial accrual period, the spot
rate on the last day of the taxable
year). If the last day of the interest ac-
crual period is within five business
days of the date of receipt or payment,
the taxpayer may translate interest in-
come or expense at the spot rate on the
date of receipt or payment. The elec-
tion shall be made by filing a state-

ment with the taxpayer’s first return
in which the election is effective clear-
ly indicating that the election has been
made. A method so elected must be ap-
plied consistently to all debt instru-
ments from year to year and cannot be
changed without the consent of the
Commissioner.

(3) Exchange gain or loss recognized by
the holder with respect to accrued interest
income. The holder of a debt instrument
described in paragraph (b)(2)(i) of this
section shall realize exchange gain or
loss with respect to accrued interest
income on the date such accrued inter-
est income is received or the instru-
ment is disposed of (including a deemed
disposition under section 1001 that re-
sults from a material change in terms
of the instrument). Except as otherwise
provided in this paragraph (b) (e.g.,
paragraph (b)(8) of this section), ex-
change gain or loss realized with re-
spect to accrued interest income shall
be recognized in accordance with the
applicable recognition provisions of the
Internal Revenue Code. The amount of
exchange gain or loss so realized with
respect to accrued interest income is
determined for each accrual period
by—

(i) Translating the units of nonfunc-
tional currency interest income re-
ceived with respect to such accrual pe-
riod (as determined under the ordering
rules of paragraph (b)(7) of this section)
into functional currency at the spot
rate on the date the interest income is
received or the instrument is disposed
of (or deemed disposed of), and

(ii) Subtracting from such amount
the amount computed by translating
the units of nonfunctional currency in-
terest income accrued with respect to
such income received at the average
rate (or other rate specified in para-
graph (b)(2)(iii)(B) of this section) for
the accrual period.

(4) Exchange gain or loss recognized by
the obligor with respect to accrued inter-
est expense. The obligor under a debt in-
strument described in paragraph
(b)(2)(i) of this section shall realize ex-
change gain or loss with respect to ac-
crued interest expense on the date such
accrued interest expense is paid or the
obligation to make payments is trans-
ferred or extinguished (including a
deemed disposition under section 1001
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that results from a material change in
terms of the instrument). Except as
otherwise provided in this paragraph
(b) (e.g., paragraph (b)(8) of this sec-
tion), exchange gain or loss realized
with respect to accrued interest ex-
pense shall be recognized in accordance
with the applicable recognition provi-
sions of the Internal Revenue Code.
The amount of exchange gain or loss so
realized with respect to accrued inter-
est expense is determined for each ac-
crual period by—

(i) Translating the units of nonfunc-
tional currency interest expense ac-
crued with respect to the amount of in-
terest paid into functional currency at
the average rate (or other rate speci-
fied in paragraph (b)(2)(iii)(B) of this
section) for such accrual period; and

(ii) Subtracting from such amount
the amount computed by translating
the units of nonfunctional currency in-
terest paid (or, if the obligation to
make payments is extinguished or
transferred, the units accrued) with re-
spect to such accrual period (as deter-
mined under the ordering rules in para-
graph (b)(7) of this section) into func-
tional currency at the spot rate on the
date payment is made or the obligation
is transferred or extinguished (or
deemed extinguished).

(5) Exchange gain or loss recognized by
the holder of a debt instrument with re-
spect to principal. The holder of a debt
instrument described in paragraph
(b)(2)(i) of this section shall realize ex-
change gain or loss with respect to the
principal amount of such instrument
on the date principal (determined
under the ordering rules of paragraph
(b)(7) of this section) is received from
the obligor or the instrument is dis-
posed of (including a deemed disposi-
tion under section 1001 that results
from a material change in terms of the
instrument). For purposes of comput-
ing exchange gain or loss, the principal
amount of a debt instrument is the
holder’s purchase price in units of non-
functional currency. See paragraph
(b)(10) of this section for rules regard-
ing the amortization of that part of the
principal amount that represents bond
premium and the computation of ex-
change gain or loss thereon. If, how-
ever, the holder acquired the instru-
ment in a transaction in which ex-

change gain or loss was realized but
not recognized by the transferor, the
nonfunctional currency principal
amount of the instrument with respect
to the holder shall be the same as that
of the transferor. Except as otherwise
provided in this paragraph (b) (e.g.,
paragraph (b)(8) of this section), ex-
change gain or loss realized with re-
spect to such principal amount shall be
recognized in accordance with the ap-
plicable recognition provisions of the
Internal Revenue Code. The amount of
exchange gain or loss so realized by the
holder with respect to principal is de-
termined by—

(i) Translating the units of nonfunc-
tional currency principal at the spot
rate on the date payment is received or
the instrument is disposed of (or
deemed disposed of); and

(ii) Subtracting from such amount
the amount computed by translating
the units of nonfunctional currency
principal at the spot rate on the date
the holder (or a transferor from whom
the nonfunctional principal amount is
carried over) acquired the instrument
(is deemed to acquire the instrument).

(6) Exchange gain or loss recognized by
the obligor of a debt instrument with re-
spect to principal. The obligor under a
debt instrument described in paragraph
(b)(2)(i) of this section shall realize ex-
change gain or loss with respect to the
principal amount of such instrument
on the date principal (determined
under the ordering rules of paragraph
(b)(7) of this section) is paid or the ob-
ligation to make payments is trans-
ferred or extinguished (including a
deemed disposition under section 1001
that results from a material change in
terms of the instrument). For purposes
of computing exchange gain or loss, the
principal amount of a debt instrument
is the amount received by the obligor
for the debt instrument in units of non-
functional currency. See paragraph
(b)(10) of this section for rules regard-
ing the amortization of that part of the
principal amount that represents bond
premium and the computation of ex-
change gain or loss thereon. If, how-
ever, the obligor became the obligor in
a transaction in which exchange gain
or loss was realized but not recognized
by the transferor, the nonfunctional
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currency principal amount of the in-
strument with respect to such obligor
shall be the same as that of the trans-
feror. Except as otherwise provided in
this paragraph (b) (e.g., paragraph (b)(8)
of this section), exchange gain or loss
realized with respect to such principal
shall be recognized in accordance with
the applicable recognition provisions of
the Internal Revenue Code. The
amount of exchange gain or loss so re-
alized by the obligor is determined by—

(i) Translating the units of nonfunc-
tional currency principal at the spot
rate on the date the obligor (or a trans-
feror from whom the principal amount
is carried over) became the obligor (or
is deemed to have become the obligor);
and

(ii) Subtracting from such amount
the amount computed by translating
the units of nonfunctional currency
principal at the spot rate on the date
payment is made or the obligation is
transferred or extinguished (or deemed
extinguished).

(7) Payment ordering rules—(i) Debt in-
struments subject to the rules of sections
163(e), or 1271 through 1288. In the case
of a debt instrument described in para-
graph (b)(2)(i) of this section that is
subject to the rules of sections 163(e),
or 1272 through 1288, units of nonfunc-
tional currency (or an amount deter-
mined with reference to nonfunctional
currency) received or paid with respect
to such debt instrument shall be treat-
ed first as a receipt or payment of peri-
odic interest under the principles of
section 1273 and the regulations there-
under, second as a receipt or payment
of original issue discount to the extent
accrued as of the date of the receipt or
payment, and finally as a receipt or
payment of principal. Units of nonfunc-
tional currency (or an amount deter-
mined with reference to nonfunctional
currency) treated as a receipt or pay-
ment of original issue discount under
the preceding sentence are attributed
to the earliest accrual period in which
original issue discount has accrued and
to which prior receipts or payments
have not been attributed. No portion
thereof shall be treated as prepaid in-
terest. These rules are illustrated by
Example 10 of paragraph (b)(9) of this
section.

(ii) Other debt instruments. In the case
of a debt instrument described in para-
graph (b)(2)(i) of this section that is
not subject to the rules of section
163(e) or 1272 through 1288, whether
units of nonfunctional currency (or an
amount determined with reference to
nonfunctional currency) received or
paid with respect to such debt instru-
ment are treated as interest or prin-
cipal shall be determined under section
163 or other applicable section of the
Code.

(8) Limitation of exchange gain or loss
on payment or disposition of a debt in-
strument. When a debt instrument de-
scribed in paragraph (b)(2)(i) of this
section is paid or disposed of, or when
the obligation to make payments
thereunder is satisfied by another per-
son, or extinguished or assumed by an-
other person, exchange gain or loss is
computed with respect to both prin-
cipal and any accrued interest (includ-
ing original issue discount), as pro-
vided in paragraph (b)(3) through (7) of
this section. However, pursuant to sec-
tion 988(b)(1) and (2), the sum of any ex-
change gain or loss with respect to the
principal and interest of any such debt
instrument shall be realized only to
the extent of the total gain or loss re-
alized on the transaction. The gain or
loss realized shall be recognized in ac-
cordance with the general principles of
the Code. See Examples 3, 4 and 6 of
paragraph (b)(9) of this section.

(9) Examples. The preceding provi-
sions are illustrated in the following
examples. The examples assume that
any transaction involving an individ-
ual is a section 988 transaction.

Example 1. (i) X is an individual on the cash
method of accounting with the dollar as his
functional currency. On January 1, 1992, X
converts $13,000 to 10,000 British pounds (£) at
the spot rate of £1 = $1.30 and loans the
£10,000 to Y for 3 years. The terms of the loan
provide that Y will make interest payments
of £1,000 on December 31 of 1992, 1993, and
1994, and will repay X’s £10,000 principal on
December 31, 1994. Assume the spot rates for
the pertinent dates are as follows:

Date
Spot rate

(pounds to
dollars)

Jan. 1, 1992 ....................................................... £1=$1.30
Dec. 31, 1992 .................................................... £1=$1.35
Dec. 31, 1993 .................................................... £1=$1.40
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Date
Spot rate

(pounds to
dollars)

Dec. 31, 1994 .................................................... £1=$1.45

(ii) Under paragraph (b)(2)(ii)(B) of this
section, X will trans1ate the £1,000 interest
payments at the spot rate on the date re-
ceived. Accordingly, X will have interest in-
come of $1,350 in 1992, $1,400 in 1993, and $1,450
in 1994. Because X is a cash basis taxpayer, X
does not realize exchange gain or loss on the
receipt of interest income.

(iii) Under paragraph (b)(5) of this section,
X will realize exchange gain upon repayment
of the £10,000 principal amount determined
by translating the £10,000 at the spot rate on
the date it is received (£10,000×$1.45 = $14,500)
and subtracting from such amount, the
amount determined by translating the
£10,000 at the spot rate on the date the loan
was made (£10,000×$1.30 = $13,000). Accord-
ingly, X will realize an exchange gain of
$1,500 on the repayment of the loan on De-
cember 31, 1994.

Example 2. (i) Assume the same facts as in
Example 1 except that X is an accrual method
taxpayer and that average rates are as fol-
lows:

Accrual period Average rate (pounds to dol-
lars)

1992 ................................... £1=$1.32
1993 ................................... £1=$1.37
1994 ................................... £1=$1.42

(ii) Under paragraph (b)(2)(ii)(C) of this sec-
tion, X will accrue the £1,000 interest pay-
ments at the average rate for the accrual pe-
riod. Accordingly, X will have interest in-
come of $1,320 in 1992, $1,370 in 1993, and $1,420
in 1994. Because X is an accrual basis tax-
payer, X determines exchange gain or loss
for each interest accrual period by translat-
ing the units of nonfunctional currency in-
terest income received with respect to such
accrual period at the spot rate on the date
received and subtracting the amounts of in-
terest income accrued for such period. Thus,
X will realize $90 of exchange gain with re-
spect to interest received under the loan,
computed as follows:

Year

Spot
value in-
terest re-

ceived

Accrued
interest
@ aver-
age rate

Exch.
gain

1992 ............................... $1,350 $1,320 $30
1993 ............................... 1,400 1,370 30
1994 ............................... 1,450 1,420 30

Total ............................ ................ ................ $90

(iii) Under paragraph (b)(5) of this section,
X will realize exchange gain upon repayment
of the £10,000 loan principal determined in
the same manner as in Example 1. Accord-

ingly, X will realize an exchange gain of
$1,500 on the repayment of the loan principal
on December 31, 1994.

Example 3. Assume the same facts as in Ex-
ample 1 except that X is a calendar year tax-
payer on the accrual method of accounting
that elects to use a spot rate convention to
translate interest income as provided in
§ 1.988–2(b)(2)(iii)(B). Interest income is re-
ceived by X on the last day of each accrual
period. Under paragraph (b)(2)(ii)(C), X will
translate the interest income at the spot
rate on the last day of each interest accrual
period. Accordingly, X will have interest in-
come of $1,350 in 1992, and $1,400 in 1993, $1,450
in 1994. Because the rate at which the inter-
est income is translated is the same as the
rate on the day of receipt, X will not realize
any exchange gain or loss with respect to the
interest income. Under paragraph (b)(5) of
this section, X will realize exchange gain
upon repayment of the £10,000 loan principal
determined in the same manner as in Exam-
ple 1. Accordingly, X will realize an exchange
gain of $1,500 on the repayment of the loan
principal on December 31, 1994.

Example 4. Assume the same facts as in Ex-
ample 1 except that on December 31, 1993, X
sells Y’s note for 9,821.13 British pounds (£)
after the interest payment. Under paragraph
(b)(8) of this section, X will compute ex-
change gain on the £10,000 principal. The ex-
change gain is $1,000
[(£10,000×$1.40)¥(£10,000×$1.30)]. This ex-
change gain, however, is only realized to the
extent of the total gain on the disposition.
X’s total gain is $749.58
[(£9,821.13×$1.40)¥(£10,000×$1.30)]. Thus, X will
realize $749.58 of exchange gain (and will re-
alize no market loss).

Example 5. (i) The facts are the same as in
Example 1 except that Y becomes insolvent
and fails to repay the full £10,000 principal
when due. Instead, X and Y agree to com-
promise the debt for a payment of £8,000 on
December 31, 1994. Under paragraph (b)(8) of
this section, X will compute exchange gain
on the £10,000 originally booked. The ex-
change gain is $1,500
[(£10,000×$1.45)¥(£10,000×$1.30) = $1,500]. This
exchange gain, however, is only realized to
the extent of the total gain on the disposi-
tion. X realizes an overall loss on the dis-
position of $1,400
[(£8,000×$1.45)¥(£10,000×$1.30) = ($1,400)]. Thus,
X will realize no exchange gain (and a $1400
market loss).

(ii) If the exchange rate on December 31,
1994, were £1 = $1.25, rather than £1 = $1.45, X
would compute exchange loss under para-
graph (b)(8) of this section, on the £10,000
originally booked. The exchange loss would
be $500 [(£10,000×$1.25)¥(£10,000×$1.30) =
($500)]. X’s total loss on the disposition
would be $3,000 [(£8,000×$1.25)–(£10,000×$1.30) =
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($3,000)]. Thus, X would realize $500 of ex-
change loss and a $2,500 market loss on the
disposition.

Example 6. (i) X is an individual with the
dollar as his functional currency. X is on the
cash method of accounting. On January 1,
1989, X borrows 10,000 British pounds (£) from
Y, an unrelated person. The terms of the
loan provide that X will make interest pay-
ments of £1,200 on December 31 of 1989 and
1990 and will repay Y’s £10,000 principal on
December 31, 1990. The spot rates for the per-
tinent dates are as follows:

Date Spot rate 1

Jan. 1, 1989 ....................................................... 1=$1.50
Dec. 31, 1989 .................................................... 1=1.60
Dec. 31, 1990 .................................................... 1=1.70

1 Pounds to dollars.

Assume that the basis of the £1,200 paid as
interest by X on December 31, 1989, is $2,000,
the basis of the £1,200 paid as interest by X
on December 31, 1990, is $2,020 and the basis
of the £10,000 principal paid by X on Decem-
ber 31, 1990, is $16,000.

(ii) Under paragraph (b)(2)(ii)(B) of this
section, X translates the £1,200 interest pay-
ments at the spot rate on the day paid. Thus,
X paid $1,920 (£1,200×$1.60) of interest on De-
cember 31, 1989, and $2,040 (£1,200×$1.70) of in-
terest on December 31, 1990. In addition, X
will realize exchange gain or loss on the dis-
position of the £1,200 on December 31, 1989
and 1990, under paragraph (a) of this section.
Pursuant to paragraph (a)(2) of this section,
X will realize an exchange loss of $80
[(£1,200×$1.60)¥$2,000] on December 31, 1989,
and exchange gain of $20
[(£1,200×$1.70)¥$2,020] on December 31, 1990.

(iii) Under paragraph (b)(6) of this section,
X will realize exchange loss on December 31,
1990, upon repayment of the £10,000 principal
amount determined by translating the
£10,000 received at the spot rate on January
1, 1989 (£10,000×$1.50 = $15,000) and subtracting
from such amount, the amount determined
by translating the £10,000 paid at the spot
rate on December 31, 1990 (£10,000×$1.70 =
$17,000). Thus, under paragraph (b)(6) of this
section, X has an exchange loss with respect
to the £10,000 principal of $2,000. Further,
under paragraph (a)(2) of this section, X will
realize an exchange gain upon disposition of
the £10,000 on December 31, 1990. Under para-
graph (a)(2) of this section, X will subtract
his adjusted basis in the £10,000 ($16,000) from
the amount realized upon the disposition of
the £10,000 (£10,000×$1.70 = $17,000) resulting in
a gain of $1,000. Accordingly, X’s combined
exchange gain and loss realized on December
31, 1990, with respect to the repayment of the
£10,000 is a $1,000 exchange loss.

Example 7. (i) X is a calendar year corpora-
tion on the accrual method of accounting
and with the dollar as its functional cur-

rency. On January 1, 1989, X purchases at
original issue for 82.64 Canadian dollars (C$)
M corporation’s 2 year note maturing on De-
cember 31, 1990, at a stated redemption price
of C$100. The yield to maturity in Canadian
dollars is 10 percent and the accrual period is
the one year period beginning January 1 and
ending December 31. The note has C$17.36 of
original issue discount. Assume that the spot
rates are as follows: C$1 = U.S.$.72 on Janu-
ary 1, 1989; C$1 = U.S.$.80 on January 1, 1990;
C$1 = U.S.$ .82 on December 31, 1990. Assume
further that the average rate for 1989 is C$1
= U.S.$ .76 and for 1990 is C$1 = U.S. $.81.

(ii) Under paragraph (b)(2)(ii)(A) of this
section, X will determine its interest income
in Canadian dollars. Accordingly, under sec-
tion 1272, X must take into account original
issue discount in the amount of C$8.26 on De-
cember 31, 1989, and C$9.10 on December 31,
1990. Pursuant to paragraph (b)(2)(ii)(C) of
this section, X will translate these amounts
into U.S. dollars at the average exchange
rate for the relevant accrual period. Thus,
the amount of interest income taken into ac-
count in 1989 is U.S.$6.28 (C$8.26×U.S.$.76) and
in 1990 is U.S.$7.37 (C$9.10×U.S.$.81). Pursuant
to paragraph (b)(3)(ii) of this section, X will
realize exchange gain or loss with respect to
the accrued interest determined for each ac-
crual period by translating the Canadian dol-
lars received with respect to such accrual pe-
riod into U.S. dollars at the spot rate on the
date the interest is received and subtracting
from that amount the amount accrued in
U.S. dollars. Thus, the amount of exchange
gain realized on December 31, 1990, is U.S.$.58
(U.S.$.49 from 1989+U.S.$.09 from 1990). Pur-
suant to paragraph (b)(5) of this section, X
shall realize exchange gain or loss with re-
spect to the principal (C$82.64) on December
31, 1990, computed by translating the C$82.64
at the spot rate on December 31, 1990
(U.S.$67.76) and subtracting the C$82.64 trans-
lated at the spot rate on January 1, 1989
(U.S.$59.50) for an exchange gain of U.S.$8.26.
Thus, X’s combined exchange gain is
U.S.$8.84 (U.S.$.49+U.S.$.09+U.S.$8.26).

(iii) Assume instead that on January 1,
1990, X sells the note for C$86.95, which it im-
mediately converts to U.S. dollars. X’s ex-
change gain is computed under paragraph
(b)(8) of this section with reference to the
nonfunctional currency denominated prin-
cipal amount (C$82.64) and the nonfunctional
currency denominated accrued original issue
discount (C$8.26). X will compute an ex-
change gain of U.S.$6.61 with respect to the
issue price [(C$82.64×U.S.$
.80)¥(C$82.64×U.S.$.72)] and an exchange gain
of U.S.$.33 with respect to the accrued origi-
nal issue discount [(C$8.26×U.S.$.80)¥
(C$8.26×U.S.$ .76)]. Accordingly, prior to the
application of paragraph (b)(8) of this sec-
tion, X’s total exchange gain is U.S.$6.94
(U.S.$6.61+U.S.$.33), and X’s market loss is
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U.S.$3.16 [(C$90.90¥C$86.95)×U.S.$.80]. Pursu-
ant to paragraph (b)(8) of this section, how-
ever, X’s market loss on the note of U.S.$3.16
is netted against X’s exchange gain of
U.S.$6.94, resulting in a realized exchange
gain of U.S.$3.78 and no market loss.

Example 8. (i) The facts are the same as in
Example 7 (i) except that on January 1, 1990,
X contributes the M corporation note to Y, a
wholly-owned U.S. subsidiary of X with the
dollar as its functional currency, and Y col-
lects C$100 from M corporation at maturity
on December 31, 1990, when the spot rate is
C$1 = U.S.$.82. The transfer of the note from
X to Y qualifies for nonrecognition of gain
under section 351(a). On December 31, 1990, Y
includes C$9.10 of accrued interest in income
which translated at the average exchange
rate of C$1 = U.S.$.81 for the year results in
U.S.$7.37 of interest income.

(ii) Y’s exchange gain is computed under
paragraph (b)(3) of this section with respect
to accrued interest income and paragraph
(b)(5) of this section with respect to the non-
functional currency principal amount. Under
paragraph (b)(3) of this section, Y will realize
exchange gain or loss for each accrual period
computed by translating the units of non-
functional currency interest income received
with respect to such accrual period at the
spot rate on the day received and subtract-
ing the amounts of interest income accrued
for such period. Thus, Y will realize $.49 of
exchange gain with respect to original issue
discount accrued in 1989
[(C$8.26×U.S.$.82)¥(C$8.26×U.S.$.76) = U.S.
$.49] and $.09 of exchange gain with respect
to original issue discount accrued in 1990
[(C$9.10×U.S.$.82)¥(C$9.10×U.S.$.81) = $.09].

(iii) Pursuant to paragraph (b)(5) of this
section, the nonfunctional currency prin-
cipal amount of the M bond in the hands of
Y is C$82.64, the amount carried over from X,
the transferor. Y’s exchange gain with re-
spect to the nonfunctional currency prin-
cipal amount is $8.26 [(C$82.64×U.S.$.82)¥
(C$82.64×U.S.$.72) = U.S. $8.26]. Accordingly,
Y’s combined exchange gain is U.S. $8.84
($.49+$.09+$8.26). Because the amount realized
in Canadian dollars equals the adjusted issue
price (C$100) on retirement of the M note,
there is no market loss, and the netting rule
of paragraph (b)(8) of this section does not
limit realization of the exchange gain.

Example 9. (i) X is a calendar year corpora-
tion on the accrual method of accounting
and with the dollar as its functional cur-
rency. X elects to use the spot rate conven-
tion to translate interest income as provided
in paragraph (b)(2)(iii)(B) of this section. On
January 31, 1992, X loans £1000 to Y, an unre-
lated person. Under the terms of the loan, Y
will pay X interest of £50 on July 31, 1992, and
January 31, 1993, and will repay the £1000
principal on January 31, 1993. Assume the
following spot exchange rates:

Date Spot rate 1

Jan. 31, 1992 ..................................................... £1=$1.50
July 31, 1992 ..................................................... £1=1.55
Dec. 31, 1992 .................................................... £1=1.60
Jan. 31, 1993 ..................................................... £1=1.61

1 Pounds to dollars.

(ii) Under paragraph (b)(2)(ii)(C) of this sec-
tion, X will translate the interest income at
the spot rate on the last day of each interest
accrual period (and in the case of a partial
accrual period, at the spot rate on the last
day of the taxable year). Accordingly, X will
have interest income of $77.50 (£50×$1.55) on
July 31, 1992. Assuming under X’s method of
accounting that interest is accrued daily, X
will accrue $66.50 (153/184×£50)×$1.60) of inter-
est income on December 31, 1992. On January
31, 1993, X will have interest income of $13.60
((31/184×£50)×$1.61). Because the rate at which
the interest income is translated is the same
as the rate on the day of receipt, X will not
realize any exchange gain or loss with re-
spect to the interest income received on July
31, 1992. However, X will realize exchange
gain on the £41.50 (153/184×£50) of accrued in-
terest income of $.41
[(£41.50×$1.61)¥(£41.50×$1.60) = $.41].

(iii) Under paragraph (b)(5) of this section,
X will realize exchange gain upon repayment
of the £100 principal amount determined by
translating the £100 at the spot rate on the
date it is received (£100×$1.61 = $161.00) and
subtracting from such amount, the amount
determined by translating the £100 at the
spot rate on the date the loan was made
(£100×$1.50 = $150.00). Accordingly, X will re-
alize an exchange gain of $11 on the repay-
ment of the loan on January 31, 1993.

Example 10. (i) X, a cash basis taxpayer
with the dollar as its functional currency,
has the calendar year as its taxable year. On
January 1, 1992, X purchases at original issue
for 65.88 British pounds (£) M corporation’s 5-
year bond maturing on December 31, 1996,
having a stated redemption price at matu-
rity of £100. The bond provides for annual
payments of interest in pounds of 1 pound
per year on December 31 of each year. The
bond has 34.12 British pounds of original
issue discount. The yield to maturity is 10
percent in British pounds and the accrual pe-
riod is the one year period beginning Janu-
ary 1 and ending December 31 of each cal-
endar year. The amount of original issue dis-
count is determined in pounds for each ac-
crual period by multiplying the adjusted
issue price expressed in pounds by the yield
and subtracting from such amount the peri-
odic interest payments expressed in pounds
for such period. The periodic interest pay-
ments are translated at the spot rate on the
payment date (December 31 of each year).
The original issue discount is translated at
the average rate for the accrual period (Jan-
uary 1 through December 31). The following
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chart describes the determination of interest income with respect to the facts presented
and provides other pertinent information.
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(ii) Because X is a cash basis taxpayer, X
does not realize exchange gain or loss on the
receipt of the £1 periodic interest payments.
However, X will realize exchange gain on De-
cember 31, 1996 totaling $7.88 with respect to
the original issue discount. Exchange gain is
determined for each interest accrual period
by translating the units of nonfunctional

currency interest income received with re-
spect to such accrual period at the spot rate
on the date received and subtracting from
such amount, the amount computed by
translating the units of nonfunctional cur-
rency interest income accrued for such pe-
riod at the average rate for the period. The
following chart illustrates this computation:

TABLE 2

Year

OID ac-
crued in

pounds for
each ac-

crual period

Assumed
spot rate on

date pay-
ment re-
ceived

(pounds to
dollars)

Interest re-
ceived

times spot
rate on the

date re-
ceived (col.
2 times col.

3)

Assumed
average

rate for ac-
crual period
(pounds to

dollars)

IOD in
pounds

times the
average

rate for the
accrual pe-
riod (col. 2

times col. 5)

Exchange
gain or loss
(col. 4 less

col. 6)

1 2 3 4 5 6 7

1992 ........................................................ 5.59 1=$1.70 $9.50 1=$1.25 $6.99 $2.51
1993 ........................................................ 6.15 1=1.70 10.46 1=1.35 8.30 2.16
1994 ........................................................ 6.76 1=1.70 11.49 1=1.45 9.80 1.69
1995 ........................................................ 7.44 1=1.70 12.65 1=1.55 11.53 1.12
1996 ........................................................ 8.18 1=1.70 13.90 1=1.65 13.50 .40

Total .................................................... .................... .................... .................... .................... .................... $7.88

(iii) X will also realize exchange gain with
respect to the principal of the loan (i.e., the
issue price of 65.88 British pounds) on Decem-
ber 31, 1996 computed by translating the
units of nonfunctional currency principal re-
ceived at the spot rate on the date principal
is received (65.88 British pounds × $1.70 =
$112.00) and subtracting from such amount,
the units of nonfunctional currency principal
received translated at the spot rate on the
date the instrument was acquired (65.88 Brit-
ish pounds × $1.20 = $79.06). Accordingly, X’s
exchange gain on the principal is $32.94 and
X’s total exchange gain with respect to the
accrued interest and principal is $40.82. It
should be noted that, under this fact pattern,
the total exchange gain may be determined
in an alternative fashion. Exchange gain
may be computed by subtracting the ad-
justed issue price in dollars at maturity
($129.18—see column 10 of Table 1) from the
amount computed by multiplying the stated
redemption price at maturity in pounds
times the spot rate on the maturity date
(£100×$1.70 = $170), which equals $40.82.

Example 11. (i) The facts are the same as in
Example 10 except that X makes an election
under paragraph (b)(2)(iii) of this section to
translate accrued interest on the last day of
the accrual period. Accordingly, columns 8, 9
and 10 in Table 1 would change as follows:

Year (Dec. 31)

Original
issue dis-
count in

pounds mul-
tiplied by
the spot

rate on last
day of ac-

crual period
(Dec. 31)

Total inter-
est income
in dollars
(column 7

plus column
8)

Adjusted
issue price
in dollars

1 8 9 10

$79.06
1992 ................... $7.27 $8.57 87.63
1993 ................... 8.61 10.01 97.64
1994 ................... 10.14 11.64 109.28
1995 ................... 11.90 13.50 122.78
1996 ................... 13.91 15.61 138.39

(ii) Because X is a cash basis taxpayer, X
does not realize exchange gain or loss on the
receipt of the £1 periodic interest payments.
However, X will realize exchange gain on De-
cember 31, 1993 totaling $6.18 with respect to
the original issue discount. Exchange gain is
determined for each interest accrual period
by translating the units of nonfunctional
currency interest income received with re-
spect to such accrual period at the spot rate
on the date received and subtracting from
such amount, the amount computed by
translating the units of nonfunctional cur-
rency interest income accrued for such pe-
riod at the spot rate on the last day of the
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accrual period. Accordingly, columns 5, 6 and
7 of Table 2 would change as follows:

Year

Spot rate on
last day of
accrual pe-

riod

OID in
pounds

times the
spot rate on
the last day
of the ac-

crual period
(col 2 times

col. 3)

Exchange
gain or loss
(col. 4 less

col. 6)

1 5 6 7

1992 ................... $1.30 $7.27 $2.23
1993 ................... 1.40 8.61 1.85
1994 ................... 1.50 10.14 1.35
1995 ................... 1.60 11.90 0.75
1996 ................... 1.70 13.90 0.00

6.18

(iii) X will realize exchange gain with re-
spect to the principal amount of the loan as
provided in the preceding example.

Example 12. (i) C is a corporation that is a
calendar year accrual method taxpayer with
the dollar as its functional currency. On Jan-
uary 1, 1989, C lends 100 British pounds (£) in
exchange for a note under the terms of which
C will receive two equal payments of £57.62
on December 31, 1989, and December 31, 1990.
Each payment of £57.62 represents the annual
payment necessary to amortize the £100 prin-
cipal amount at a rate of 10% compounded
annually over a two year period. The follow-
ing tables reflect the amounts of principal
and interest that compose each payment and
assumptions as to the relevant exchange
rates:

Date Principal Interest

Dec. 31, 1989 ............................ £47.62 £10.00
Dec. 12, 1990 ............................ £52.38 £5.24

Date Spot rate
£1=

Average
rate for year

ending

Jan. 1, 1989 ............................... $1.30
Dec. 31, 1989 ............................ 1.40 1.35
Dec. 31, 1990 ............................ 1.50 1.45

(ii) Because each interest payment is equal
to the product of the outstanding principal
balance of the obligation and a single fixed
rate of interest, each stated interest pay-
ment constitutes periodic interest under the
principles of section 1273. Accordingly, there
is no original issue discount.

(iii) Because C is an accrual basis taxpayer,
C will translate the interest income at the
average rate for the annual accrual period
pursuant to paragraph (b)(2)(ii)(C) of this
section. Thus, C’s interest income is $13.50
(£10.00×$1.35) in 1989, and $7.60 (£5.24×$1.45) in
1990. C will realize exchange gain or loss
upon receipt of accrued interest computed in
accordance with paragraph (b)(3) of this sec-
tion. Thus, C will realize exchange gain in

the amount of $.50 [(£10.00×$1.40)¥$13.50] in
1989, and $.26 [(£5.24×$1.50)¥$7.60] in 1990.

(iv) In addition, C will realize exchange
gain or loss upon the receipt of principal
each year computed under paragraph (b)(5) of
this section. Thus, C will realize exchange
gain in the amount of $4.76
[(£47.62×$1.40)¥(£47.62×$1.30)] in 1989, and
$10.48 [(£52.38×$1.50)¥(£52.38×$1.30)] in 1990.

(10) Treatment of bond premium—(i) In
general. Amortizable bond premium on
a bond described in paragraph (b)(2)(i)
of this section shall be computed in the
units of nonfunctional currency in
which the bond is denominated (or in
which the payments are determined).
Amortizable bond premium properly
taken into account under section 171 or
§ 1.61–12 (or the successor provision
thereof) shall reduce interest income
or expense in units of nonfunctional
currency. Exchange gain or loss is real-
ized with respect to bond premium de-
scribed in the preceding sentence by
treating the portion of premium amor-
tized with respect to any period as a re-
turn of principal. With respect to a
holder that does not elect to amortize
bond premium under section 171, the
amount of bond premium will con-
stitute a market loss when the bond
matures. See paragraph (b)(8) of this
section. The principles set forth in this
paragraph (b)(10) shall apply to deter-
mine the treatment of acquisition pre-
mium described in section 1272(a)(7).

(ii) Example. The following example
illustrates the provisions of this para-
graph (b)(10).

Example. (A) X is an individual on the cash
method of accounting with the dollar as his
functional currency. On January 1, 1989, X
purchases Y corporation’s note for 107.99
British pounds (£) from Z, an unrelated
party. The note has an issue price of £100, a
stated redemption price at maturity of £100,
pays interest in pounds at the rate of 10%
compounded annually, and matures on De-
cember 31, 1993. X elects to amortize the
bond premium of £7.99 under the rules of sec-
tion 171. Pursuant to paragraph (b)(10)(i) of
this section, bond premium is determined
and amortized in British pounds. Assume the
amortization schedule is as follows:

Year ending 12/
31

Bond pre-
mium amor-

tized

Unamortized
premium
plus prin-

cipal

Interest

£107.99
1989 ................... £1.36 £106.63 £8.64
1990 ................... £1.47 £105.16 £8.53
1991 ................... £1.59 £103.57 £8.41
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Year ending 12/
31

Bond pre-
mium amor-

tized

Unamortized
premium
plus prin-

cipal

Interest

1992 ................... £1.71 £101.86 £8.29
1993 ................... £1.85 £100.00 £8.15

(B) The bond premium reduces X’s pound
interest income under the note. For example,
the £10 stated interest payment made in 1989
is reduced by £1.36 of bond premium, and the
resulting £8.64 interest income is translated
into dollars at the spot rate on December 31,
1989. Exchange gain or loss is realized on the
£1.36 bond premium based on the difference
between the spot rates on January 1, 1989,
the date the premium is paid to acquire the
bond, and December 31, 1989, the date the
bond premium is returned as part of the stat-
ed interest. The £1.36 bond premium reduces
the unamortized premium plus principal to
£106.63 (£107.99¥£1.36). On December 31, 1993,
when the bond matures and the £7.99 of bond
premium has been fully amortized, X will re-
alize exchange gain or loss with respect to
the remaining purchase price of £100.

(11) Market discount—(i) In general.
Market discount as defined in section
1278(a)(2) shall be determined in units
of nonfunctional currency in which the
market discount bond is denominated
(or in which the payments are deter-
mined). Accrued market discount
(other than market discount currently
included in income pursuant to section
1278(b)) shall be translated into func-
tional currency at the spot rate on the
date the market discount bond is dis-
posed of. No part of such accrued mar-
ket discount is treated as exchange
gain or loss. Accrued market discount
currently includible in income pursu-
ant to section 1278(b) shall be trans-
lated into functional currency at the
average exchange rate for the accrual
period. Exchange gain or loss with re-
spect to accrued market discount cur-
rently includible in income under sec-
tion 1278(b) shall be determined in ac-
cordance with paragraph (b)(3) of this
section relating to accrued interest in-
come.

(ii) Example. The following example
illustrates the provisions of this para-
graph (b)(11).

Example. (A) X is a calendar year corpora-
tion with the U.S. dollar as its functional
currency. On January 1, 1990, X purchases a
bond of M corporation for 96,530 British
pounds (£). The bond, which was issued on
January 1, 1989, has an issue price of £100,000,
a stated redemption price at maturity of

£100,000, and provides for annual pound pay-
ments of interest at 8 percent. The bond ma-
tures on December 31, 1991. X purchased the
bond at a market discount of 3,470 pounds
and did not elect to include the market dis-
count currently in income under section
1278(b). X holds the bond to maturity and on
December 31, 1991, receives payment of
£100,000 (plus £8,000 interest) when the ex-
change rate is £1 = $1.50.

(B) Pursuant to paragraph (b)(11) of this
section, X computes market discount in
units of nonfunctional currency. Thus, the
market discount as defined under section
1278(a)(2) is £3,470. Accrued market discount
(other than market discount currently in-
cluded in income pursuant to section 1278(b))
is translated at the spot rate on the date the
market discount bond is disposed of. Accord-
ingly, X will translate the accrued market
discount of £3,470 at the spot rate on Decem-
ber 31, 1991 (£3,470×$1.50 = $5,205). No exchange
gain or loss is realized with respect to the
£3,470 of accrued market discount. See para-
graphs (b)(3) and (5) of this section for the re-
alization and recognition of exchange gain or
loss with respect to accrued interest and
principal.

(12) Tax exempt bonds. See § 1.988–
3(c)(2), which characterizes exchange
loss realized with respect to a nonfunc-
tional currency tax exempt bond as a
reduction of interest income.

(13) Nonfunctional currency debt ex-
changed for stock of obligor—(i) In gen-
eral. Notwithstanding any other sec-
tion of the Code other than section 267,
1091 or 1092, exchange gain or loss shall
be realized and recognized by the hold-
er and the obligor in accordance with
the rules of paragraphs (b)(3) through
(7) of this section with respect to the
principal and accrued interest of a debt
instrument described in paragraph
(b)(2)(i) of this section that is acquired
by the obligor in exchange for its
stock, provided however, that such
gain or loss shall be recognized only to
the extent of the total gain or loss on
the exchange (regardless of whether
such gain or loss would otherwise be
recognized). This rule shall apply
whether the debt instrument is con-
verted into stock according to its
terms or exchanged pursuant to a sepa-
rate agreement between the obligor
and the holder. A debt instrument that
is acquired by the obligor from a share-
holder as a contribution to capital
shall be treated for purposes of this
section as exchanged for stock, wheth-
er or not additional stock is issued.
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(ii) Coordination with section 108. Sec-
tion 988 and this section shall apply be-
fore section 108. Exchange gain realized
by the obligor on an exchange de-
scribed in paragraph (b)(13)(i) of this
section shall not be treated as dis-
charge of indebtedness income, but
shall be considered to reduce the
amount of the liability for purposes of
computing the obligor’s income on the
exchange under section 108(e)(4), sec-
tion 108(e)(6) or section 108(e)(10).

(iii) Effective date. This paragraph
(b)(13) shall be effective for exchanges
of debt for stock effected after Septem-
ber 21, 1989.

(iv) Examples. The following examples
illustrate the operation of this para-
graph (b)(13). In each such example, as-
sume that sections 267, 1091 and 1092 do
not apply.

Example 1. (i) X is a calendar year U.S. cor-
poration with the U.S. dollar as its func-
tional currency. On January 1, 1990 (the issue
date), X acquired a convertible bond matur-
ing on December 31, 1998, issued by Y cor-
poration, a U.K. corporation with the British
pound (£) as its functional currency. The
issue price of the bond is £100,000, the stated
redemption price at maturity is £100,000, and
the bond provides for annual pound interest
payments at the rate of 10%. The terms of
the bond also provide that at any time prior
to December 31, 1998, the holder may surren-
der all of his interest in the bond in ex-
change for 20 shares of Y common stock. On
January 1, 1994, X surrenders his interest in
the bond for 20 shares of Y common stock.
Assume the following: (a) The spot rate on
January 1, 1990, is £1 = $1.30, (b) The spot rate
on January 1, 1994, is £1 = $1.50, and (c) The
20 shares of Y common stock have a market
value of £200,000 on January 1, 1994.

(ii) Pursuant to paragraph (b)(13) of this
section, X will realize and recognize ex-
change gain with respect to the issue price
(£100,000) of the bond on January 1, 1994,
when the bond is converted to stock. X will
compute exchange gain pursuant to para-
graph (b)(5) of this section by translating the
issue price at the spot rate on the conversion
date (£100.000×$1.50 = $150,000) and subtracting
from such amount the issue price translated
at the spot rate on the date X acquired the
bond (£100,000×$1.30 = $130,000). Thus, X will
realize and recognize $20,000 of exchange
gain. X’s basis in the 20 shares of Y common
stock is $150,000 ($130,000 substituted basis +
$20,000 recognized gain).

Example 2. (i) X, a foreign corporation with
the British pound (£) as its functional cur-
rency, lends £100 at a market rate of interest
to Y, its wholly-owned U.S. subsidiary, on

January 1, 1990, on which date the spot ex-
change rate is £1 = $1. Y’s functional cur-
rency is the U.S. dollar. On January 1, 1992,
when the spot exchange rate is £1 = $.50, X
cancels the debt as a contribution to capital.
Pursuant to paragraph (b)(13) of this section,
Y will realize and recognize exchange gain
with respect to the £100 issue price of the
debt instrument on January 1, 1992. Y will
compute exchange gain pursuant to para-
graph (b)(6) of this section by translating the
issue price at the spot rate on the date Y be-
came the obligor (£100×$1 = $100) and sub-
tracting from such amount the issue price
translated at the spot rate on the date of ex-
tinguishment (£100×$.50 = $50). Thus, Y will
realize and recognize $50 of exchange gain.

(ii) Under section 108(e)(6), on the acquisi-
tion of its indebtedness from X as a contribu-
tion to capital Y is treated as having satis-
fied the debt with an amount of money equal
to X’s adjusted basis in the debt (£100). For
purposes of section 108(e)(6), X’s adjusted
basis is translated into United States dollars
at the spot rate on the date Y acquires the
debt (£1 = $.50). Therefore, Y is treated as
having satisfied the debt for $50. Pursuant to
paragraph (b)(13) of this section, for purposes
of section 108 the amount of the indebtedness
is considered to be reduced by the exchange
gain from $100 to $50. Accordingly, Y recog-
nizes $50 of exchange gain and no discharge
of indebtedness income on the extinguish-
ment of its debt to X.

(iii) If X were a United States taxpayer
with a dollar functional currency and a $100
basis in Y’s obligation. X would realize and
recognize an exchange loss of $50 under para-
graph (b)(5) of this section on the contribu-
tion of the debt to Y. The recognized loss
would reduce X’s adjusted basis in the debt
from $100 to $50, so that for purposes of ap-
plying section 108(e)(6) Y is treated as having
satisfied the debt for $50. Accordingly, under
these facts as well Y would recognize $50 of
exchange gain and no discharge of indebted-
ness income.

Example 3. (i) X and Y are unrelated cal-
endar year U.S. corporations with the U.S.
dollar as their functional currency. On Janu-
ary 1, 1990 (the issue date), X acquires Y’s
bond maturing on December 31, 1999. The
issue price of the bond is £100,000, the stated
redemption price at maturity is £100,000, and
the bond provides for annual pound interest
payments at the rate of 10%. On January 1,
1994, X and Y agree that Y will redeem its
bond from X in exchange for 20 shares of Y
common stock. Assume the following:

(a) The spot rate on January 1, 1990, is £1
= $1.00,

(b) The spot rate on January 1, 1994, is £1
= $.50,

(c) Interest rates on equivalent bonds have
increased so that as of January 1, 1994, the
value of Y’s bond has declined to £90,000, and
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(d) The 20 shares of Y common stock have
a market value of £90,000 as of January 1,
1994.

(ii) Pursuant to paragraph (b)(13) of this
section, X will realize and recognize ex-
change loss with respect to the issue price
(£100,000) of the bond on January 1, 1994,
when the bond is exchanged for stock. X will
compute exchange loss pursuant to para-
graph (b)(5) of this section by translating the
issue price at the spot rate on the exchange
date (£100,000×$.50 = $50,000) and subtracting
from such amount the issue price translated
at the spot rate on the date X acquired the
bond (£100,000×$1.00 = $100,000). Thus, X will
compute $50,000 of exchange loss, all of which
will be realized and recognized because it
does not exceed the total $55,000 realized loss
on the exchange ($45,000 worth of stock re-
ceived less $100,000 basis in the exchanged
bond).

(iii) Pursuant to paragraph (b)(13) of this
section, Y will realize and recognize ex-
change gain with respect to the issue price,
computed under paragraph (b)(6) of this sec-
tion by translating the issue price at the
spot rate on the date Y became the obligor
(£100,000×$1.00 = $100,000) and subtracting
from such amount the issue price translated
at the spot rate on the exchange date
(£100,000×$.50 = $50,000). Thus, Y will realize
and recognize $50,000 of exchange gain. Under
section 108(e)(10), on the transfer of stock to
X in satisfaction of its indebtedness Y is
treated as having satisfied the indebtedness
with an amount of money equal to the fair
market value of the stock (£90,000×$.50 =
$45,000). Pursuant to paragraph (b)(13) of this
section, for purposes of section 108 the
amount of the indebtedness is considered to
be reduced by the recognized exchange gain
from $100,000 to $50,000. Accordingly, Y recog-
nizes an additional $5,000 of discharge of in-
debtedness income on the exchange.

Example 4. (i) The facts are the same as in
Example 3 except that interest rates on
equivalent bonds have declined, rather than
increased, so that the value of Y’s bond on
January 1, 1994, has risen to £112,500; and X
and Y agree that Y will redeem its bond from
X on that date in exchange for 25 shares of Y
common stock worth £112,500. Pursuant to
paragraphs (b)(13) and (b)(5) of this section, X
will compute $50,000 of exchange loss on the
exchange with respect to the £100,000 issue
price of the bond. See Example 3. However,
because X’s total loss on the exchange is
only $43,750 ($56,250 worth of stock received
less $100,000 basis in the exchanged bond),
under the netting rule of paragraph (b)(13) of
this section the realized exchange loss is
limited to $43,750.

(ii) Pursuant to paragraphs (b)(13) and
(b)(6) of this section, Y will compute $50,000
of exchange gain with respect to the issue
price. See Example 3. Under section 108(e)(10),
Y is treated as having satisfied the $100,000

indebtedness with an amount of money equal
to the fair market value of the stock
(£112,500×$.50 = $56,250), resulting in a total
gain on the exchange of $43,750. Accordingly,
under paragraph (b)(13) of this section Y’s re-
alized (and recognized) exchange gain on the
exchange is limited to $43,750. Also pursuant
to paragraph (b)(13) of this section, for pur-
poses of section 108 the amount of the in-
debtedness is considered to be reduced by the
recognized exchange gain from $100,000 to
$56,250. Accordingly, Y recognizes no dis-
charge of indebtedness income on the ex-
change.

(14)–(15) [Reserved]
(16) Coordination with section 267 re-

garding debt instruments—(i) Treatment
of a creditor. For rules applicable to a
corporation included in a controlled
group that is a creditor under a debt
instrument see § 1.267(f)–-1(h).

(ii) Treatment of a debtor. [Reserved]
(17) Coordination with installment

method under section 453. [Reserved]
(c) Item of expense or gross income or

receipts which is to be paid or received
after the date accrued—(1) In general.
Except as provided in § 1.988–5, ex-
change gain or loss with respect to an
item described in § 1.988–1(a)(1)(ii) and
(2)(ii) (other than accrued interest in-
come or expense subject to paragraph
(b) of this section) shall be realized on
the date payment is made or received.
Except as provided in the succeeding
sentence, such exchange gain or loss
shall be recognized in accordance with
the applicable recognition provisions of
the Internal Revenue Code. If the tax-
payer’s right to receive income, or ob-
ligation to pay an expense, is trans-
ferred or modified in a transaction in
which gain or loss would otherwise be
recognized, exchange gain or loss shall
be realized and recognized only to the
extent of the total gain or loss on the
transaction.

(2) Determination of exchange gain or
loss with respect to an item of gross in-
come or receipts. Exchange gain or loss
realized on an item of gross income or
receipts described in paragraph (c)(1) of
this section shall be determined by
multiplying the units of nonfunctional
currency received by the spot rate on
the payment date, and subtracting
from such amount the amount deter-
mined by multiplying the units of non-
functional currency received by the
spot rate on the booking date. The
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term ‘‘spot rate on the payment date’’
means the spot rate determined under
§ 1.988–1(d) on the date payment is re-
ceived or otherwise taken into account.
Pursuant to § 1.988–1(d)(3), a taxpayer
may use a spot rate convention for pur-
poses of determining the spot rate on
the payment date. The term ‘‘spot rate
on the booking date’’ means the spot
rate determined under § 1.988–1(d) on
the date the item of gross income or re-
ceipts is accrued or otherwise taken
into account. Pursuant to § 1.988–
1(d)(3), a taxpayer may use a spot rate
convention for purposes of determining
the spot rate on the booking date.

(3) Determination of exchange gain or
loss with respect to an item of expense.
Exchange gain or loss realized on an
item of expense described in paragraph
(c)(1) of this section shall be deter-
mined by multiplying the units of non-
functional currency paid by the spot
rate on the booking date and subtract-
ing from such amount the amount de-
termined by multiplying the units of
nonfunctional currency paid by the
spot rate on the payment date. The
term ‘‘spot rate on the booking date’’
means the spot rate determined under
§ 1.988–1(d) on the date the item of ex-
pense is accrued or otherwise taken
into account. Pursuant to § 1.988–
1(d)(3), a taxpayer may use a spot rate
convention for purposes of determining
the spot rate on the booking date. The
term ‘‘spot rate on the payment date’’
means the spot rate determined under
§ 1.988–1(d) on the date payment is made
or otherwise taken into account. Pur-
suant to § 1.988–1(d)(3), a taxpayer may
use a spot rate convention for purposes
of determining the spot rate on the
date.

(4) Examples. The following examples
illustrate the application of paragraph
(c) of this section.

Example 1. X is a calendar year corporation
with the dollar as its functional currency. X
is on the accrual method of accounting. On
January 15, 1989, X sells inventory for 10,000
Canadian dollars (C$). The spot rate on Janu-
ary 15, 1989, is C$1 = U.S. $.55. On February
23, 1989, when X receives payment of the
C$10,000, the spot rate is C$1 = U.S. $.50. On
February 23, 1989, X will realize exchange
loss. X’s loss is computed by multiplying the
C$10,000 by the spot rate on the date the
C$10,000 are received (C$10,000×.50 = U.S.
$5,000) and subtracting from such amount,

the amount computed by multiplying the
C$10,000 by the spot rate on the booking date
(C$10,000×.55 = U.S. $5,500). Thus, X’s ex-
change loss on the transaction is U.S. $500
(U.S. $5,000¥U.S. $5,500).

Example 2. The facts are the same as in Ex-
ample 1 except that X uses a spot rate con-
vention to determine the spot rate as pro-
vided in § 1.988–1(d)(3). Pursuant to X’s spot
rate convention, the spot rate at which a
payable or receivable is booked is deter-
mined monthly for each nonfunctional cur-
rency payable or receivable by adding the
spot rate at the beginning of the month and
the spot rate at the end of the month and di-
viding by two. All payables and receivables
in a nonfunctional currency booked during
the month are translated into functional
currency at the rate described in the preced-
ing sentence. Further, the translation of
nonfunctional currency paid with respect to
a payable, and nonfunctional currency re-
ceived with respect to a receivable, is also
performed pursuant to the spot rate conven-
tion. Assume the spot rate determined under
the spot rate convention for the month of
January is C$1 = U.S. $.54 and for the month
of February is C$1 = U.S. $.51. On the last
date in February, X will realize exchange
loss. X’s loss is computed by multiplying the
C$10,000 by the spot rate convention for the
month of February (C$10,000×U.S. $.51 = U.S.
$5,100) and subtracting from such amount,
the amount computed by multiplying the
C$10,000 by the spot rate convention for the
month of January (C$10,000×U.S. $.54 =
$5,400). Thus, X’s exchange loss on the trans-
action is U.S. $300 (U.S. $5,100–U.S. $5,400).
X’s basis in the C$10,000 is U.S. $5,400.

Example 3. The facts are the same as in Ex-
ample 2 except that X has a standing order
with X’s bank for the bank to convert any
nonfunctional currency received in satisfac-
tion of a receivable into U.S. dollars on the
day received and to deposit those U.S. dol-
lars in X’s U.S. dollar bank account. X may
use its convention to translate the amount
booked into U.S. dollars, but must use the
U.S. dollar amounts received from the bank
with respect to such receivables to deter-
mine X’s exchange gain or loss. Thus, if X re-
ceives payment of the C$10,000 on February
23, 1989, when the spot rate is C$1 = U.S.$ .50,
X determines exchange gain or loss by sub-
tracting the amount booked under X’s con-
vention (U.S.$5,400) from the amount of U.S.
dollars received from the bank under the
standing conversion order (assume $5,000).
X’s exchange loss is U.S.$400.

(d) Exchange gain or loss with respect
to forward contracts, futures contracts
and option contracts—(1) Scope—(i) In
general. This paragraph (d) applies to
forward contracts, futures contracts
and option contracts described in
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§ 1.988–1(a)(1)(ii) and (2)(iii). For rules
applicable to currency swaps and no-
tional principal contracts described in
§ 1.988–1(a) (1)(ii) and (2)(iii), see para-
graph (e) of this section.

(ii) Treatment of spot contracts. Solely
for purposes of this paragraph (d), a
spot contract as defined in § 1.988–1(b)
to buy or sell nonfunctional currency
is not considered a forward contract or
similar transaction described in § 1.988–
1(a)(2)(iii) unless such spot contract is
disposed of (or otherwise terminated)
prior to making or taking delivery of
the currency. For example, if a tax-
payer with the dollar as its functional
currency enters into a spot contract to
purchase British pounds, and takes de-
livery of such pounds under the con-
tract, the delivery of the pounds is not
a realization event under section
988(c)(5) and paragraph (e)(4)(ii) of this
section because the contract is not
considered a forward contract or simi-
lar transaction described in § 1.988–
1(a)(2)(iii). However, if the taxpayer
sells or otherwise terminates the con-
tract before taking delivery of the
pounds, exchange gain or loss shall be
realized and recognized in accordance
with paragraphs (d)(2) and (3) of this
section.

(2) Realization of exchange gain or
loss—(i) In general. Except as provided
in § 1.988–5, exchange gain or loss on a
contract described in § 1.988–2(d)(1)
shall be realized in accordance with the
applicable realization section of the In-
ternal Revenue Code (e.g., sections 1001,
1092, and 1256). See also section
988(c)(5). For purposes of determining
the timing of the realization of ex-
change gain or loss, sections 1092 and
1256 shall take precedence over section
988(c)(5).

(ii) Realization by offset—(A) In gen-
eral. Except as provided in paragraphs
(d)(2)(ii)(B) and (C) of this section, ex-
change gain or loss with respect to a
transaction described in § 1.988–
1(a)(1)(ii) and (2)(iii) shall not be real-
ized solely because such transaction is
offset by another transaction (or trans-
actions).

(B) Exception where economic benefit is
derived. If a transaction described in
§ 1.988–1(a)(1)(ii) and (2)(iii) is offset by
another transaction or transactions,
exchange gain shall be realized to the

extent the taxpayer derives, by pledge
or otherwise, an economic benefit (e.g.,
cash, property or the proceeds from a
borrowing) from any gain inherent in
such offsetting positions. Proper ad-
justment shall be made in the amount
of any gain or loss subsequently real-
ized for gain taken into account by rea-
son of the preceding sentence. This
paragraph (d)(2)(ii)(B) shall apply to
transactions creating an offset after
September 21, 1989.

(C) Certain contracts traded on an ex-
change. If a transaction described in
§ 1.988–1(a)(1)(ii) and (2)(iii) is traded on
an exchange and it is the general prac-
tice of the exchange to terminate off-
setting contracts, entering into an off-
setting contract shall be considered a
termination of the contract being off-
set.

(iii) Clarification of section 988(c)(5). If
the delivery date of a contract subject
to section 988(c)(5) and paragraph
(d)(4)(ii) of this section is different
than the date the contract expires,
then for purposes of determining the
date exchange gain or loss is realized,
the term delivery date shall mean expi-
ration date.

(iv) Examples. The following examples
illustrate the rules of this paragraph
(d)(1) and (2).

Example 1. On August 1, 1989, X, a calendar
year corporation with the dollar as its func-
tional currency, enters into a forward con-
tract with Bank A to buy 100 New Zealand
dollars for $80 for delivery on January 31,
1990. (The forward purchase contract is not a
section 1256 contract.) On November 1, 1989,
the market price for the purchase of 100 New
Zealand dollars for delivery on January 31,
1990, is $76. On November 1, 1989, X cancels
its obligation under the forward purchase
contract and pays Bank A $3.95 (the present
value of $4 discounted at 12% for the period)
in cancellation of such contract. Under sec-
tion 1001 (a), X realizes an exchange loss of
$3.95 on November 1, 1989, because cancella-
tion of the forward purchase contract for
cash results in the termination of X’s con-
tract.

Example 2. X is a corporation with the dol-
lar as its functional currency. On January 1,
1989, X enters into a currency swap contract
with Bank A under which X is obligated to
make a series of Japanese yen payments in
exchange for a series of dollar payments. On
February 21, 1992, X has a gain of $100,000 in-
herent in such contract as a result of inter-
est rate and exchange rate movements. Also
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on February 21, 1992, X enters into an offset-
ting swap with Bank A to lock in such gain.
If on February 21, 1992, X pledges the gain in-
herent in such offsetting positions as collat-
eral for a loan, X’s initial swap contract is
treated as being terminated on February 21,
1992, under paragraph (d)(2)(ii)(B) of this sec-
tion. Proper adjustment is made in the
amount of any gain or loss subsequently re-
alized for the gain taken into account by
reason of paragraph (d)(2)(ii)(B) of this sec-
tion.

Example 3. X is a calendar year corporation
with the dollar as its functional currency.
On October 1, 1989, X enters into a forward
contract to buy 100,000 Swiss francs (Sf) for
delivery on March l, 1990, for $51,220. Assume
that the contract is a section 1256 contract
under section 1256(g)(2) and that section
1256(e) does not apply. Pursuant to section
1256(a)(1), the forward contract is treated as
sold for its fair market value on December
31, 1989. Assume that the fair market value
of the contract is $1,000 determined under
§ 1.988–1(g). Thus X will realize an exchange
gain of $1,000 on December 31, 1989. Such gain
is subject to the character rules of § 1.988–3
and the source rules of § 1.988–4.

(v) Extension of the maturity date of
certain contracts. An extension of time
for making or taking delivery under a
contract described in paragraph (d)(1)
of this section (e.g., a historical rate
rollover as defined in § 1.988–
5(b)(2)(iii)(C)) shall be considered a sale
or exchange of the contract for its fair
market value on the date of the exten-
sion and the establishment of a new
contract on such date. If, under the
terms of the extension, the time value
of any gain or loss recognized pursuant
to the preceding sentence adjusts the
price of the currency to be bought or
sold under the new contract, the
amount attributable to such time
value shall be treated as interest in-
come or expense for all purposes of the
Code. However, the preceding sentence
shall not apply and the amount attrib-
utable to the time value of any gain or
loss recognized shall be treated as ex-
change gain or loss if the period begin-
ning on the first date the contract is
rolled over and ending on the date pay-
ment is ultimately made or received
with respect to such contract does not
exceed 183 days.

(3) Recognition of exchange gain or loss.
Except as provided in § 1.988–5 (relating
to section 988 hedging transactions),
exchange gain or loss realized with re-
spect to a contract described in para-

graph (d)(1) of this section shall be rec-
ognized in accordance with the applica-
ble recognition provisions of the Inter-
nal Revenue Code. For example, a loss
realized with respect to a contract de-
scribed in paragraph (d)(1) of this sec-
tion which is part of a straddle shall be
recognized in accordance with the pro-
visions of section 1092 to the extent
such section is applicable.

(4) Determination of exchange gain or
loss—(i) In general. Exchange gain or
loss with respect to a contract de-
scribed in § 1.988–2(d)(1) shall be deter-
mined by subtracting the amount paid
(or deemed paid), if any, for or with re-
spect to the contract (including any
amount paid upon termination of the
contract) from the amount received (or
deemed received), if any, for or with re-
spect to the contract (including any
amount received upon termination of
the contract). Any gain or loss deter-
mined according to the preceding sen-
tence shall be treated as exchange gain
or loss.

(ii) Special rules where taxpayer makes
or takes delivery. If the taxpayer makes
or takes delivery in connection with a
contract described in paragraph (d)(1)
of this section, any gain or loss shall be
realized and recognized in the same
manner as if the taxpayer sold the con-
tract (or paid another person to assume
the contract) on the date on which he
took or made delivery for its fair mar-
ket value on such date. See paragraph
(d)(2)(iii) of this section regarding the
definition of the term ‘‘delivery date.’’
This paragraph (d)(4)(ii) shall not apply
in any case in which the taxpayer
makes or takes delivery before June 11,
1987.

(iii) Examples. The following exam-
ples illustrate the application of para-
graph (d)(4) of this section.

Example 1. X is a calendar year corporation
with the dollar as its functional currency.
On October 1, 1989, when the six month for-
ward rate is $.4907, X enters into a forward
contract to buy 100,000 New Zealand dollars
(NZD) for delivery on March 1, 1990. On
March 1, 1990, when X takes delivery of the
100,000 NZD, the spot rate is 1NZD equals
$.48. Pursuant to section 988(c)(5) and para-
graph (d)(4)(ii) of this section, a taxpayer
that takes delivery of nonfunctional cur-
rency under a forward contract that is sub-
ject to section 988 is treated as if the tax-
payer sold the contract for its fair market
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value on the date delivery is taken. If X sold
the contract on March 1, 1990, the transferee
would require a payment of $1,070
[($.48×100,000NZD)¥($.4907×100,000NZD)] to
compensate him for the loss in value of the
100,000NZD. Therefore, X realizes an ex-
change loss of $1,070. X has a basis in the
100,000NZD of $48,000.

Example 2. Assume the same facts as in Ex-
ample 1 except that the contract is for Swiss
francs and is a section 1256 contract. Assume
further that on December 31, 1989, the value
to X of the contract as marked to market is
$1,000. Pursuant to section 1256(a), X realizes
an exchange gain of $1,000. Such gain, how-
ever, is characterized as ordinary income
under § 1.988–3 and will be sourced under
§ 1.988–4.

Example 3. X is a calendar year corporation
with the dollar as its functional currency.
On May 2, 1989, X enters into an option con-
tract with Bank A to purchase 50,000 Cana-
dian dollars (C$) for U.S. $42,500 (C$1 = U.S.
$.85) for delivery on or before September 18,
1989. X pays a $285 premium to Bank A to ob-
tain the option contract. On September 18,
1989, when X exercises the option and takes
delivery of the C$50,000, the spot rate is C$1
equals U.S. $.90. Pursuant to section 988(c)(5)
and paragraph (d)(4)(ii) of this section, a tax-
payer that takes delivery under an option
contract that is subject to section 988 is
treated as if the taxpayer sold the contract
for its fair market value on the date delivery
is taken. If X sold the contract for its fair
market value on September 18, 1989, X would
receive U.S. $2,500 [(C$50,000×U.S.
$.90)¥(C$50,000×U.S. $.85)]. Accordingly, X is
deemed to have received U.S. $2,500 on the
sale of the contract at its fair market value.
X will realize U.S. $2,215 ($2,500 deemed re-
ceived less $285 paid) of exchange gain with
respect to the delivery of Canadian dollars
under the option contract. X’s basis in the
50,000 Canadian dollars is U.S. $45,000.

(5) [Reserved]
(e) Currency swaps and other notional

principal contracts—(1) In general. Ex-
cept as provided in paragraph (e)(2) of
this section or in § 1.988–5, the timing of
income, deduction and loss with re-
spect to a notional principal contract
that is a section 988 transaction shall
be governed by section 446 and the reg-
ulations thereunder. Such income, de-
duction and loss is characterized as ex-
change gain or loss (except as provided
in another section of the Internal Rev-
enue Code (or regulations thereunder),
§ 1.988–5, or in paragraph (f) of this sec-
tion).

(2) Special rules for currency swaps—(i)
In general. Except as provided in para-
graph (e)(2)(iii)(B) of this section, the

provisions of this paragraph (e)(2) shall
apply solely for purposes of determin-
ing the realization, recognition and
amount of exchange gain or loss with
respect to a currency swap contract,
and not for purposes of determining the
source of such gain or loss, or charac-
terizing such gain or loss as interest.
Except as provided in § 1.988–3(c), any
income or loss realized with respect to
a currency swap contract shall be char-
acterized as exchange gain or loss (and
not as interest income or expense). Any
exchange gain or loss realized in ac-
cordance with this paragraph (e)(2)
shall be recognized unless otherwise
provided in an applicable section of the
Code. For purposes of this paragraph
(e)(2), a currency swap contract is a
contract defined in paragraph (e)(2)(ii)
of this section. With respect to a con-
tract which requires the payment of
swap principal prior to maturity of
such contract, see paragraph (f) of this
section. For purposes of this paragraph
(e), the rules of paragraph (d)(2)(ii) of
this section (regarding realization by
offset) apply. See Example 2 of para-
graph (d)(2)(iv) of this section.

(ii) Definition of currency swap con-
tract—(A) In general. A currency swap
contract is a contract involving dif-
ferent currencies between two or more
parties to—

(1) Exchange periodic interim pay-
ments, as defined in paragraph
(e)(2)(ii)(C) of this section, on or prior
to maturity of the contract; and

(2) Exchange the swap principal
amount upon maturity of the contract.

A currency swap contract may also re-
quire an exchange of the swap principal
amount upon commencement of the
agreement.

(B) Swap principal amount. The swap
principal amount is an amount of two
different currencies which, under the
terms of the currency swap contract, is
used to determine the periodic interim
payments in each currency and which
is exchanged upon maturity of the con-
tract. If such amount is not clearly set
forth in the contract, the Commis-
sioner may determine the swap prin-
cipal amount.

(C) Exchange of periodic interim pay-
ments. An exchange of periodic interim
payments is an exchange of one or
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more payments in one currency speci-
fied by the contract for one or more
payments in a different currency speci-
fied by the contract where the pay-
ments in each currency are computed
by reference to an interest index ap-
plied to the swap principal amount. A
currency swap contract must clearly
indicate the periodic interim pay-
ments, or the interest index used to
compute the periodic interim pay-
ments, in each currency.

(iii) Timing and computation of periodic
interim payments—(A) In general. Except
as provided in paragraph (e)(2)(iii)(B) of
this section and § 1.988–5, the timing
and computation of the periodic in-
terim payments provided in a currency
swap agreement shall be determined by
treating—

(1) Payments made under the swap as
payments made pursuant to a hypo-
thetical borrowing that is denominated
in the currency in which payments are
required to be made (or are determined
with reference to) under the swap, and

(2) Payments received under the swap
as payments received pursuant to a hy-
pothetical loan that is denominated in
the currency in which payments are re-
ceived (or are determined with ref-
erence to) under the swap.
Except as provided in paragraph
(e)(2)(v) of this section, the hypo-
thetical issue price of such hypo-
thetical borrowing and loan shall be
the swap principal amount. The hypo-
thetical stated redemption price at ma-
turity is the total of all payments (ex-
cluding any exchange of the swap prin-
cipal amount at the inception of the
contract) provided under the hypo-
thetical borrowing or loan other than
periodic interest payments under the
principles of section 1273. For purposes
of determining economic accrual under
the currency swap, the number of hy-
pothetical interest compounding peri-
ods of such hypothetical borrowing and
loan shall be determined pursuant to a
semiannual compounding convention
unless the currency swap contract indi-
cates otherwise. For purposes of deter-
mining the timing and amount of the
periodic interim payments, the prin-
ciples regarding the amortization of in-
terest (see generally, sections 1272
through 1275 and 163(e)) shall apply to
the hypothetical interest expense and

income of such hypothetical borrowing
and loan. However, such principles
shall not apply to determine the time
when principal is deemed to be paid on
the hypothetical borrowing and loan.
See paragraph (d)(2)(iii) of this section
and Example 2 of paragraph (d)(5) of
this section with respect to the time
when principal is deemed to be paid.
With respect to the translation and
computation of exchange gain or loss
on any hypothetical interest income or
expense, see § 1.988–2(b). The amount
treated as exchange gain or loss by the
taxpayer with respect to the periodic
interim payments for the taxable year
shall be the amount of hypothetical in-
terest income and exchange gain or
loss attributable to such interest in-
come from the hypothetical borrowing
and loan for such year less the amount
of hypothetical interest expense and
exchange gain or loss attributable to
the interest expense from such hypo-
thetical borrowing and loan for such
year.

(B) Effect of prepayment for purposes of
section 956. For purposes of section 956,
the Commissioner may treat any pre-
payment of a currency swap as a loan.

(iv) Timing and determination of ex-
change gain or loss with respect to the
swap principal amount. Exchange gain
or loss with respect to the swap prin-
cipal amount shall be realized on the
day the units of swap principal in each
currency are exchanged. (See para-
graph (e)(2)(ii)(A)(2) of this section
which requires that the entire swap
principal amount be exchanged upon
maturity of the contract.) Such gain or
loss shall be determined on the date of
the exchange by subtracting the value
(on such date) of the units of swap
principal paid from the value of the
units of swap principal received. This
paragraph (e)(2)(iv) does not apply to
an equal exchange of the swap prin-
cipal amount at the commencement of
the agreement at a market exchange
rate.

(v) Anti-abuse rules—(A) Method of ac-
counting does not clearly reflect income.
If the taxpayer’s method of accounting
for income, expense, gain or loss attrib-
utable to a currency swap does not
clearly reflect income, or if the present
value of the payments to be made is
not equivalent to that of the payments
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to be received (including the swap pre-
mium or discount, as defined in para-
graph (e)(3)(ii) of this section) on the
day the taxpayer enters into or ac-
quires the contract, the Commissioner
may apply principles analogous to
those of section 1274 or such other rules
as the Commissioner deems appro-
priate to clearly reflect income. For
example, in order to clearly reflect in-
come the Commissioner may determine
the hypothetical issue price, the hypo-
thetical stated redemption price at ma-
turity, and the amounts required to be
taken into account within a taxable
year. Further, if the present value of
the payments to be made is not equiva-
lent to that of the payments to be re-
ceived (including the swap premium or
discount, as defined in paragraph
(e)(3)(ii) of this section) on the day the
taxpayer enters into or acquires the
contract, the Commissioner may inte-
grate the swap with another trans-
action (or transactions) in order to
clearly reflect income.

(B) Terms must be clearly stated. If the
currency swap contract does not clear-
ly set forth the swap principal amount
in each currency, and the periodic in-
terim payments in each currency (or
the interest index used to compute the
periodic interim payments in each cur-
rency), the Commissioner may defer
any income, deduction, gain or loss
with respect to such contract until ter-
mination of the contract.

(3) Amortization of swap premium or
discount in the case of off-market cur-
rency swaps—(i) In general. An ‘‘off-
market currency swap’’ is a currency
swap contract under which the present
value of the payments to be made is
not equal to that of the payments to be
received on the day the taxpayer enters
into or acquires the contract (absent
the swap premium or discount, as de-
fined in paragraph (e)(3)(ii) of this sec-
tion). Generally, such present values
may not be equal if the swap exchange
rate (as defined in paragraph (e)(3)(iii)
of this section) is not the spot rate, or
the interest indices used to compute
the periodic interim payments do not
reflect current values, on the day the
taxpayer enters into or acquires the
currency swap.

(ii) Treatment of taxpayer entering into
or acquiring an off-market currency swap.

If a taxpayer that enters into or ac-
quires a currency swap makes a pay-
ment (that is, the taxpayer pays a pre-
mium, ‘‘swap premium,’’ to enter into
or acquire the currency swap) or re-
ceives a payment (that is, the taxpayer
enters into or acquires the currency
swap at a discount, ‘‘swap discount’’)
in order to make the present value of
the amounts to be paid equal the
amounts to be received, such payment
shall be amortized in a manner which
places the taxpayer in the same posi-
tion it would have been in had the tax-
payer entered into a currency swap
contract under which the present value
of the amounts to be paid equal the
amounts to be received (absent any
swap premium or discount). Thus, swap
premium or discount shall be amor-
tized as follows—

(A) The amount of swap premium or
discount that is attributable to the dif-
ference between the swap exchange
rate (as defined in paragraph (e)(3)(iii)
of this section) and the spot rate on the
date the contract is entered into or ac-
quired shall be taken into account as
income or expense on the date the swap
principal amounts are taken into ac-
count; and

(B) The amount of swap premium or
discount attributable to the difference
in values of the periodic interim pay-
ments shall be amortized in a manner
consistent with the principles of eco-
nomic accrual. Cf., section 171.
Any amount taken into account pursu-
ant to this paragraph (e)(3)(ii) shall be
treated as exchange gain or loss.

(iii) Definition of swap exchange rate.
The swap exchange rate is the single
exchange rate set forth in the contract
at which the swap principal amounts
are determined. If the swap exchange
rate is not clearly set forth in the con-
tract, the Commissioner may deter-
mine such rate.

(iv) [Reserved]
(4) Treatment of taxpayer disposing of a

currency swap. Any gain or loss realized
on the disposition or the termination
of a currency swap is exchange gain or
loss.

(5) Examples. The following examples
illustrate the application of this para-
graph (e).

Example 1. (i) C is an accrual method cal-
endar year corporation with the dollar as its
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functional currency. On January 1, 1989, C
enters into a currency swap with J with the
following terms:

(1) the principal amount is $150 and 100
British pounds (£) (the equivalent of $150 on
the effective date of the contract assuming a
spot rate of £1 = $1.50 on January 1, 1989);

(2) C will make payments equal to 10% of
the dollar principal amount on December 31,
1989, and December 31, 1990;

(3) J will make payments equal to 12% of
the pound principal amount on December 31,
1989, and December 31, 1990; and

(4) on December 31, 1990, C will pay to J the
$150 principal amount and J will pay to C the
£100 principal amount.
Assume that the spot rate is £1 = $1.50 on
January 1, 1989, £1 = $1.40 on December 31,
1989, and £1 = $1.30 on December 31, 1990. As-
sume further that the average rate for 1989 is
£1 = $1.45 and for 1990 is £1 = $1.35.

(ii) Solely for determining the realization
of gain or loss in accordance with paragraph
(e)(2) of this section (and not for purposes of
determining whether any payments are
treated as interest), C will treat the dollar
payments made by C as payments made pur-
suant to a dollar borrowing with an issue
price of $150, a stated redemption price at
maturity of $150, and yield to maturity of
10%. C will treat the pound payments re-
ceived as payments received pursuant to a
pound loan with an issue price of £100, a stat-
ed redemption price at maturity of £100, and
a yield of 12% to maturity. Pursuant to
§ 1.988–2(b), C is required to compute hypo-
thetical accrued pound interest income at
the average rate for the accrual period and
then determine exchange gain or loss on the
day payment is received with respect to such
accrued amount. Accordingly, C will accrue
$17.40 (£12×$1.45) in 1989 and $16.20 (£12×$1.35)
in 1990. C also will compute hypothetical ex-
change loss of $.60 on December 31, 1989
[(£12×$1.40)¥(£12×$1.45)] and hypothetical ex-
change loss of $.60 on December 31, 1990
[(£12×$1.30)¥(£12×$1.35)]. All such hypo-
thetical interest income and exchange loss
are characterized and sourced as exchange
gain and loss. Further, C is treated as having
paid $15 ($150×10%) of hypothetical interest
on December 31, 1989, and again on December
31, 1990. Such hypothetical interest expense
is characterized and sourced as exchange
loss. Thus, C will have a net exchange gain of
$1.80 ($17.40¥$.60¥$15.00) with respect to the
periodic interim payments in 1989 and a net
exchange gain of $.60 ($16.20¥$.60¥$15.00)
with respect to the periodic interim pay-
ments in 1990. Finally, C will realize an ex-
change loss on December 31, 1990, with re-
spect to the exchange of the swap principal
amount. This loss is determined by subtract-
ing the value of the units of swap principal
paid ($150) from the value of the units of
swap principal received (£100×$1.30 = $130) re-
sulting in a $20 exchange loss.

Example 2. (i) C is an accrual method cal-
endar year corporation with the dollar as its
functional currency. On January 1, 1989,
when the spot rate is £1 = $1.50, C enters into
a currency swap contract with J under which
C agrees to make and receive the following
payments:

Date C pays J pays

December 31, 1989 ................... $15.00 £12.00
December 31, 1990 ................... 41.04 12.00
December 31, 1991 ................... 0.00 12.00
December 31, 1992 ................... 150.00 112.00

(ii) Under paragraph (e)(2)(iii) of this sec-
tion, C must treat the dollar periodic in-
terim payments under the swap as made pur-
suant to a hypothetical dollar borrowing.
The hypothetical issue price is $150 and the
stated redemption price at maturity is
$206.04. The amount of hypothetical interest
expense must be amortized in accordance
with economic accrual. Thus J must include
and C must deduct periodic interim payment
amounts as follows:

Amount
taken into
account

Adjusted
issue price

December 31, 1989 ................... $15.00 150.00
December 31, 1990 ................... $15.00 123.96
December 31, 1991 ................... $12.40 136.36
December 31, 1992 ................... $13.64

(iii) Gain or loss with respect to the peri-
odic interim payments of the currency swap
is determined under paragraph (e)(2)(iii)(A)
of this section with respect to the dollar
cash flow amortized as set forth above and
the corresponding pound cash flow as stated
in the currency swap contract. Gain or loss
with respect to the principal payments (i.e.,
$150 and £100) exchanged on December 31,
1992, is determined under paragraph (e)(2)(iv)
of this section on December 31, 1992, notwith-
standing that under the principles regarding
amortization of interest $26.04 would have
been regarded as a payment of principal on
December 31, 1990.

Example 3. (i) X is a corporation on the ac-
crual method of accounting with the dollar
as its functional currency and the calendar
year as its taxable year. On January 1, 1989,
X enters into a three year currency swap
contract with Y with the following terms.
The swap principal amount is $100 and the
Swiss franc (Sf) equivalent of such amount
which equals Sf200 translated at the swap ex-
change rate of $1 = Sf2. There is no initial ex-
change of the swap principal amount. The in-
terest rates used to compute the periodic in-
terim payments are 10% compounded annu-
ally for U.S. dollar payments and 5% com-
pounded annually for Swiss franc payments.
Thus, under the currency swap, X agrees to
pay Y $10 (10%×$100) on December 31st of
1989, 1990 and 1991 and to pay Y the swap
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principal amount of $100 on December 31,
1991. Y agrees to pay X Sf10 (5%×Sf200) on De-
cember 31st of 1989, 1990 and 1991 and to pay
X the swap principal amount of Sf200 on De-
cember 31, 1991. Assume that the average
rate for 1989 and the spot rate on December
31, 1989, is $1 = Sf2.5.

(ii) Under paragraph (e)(2)(iii) of this sec-
tion, on December 31, 1989, X will realize an
exchange loss of $6 (the sum of $10 of loss by
reason of the $10 periodic interim payment
paid to Y and $4.00 of gain, the value of Sf10
on December 31, 1989, from the receipt of Sf10
on such date).

(iii) On January 1, 1990, X transfers its
rights and obligations under the swap con-
tract to Z, an unrelated corporation. Z has
the dollar as its functional currency, is on
the accrual method of accounting, and has
the calendar year as its taxable year. On
January 1, 1990, the exchange rate is $1 =
Sf2.50. The relevant dollar interest rate is 8%
compounded annually and the relevant Swiss
franc interest rate is 5% compounded annu-
ally. Because of the movement in exchange
and interest rates, the agreement between X
and Z to transfer the currency swap requires
X to pay Z $23.56 (the swap discount as deter-
mined under paragraph (e)(3) of this section).

(iv) Pursuant to paragraph (e)(4) of this
section, X may deduct the loss of $23.56 in
1990. The loss is characterized under § 1.988–3
and sourced under § 1.988–4.

(v) Pursuant to paragraph (e)(3)(ii) of this
section, Z is required to amortize the $23.56
received as follows. The amount of the $23.56
payment that is attributable to movements
in exchange rates ($20) is taken into account
on December 31, 1991, the date the swap prin-
cipal amounts are exchanged, under para-
graph (e)(3)(ii)(A) of this section. This
amount is the present value (discounted at
10%, the rate under the currency swap con-
tract used to compute the dollar periodic in-
terim payments) of the financial asset re-
quired to compensate Z for the loss in value
of the hypothetical Swiss franc loan result-
ing from movements in exchange rates be-
tween January 1, 1989, and January 1, 1990.
This amount is determined by assuming that
interest rates did not change from the date
the swap originally was entered into (Janu-
ary 1, 1989), but that the exchange rate is $1
= Sf2.50. Under this assumption, a taxpayer
undertaking the obligation to pay dollars
under the currency swap on January 1, 1990,
would only agree to pay $8 for Sf10 on De-
cember 31, 1990, and $88 for Sf210 on Decem-
ber 31, 1991, because the exchange rates have
moved from $1 = Sf2 to $1 = Sf2.50. Thus, Z
requires $2 on December 31, 1990, and $22 on
December 31, 1991, to compensate for the
amount of dollar payments Z is required to
make in exchange for the Swiss francs re-
ceived on December 31, 1990 and 1991. The
present value of $2 on December 31, 1990, and
$22 on December 31, 1991, discounted at the

rate for U.S. dollar payments of 10% is $20
($1.82+$18.18). This amount is discounted at
the rate for U.S. dollar payments (i.e., at the
historic rate) because the amount of the
$23.56 payment received by Z that is attrib-
utable to movements in interest rates is
computed and amortized separately as pro-
vided in the following paragraph.

(vi) Pursuant to paragraph (e)(3)(ii)(B) of
this section, Z is required to amortize the
portion of the $23.56 payment attributable to
movements in interest rates under principles
of economic accrual over the term of the cur-
rency swap agreement. The amount of the
$23.56 payment that is attributable to move-
ments in interest rates (assuming that ex-
change rates have not changed) is the
present value ($3.56) of the excess ($2.00 in
1990 and $2.00 in 1991) of the periodic interim
payments Z is required to pay under the cur-
rency swap agreement ($10 in 1990 and $10 in
1991) over the amount Z would be required to
pay if the currency swap agreement reflected
current interest rates on the day Z acquired
the swap contract ($8 in 1990 and $8 in 1991)
discounted at the appropriate dollar interest
rate on January 1, 1990. Thus, under prin-
ciples of economic accrual (e.g., see section
171 of the Code), Z will include in income
$1.72 on December 31, 1990, the amount that,
when added to the interest ($.28) on the $3.56
computed at the 8% rate on the date Z ac-
quired the currency swap contract, will
equal the $2.00 needed to compensate Z for
the movement in interest rates between Jan-
uary 1, 1989, and January 1, 1990. Z also will
include in income $1.85 on December 31, 1991,
the amount that, when added to the interest
($.15) on the $1.85 (the remaining balance of
the $3.56 payment) computed at the 8% rate
on the date Z acquired the currency swap
contract, will equal the $2.00 needed to com-
pensate Z for the movement in interest rates
between January 1, 1990, and January 1, 1991.
This amount is computed assuming exchange
rates have not changed because the amount
attributable to movements in exchange rates
is computed and amortized separately under
the preceding paragraph.

(6) Special effective date for rules re-
garding currency swaps. Paragraph (e)(3)
of this section regarding amortization
of swap premium or discount in the
case of off-market currency swaps shall
be effective for transactions entered
into after September 21, 1989, unless
such swap premium or discount was
paid or received pursuant to a binding
contract with an unrelated party that
was entered into prior to such date.
For transactions entered into prior to
this date, see Notice 89–21, 1989–8 I.R.B.
23.

(7) [Reserved]
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(f) Substance over form—(1) In general.
If the substance of a transaction de-
scribed in § 1.988–1(a)(1) differs from its
form, the timing, source, and character
of gains or losses with respect to such
transaction may be recharacterized by
the Commissioner in accordance with
its substance. For example, if a tax-
payer enters into a transaction that it
designates a ‘‘currency swap contract’’
that requires the prepayment of all
payments to be made or to be received
(but not both), the Commissioner may
recharacterize the contract as a loan.
In applying the substance over form
principle, separate transactions may be
integrated where appropriate. See also
§ 1.861–9T(b)(1).

(2) Example. The following example il-
lustrates the provisions of this para-
graph (f).

Example. (i) On January 1, 1990, X, a U.S.
corporation with the dollar as its functional
currency, enters into a contract with Y
under which X will pay Y $100 and Y will pay
X LC100 on January 1, 1990, and X will pay Y
LC109.3 and Y will pay X $133 on December
31, 1992. On January 1, 1990, the spot ex-
change rate is LC1 = $1 and the 3 year for-
ward rate is LC1 = $.8218. X’s cash flows are
summarized below:

Date Dollar LC

1/1/90 ......................................................... (100) 100
12/31/90 ..................................................... 0 0
12/31/91 ..................................................... 0 0
12/31/92 ..................................................... 133 (109.3)

(ii) X and Y designate this contract as a
‘‘currency swap.’’ Notwithstanding this des-
ignation, for purposes of determining the
timing, source, and character with respect to
the transaction, the transaction is charac-
terized by the Commissioner in accordance
with its substance. Thus, the January 1, 1990,
exchange by X of $100 for LC 100 is treated as
a spot purchase of LCs by X and the Decem-
ber 31, 1992, exchange by X at 109.3LC for $133
is treated as a forward sale of LCs by X.
Under such treatment there would be no tax
consequences to X under paragraph (e)(2) of
this section in 1990, 1991, and 1992 with re-
spect to this transaction other than the real-
ization of exchange gain or loss on the sale
of the LC109.3 on December 31, 1992. Calcula-
tion of such gain or loss would be governed
by the rules of paragraph (d) of this section.

(g) Effective date. Except as otherwise
provided in this section, this section
shall be effective for taxable years be-
ginning after December 31, 1986. Thus,
except as otherwise provided in this

section, any payments made or re-
ceived with respect to a section 988
transaction in taxable years beginning
after December 31, 1986, are subject to
this section.

(h) Timing of income and deductions
from notional principal contracts. Except
as otherwise provided (e.g., in § 1.988–5
or 1.446–3(g)), income or loss from a no-
tional principal contract described in
§ 1.988–1(a)(2)(iii)(B) (other than a cur-
rency swap) is exchange gain or loss.
For the rules governing the timing of
income and deductions with respect to
notional principal contracts, see § 1.446–
3. See paragraph (e)(2) of this section
with respect to currency swaps.

[T.D. 8400, 57 FR 9183, Mar. 17, 1992, as
amended by T.D. 8491, 58 FR 53135, Oct. 14,
1993]

§ 1.988–3 Character of exchange gain
or loss.

(a) In general. The character of ex-
change gain or loss recognized on a sec-
tion 988 transaction is governed by sec-
tion 988 and this section. Except as
otherwise provided in section
988(c)(1)(E), section 1092, § 1.988–5 and
this section, exchange gain or loss real-
ized with respect to a section 988 trans-
action (including a section 1256 con-
tract that is also a section 988 trans-
action) shall be characterized as ordi-
nary gain or loss. Accordingly, unless a
valid election is made under paragraph
(b) of this section, any section provid-
ing special rules for capital gain or loss
treatment, such as sections 1233, 1234,
1234A, 1236 and 1256(f)(3), shall not
apply.

(b) Election to characterize exchange
gain or loss on certain identified forward
contracts, futures contracts and option
contracts as capital gain or loss—(1) In
general. Except as provided in para-
graph (b)(2) of this section, a taxpayer
may elect, subject to the requirements
of paragraph (b)(3) of this section, to
treat any gain or loss recognized on a
contract described in § 1.988–2(d)(1) as
capital gain or loss, but only if the con-
tract—

(i) Is a capital asset in the hands of
the taxpayer;

(ii) Is not part of a straddle within
the meaning of section 1092(c) (without
regard to subsections (c)(4) or (e)); and
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(iii) Is not a regulated futures con-
tract or nonequity option with respect
to which an election under section
988(c)(1)(D)(ii) is in effect.

If a valid election under this paragraph
(b) is made with respect to a section
1256 contract, section 1256 shall govern
the character of any gain or loss recog-
nized on such contract.

(2) Special rule for contracts that be-
come part of a straddle after an election is
made. If a contract which is the subject
of an election under paragraph (b)(1) of
this section becomes part of a straddle
within the meaning of section 1092(c)
(without regard to subsections (c)(4) or
(e)) after the date of the election, the
election shall be invalid with respect
to gains from such contract and the
Commissioner, in his sole discretion,
may invalidate the election with re-
spect to losses.

(3) Requirements for making the elec-
tion. A taxpayer elects to treat gain or
loss on a transaction described in para-
graph (b)(1) of this section as capital
gain or loss by clearly identifying such
transaction on its books and records on
the date the transaction is entered
into. No specific language or account is
necessary for identifying a transaction
referred to in the preceding sentence.
However, the method of identification
must be consistently applied and must
clearly identify the pertinent trans-
action as subject to the section
988(a)(1)(B) election. The Commis-
sioner, in his sole discretion, may in-
validate any purported election that
does not comply with the preceding
sentence.

(4) Verification. A taxpayer that has
made an election under § 1.988–3(b)(3)
must attach to his income tax return a
statement which sets forth the follow-
ing:

(i) A description and the date of each
election made by the taxpayer during
the taxpayer’s taxable year;

(ii) A statement that each election
made during the taxable year was made
before the close of the date the trans-
action was entered into;

(iii) A description of any contract for
which an election was in effect and the
date such contract expired or was oth-
erwise sold or exchanged during the
taxable year;

(iv) A statement that the contract
was never part of a straddle as defined
in section 1092; and

(v) A statement that all transactions
subject to the election are included on
the statement attached to the tax-
payer’s income tax return.

In addition to any penalty that may
otherwise apply, the Commissioner, in
his sole discretion, may invalidate any
or all elections made during the tax-
able year under § 1.988–3(b)(1) if the tax-
payer fails to verify each election as
provided in this § 1.988–3(b)(4). The pre-
ceding sentence shall not apply if the
taxpayer’s failure to verify each elec-
tion was due to reasonable cause or
bona fide mistake. The burden of proof
to show reasonable cause or bona fide
mistake made in good faith is on the
taxpayer.

(5) Independent verification—(i) Effect
of independent verification. If the tax-
payer receives independent verification
of the election in paragraph (b)(3) of
this section, the taxpayer shall be pre-
sumed to have satisfied the require-
ments of paragraphs (b)(3) and (4) of
this section. A contract that is a part
of a straddle as defined in section 1092
may not be independently verified and
shall be subject to the rules of para-
graph (b)(2) of this section.

(ii) Requirements for independent ver-
ification. A taxpayer receives independ-
ent verification of the election in para-
graph (b)(3) of this section if—

(A) The taxpayer establishes a sepa-
rate account(s) with an unrelated
broker(s) or dealer(s) through which all
transactions to be independently veri-
fied pursuant to this paragraph (b)(5)
are conducted and reported.

(B) Only transactions entered into on
or after the date the taxpayer estab-
lishes such account may be recorded in
the account.

(C) Transactions subject to the elec-
tion of paragraph (b)(3) of this section
are entered into such account on the
date such transactions are entered
into.

(D) The broker or dealer provides the
taxpayer a statement detailing the
transactions conducted through such
account and includes on such state-
ment the following: ‘‘Each transaction
identified in this account is subject to
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the election set forth in section
988(a)(1)(B).’’

(iii) Special effective date for independ-
ent verification. The rules of this para-
graph (b)(5) shall be effective for trans-
actions entered into after March 17,
1992.

(6) Effective date. Except as otherwise
provided, this paragraph (b) is effective
for taxable years beginning on or after
September 21, 1989. For prior taxable
years, any reasonable contempora-
neous election meeting the require-
ments of section 988(a)(1)(B) shall sat-
isfy this paragraph (b).

(c) Exchange gain or loss treated as in-
terest—(1) In general. Except as provided
in this paragraph (c)(1), exchange gain
or loss realized on a section 988 trans-
action shall not be treated as interest
income or expense. Exchange gain or
loss realized on a section 988 trans-
action shall be treated as interest in-
come or expense as provided in para-
graph (c)(2) of this section with regard
to tax exempt bonds, § 1.988–
2(e)(2)(ii)(B), § 1.988–5, and in adminis-
trative pronouncements. See § 1.861–
9T(b), providing rules for the allocation
of certain items of exchange gain or
loss in the same manner as interest ex-
pense.

(2) Exchange loss realized by the holder
on nonfunctional currency tax exempt
bonds. Exchange loss realized by the
holder of a debt instrument the inter-
est on which is excluded from gross in-
come under section 103(a) or any simi-
lar provision of law shall be treated as
an offset to and reduce total interest
income received or accrued with re-
spect to such instrument. Therefore, to
the extent of total interest income, no
exchange loss shall be recognized. This
paragraph (c)(2) shall be effective with
respect to debt instruments acquired
on or after June 24, 1987.

(d) Effective date. Except as otherwise
provided in this section, this section
shall be effective for taxable years be-
ginning after December 31, 1986. Thus,
except as otherwise provided in this
section, any payments made or re-
ceived with respect to a section 988
transaction in taxable years beginning
after December 31, 1986, are subject to
this section. Thus, for example, a pay-
ment made prior to January 1, 1987,
under a forward contract that results

in the deferral of a loss under section
1092 to a taxable year beginning after
December 31, 1986, is not characterized
as an ordinary loss by virtue of para-
graph (a) of this section because pay-
ment was made prior to January 1,
1987.

[T.D. 8400, 57 FR 9197, Mar. 17, 1992]

§ 1.988–4 Source of gain or loss real-
ized on a section 988 transaction.

(a) In general. Except as otherwise
provided in § 1.988–5 and this section,
the source of exchange gain or loss
shall be determined by reference to the
residence of the taxpayer. This rule ap-
plies even if the taxpayer has made an
election under § 1.988–3(b) to character-
ize exchange gain or loss as capital
gain or loss. This section takes prece-
dence over section 865.

(b) Qualified business unit—(1) In gen-
eral. The source of exchange gain or
loss shall be determined by reference
to the residence of the qualified busi-
ness unit of the taxpayer on whose
books the asset, liability, or item of in-
come or expense giving rise to such
gain or loss is properly reflected.

(2) Proper reflection on the books of the
taxpayer or qualified business unit—(i) In
general. Whether an asset, liability, or
item of income or expense is properly
reflected on the books of a qualified
business unit is a question of fact.

(ii) Presumption if booking practices are
inconsistent. It shall be presumed that
an asset, liability, or item of income or
expense is not properly reflected on the
books of the qualified business unit if
the taxpayer and its qualified business
units employ inconsistent booking
practices with respect to the same or
similar assets, liabilities, or items of
income or expense. If not properly re-
flected on the books, the Commissioner
may allocate any asset, liability, or
item of income or expense between or
among the taxpayer and its qualified
business units to properly reflect the
source (or realization) of exchange gain
or loss.

(c) Effectively connected exchange gain
or loss. Notwithstanding paragraphs (a)
and (b) of this section, exchange gain
or loss that under principles similar to
those set forth in § 1.864–4(c) arises
from the conduct of a United States
trade or business shall be sourced in
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the United States and such gain or loss
shall be treated as effectively con-
nected to the conduct of a United
States trade or business for purposes of
sections 871(b) and 882 (a)(1).

(d) Residence—(1) In general. Except
as otherwise provided in this paragraph
(d), for purposes of sections 985 through
989, the residence of any person shall
be—

(i) In the case of an individual, the
country in which such individual’s tax
home (as defined in section 911(d)(3)) is
located;

(ii) In the case of a corporation, part-
nership, trust or estate which is a
United States person (as defined in sec-
tion 7701(a)(30)), the United States; and

(iii) In the case of a corporation,
partnership, trust or estate which is
not a United States person, a country
other than the United States.

If an individual does not have a tax
home (as defined in section 911(d)(3)),
the residence of such individual shall
be the United States if such individual
is a United States citizen or a resident
alien and shall be a country other than
the United States if such individual is
not a United States citizen or resident
alien. If the taxpayer is a U.S. person
and has no principal place of business
outside the United States, the resi-
dence of the taxpayer is the United
States. Notwithstanding paragraph
(d)(1)(ii) of this section, if a partner-
ship is formed or availed of to avoid
tax by altering the source of exchange
gain or loss, the source of such gain or
loss shall be determined by reference
to the residence of the partners rather
than the partnership.

(2) Exception. In the case of a quali-
fied business unit of any taxpayer (in-
cluding an individual), the residence of
such unit shall be the country in which
the principal place of business of such
qualified business unit is located.

(3) Partner in a partnership not en-
gaged in a U.S. trade or business under
section 864(b)(2). The determination of
residence shall be made at the partner
level (without regard to whether the
partnership is a qualified business unit
of the partners) in the case of partners
in a partnership that are not engaged
in a U.S. trade or business by reason of
section 864(b)(2).

(e) Special rule for certain related party
loans—(1) In general. In the case of a
loan by a United States person or a re-
lated person to a 10 percent owned for-
eign corporation, or a corporation that
meets the 80 percent foreign business
requirements test of section 861(c)(1),
other than a corporation subject to
§ 1.861–11T(e)(2)(i), which is denomi-
nated in, or determined by reference
to, a currency other than the U.S. dol-
lar and bears interest at a rate at least
10 percentage points higher than the
Federal mid-term rate (as determined
under section 1274(d)) at the time such
loan is entered into, the following rules
shall apply—

(i) For purposes of section 904 only,
such loan shall be marked to market
annually on the earlier of the last busi-
ness day of the United States person’s
(or related person’s) taxable year or
the date the loan matures; and

(ii) Any interest income earned with
respect to such loan for the taxable
year shall be treated as income from
sources within the United States to the
extent of any notional loss attributable
to such loan under paragraph (d)(1)(i)
of this section.

(2) United States person. For purposes
of this paragraph (e), the term ‘‘United
States person’’ means a person de-
scribed in section 7701(a)(30).

(3) Loans by related foreign persons—(i)
In general. [Reserved]

(ii) Definition of related person. For
purposes of this paragraph (e), the term
‘‘related person’’ has the meaning
given such term by section 954(d)(3) ex-
cept that such section shall be applied
by substituting ‘‘United States person’’
for ‘‘controlled foreign corporation’’
each place such term appears.

(4) 10 percent owned foreign corpora-
tion. For purposes of this paragraph (e),
the term ‘‘10 percent owned foreign
corporation’’ means any foreign cor-
poration in which the United States
person owns directly or indirectly
(within the meaning of section 318(a))
at least 10 percent of the voting stock.

(f) Exchange gain or loss treated as in-
terest under § 1.988–3. Notwithstanding
the provisions of this section, any gain
or loss realized on a section 988 trans-
action that is treated as interest in-
come or expense under § 1.988–3(c)(1)
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shall be sourced or allocated and appor-
tioned pursuant to section 861(a)(1),
862(a)(1), or 864(e) as the case may be.

(g) Exchange gain or loss allocated in
the same manner as interest under § 1.861–
9T. The allocation and apportionment
of exchange gain or loss under § 1.861–
9T shall not affect the source of ex-
change gain or loss for purposes of sec-
tions 871(a), 881, 1441, 1442 and 6049.

(h) Effective date. This section shall
be effective for taxable years beginning
after December 31, 1986. Thus, any pay-
ments made or received with respect to
a section 988 transaction in taxable
years beginning after December 31,
1986, are subject to this section.

[T.D. 8400, 57 FR 9199, Mar. 17, 1992]

§ 1.988–5 Section 988(d) hedging trans-
actions.

(a) Integration of a nonfunctional cur-
rency debt instrument and a § 1.988–5(a)
hedge—(1) In general. This paragraph
(a) applies to a qualified hedging trans-
action as defined in this paragraph
(a)(1). A qualified hedging transaction
is an integrated economic transaction,
as provided in paragraph (a)(5) of this
section, consisting of a qualifying debt
instrument as defined in paragraph
(a)(3) of this section and a § 1.988–5(a)
hedge as defined in paragraph (a)(4) of
this section. If a taxpayer enters into a
transaction that is a qualified hedging
transaction, no exchange gain or loss is
recognized by the taxpayer on the
qualifying debt instrument or on the
§ 1.988–5(a) hedge for the period that ei-
ther is part of a qualified hedging
transaction, and the transactions shall
be integrated as provided in paragraph
(a)(9) of this section. However, if the
qualified hedging transaction results in
a synthetic nonfunctional currency de-
nominated debt instrument, such in-
strument shall be subject to the rules
of § 1.988–2(b).

(2) Exception. This paragraph (a) does
not apply with respect to a qualified
hedging transaction that creates a syn-
thetic asset or liability denominated
in, or determined by reference to, a
currency other than the U.S. dollar if
the rate that approximates the Federal
short-term rate in such currency is at
least 20 percentage points higher than
the Federal short term rate (deter-
mined under section 1274(d)) on the

date the taxpayer identifies the trans-
action as a qualified hedging trans-
action.

(3) Qualifying debt instrument—(i) In
general. A qualifying debt instrument
is a debt instrument described in
§ 1.988–1(a)(2)(i), regardless of whether
denominated in, or determined by ref-
erence to, nonfunctional currency (in-
cluding dual currency debt instru-
ments, multi-currency debt instru-
ments and contingent payment debt in-
struments). A qualifying debt instru-
ment does not include accounts pay-
able, accounts receivable or similar
items of expense or income.

(ii) Special rule for debt instrument of
which all payments are proportionately
hedged. If a debt instrument satisfies
the requirements of paragraph (a)(3)(i)
of this section, and all principal and in-
terest payments under the instrument
are hedged in the same proportion,
then for purposes of this paragraph (a),
that portion of the instrument that is
hedged is eligible to be treated as a
qualifying debt instrument, and the
rules of this paragraph (a) shall apply
separately to such qualifying debt in-
strument. See Example 8 in paragraph
(a)(9)(iv) of this section.

(4) Section 1.988–5(a) hedge—(i) In gen-
eral. A § 1.988–5(a) hedge (hereinafter re-
ferred to in this paragraph (a) as a
‘‘hedge’’) is a spot contract, futures
contract, forward contract, option con-
tract, notional principal contract, cur-
rency swap contract, similar financial
instrument, or series or combination
thereof, that when integrated with a
qualifying debt instrument permits the
calculation of a yield to maturity
(under principles of section 1272) in the
currency in which the synthetic debt
instrument is denominated (as deter-
mined under paragraph (a)(9)(ii)(A) of
this section).

(ii) Retroactive application of definition
of currency swap contract. A taxpayer
may apply the definition of currency
swap contract set forth in § 1.988–
2(e)(2)(ii) in lieu of the definition of
swap agreement in section 2(e)(5) of
Notice 87–11, 1987–1 C.B. 423 to trans-
actions entered into after December 31,
1986 and before September 21, 1989.

(5) Definition of integrated economic
transaction. A qualifying debt instru-
ment and a hedge are an integrated
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economic transaction if all of the fol-
lowing requirements are satisfied—

(i) All payments to be made or re-
ceived under the qualifying debt in-
strument (or amounts determined by
reference to a nonfunctional currency)
are fully hedged on the date the tax-
payer identifies the transaction under
paragraph (a) of this section as a quali-
fied hedging transaction such that a
yield to maturity (under principles of
section 1272) in the currency in which
the synthetic debt instrument is de-
nominated (as determined under para-
graph (a)(9)(ii)(A) of this section) can
be calculated. Any contingent payment
features of the qualifying debt instru-
ment must be fully offset by the hedge
such that the synthetic debt instru-
ment is not classified as a contingent
payment debt instrument. See Exam-
ples 6 and 7 of paragraph (a)(9)(iv) of
this section.

(ii) The hedge is identified in accord-
ance with paragraph (a)(8) of this sec-
tion on or before the date the acquisi-
tion of the financial instrument (or in-
struments) constituting the hedge is
settled or closed.

(iii) None of the parties to the hedge
are related. The term ‘‘related’’ means
the relationships defined in section
267(b) or section 707(b).

(iv) In the case of a qualified business
unit with a residence, as defined in sec-
tion 988(a)(3)(B), outside of the United
States, both the qualifying debt instru-
ment and the hedge are properly re-
flected on the books of such qualified
business unit throughout the term of
the qualified hedging transaction.

(v) Subject to the limitations of
paragraph (a)(5) of this section, both
the qualifying debt instrument and the
hedge are entered into by the same in-
dividual, partnership, trust, estate, or
corporation. With respect to a corpora-
tion, the same corporation must enter
into both the qualifying debt instru-
ment and the hedge whether or not
such corporation is a member of an af-
filiated group of corporations that files
a consolidated return.

(vi) With respect to a foreign person
engaged in a U.S. trade or business
that enters into a qualifying debt in-
strument or hedge through such trade
or business, all items of income and ex-
pense associated with the qualifying

debt instrument and the hedge (other
than interest expense that is subject to
§ 1.882–5), would have been effectively
connected with such U.S. trade or busi-
ness throughout the term of the quali-
fied hedging transaction had this para-
graph (a) not applied.

(6) Special rules for legging in and leg-
ging out of integrated treatment—(i) Leg-
ging in. ‘‘Legging in’’ to integrated
treatment under this paragraph (a)
means that a hedge is entered into
after the date the qualifying debt in-
strument is entered into or acquired,
and the requirements of this paragraph
(a) are satisfied on the date the hedge
is entered into (‘‘leg in date’’). If a tax-
payer legs into integrated treatment,
the following rules shall apply—

(A) Exchange gain or loss shall be re-
alized with respect to the qualifying
debt instrument determined solely by
reference to changes in exchange rates
between—

(1) The date the instrument was ac-
quired by the holder, or the date the
obligor assumed the obligation to
make payments under the instrument;
and

(2) The leg in date.
(B) The recognition of such gain or

loss will be deferred until the date the
qualifying debt instrument matures or
is otherwise disposed of.

(C) The source and character of such
gain or loss shall be determined on the
leg in date as if the qualifying debt in-
strument was actually sold or other-
wise terminated by the taxpayer.

(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 a part of the qualifying debt instru-
ment or hedge prior to maturity of the
qualified hedging transaction, or the
taxpayer changes a material term of
the qualifying debt instrument (e.g.,
exercises an option to change the inter-
est rate or index, or the maturity date)
or hedge (e.g., changes the interest or
exchange rates underlying the hedge,
or the expiration date) prior to matu-
rity of the qualified hedging trans-
action. A taxpayer that disposes of or
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terminates a qualified hedging trans-
action (i.e., disposes of or terminates
both the qualifying transaction and the
hedge on the same day) shall be consid-
ered to have disposed of or otherwise
terminated the synthetic debt instru-
ment rather than as legging out. If a
taxpayer legs out of integrated treat-
ment, 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 the hedge is disposed of or oth-
erwise terminated, the qualifying debt
instrument shall be treated as sold for
its fair market value on the date the
hedge is disposed of or otherwise termi-
nated (the ‘‘leg-out date’’), and any
gain or loss (including gain or loss re-
sulting from factors other than move-
ments 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
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 to the principal amount of
the debt instrument must be made to
reflect any gain or loss taken into ac-
count. The netting rule of § 1.988–2(b)(8)
shall apply.

(C) If the qualifying debt instrument
is disposed of or otherwise terminated,
the hedge shall be treated as sold for
its fair market value on the date the
qualifying debt instrument is disposed
of or otherwise terminated (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. The spot rate on the leg-
out date shall be used to determine ex-
change gain or loss on the hedge for
the period beginning on the leg-out
date and ending on the date such hedge
is disposed of or otherwise terminated.

(D) Except as provided in paragraph
(a)(8)(iii) of this section (regarding
identification by the Commissioner),
that part of the qualified hedging
transaction that has not been termi-
nated (i.e., the remaining debt instru-
ment in its entirety even if partially
hedged, or hedge) cannot be part of a

qualified hedging transaction for any
period subsequent to the leg out date.

(E) If a taxpayer legs out of a quali-
fied hedging transaction and realizes a
gain with respect to the terminated in-
strument, then paragraph (a)(6)(ii)(B)
or (C) of this section, as appropriate,
shall not apply if during the period be-
ginning 30 days before the leg-out date
and ending 30 days after that date the
taxpayer enters into another trans-
action that hedges at least 50% of the
remaining currency flow with respect
to the qualifying debt instrument
which was part of the qualified hedging
transaction (or, if appropriate, an
equivalent amount under the § 1.988–5
hedge which was part of the qualified
hedging transaction).

(7) Transactions part of a straddle. At
the discretion of the Commissioner, a
transaction shall not satisfy the re-
quirements of paragraph (a)(5) of this
section if the debt instrument making
up the qualified hedging transaction is
part of a straddle as defined in section
1092(c) prior to the time the qualified
hedging transaction is identified.

(8) Identification requirements—(i)
Identification by the taxpayer. A tax-
payer must establish a record and be-
fore the close of the date the hedge is
entered into, the taxpayer must enter
into the record for each qualified hedg-
ing transaction the following informa-
tion—

(A) The date the qualifying debt in-
strument and hedge were entered into;

(B) The date the qualifying debt in-
strument and the hedge are identified
as constituting a qualified hedging
transaction;

(C) The amount that must be de-
ferred, if any, under paragraph (a)(6) of
this section and the source and char-
acter of such deferred amount;

(D) A description of the qualifying
debt instrument and the hedge; and

(E) A summary of the cash flow re-
sulting from treating the qualifying
debt instrument and the hedge as a
qualified hedging transaction.

(ii) Identification by trustee on behalf
of beneficiary. A trustee of a trust that
enters into a qualified hedging trans-
action may satisfy the identification
requirements described in paragraph
(a)(8)(i) of this section on behalf of a
beneficiary of such trust.
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(iii) Identification by the Commissioner.
If—

(A) A taxpayer enters into a qualify-
ing debt instrument and a hedge but
fails to comply with one or more of the
requirements of this paragraph (a), and

(B) On the basis of all the facts and
circumstances, the Commissioner con-
cludes that the qualifying debt instru-
ment and the hedge are, in substance, a
qualified hedging transaction,
then the Commissioner may treat the
qualifying debt instrument and the
hedge as a qualified hedging trans-
action. The Commissioner may iden-
tify a qualifying debt instrument and a
hedge as a qualified hedging trans-
action regardless of whether the quali-
fying debt instrument and the hedge
are held by the same taxpayer.

(9) Taxation of qualified hedging trans-
actions—(i) In general—(A) General rule.
If a transaction constitutes a qualified
hedging transaction, the qualifying
debt instrument and the hedge are in-
tegrated and treated as a single trans-
action with respect to the taxpayer
that has entered into the qualified
hedging transaction during the period
that the transaction qualifies as a
qualified hedging transaction. Neither
the qualifying debt instrument nor the
hedge that makes up the qualified
hedging transaction shall be subject to
section 263(g), 1092 or 1256 for the pe-
riod such transactions are integrated.
However, the qualified hedging trans-
action may be subject to section 263(g)
or 1092 if such transaction is part of a
straddle.

(B) Special rule for income or expense of
foreign persons effectively connected with
a U.S. trade or business. Interest income
of a foreign person resulting from a
qualified hedging transaction entered
into by such foreign person that satis-
fies the requirements of paragraph
(a)(5)(vii) of this section shall be treat-
ed as effectively connected with a U.S.
trade or business. Interest expense of a
foreign person resulting from a quali-
fied hedging transaction entered into
by such foreign person that satisfies
the requirements of paragraph
(a)(5)(vii) of this section shall be allo-
cated and apportioned under § 1.882–5 of
the regulations.

(C) Special rule for foreign persons that
enter into qualified hedging transactions

giving rise to U.S. source income not effec-
tively connected with a U.S. trade or busi-
ness. If a foreign person enters into a
qualified hedging transaction that
gives rise to U.S. source interest in-
come (determined under the source
rules for synthetic asset transactions
as provided in this section) not effec-
tively connected with a U.S. trade or
business of such foreign person, for
purposes of sections 871(a), 881, 1441,
1442 and 6049, the provisions of this
paragraph (a) shall not apply and such
sections of the Internal Revenue Code
shall be applied separately to the
qualifying debt instrument and the
hedge. To the extent relevant to any
foreign person, if the requirements of
this paragraph (a) are otherwise met,
the provisions of this paragraph (a)
shall apply for all other purposes of the
Internal Revenue Code (e.g., for pur-
poses of calculating the earnings and
profits of a controlled foreign corpora-
tion that enters into a qualified hedg-
ing transaction through a qualified
business unit resident outside the
United States, income or expense with
respect to such qualified hedging trans-
action shall be calculated under the
provisions of this paragraph (a)).

(ii) Income tax effects of integration.
The effect of integrating and treating a
transaction as a single transaction is
to create a synthetic debt instrument
for income tax purposes, which is sub-
ject to the original issue discount pro-
visions of sections 1272 through 1288
and 163(e), the terms of which are de-
termined as follows:

(A) Denomination of synthetic debt in-
strument. In the case where the qualify-
ing debt instrument is a borrowing, the
denomination of the synthetic debt in-
strument is the same as the currency
paid under the terms of the hedge to
acquire the currency used to make pay-
ments under the qualifying debt instru-
ment. In the case where the qualifying
debt instrument is a lending, the de-
nomination of the synthetic debt in-
strument is the same as the currency
received under the terms of the hedge
in exchange for amounts received
under the qualifying debt instrument.
For example, if the hedge is a forward
contract to acquire British pounds for
dollars, and the qualifying debt instru-
ment is a borrowing denominated in
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British pounds, the synthetic debt in-
strument is considered a borrowing in
dollars.

(B) Term and accrual periods. The
term of the synthetic debt instrument
shall be the period beginning on the
identification date and ending on the
date the qualifying debt instrument
matures or such earlier date that the
qualifying debt instrument or hedge is
disposed of or otherwise terminated.
Unless otherwise clearly indicated by
the payment interval under the hedge,
the accrual period shall be a six month
period which ends on the dates deter-
mined under section 1272(a)(5).

(C) Issue price. The issue price of the
synthetic debt instrument is the ad-
justed issue price of the qualifying debt
instrument translated into the cur-
rency in which the synthetic debt in-
strument is denominated at the spot
rate on the identification date.

(D) Stated redemption price at maturity.
In the case where the qualifying debt
instrument is a borrowing, the stated
redemption price at maturity shall be
determined under section 1273(a)(2) on
the identification date by reference to
the amounts to be paid under the hedge
to acquire the currency necessary to
make interest and principal payments
on the qualifying debt instrument. In
the case where the qualifying debt in-
strument is a lending, the stated re-
demption price at maturity shall be de-
termined under section 1273(a)(2) on the
identification date by reference to the
amounts to be received under the hedge
in exchange for the interest and prin-
cipal payments received pursuant to
the terms of the qualifying debt instru-
ment.

(iii) Source of interest income and allo-
cation of expense. Interest income from
a synthetic debt instrument described
in paragraph (a)(9)(ii) of this section
shall be sourced by reference to the
source of income under sections 861
(a)(1) and 862(a)(1) of the qualifying
debt instrument. The character for
purposes of section 904 of interest in-
come from a synthetic debt instrument
shall be determined by reference to the
character of the interest income from
qualifying debt instrument. Interest
expense from a synthetic debt instru-
ment described in paragraph (a)(9)(ii)
of this section shall be allocated and

apportioned under §§ 1.861–8T through
1.861–12T or the successor sections
thereof or under § 1.882–5.

(iv) Examples. The following examples
illustrate the application of this para-
graph (a)(9).

Example 1. (i) K is a U.S. corporation with
the U.S. dollar as its functional currency. On
December 24, 1989, K agrees to close the fol-
lowing transaction on December 31, 1989. K
will borrow from an unrelated party on De-
cember 31, 1989, 100 British pounds (£) for 3
years at a 10 percent rate of interest, payable
annually, with no principal payment due
until the final installment. K will also enter
into a currency swap contract with an unre-
lated counterparty under the terms of
which—

(a) K will swap, on December 31, 1989, the
£100 obtained from the borrowing for $100;
and

(b) K will exchange dollars for pounds pur-
suant to the following table in order to ob-
tain the pounds necessary to make payments
on the pound borrowing:

Date U.S. dollars Pounds

December 31, 1990 ................... 8 10
December 31, 1991 ................... 8 10
December 31, 1992 ................... 108 110

(ii) The interest rate on the borrowing is
set and the exchange rates on the swap are
fixed on December 24, 1989. On December 31,
1989, K borrows the £100 and swaps such
pounds for $100. Assume x has satisfied the
identification requirements of paragraph
(a)(8) of this section.

(iii) The pound borrowing (which con-
stitutes a qualifying debt instrument under
paragraph (a)(3) of this section) and the cur-
rency swap contract (which constitutes a
hedge under paragraph (a)(4) of this section)
are a qualified hedging transaction as de-
fined in paragraph (a)(1) of this section. Ac-
cordingly, the pound borrowing and the swap
are integrated and treated as one trans-
action with the following consequences:

(A) The integration of the pound borrowing
and the swap results in a synthetic dollar
borrowing with an issue price of $100 under
section 1273(b)(2).

(B) The total amount of interest and prin-
cipal of the synthetic dollar borrowing is
equal to the dollar payments made by K
under the currency swap contract (i.e., $8 in
1990, $8 in 1991, and $108 in 1992).

(C) The stated redemption price at matu-
rity (defined in section 1273(a)(2)) is $100. Be-
cause the stated redemption price equals the
issue price, there is no OID on the synthetic
dollar borrowing.

(D) K may deduct the annual interest pay-
ments of $8 under section 163(a) (subject to
any limitations on deductibility imposed by
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other provisions of the Code) according to its
regular method of accounting. K has also
paid $100 as a return of principal in 1992.

(E) K must allocate and apportion its in-
terest expense with respect to the synthetic
dollar borrowing under the rules of §§ 1.861–
8T through 1.861–12T.

Example 2. (i) K, a U.S. corporation, has the
U.S. dollar as its functional currency. On De-
cember 24, 1989, when the spot rate for Swiss
francs (Sf) is Sf1 = $1, K enters into a forward
contract to purchase Sf100 in exchange for
$100.04 for delivery on December 31, 1989. The
Sf100 are to be used for the purchase of a
franc denominated debt instrument on De-
cember 31, 1989. The instrument will have a
term of 3 years, an issue price of Sf100, and
will bear interest at 6 percent, payable annu-
ally, with no repayment of principal until
the final installment. On December 24, 1989,
K also enters into a series of forward con-
tracts to sell the franc interest and principal
payments that will be received under the
terms of the franc denominated debt instru-
ment for dollars according to the following
schedule:

Date U.S. dollars Francs

December 31, 1990 ................... 6.12 6
December 31, 1991 ................... 6.23 6
December 31, 1992 ................... 112.16 106

(ii) On December 31, 1989, K takes delivery
of the Sf100 and purchases the franc denomi-
nated debt instrument. Assume K satisfies
the identification requirements of paragraph
(a)(8) of this section. The purchase of the
franc debt instrument (which constitutes a
qualifying debt instrument under paragraph
(a)(3) of this section) and the series of for-
ward contracts (which constitute a hedge
under paragraph (a)(4) of this section) are a
qualified hedging transaction under para-
graph (a)(1) of this section. Accordingly, the
franc debt instrument and all the forward
contracts are integrated and treated as one
transaction with the following consequences:

(A) The integration of the franc debt in-
strument and the forward contracts results
in a synthetic dollar debt instrument in an
amount equal to the dollars exchanged under
the forward contract to purchase the francs
necessary to acquire the franc debt instru-
ment. Accordingly, the issue price is $100.04
(section 1273(b)(2) of the Code).

(B) The total amount of interest and prin-
cipal received by K with respect to the syn-
thetic dollar debt instrument is equal to the
dollars received under the forward sales con-
tracts (i.e., $6.12 in 1990, $6.23 in 1991, and
$112.16 in 1992).

(C) The synthetic dollar debt instrument is
an installment obligation and its stated re-
demption price at maturity is $106.15 (i.e.,
$6.12 of the payments in 1990, 1991, and 1992
are treated as periodic interest payments
under the principles of section 1273). Because

the stated redemption price at maturity ex-
ceeds the issue price, under section 1273(a)(1)
the synthetic dollar debt instrument has OID
of $6.11.

(D) The yield to maturity of the synthetic
dollar debt instrument is 8.00 percent, com-
pounded annually. Assuming K is a calendar
year taxpayer, it must include interest in-
come of $8.00 in 1990 (of which $1.88 con-
stitutes OID), $8.15 in 1991 (of which $2.03
constitutes OID), and $8.32 in 1992 (of which
$2.20 constitutes OID). The amount of the
final payment received by K in excess of the
interest income includible is a return of
principal and a payment of previously ac-
crued OID.

(E) The source of the interest income shall
be determined by applying sections 861(a)(1)
and 862(a)(1) with reference to the franc in-
terest income that would have been received
had the transaction not been integrated.

Example 3. (i) K is an accrual method U.S.
corporation with the U.S. dollar as its func-
tional currency. On January 1, 1992, K bor-
rows 100 British pounds (£) for 3 years at a
10% rate of interest payable on December 31
of each year with no principal payment due
until the final installment. The spot rate on
January 1, 1992, is £1 = $1.50. On January 1,
1993, when the spot rate is £1 = $1.60, K enters
into a currency swap contract with an unre-
lated counterparty under the terms of which
K will exchange dollars for pounds pursuant
to the following table in order to obtain the
pounds necessary to make the remaining
payments on the pound borrowing:

Date U.S. dollars Pounds

December 31, 1993 ................... 12.80 10
December 31, 1994 ................... 12.80 10
December 31, 1994 ................... 160.00 100

(ii) Assume that British pound interest
rates are still 10% and that K properly iden-
tifies the pound borrowing and the currency
swap contract as a qualified hedging trans-
action as provided in paragraph (a)(8) of this
section. Under paragraph (a)(6)(i) of this sec-
tion, K must realize exchange gain or loss
with respect to the pound borrowing deter-
mined solely by reference to changes in ex-
change rates between January 1, 1992 and
January 1, 1993. (Thus, gain or loss from
other factors such as movements in interest
rates or changes in credit quality of K are
not taken into account). Recognition of such
gain or loss is deferred until K terminates its
pound borrowing. Accordingly, K must defer
exchange loss in the amount of $10
[(£100×1.50)¥(£100×1.60)].

(iii) Additionally, the qualified hedging
transaction is treated as a synthetic U.S.
dollar debt instrument with an issue date of
January 1, 1993, and a maturity date of De-
cember 31, 1994. The issue price of the syn-
thetic debt instrument is $160 (£100×1.60, the
spot rate on January 1, 1993) and the total
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amount of interest and principal is $185.60.
The accrual period is the one year period be-
ginning on January 1 and ending December
31 of each year. The stated redemption price
at maturity is $160. Thus, K is treated as
paying $12.80 of interest in 1993, $12.80 of in-
terest in 1994, and $160 of principal in 1994.
The interest expense from the synthetic in-
strument is allocated and apportioned in ac-
cordance with the rules of §§ 1.861–8T through
1.861–12T. Sections 263(g), 1092, and 1256 do
not apply to the positions comprising the
synthetic dollar borrowing.

Example 4. (i) K is an accrual method U.S.
corporation with the U.S. dollar as its func-
tional currency. On January 1, 1990, K bor-
rows 100 British pounds (£) for 3 years at a
10% rate of interest payable on December 31
of each year with no principal payment due
until the final installment. The spot rate on
January 1, 1990, is £1 = $1.50. Also on January
1, 1990, K enters into a currency swap con-
tract with an unrelated counterparty under
the terms of which K will exchange dollars
for pounds pursuant to the following table in
order to obtain the pounds necessary to
make the remaining payments on the pound
borrowing:

Date U.S. dollars Pounds

December 31, 1990 ................... 12.00 10
December 31, 1991 ................... 12.00 10
December 31, 1992 ................... 162.00 110

(ii) Assume that K properly identifies the
pound borrowing and the currency swap con-
tract as a qualified hedging transaction as
provided in paragraph (a)(1) of this section.

(iii) The pound borrowing (which con-
stitutes a qualifying debt instrument under
paragraph (a)(3) of this section) and the cur-
rency swap contract (which constitutes a
hedge under paragraph (a)(4) of this section)
are a qualified hedging transaction as de-
fined in paragraph (a)(1) of this section. Ac-
cordingly, the pound borrowing and the swap
are integrated and treated as one trans-
action with the following consequences:

(A) The integration of the pound borrowing
and the swap results in a synthetic dollar
borrowing with an issue price of $150 under
section 1273(b)(2).

(B) The total amount of interest and prin-
cipal of the synthetic dollar borrowing is
equal to the dollar payments made by K
under the currency swap contract (i.e., $12 in
1990, $12 in 1991, and $162 in 1992).

(C) The stated redemption price at matu-
rity (defined in section 1273(a)(2)) is $150. Be-
cause the stated redemption price equals the
issue price, there is no OID on the synthetic
dollar borrowing.

(D) K may deduct the annual interest pay-
ments of $12 under section 163(a) (subject to
any limitations on deductibility imposed by
other provisions of the Code) according to its

regular method of accounting. K has also
paid $150 as a return of principal in 1992.

(E) K must allocate and apportion its in-
terest expense from the synthetic instru-
ment under the rules of §§ 1.861–8T through
1.861–12T.

(iv) Assume that on January 1, 1991, the
spot exchange rate is £1 = $1.60, interest rates
have not changed since January 1, 1990, (ac-
cordingly, assume that the market value of
K’s bond in pounds has not changed) and that
K transfers its rights and obligations under
the currency swap contract in exchange for
$10. Under § 1.988–2(e)(3)(iii), K will include in
income as exchange gain $10 on January 1,
1991. Pursuant to paragraph (a)(6)(ii) of this
section, the pound borrowing and the cur-
rency swap contract are treated as a quali-
fied hedging transaction for 1990. The loss in-
herent in the pound borrowing from January
1, 1990, to January 1, 1991, is realized and rec-
ognized on January 1, 1991. Such loss is ex-
change loss in the amount of $10.00
[(£100×$1.50, the spot rate on January 1,
1990)—(£100×$1.60, the spot rate on January 1,
1991)]. For purposes of determining exchange
gain or loss on the £100 principal amount of
the debt instrument for the period January
1, 1991, to December 31, 1992, the spot rate on
January 1, 1991 is used rather than the spot
rate on the issue date. Thus, assuming that
the spot rate on December 31, 1992, the matu-
rity date, is £1 = $1.80, K realizes exchange
loss in the amount of $20
[(£100×$1.60)¥(£100×$1.80)]. Except as provided
in paragraph (a)(8)(iii) (regarding identifica-
tion by the Commissioner), the pound bor-
rowing cannot be part of a qualified hedging
transaction for any period subsequent to the
leg out date.

Example 5. (i) K, a U.S. corporation, has the
U.S. dollar as its functional currency. On
January 1, 1990, when the spot rate for Swiss
francs (Sf) is Sf1 = $.50, K converts $100 to
Sf200 and purchases a franc denominated
debt instrument. The instrument has a term
of 3 years, an adjusted issue price of Sf200,
and will bear interest at 5 percent, payable
annually, with no repayment of principal
until the final installment. The U.S. dollar
interest rate on an equivalent instrument is
8% on January 1, 1990, compounded annually.
On January 1, 1990, K also enters into a se-
ries of forward contracts to sell the franc in-
terest and principal payments that will be
received under the terms of the franc de-
nominated debt instrument for dollars ac-
cording to the following schedule:

Date U.S. dollars Francs

December 31, 1990 ................... 5.14 10
December 31, 1991 ................... 5.29 10
December 31, 1992 ................... 114.26 210

(ii) Assume K satisfies the identification
requirements of paragraph (a)(8) of this sec-
tion. Assume further that on January 1, 1991,
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the spot exchange rate is Sf1 = U.S.$.5143, the
U.S. dollar interest rate is 10%, compounded
annually, and the Swiss franc interest rate is
the same as on January 1, 1990 (5%, com-
pounded annually). On January 1, 1991, K dis-
poses of the forward contracts that were to
mature on December 31, 1991, and December
31, 1992 and incurs a loss of $3.62 (the present
value of $.10 with respect to the 1991 contract
and $4.27 with respect to the 1992 contract).

(iii) The purchase of the franc debt instru-
ment (which constitutes a qualifying debt in-
strument under paragraph (a)(3) of this sec-
tion) and the series of forward contracts
(which constitute a hedge under paragraph
(a)(4) of this section) are a qualified hedging
transaction under paragraph (a)(1) of this
section. Accordingly, the franc debt instru-
ment and all the forward contracts are inte-
grated for the period beginning January 1,
1990, and ending January 1, 1991.

(A) The integration of the franc debt in-
strument and the forward contracts results
in a synthetic dollar debt instrument with
an issue price of $100.

(B) The total amount of interest and prin-
cipal to be received by K with respect to the
synthetic dollar debt instrument is equal to
the dollars to be received under the forward
sales contracts (i.e., $5.14 in 1990, $5.29 in
1991, and $114.26 in 1992).

(C) The synthetic dollar debt instrument is
an installment obligation and its stated re-
demption price at maturity is $109.27 (i.e.,
$5.14 of the payments in 1990, 1991, and 1992 is
treated as periodic interest payments under
the principles of section 1273). Because the
stated redemption price at maturity exceeds
the issue price, under section 1273(a)(1) the
synthetic dollar debt instrument has OID of
$9.27.

(D) The yield to maturity of the synthetic
dollar debt instrument is 8.00 percent, com-
pounded annually. Assuming K is a calendar
year taxpayer, it must include interest in-
come of $8.00 in 1990 (of which $2.86 con-
stitutes OID).

(E) The source of the interest income is de-
termined by applying sections 861(a)(1) and
862(a)(1) with reference to the franc interest
income that would have been received had
the transaction not been integrated.

(iv) Because K disposed of the forward con-
tracts on January 1, 1991, the rules of para-
graph (a)(6)(ii) of this section shall apply.
Accordingly, the $3.62 loss from the disposi-
tion of the forward contracts is realized and
recognized on January 1, 1991. Additionally,
K is deemed to have sold the franc debt in-
strument for $102.86, its fair market value in
dollars on January 1, 1991. K will compute
gain or loss with respect to the deemed sale
of the franc debt instrument by subtracting
its adjusted basis in the instrument ($102.86—
the value of the Sf200 issue price at the spot
rate on the identification date plus $2.86 of
original issue discount accrued on the syn-

thetic dollar debt instrument for 1990) from
the amount realized on the deemed sale of
$102.86. Thus K realizes and recognizes no
gain or loss from the deemed sale of the debt
instrument. The dollar amount used to de-
termine exchange gain or loss with respect
to the franc debt instrument is the Sf200
issue price on January 1, 1991, translated
into dollars at the spot rate on January 1,
1991, of Sf1 = U.S.$.5143. Except as provided in
paragraph (a)(8)(iii) of this section (regard-
ing identification by the Commissioner), the
franc borrowing cannot be part of a qualified
hedging transaction for any period subse-
quent to the leg out date.

Example 6. (i) K is a U.S. corporation with
the dollar as its functional currency. On Jan-
uary 1, 1992, K issues a debt instrument with
the following terms: the issue price is $1,000,
the instrument pays interest annually at a
rate of 8% on the $1,000 principal amount,
the instrument matures on December 31,
1996, and the amount paid at maturity is the
greater of zero or $2,000 less the U.S. dollar
value (determined on December 31, 1996) of
150,000 Japanese yen.

(ii) Also on January 1, 1992, K enters into
the following hedges with respect to the in-
strument described in the preceding para-
graph: a forward contract under which K will
sell 150,000 yen for $1,000 on December 31, 1996
(note that this forward rate assumes that in-
terest rates in yen and dollars are equal);
and an option contract that expires on De-
cember 31, 1996, under which K has the right
(but not the obligation) to acquire 150,000
yen for $2,000. K will pay for the option by
making payments to the writer of the option
equal to $5 each December 31 from 1992
through 1996.

(iii) The net economic effect of these trans-
actions is that K has created a liability with
a principal amount and amount paid at ma-
turity of $1,000, with an interest cost of 8.5%
(8% on debt instrument, 0.5% option price)
compounded annually. For example, if on
December 31, 1996, the spot exchange rate is
$1 = 100 yen, K pays $500 on the bond
[$2,000¥(150,000 yen/$100)], and $500 in satis-
faction of the forward contract
[$1,000¥(150,000 yen/$100)]. If instead the spot
exchange rate on December 31, 1996 is $1 = 200
yen, K pays $1,250 on the bond
[$2,000¥(150,000 yen/$200)] and K receives $250
in satisfaction of the forward contract
[$1,000¥(150,000 yen/$200)]. Finally, if the spot
exchange rate on December 31, 1996 is $1 = 50
yen, K pays $0 on the bond [$2,000¥(150,000
yen/$50), but the bond holder is not required
under the terms of the instrument to pay ad-
ditional principal]; K exercises the option to
buy 150,000 yen for $2,000; and K then delivers
the 150,000 yen as required by the forward
contract in exchange for $1,000.
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(iv) Assume K satisfies the identification
requirements of paragraph (a)(8) of this sec-
tion. The debt instrument described in para-
graph (i) of this Example 6 (which constitutes
a qualifying debt instrument under para-
graph (a)(3) of this section) and the forward
contract and option contract described in
paragraph (ii) of this example (which con-
stitute a hedge under paragraph (a)(4) of this
section and are collectively referred to here-
after as ‘‘the contracts’’) together are a
qualified hedging transaction under para-
graph (a)(1) of this section. Accordingly,
with respect to K, the debt instrument and
the contracts are integrated, resulting in a
synthetic dollar debt instrument with an
issue price of $1000, a stated redemption price
at maturity of $1000 and a yield to maturity
of 8.5% compounded annually (with no origi-
nal issue discount). K must allocate and ap-
portion its annual interest expense of $85
under the rules of §§ 1.861–8T through 1.861–
12T.

Example 7. (i) R is a U.S. corporation with
the dollar as its functional currency. On Jan-
uary 1, 1995, R issues a debt instrument with
the following terms: the issue price is 504
British pounds (£), the instrument pays in-
terest at a rate of 3.7% (compounded semi-
annually) on the £504 principal amount, the
instrument matures on December 31, 1999,
with a repayment at maturity of the £504
principal plus the proportional gain, if any,
in the ‘‘Financial Times’’ 100 Stock Ex-
change (FTSE) index (determined by the ex-
cess of the value of the FTSE index on the
maturity date over the value of the FTSE on
the issue date, divided by the value of the
FTSE index on the issue date, multiplied by
the number of FTSE index contracts that
could be purchased on the issue date for
£504).

(ii) Also on January 1, 1995, R enters into
a contract with a bank under which on Janu-
ary 1, 1995, R will swap the £504 for $1,000 (at
the current spot rate). R will make U.S. dol-
lar payments to the bank equal to 8.15% on
the notional principal amount of $1,000 (com-
pounded semi-annually) for the period begin-
ning January 1, 1995 and ending December 31,
1999. R will receive pound payments from the
bank equal to 3.7% on the notional principal
amount of £504 (compounded semi-annually)
for the period beginning January 1, 1995 and
ending December 31, 1999. On December 31,
1999, R will swap with the bank $1,000 for £504
plus the proportional gain, if any, in the
FTSE index (computed as provided above).

(iii) Economically, both the indexed debt
instrument and the hedging contract are hy-
brid instruments with the following compo-
nents. The indexed debt instrument is com-
posed of a par pound debt instrument that is
assumed to have a 10.85% coupon (com-
pounded semi-annually) plus an embedded
FTSE equity index option for which the in-
vestor pays a premium of 7.15% (amortized

semi-annually) on the pound principal
amount. The combined effect is that the pre-
mium paid by the investor partially offsets
the coupon payments resulting in a return of
3.7% (10.85%¥7.15%). Similarly, the dollar
payments under the hedging contract to be
made by R are computed by multiplying the
dollar notional principal amount by an 8.00%
rate (compounded semi-annually) which the
facts assume would be the rate paid on a con-
ventional currency swap plus a premium of
0.15% (amortized semi-annually) on the dol-
lar notional principal amount for an embed-
ded FTSE equity index option.

(iv) Assume R satisfies the identification
requirements of paragraph (a)(8) of this sec-
tion. The indexed debt instrument described
in paragraph (i) of this Example 7 constitutes
a qualifying debt instrument under para-
graph (a)(3) of this section. The hedging con-
tract described in paragraph (ii) of this Ex-
ample 7 constitutes a hedge under paragraph
(a)(4) of this section. Since both the pound
exposure of the indexed debt instrument and
the exposure to movements of the FTSE em-
bedded in the indexed debt instrument are
hedged such that a yield to maturity can be
determined in dollars, the transaction satis-
fies the requirement of paragraph (a)(5)(i) of
this section. Assuming the transactions sat-
isfy the other requirements of paragraph
(a)(5) of this section, the indexed debt instru-
ment and hedge are a qualified hedging
transaction under paragraph (a)(1) of this
section. Accordingly, with respect to R, the
debt instrument and the contracts are inte-
grated, resulting in a synthetic dollar debt
instrument with an issue price of $1000, a
stated redemption price at maturity of $1000
and a yield to maturity of 8.15% compounded
semi-annually (with no original issue dis-
count). K must allocate and apportion its in-
terest expense from the synthetic instru-
ment under the rules §§ 1.861–8T through
1.861–12T.

Example 8. (i) K is a U.S. corporation with
the U.S. dollar as its functional currency. On
December 24, 1992, K agrees to close the fol-
lowing transaction on December 31, 1992. K
will borrow from an unrelated party on De-
cember 31, 1992, 200 British pounds (£) for 3
years at a 10 percent rate of interest, payable
annually, with no principal payment due
until the final installment. K will also enter
into a currency swap contract with an unre-
lated counterparty under the terms of
which—

(A) K will swap, on December 31, 1992, £100
obtained from the borrowing for $100; and

(B) K will exchange dollars for pounds pur-
suant to the following table:

Date U.S. dollars Pounds

December 31, 1993 ................... 8 10
December 31, 1994 ................... 8 10
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Date U.S. dollars Pounds

December 31, 1995 ................... 108 110

(ii) The interest rate on the borrowing is
set and the exchange rates on the swap are
fixed on December 24, 1992. On December 31,
1992, K borrows the £200 and swaps £100 for
$100. Assume K has satisfied the identifica-
tion requirements of paragraph (a)(8) of this
section.

(iii) The £200 debt instrument satisfies the
requirements of paragraph (a)(3)(i) of this
section. Because all principal and interest
payments under the instrument are hedged
in the same proportion (50% of all interest
and principal payments are hedged), 50% of
the payments under the £200 instrument
(principal amount of £100 and annual interest
of £10) are treated as a qualifying debt in-
strument for purposes of paragraph (a) of
this section. Thus, the distinct £100 borrow-
ing and the currency swap contract (which
constitutes a hedge under paragraph (a)(4) of
this section) are a qualified hedging trans-
action as defined in paragraph (a)(1) of this
section. Accordingly, £100 of the pound bor-
rowing and the swap are integrated and
treated as one synthetic dollar transaction
with the following consequences:

(A) The integration of £100 of the pound
borrowing and the swap results in a syn-
thetic dollar borrowing with an issue price of
$100 under section 1273(b)(2).

(B) The total amount of interest and prin-
cipal of the synthetic dollar borrowing is
equal to the dollar payments made by K
under the currency swap contract (i.e., $8 in
1993, $8 in 1994, and $108 in 1995).

(C) The stated redemption price at matu-
rity (defined in section 1273(a)(2)) is $100. Be-
cause the stated redemption price equals the
issue price, there is no OID on the synthetic
dollar borrowing.

(D) K may deduct the annual interest pay-
ments of $8 under section 163(a) (subject to
any limitations on deductibility imposed by
other provisions of the Code) according to its
regular method of accounting. K has also
paid $100 as a return of principal in 1995.

(E) K must allocate and apportion its in-
terest expense from the synthetic instru-
ment under the rules of §§ l.861–8T through
1.861–12T.

That portion of the £200 pound debt instru-
ment that is not hedged (i.e., £100) is treated
as a separate debt instrument subject to the
rules of § 1.988–2 (b) and §§ l.861–8T through
1.861–12T.

Example 9. (i) K is an accrual method U.S.
corporation with the U.S. dollar as its func-
tional currency. On January 1, 1992, K bor-
rows 100 British pounds (£) for 3 years at a
10% rate of interest payable on December 31
of each year with no principal payment due
until the final installment. On the same day,

K enters into a currency swap agreement
with an unrelated bank under which K
agrees to the following:

(A) On January 1, 1992, K will exchange the
£100 borrowed for $150.

(B) For the period beginning January 1,
1992 and ending December 31, 1994, K will pay
at the end of each month an amount deter-
mined by multiplying $150 by one month
LIBOR less 65 basis points and receive from
the bank on December 31st of 1992, 1993, and
1994, £10.

(C) On December 31, 1994, K will exchange
$150 for £100.

Assume K satisfies the identification re-
quirements of paragraph (a)(8) of this sec-
tion.

(ii) The pound borrowing (which con-
stitutes a qualifying debt instrument under
paragraph (a)(3) of this section) and the cur-
rency swap contract (which constitutes a
hedge under paragraph (a)(4) of this section)
are a qualified hedging transaction as de-
fined in paragraph (a)(1) of this section. Ac-
cordingly, the pound borrowing and the swap
are integrated and treated as one trans-
action with the following consequences:

(A) The integration of the pound borrowing
and the swap results in a synthetic dollar
borrowing with an issue price of $150 under
section 1273(b)(2).

(B) The total amount of interest and prin-
cipal of the synthetic dollar borrowing is
equal to the dollar payments made by K
under the currency swap contract.

(C) The stated redemption price at matu-
rity (defined in section 1273(a)(2)) is $150. Be-
cause the stated redemption price equals the
issue price, there is no OID on the synthetic
dollar borrowing.

(D) K may deduct the monthly variable in-
terest payments under section 163(a) (subject
to any limitations on deductibility imposed
by other provisions of the Code) according to
its regular method of accounting. K has also
paid $150 as a return of principal in 1994.

(E) K must allocate and apportion its in-
terest expense from the synthetic instru-
ment under the rules of §§ 1.861–8T through
1.861–12T.

Example 10. (i) K is an accrual method U.S.
corporation with the U.S. dollar as its func-
tional currency. On January 1, 1992, K loans
100 British pounds (£) for 3 years at a 10%
rate of interest payable on December 31 of
each year with no principal payment due
until the final installment. The spot rate on
January 1, 1992, is £1 = $1.50. Also on January
1, 1992, K enters into a currency swap con-
tract with an unrelated counterparty under
the terms of which K will exchange pounds
for dollars pursuant to the following table:

Date Pounds Dollars

December 31, 1992 ................... 10 12
December 31, 1993 ................... 10 12
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Date Pounds Dollars

December 31, 1994 ................... 110 162

(ii) Assume that K properly identifies the
pound borrowing and the currency swap con-
tract as a qualified hedging transaction as
provided in paragraph (a)(1) of this section.

(iii) The pound loan (which constitutes a
qualifying debt instrument under paragraph
(a)(3) of this section) and the currency swap
contract (which constitutes a hedge under
paragraph (a)(4) of this section) are a quali-
fied hedging transaction as defined in para-
graph (a)(1) of this section. Accordingly, the
pound loan and the swap are integrated and
treated as one transaction with the following
consequences:

(A) The integration of the pound loan and
the swap results in a synthetic dollar loan
with an issue price of $150 under section
1273(b)(2).

(B) The total amount of interest and prin-
cipal of the synthetic dollar loan is equal to
the dollar payments received by K under the
currency swap contract (i.e., $12 in 1992, $12
in 1993, and $162 in 1994).

(C) The stated redemption price at matu-
rity (defined in section 1273(a)(2)) is $150. Be-
cause the stated redemption price equals the
issue price, there is no OID on the synthetic
dollar loan.

(D) K must include in income as interest
$12 in 1992, 1993, and 1994.

(E) The source of the interest income shall
be determined by applying sections 861(a)(1)
and 862(a)(1) with reference to the pound in-
terest income that would have been received
had the transaction not been integrated.

(iv) On January 1, 1993, K transfers both
the pound loan and the currency swap to B,
its wholly owned U.S. subsidiary, in ex-
change for B stock in a transfer that satis-
fies the requirements of section 351. Under
paragraph (a)(6) of this section, the transfer
of both instruments is not ‘‘legging out.’’
Rather, K is considered to have transferred
the synthetic dollar loan to B in a trans-
action in which gain or loss is not recog-
nized. B’s basis in the loan under section 362
is $100.

(10) Transition rules and effective dates
for certain provisions—(i) Coordination
with Notice 87–11. Any transaction en-
tered into prior to September 21, 1989,
which satisfied the requirements of No-
tice 87–11, 1987–1 C.B. 423, shall be
deemed to satisfy the requirements of
paragraph (a) of this section.

(ii) Prospective application to contin-
gent payment debt instruments. In the
case of a contingent payment debt in-
strument, the definition of qualifying
debt instrument set forth in paragraph
(a)(3)(i) of this section applies to trans-

actions entered into after March 17,
1992.

(iii) Prospective application of partial
hedging rule. Paragraph (a)(3)(ii) of this
section is effective for transactions en-
tered into after March 17, 1992.

(iv) Effective date for paragraph
(a)(6)(i) of this section. The rules of
paragraph (a)(6)(i) of this section are
effective for qualified hedging trans-
actions that are legged into after
March 17, 1992.

(b) Hedged executory contracts—(1) In
general. If the taxpayer enters into a
hedged executory contract as defined
in paragraph (b)(2) of this section, the
executory contract and the hedge shall
be integrated as provided in paragraph
(b)(4) of this section.

(2) Definitions—(i) Hedged executory
contract. A hedged executory contract
is an executory contract as defined in
paragraph (b)(2)(ii) of this section that
is the subject of a hedge as defined in
paragraph (b)(2)(iii) of this section,
provided that the following require-
ments are satisfied—

(A) The executory contract and the
hedge are identified as a hedged execu-
tory contract as provided in paragraph
(b)(3) of this section.

(B) The hedge is entered into (i.e.,
settled or closed, or in the case of non-
functional currency deposited in an ac-
count with a bank or other financial
institution, such currency is acquired
and deposited) on or after the date the
executory contract is entered into and
before the accrual date as defined in
paragraph (b)(2)(iv) of this section.

(C) The executory contract is hedged
in whole or in part throughout the pe-
riod beginning with the date the hedge
is identified in accordance with para-
graph (b)(3) of this section and ending
on or after the accrual date.

(D) None of the parties to the hedge
are related. The term related means
the relationships defined in section
267(b) and section 707(c)(1).

(E) In the case of a qualified business
unit with a residence, as defined in sec-
tion 988(a)(3)(B), outside of the United
States, both the executory contract
and the hedge are properly reflected on
the books of the same qualified busi-
ness unit.

(F) Subject to the limitations of
paragraph (b)(2)(i)(E) of this section,
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both the executory contract and the
hedge are entered into by the same in-
dividual, partnership, trust, estate, or
corporation. With respect to a corpora-
tion, the same corporation must enter
into both the executory contract and
the hedge whether or not such corpora-
tion is a member of an affiliated group
of corporations that files a consoli-
dated return.

(G) With respect to a foreign person
engaged in a U.S. trade or business
that enters into an executory contract
or hedge through such trade or busi-
ness, all items of income and expense
associated with the executory contract
and the hedge would have been effec-
tively connected with such U.S. trade
or business throughout the term of the
hedged executory contract had this
paragraph (b) not applied.

(ii) Executory contract—(A) In general.
Except as provided in paragraph
(b)(2)(ii)(B) of this section, an execu-
tory contract is an agreement entered
into before the accrual date to pay
nonfunctional currency (or an amount
determined with reference thereto) in
the future with respect to the purchase
of property used in the ordinary course
of the taxpayer’s business, or the ac-
quisition of a service (or services), in
the future, or to receive nonfunctional
currency (or an amount determined
with reference thereto) in the future
with respect to the sale of property
used or held for sale in the ordinary
course of the taxpayer’s business, or
the performance of a service (or serv-
ices), in the future. Notwithstanding
the preceding sentence, a contract to
buy or sell stock shall be considered an
executory contract. (Thus, for example,
a contract to sell stock of an affiliate
is an executory contract for this pur-
pose.) On the accrual date, such agree-
ment ceases to be considered an execu-
tory contract and is treated as an ac-
count payable or receivable.

(B) Exceptions. An executory contract
does not include a section 988 trans-
action. For example, a forward con-
tract to purchase nonfunctional cur-
rency is not an executory contract. An
executory contract also does not in-
clude a transaction described in para-
graph (c) of this section.

(C) Effective date for contracts to buy
or sell stock. That part of paragraph

(b)(2)(ii)(A) of this section which pro-
vides that a contract to buy or sell
stock shall be considered an executory
contract applies to contracts to buy or
sell stock entered into on or after
March 17, 1992.

(iii) Hedge—(A) In general. For pur-
poses of this paragraph (b), the term
hedge means a deposit of nonfunctional
currency in a hedging account (as de-
fined paragraph (b)(3)(iii)(D) of this
section), 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 fluc-
tuations by reference to the taxpayer’s
functional currency with respect to
nonfunctional currency payments
made or received under an executory
contract. The term hedge also includes
an option contract described in § 1.988–
1(a)(1)(ii) and (2)(iii), but only if the op-
tion’s expiration date is on or before
the accrual date. The premium paid for
an option that lapses shall be inte-
grated with the executory contract.

(B) Special rule for series of hedges. A
series of hedges as defined in paragraph
(b)(3)(iii)(A) of this section shall be
considered a hedge if the executory
contract is hedged in whole or in part
throughout the period beginning with
the date the hedge is identified in ac-
cordance with paragraph (b)(3)(i) of
this section and ending on or after the
accrual date. A taxpayer that enters
into a series of hedges will be deemed
to have satisfied the preceding sen-
tence if the hedge that succeeds a
hedge that has been terminated is en-
tered into no later than the business
day following such termination.

(C) Special rules for historical rate roll-
overs—(1) Definition. A historical rate
rollover is an extension of the matu-
rity date of a forward contract where
the new forward rate is adjusted on the
rollover date to reflect the taxpayer’s
gain or loss on the contract as of the
rollover date plus the time value of
such gain or loss through the new ma-
turity date.

(2) Certain historical rate rollovers con-
sidered a hedge. A historical rate roll-
over is considered a hedge if the roll-
over date is before the accrual date.

(3) Treatment of time value component
of certain historical rate rollovers that are
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hedges. Interest income or expense de-
termined under § 1.988–2(d)(2)(v) with
respect to a historical rate rollover
shall be considered part of a hedge if
the period beginning on the first date a
hedging contract is rolled over and
ending on the date payment is made or
received under the executory contract
does not exceed 183 days. Such interest
income or expense shall not be recog-
nized and shall be an adjustment to the
income from, or expense of, the serv-
ices performed or received under the
executory contract, or to the amount
realized or basis of the property sold or
purchased under the executory con-
tract. For the treatment of such inter-
est income or expense that is not con-
sidered part of a hedge, see § 1.988–
2(d)(2)(v).

(D) Special rules regarding deposits of
nonfunctional currency in a hedging ac-
count. A hedging account is an account
with a bank or other financial institu-
tion used exclusively for deposits of
nonfunctional currency used to hedge
executory contracts. For purposes of
determining the basis of units in such
account that comprise the hedge, only
those units in the account as of the ac-
crual date shall be taken into consider-
ation. A taxpayer may adopt any rea-
sonable convention (consistently ap-
plied to all hedging accounts) to deter-
mine which units comprise the hedge
as of the accrual date and the basis of
the units as of such date.

(E) Interest income on deposit of non-
functional currency in a hedging account.
Interest income on a deposit of non-
functional currency in a hedging ac-
count may be taken into account for
purposes of determining the amount of
a hedge if such interest is accrued on
or before the accrual date. However,
such interest income shall be included
in income as provided in section 61. For
example, if a taxpayer with the dollar
as its functional currency enters into
an executory contract for the purchase
and delivery of a machine in one year
for 100 British pounds (£), and on such
date deposits £90.91 in a properly iden-
tified bank account that bears interest
at the rate of 10%, the interest that ac-
crues prior to the accrual date shall be
included in income and may be consid-
ered a hedge.

(iv) Accrual date. The accrual date is
the date when the item of income or
expense (including a capital expendi-
ture) that relates to an executory con-
tract is required to be accrued under
the taxpayer’s method of accounting.

(v) Payment date. The payment date
is the date when payment is made or
received with respect to an executory
contract or the subsequent correspond-
ing account payable or receivable.

(3) Identification rules—(i) Identifica-
tion by the taxpayer. A taxpayer must
establish a record and before the close
of the date the hedge is entered into,
the taxpayer must enter into the
record a clear description of the execu-
tory contract and the hedge and indi-
cate that the transaction is being iden-
tified in accordance with paragraph
(b)(3) of this section.

(ii) Identification by the Commissioner.
If a taxpayer enters into an executory
contract and a hedge but fails to sat-
isfy one or more of the requirements of
paragraph (b) of this section and, based
on the facts and circumstances, the
Commissioner concludes that the exec-
utory contract in substance is hedged,
then the Commissioner may apply the
provisions of paragraph (b) of this sec-
tion as if the taxpayer had satisfied all
of the requirements therein, and may
make appropriate adjustments. The
Commissioner may apply the provi-
sions of paragraph (b) of this section
regardless of whether the executory
contract and the hedge are held by the
same taxpayer.

(4) Effect of hedged executory con-
tract—(i) In general. If a taxpayer en-
ters into a hedged executory contract,
amounts paid or received under the
hedge by the taxpayer are treated as
paid or received by the taxpayer under
the executory contract, or any subse-
quent account payable or receivable, or
that portion to which the hedge re-
lates. Also, the taxpayer recognizes no
exchange gain or loss on the hedge. If
an executory contract, on the accrual
date, becomes an account payable or
receivable, the taxpayer recognizes no
exchange gain or loss on such payable
or receivable for the period covered by
the hedge.
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(ii) Partially hedged executory con-
tracts. The effect of integrating an ex-
ecutory contract and a hedge that par-
tially hedges such contract is to treat
the amounts paid or received under the
hedge as paid or received under the
portion of the executory contract being
hedged, or any subsequent account
payable or receivable. The income or
expense of services performed or re-
ceived under the executory contract, or
the amount realized or basis of prop-
erty sold or purchased under the execu-
tory contract, that is attributable to
that portion of the executory contract
that is not hedged shall be translated
into functional currency on the accrual
date. Exchange gain or loss shall be re-
alized when payment is made or re-
ceived with respect to any payable or
receivable arising on the accrual date
with respect to such unhedged amount.

(iii) Disposition of a hedge or executory
contract prior to the accrual date—(A) In
general. If a taxpayer identifies an ex-
ecutory contract as part of a hedged
executory contract as defined in para-
graph (b)(2) of this section, and dis-
poses of (or otherwise terminates) the
executory contract prior to the accrual
date, the hedge shall be treated as sold
for its fair market value on the date
the executory contract is disposed of
and any gain or loss shall be realized
and recognized on such date. Such gain
or loss shall be an adjustment to the
amount received or expended with re-
spect to the disposition or termination,
if any. The spot rate on the date the
hedge is treated as sold shall be used to
determine subsequent exchange gain or
loss on the hedge. If a taxpayer identi-
fies a hedge as part of a hedged execu-
tory contract as defined in paragraph
(b)(2) of this section, and disposes of
the hedge prior to the accrual date,
any gain or loss realized on such dis-
position shall not be recognized and
shall be an adjustment to the income
from, or expense of, the services per-
formed or received under the executory
contract, or to the amount realized or
basis of the property sold or purchased
under the executory contract.

(B) Certain events in a series of hedges
treated as a termination of the hedged ex-
ecutory contract. If the rules of para-
graph (b)(2)(iii)(B) of this section are
not satisfied, the hedged executory

contract shall be terminated and the
provisions of paragraph (b)(4)(iii)(A) of
this section shall apply to any gain or
loss previously realized with respect to
such hedge. Any subsequent hedging
contracts entered into to reduce the
risk of exchange rate movements with
respect to such executory contract
shall not be considered a hedge as de-
fined in paragraph (b)(2)(iii) of this sec-
tion.

(C) Executory contracts between related
persons. If an executory contract is be-
tween related persons as defined in sec-
tions 267(b) and 707(b), and the tax-
payer disposes of the hedge or termi-
nates the executory contract prior to
the accrual date, the Commissioner
may redetermine the timing, source,
and character of gain or loss from the
hedge or the executory contract if he
determines that a significant purpose
for disposing of the hedge or terminat-
ing the executory contract prior to the
accrual date was to affect the timing,
source, or character of income, gain,
expense, or loss for Federal income tax
purposes.

(iv) Disposition of a hedge on or after
the accrual date. If a taxpayer identifies
a hedge as part of a hedged executory
contract as defined in paragraph (b)(2)
of this section, and disposes of the
hedge on or after the accrual date, no
gain or loss is recognized on the hedge
and the booking date as defined in
§ 1.988–2(c)(2) of the payable or receiv-
able for purposes of computing ex-
change gain or loss shall be the date
such hedge is disposed of. See Example
3 of paragraph (b)(4)(iv) of this section.

(v) Sections 263(g), 1092, and 1256 do not
apply. Sections 263(g), 1092, and 1256 do
not apply with respect to an executory
contract or hedge which comprise a
hedged executory contract as defined
in paragraph (b)(2) of this section. How-
ever, sections 263(g), 1092 and 1256 may
apply to the hedged executory contract
if such transaction is part of a strad-
dle.

(vi) Examples. The principles set forth
in paragraph (b) of this section are il-
lustrated in the following examples.
The examples assume that K is an ac-
crual method, calendar year U.S. cor-
poration with the dollar as its func-
tional currency.

VerDate 09<APR>98 14:04 Apr 17, 1998 Jkt 179093 PO 00000 Frm 00619 Fmt 8010 Sfmt 8010 Y:\SGML\179093.TXT 179093-3



624

26 CFR Ch. I (4–1–98 Edition)§ 1.988–5

Example 1. (i) On January 1, 1992, K enters
into a contract with JPF, a Swiss machine
manufacturer, to pay 500,000 Swiss francs for
delivery of a machine on June 1, 1993. Also
on January 1, 1992, K enters into a foreign
currency forward agreement to purchase
500,000 Swiss francs for $250,000 for delivery
on June 1, 1993. K properly identifies the ex-
ecutory contract and the hedge in accord-
ance with paragraph (b)(3)(i) of this section.
On June 1, 1993, K takes delivery of the
500,000 Swiss francs (in exchange for $250,000)
under the forward contract and makes pay-
ment of 500,000 Swiss francs to JPF in ex-
change for the machine. Assume that the ac-
crual date is June 1, 1993.

(ii) Under paragraph (b)(1) of this section,
the hedge is integrated with the executory
contract. Therefore, K is deemed to have
paid $250,000 for the machine and there is no
exchange gain or loss on the foreign cur-
rency forward contract. K’s basis in the ma-
chine is $250,000. Section 1256 does not apply
to the forward contract.

Example 2. (i) On January 1, 1992, K enters
into a contract with S, a Swiss machine
manufacturer, to pay 500,000 Swiss francs for
delivery of a machine on June 1, 1993. Under
the contract, K is not obligated to pay for
the machine until September 1, 1993. On Feb-
ruary 1, 1992, K enters into a foreign cur-
rency forward agreement to purchase 500,000
Swiss francs for $250,000 for delivery on Sep-
tember 1, 1993. K properly identifies the exec-
utory contract and the hedge in accordance
with paragraph (b)(3) of this section. On June
1, 1993, K takes delivery of machine. Assume
that under K’s method of accounting the de-
livery date is the accrual date. On September
1, 1993, K takes delivery of the 500,000 Swiss
francs (in exchange for $250,000) under the
forward contract and makes payment of
500,000 Swiss francs to S.

(ii) Under paragraph (b)(1) of this section,
the hedge is integrated with the executory
contract. Therefore K is deemed to have paid
$250,000 for the machine and there is no ex-
change gain or loss on the foreign currency
forward contract. Thus K’s basis in the ma-
chine is $250,000. In addition, no exchange
gain or loss is recognized on the payable in
existence from June 1, 1993, to September 1,
1993. Section 1256 does not apply to the for-
ward contract.

Example 3. The facts are the same as in Ex-
ample 2 except that K disposed of the forward
contract on August 1, 1993 for $10,000. Pursu-
ant to paragraph (b)(4)(iv) of this section, K
does not recognize the $10,000 gain. K’s basis
in the machine is $250,000 (the amount fixed
by the forward contract), regardless of the
amount in dollars that K actually pays to
acquire the Sf500,000 when K pays for the ma-
chine. K has a payable with a booking date
of August 1, 1993, payable on September 1,
1993 for 500,000 Swiss francs. Thus, K will re-
alize exchange gain or loss on the difference

between the amount booked on August 1,
1993 and the amount paid on September 1,
1993 under § 1.988–2(c).

Example 4. (i) On January 1, 1992, K enters
into a contract with S, a Swiss machine re-
pair firm, to pay 500,000 Swiss francs for re-
pairs to be performed on June 1, 1992. Under
the contract, K is not obligated to pay for
the repairs until September 1, 1992. On Feb-
ruary 1, 1992, K enters into a foreign cur-
rency forward agreement to purchase 500,000
Swiss francs for $250,000 for delivery on Au-
gust 1, 1992. K properly identifies the execu-
tory contract and the hedge in accordance
with paragraph (b)(3) of this section. On June
1, 1992, S performs the repair services. As-
sume that under K’s method of accounting
this date is the accrual date. On August 1,
1992, K takes delivery of the 500,000 Swiss
francs (in exchange for $250,000) under the
forward contract. On the same day, K depos-
its the Sf500,000 in a separate account with a
bank and properly identifies the transaction
as a continuation of the hedged executory
contract. On September 1, 1992, K makes pay-
ment of the Sf500,000 in the account to S.

(ii) Under paragraph (b)(1) of this section,
the hedge is integrated with the executory
contract. Therefore K is deemed to have paid
$250,000 for the services and there is no ex-
change gain or loss on the foreign currency
forward contract or on the disposition of
Sf500,000 in the account. Any interest on the
Swiss francs in the account is included in in-
come but is not considered part of the hedge
(because the amount paid for the services
must be set on or before the accrual date). In
addition, no exchange gain or loss is recog-
nized on the payable in existence from June
1, 1992, to September 1, 1992. Section 1256
does not apply to the forward contract.

Example 5. (i) On January 1, 1992, K enters
into a contract with S, a Swiss machine
manufacturer, to pay 500,000 Swiss francs for
delivery of a machine on June 1, 1993. Under
the contract, K is not obligated to pay for
the machine until September 1, 1993. On Feb-
ruary 1, 1992, K enters into a foreign cur-
rency forward agreement to purchase 250,000
Swiss francs for $125,000 for delivery on Sep-
tember 1, 1993. K properly identifies the exec-
utory contract and the hedge in accordance
with paragraph (b)(3) of this section. On June
1, 1993, K takes delivery of the machine. As-
sume that under K’s method of accounting
the delivery date is the accrual date. Assume
further that the exchange rate is Sf1 = $.50
on June 1, 1993. On August 30, 1993, K pur-
chases Sf250,000 for $135,000. On September 1,
1993, K takes delivery of the 250,000 Swiss
francs (in exchange for $125,000) under the
forward contract and makes payment of
500,000 Swiss francs (the Sf250,000 received
under the contract plus the Sf250,000 pur-
chased on August 30, 1993) to S. Assume the
spot rate on September 1, 1993, is 1 Sf = $.5420
(Sf250,000 equal $135,500).
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(ii) Under paragraph (b)(1) of this section,
the partial hedge is integrated with the exec-
utory contract. K is deemed to have paid
$250,000 for the machine [$125,000 on the
hedged portion of the Sf500,000 and $125,000
($.50, the spot rate on June 1, 1993, times
Sf250,000) on the unhedged portion of the
Sf500,000]. K’s basis in the machine therefore
is $250,000. K recognizes no exchange gain or
loss on the foreign currency forward con-
tract but K will realize exchange gain of $500
on the disposition of the Sf250,000 purchased
on August 30, 1993 under § 1.988–2(a). In addi-
tion, exchange loss is realized on the
unhedged portion of the payable in existence
from June 1, 1993, to September 1, 1993. Thus,
K will realize exchange loss of $10,500
($125,000 booked less $135,500 paid) under
§ 1.988–2(c) on the payable. Section 1256 does
not apply to the forward contract.

Example 6. (i) On January 1, 1990, K enters
into a contract with S, a Swiss steel manu-
facturer, to buy steel for 1,000,000 Swiss
francs (Sf) for delivery and payment on De-
cember 31, 1990. On January 1, 1990, the spot
rate is Sf1 = $.50, the U.S. dollar interest rate
is 10% compounded annually, and the Swiss
franc rate is 5% compounded annually.
Under K’s method of accounting, the deliv-
ery date is the accrual date.

(ii) Assume that on January 1, 1990, K en-
ters into a foreign currency forward contract
to buy Sf1,000,000 for $523,800 for delivery on
December 31, 1990. K properly identifies the
executory contract and the hedge in accord-
ance with paragraph (b)(3) of this section.
Pursuant to paragraph (b)(2)(iii) of this sec-
tion, the forward contract constitutes a
hedge. Assuming that the requirements of
paragraph (b)(2)(i) of this section are satis-
fied, the executory contract to buy steel and
the forward contract are integrated under
paragraph (b)(1) of this section. Thus, K is
deemed to have paid $523,800 for the steel and
will have a basis in the steel of $523,800. No
gain or loss is realized with respect to the
forward contract and section 1256 does not
apply to such contract.

(iii) Assume instead that on January 1,
1990, K enters into a foreign currency for-
ward contract to buy Sf1,000,000 for $512,200
for delivery on July 1, 1990. K properly iden-
tifies the executory contract and the hedge
in accordance with paragraph (b)(3) of this
section. On July 1, 1990, when the spot rate is
Sf1 = $.53, K cancels the forward contract in
exchange for $17,800 ($530,000¥$512,200). On
July 1, 1990, K enters into a second forward
agreement to buy Sf1,000,000 for $542,900 for
delivery on December 31, 1990. K properly
identifies the second forward agreement as a
hedge in accordance with paragraph (b)(3) of
this section. Pursuant to paragraph (b)(2)(iii)
of this section, the forward contract entered
into on January 1, 1990, and the forward con-
tract entered into on July 1, 1990, constitute
a hedge. Assuming that the requirements of

paragraph (b)(2)(i) of this section are satis-
fied, the executory contract to buy steel and
the forward agreements are integrated under
paragraph (b)(1) of this section. Thus, K is
deemed to have paid $525,100 for the steel
(the forward price in the second forward
agreement of $542,900 less the gain on the
first forward agreement of $17,800) and will
have a basis in the steel of $525,100. No gain
is realized with respect to the forward con-
tracts and section 1256 does not apply to such
contracts.

(iv) Assume instead that on January 1,
1990, K enters into a foreign currency for-
ward contract to buy Sf1,000,000 for $512,200
for delivery on July 1, 1990. K properly iden-
tifies the executory contract and the hedge
in accordance with paragraph (b)(3) of this
section. On July 1, 1990, when the spot rate is
Sf1 = $.53, K enters into a historical rate roll-
over of its $17,800 gain ($530,000¥$512,200) on
the forward agreement. Thus, K enters into a
second foreign currency forward agreement
to buy Sf1,000,000 for $524,210 for delivery on
December 31, 1990. (The forward price of
$524,210 is the market forward price on July
1, 1990, for the purchase of Sf1,000,000 for de-
livery on December 31, 1990, of $542,900 less
the $17,800 gain on January 1, 1990, contract
and less the time value of such gain of $890.)
K properly identifies the second forward
agreement as a hedge in accordance with
paragraph (b)(3) of this section. On December
31, 1990, when the spot rate is Sf1 = $.54, K
takes delivery of the Sf1,000,000 (in exchange
for $524,210) and purchases the steel for
Sf1,000,000. Pursuant to paragraph (b)(2)(iii)
of this section, the forward contract entered
into on January 1, 1990, and the forward con-
tract entered into on July 1, 1990, which in-
corporates the rollover of K’s gain on the
January 1, 1990, contract, constitute a hedge.
Assuming that the requirements of para-
graph (b)(2)(i) of this section are satisfied,
the executory contract to buy steel and the
forward agreements are integrated under
paragraph (b)(1) of this section. Because the
period from the rollover date to the date
payment is made under the executory con-
tract does not exceed 183 days, the $890 of in-
terest income is considered part of the hedge
and is not recognized. Thus, K is deemed to
have paid $524,210 for the steel and will have
a basis in the steel of $524,210. No gain is re-
alized with respect to the forward contracts
and section 1256 does not apply to such con-
tracts.

(v) Assume instead that on January 1, 1990,
K purchases Sf952,380.95 (the present value of
Sf1,000,000 to be paid on December 31, 1990)
for $476,190.48 and on the same day deposits
the Swiss francs in a separate bank account
that bears interest at a rate of 5%, com-
pounded annually. K properly identifies the
transaction as a hedged executory contract.
Over the period beginning January 1, 1990,
and ending December 31, 1990, K receives
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Sf47,619.05 in interest on the account that is
included in income and that has a basis of
$25,714.29. (Assume that under § 1.988–2(b)(1),
K uses the spot rate of Sf1 = $.54 to translate
the interest income). On December 31, 1990, K
makes payment of the Sf1,000,000 principal
and accrued interest in the account to S.
Pursuant to paragraph (b)(2)(iii) of this sec-
tion, the principal in the bank account and
the interest constitute a hedge. Under para-
graph (b)(1) of this section, the hedge is inte-
grated with the executory contract. There-
fore K is deemed to have paid $501,904.77 (the
basis of the principal deposited plus the basis
of the interest) for the steel and there is no
exchange gain or loss on the disposition of
the Sf1,000,000. K’s basis in the steel there-
fore is $501,904.77.

(5) References to this paragraph (b). If
the rules of this paragraph (b) are re-
ferred to in another paragraph of this
section (e.g., paragraph (c) of this sec-
tion), then the rules of this paragraph
(b) shall be applied for purposes of such
other paragraph by substituting terms
appropriate for such other paragraph.
For example, paragraph (c)(2) of this
section refers to the identification
rules of paragraph (b)(3) of this section.
Accordingly, for purposes of paragraph
(c)(2), the rules of paragraph (b)(3) will
be applied by substituting the term
‘‘stock or security’’ for ‘‘executory
contract’’.

(c) Hedges of period between trade date
and settlement date on purchase or sale of
publicly traded stock or security. If a tax-
payer purchases or sells stocks or secu-
rities which are traded on an estab-
lished securities market and—

(1) Hedges all or part of such pur-
chase or sale for any part of the period
beginning on the trade date and ending
on the settlement date; and

(2) Identifies the hedge and the un-
derlying stock or securities as an inte-
grated transaction under the rules of
paragraph (b)(3) of this section;
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)(i)(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
governed by such revenue procedures
that the Commissioner may publish.

[T.D. 8400, 57 FR 9199, Mar. 17, 1992]

§ 1.989(a)–1 Definition of a qualified
business unit.

(a) Applicability—(1) In general. This
section provides rules relating to the
definition of the term ‘‘qualified busi-
ness unit’’ (QBU) within the meaning
of section 989.

(2) Effective date. These rules shall
apply to taxable years beginning after
December 31, 1986. However, any person
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may apply on a consistent basis
§ 1.989(a)–1T (c) of the Temporary In-
come Tax Regulations in lieu of
§ 1.989(a)–1 (c) to all taxable years be-
ginning after December 31, 1986, and on
or before February 5, 1990. For the text
of the temporary regulation, see 53 FR
20612 (June 8, 1988).

(b) Definition of a qualified business
unit—(1) In general. A QBU is any sepa-
rate and clearly identified unit of a
trade or business of a taxpayer pro-
vided that separate books and records
are maintained.

(2) Application of the QBU definition—
(i) Persons. A corporation is QBU. An
individual is not a QBU. A partnership,
trust, or estate is a QBU of a partner or
beneficiary.

(ii) Activities. Activities of a corpora-
tion, partnership, trust, estate, or indi-
vidual qualify as a QBU if—

(A) The activities constitute a trade
or business; and

(B) A separate set of books and
records is maintained with respect to
the activities.

(3) Special rule. Any activity (wher-
ever conducted and regardless of its
frequency) that produces income or
loss that is, or is treated as, effectively
connected with the conduct of a trade
or business within the United States
shall be treated as a separate QBU, pro-
vided the books and records require-
ment of paragraph (d)(2) of this section
is satisfied.

(c) Trade or business. The determina-
tion as to whether activities constitute
a trade or business is ultimately de-
pendent upon an examination of all the
facts and circumstances. Generally, a
trade or business for purposes of sec-
tion 989(a) is a specific unified group of
activities that constitutes (or could
constitute) an independent economic
enterprise carried on for profit, the ex-
penses related to which are deductible
under section 162 or 212 (other than
that part of section 212 dealing with ex-
penses incurred in connection with
taxes). To constitute a trade or busi-
ness, a group of activities must ordi-
narily include every operation which
forms a part of, or a step in, a process
by which an enterprise may earn in-
come or profit. Such group of activities
must ordinarily include the collection
of income and the payment of expenses.

It is not necessary that the activities
carried out by a QBU constitute a dif-
ferent trade or business from those car-
ried out by other QBUs of the taxpayer.
A vertical, functional, or geographic
division of the same trade or business
may be a trade or business for this pur-
pose provided that the activities other-
wise qualify as trade or business under
this paragraph (c). However, activities
that are merely ancillary to a trade or
business will not constitute a trade or
business under this paragraph (c). Ac-
tivities of an individual as an employee
are not considered by themselves to
constitute a trade or business under
this paragraph (c).

(d) Separate books and records—(1)
General rule. Except as provided in
paragraph (d)(2) of this section, a sepa-
rate set of books and records shall in-
clude books of original entry and ledg-
er accounts, both general and subsidi-
ary, or similar records. For example, in
the case of a taxpayer using the cash
receipts and disbursements method of
accounting, the books of original entry
include a cash receipts and disburse-
ments journal where each receipt and
each disbursement is recorded. Simi-
larly, in the case of a taxpayer using
an accrual method of accounting, the
books of original entry include a jour-
nal to record sales (accounts receiv-
able) and a journal to record expenses
incurred (accounts payable). In gen-
eral, a journal represents a chrono-
logical account of all transactions en-
tered into by an entity for an account-
ing period. A ledger account, on the
other hand, chronicles the impact dur-
ing an accounting period of the specific
transactions recorded in the journal for
that period upon the various items
shown on the entity’s balance sheet
(i.e., assets, liabilities, and capital ac-
counts) and income statement (i.e., rev-
enues and expenses).

(2) Special rule. For purposes of para-
graph (b)(3) of this section, books and
records include books and records used
to determine income or loss that is, or
is treated as, effectively connected
with the conduct of a trade or business
within the United States.

(e) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:
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Example 1. Corporation X is a domestic cor-
poration. Corporation X manufactures widg-
ets in the U.S. for export. Corporation X
sells widgets in the United Kingdom through
a branch office in London. The London office
has its own employees and solicits and proc-
esses orders. Corporation X maintains in the
U.S. a separate set of books and records for
all transactions conducted by the London of-
fice. Corporation X is a QBU under para-
graph (b)(2)(i) of this section because of its
corporate status. The London branch office
is a QBU under paragraph (b)(2)(ii) of this
section because (1) the sale of widgets is a
trade or business as defined in paragraph (c)
of this section; and (2) a complete and sepa-
rate set of books and records (as described in
paragraph (d) of this section) is maintained
with respect to its sales operations.

Example 2. A domestic corporation incor-
porates a wholly-owned subsidiary in Swit-
zerland. The domestic corporation is a manu-
facturer that markets its product abroad pri-
marily through the Swiss subsidiary. To fa-
cilitate sales of the parent’s product in Eu-
rope, the Swiss subsidiary has branch offices
in France and West Germany that are re-
sponsible for all marketing operations in
those countries. Each branch has its own em-
ployees, solicits and processes orders, and
maintains a separate set of books and
records. The domestic corporation and the
Swiss subsidiary are both QBUs under para-
graph (b)(2)(i) of this section because of their
corporate status. The French and West Ger-
man branches are QBUs of the Swiss subsidi-
ary. They satisfy paragraph (b)(2)(ii) because
each constitutes a trade or business (as de-
fined in paragraph (c) of this section) and be-
cause separate sets of books and records (as
described in paragraph (d) of this section) of
their respective operations is maintained.
Each branch is considered to have a trade or
business although each is a geographical di-
vision of the same trade or business.

Example 3. W is a domestic corporation
that manufactures product X in the United
States for sale worldwide. All of W’s sales
functions are conducted exclusively in the
United States. W employs individual Q to
work in France. Q’s sole function is to act as
a courier to deliver sales documents to cus-
tomers in France. With respect to Q’s activi-
ties in France, a separate set of books and
records as described in paragraph (d) is main-
tained. Under paragraph (c) of this section,
Q’s activities in France do not constitute a
QBU since they are merely ancillary to W’s
manufacturing and selling business. Q is not
considered to have a QBU because an individ-
ual’s activities as an employee are not con-
sidered to constitute a trade or business of
the individual under paragraph (c).

Example 4. The facts are the same as in ex-
ample (3) except that the courier function is
the sole activity of a wholly-owned French
subsidiary of W. Under paragraph (b)(2)(i) of

this section, the French subsidiary is consid-
ered to be a QBU.

Example 5. A corporation incorporated in
the Netherlands is a subsidiary of a domestic
corporation and a holding company for the
stock of one or more subsidiaries incor-
porated in other countries. The Dutch cor-
poration’s activities are limited to paying
its directors and its administrative expenses,
receiving capital contributions from its
United States parent corporation, contribut-
ing capital to its subsidiaries, receiving divi-
dend distributions from its subsidiaries, and
distributing dividends to its domestic parent
corporation. Under paragraph (b)(2)(i) of this
section, the Netherlands corporation is con-
sidered to be a QBU.

Example 6. Taxpayer A, an individual resi-
dent of the United States, is engaged in a
trade or business wholly unrelated to any
type of investment activity. A also main-
tains a portfolio of foreign currency-denomi-
nated investments through a foreign broker.
The broker is responsible for all activities
necessary to the management of A’s invest-
ments and maintains books and records as
described in paragraph (d) of this section,
with respect to all investment activities of
A. A’s investment activities qualify as a
QBU under paragraph (b)(2)(ii) of this section
to the extent the activities engaged in by A
generate expenses that are deductible under
section 212 (other than that part of section
212 dealing with expenses incurred in connec-
tion with taxes).

Example 7. Taxpayer A, an individual resi-
dent of the United States, is the sole share-
holder of foreign corporation (FC) whose ac-
tivities are limited to trading in stocks and
securities. FC is a QBU under paragraph
(b)(2)(i) of this section.

Example 8. Taxpayer A, an individual resi-
dent of the United States, markets and sells
in Spain and in the United States various
products produced by other United States
manufacturers. A has an office and employs
a salesman to manage A’s activities in
Spain, maintains a separate set of books and
records with respect to his activities in
Spain, and is engaged in a trade or business
as defined in paragraph (c) of this section.
Therefore, under paragraph (b)(2)(ii) of this
section, the activities of A in Spain are con-
sidered to be a QBU.

Example 9. Foreign corporation FX is incor-
porated in Mexico and is wholly owned by a
domestic corporation. The domestic corpora-
tion elects to treat FX as a domestic cor-
poration under section 1504(d). FX operates
entirely in Mexico and maintains a separate
set of books and records with respect to its
activities in Mexico. FX is a QBU under
paragraph (b)(2)(i) of this section. The activi-
ties of FX in Mexico also constitute a QBU
under paragraph (b)(2)(ii) of this section.

Example 10. F, a foreign corporation, com-
putes a gain of $100 from the disposition of a
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United States real property interest (as de-
fined in section 897(c)). The gain is taken
into account as if F were engaged in a trade
or business in the United States and as if
such gain were effectively connected with
such trade or business. F is a QBU under
paragraph (b)(2)(i) of this section because of
its corporate status. F’s disposition activity
constitutes a separate QBU under paragraph
(b)(3) of this section.

[T.D. 8279, 55 FR 284, Jan. 4, 1990]

§ 1.989(b)–1 Definition of weighted av-
erage exchange rate.

For purposes of section 989(b)(3) and
(4), the term ‘‘weighted average ex-
change rate’’ means the simple average
of the daily exchange rates (deter-
mined by reference to a qualified
source of exchange rates within the
meaning of § 1.964–1(d)(5)), excluding
weekends, holidays and any other non-
business days for the taxable year.

[T.D. 8263, 54 FR 38664, Sept. 20, 1989. Redesig-
nated by T.D. 8367, 56 FR 48437, Sept. 25, 1991;
57 FR 6060, Feb. 18, 1992]

§ 1.989(c)–1 Transition rules for cer-
tain branches of United States per-
sons using a net worth method of
accounting for taxable years begin-
ning before January 1, 1987.

(a) Applicability—(1) In general. This
section applies to qualified business
units (QBU) branches of United States
persons, whose functional currency (as
defined in section 985 of the Code and
regulations issued thereunder) is other
than the United States dollar (dollar)
and that used a net worth method of
accounting for their last taxable year
beginning before January 1, 1987. Gen-
erally, a net worth method of account-
ing is any method of accounting under
which the taxpayer calculates the tax-
able income of a QBU branch based on
the net change in the dollar value of
the QBU branch’s equity over the
course of a taxable year, taking into
account any remittance made during
the year. QBU branch equity is the ex-
cess of QBU branch assets over QBU
branch liabilities. For all taxable years
beginning after December 31, 1986, such
QBU branches must use the profit and
loss method of accounting as described
in section 987, except to the extent oth-
erwise provided in regulations under
section 985 or any other provision of
the Code.

(2) Insolvent QBU branches. A tax-
payer may apply the principles of this
section to a QBU branch that used a
net worth method of accounting for its
last taxable year beginning before Jan-
uary 1, 1987, whose $E pool (as defined
in paragraph (d)(3)(i) of this section) is
negative. For taxable years beginning
on or after October 25, 1991, the prin-
ciples of this section shall apply to in-
solvent QBU branches.

(b) General rules. For the general
rules, see § 1.987–5(b).

(c) Determining the pool(s) from which
a remittance is made. To determine from
which pool(s) a remittance is made, see
§ 1.987–5(c).

(d) Calculation of section 987 gain or
loss—(1) In general. See § 1.987–5(d)(1)
for rules to make this calculation.

(2) Step 1—Calculate the amount of the
functional currency pools. For calcula-
tion of the amount of the functional
currency pools, see § 1.987–5(d)(2).

(3) Step 2—Calculate the dollar basis
pools—(i) Dollar basis of the EQ pool—
(A) Beginning dollar basis. The begin-
ning dollar basis of the EQ pool (here-
inafter referred to as the $E pool)
equals the final net worth of the QBU
branch. Final net worth of the QBU
branch equals the QBU branch’s equity
value (assets less liabilities) measured
in dollars at the end of the taxpayer’s
last taxable year beginning before Jan-
uary 1, 1987, determined on the basis of
the QBU branch’s books and records as
adjusted according to United States
tax principles.

(B) Adjusting the $E pool. For adjust-
ments to be made to the $E pool, see
§ 1.987–5(d)(3)(i)(B).

(ii) Dollar basis of the post-86 profits
pool. To calculate the dollar basis of
the post-86 profits pool, see § 1.987–
5(d)(3)(ii).

(iii) Dollar basis of the equity pool. To
calculate the dollar basis of the equity
pool, see § 1.987–5(d)(3)(iii).

(4) Step 3—Calculation of the dollar
basis of a remittance. To calculate the
dollar basis of the EQ remitted, see
§ 1.987–5(d)(4).

(5) Step 4—Calculation of the section
987 gain or loss on a remittance. To cal-
culate 987 gain or loss determined on a
remittance, see § 1.987–5(d)(5).

(e) Functional currency adjusted basis
of QBU branch assets acquired in taxable
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years beginning before January 1, 1987.
To determine the functional currency
adjusted basis of QBU branch assets ac-
quired in taxable years beginning be-
fore January 1, 1987, see § 1.987–5(e).

(f) Functional currency amount of QBU
branch liabilities acquired in taxable
years beginning before January 1, 1987.
To determine the functional currency
amount of QBU branch liabilities ac-
quired in taxable years beginning be-
fore January 1, 1987, see § 1.987–5(f).

[T.D. 8367, 56 FR 48437, Sept. 25, 1991]

DOMESTIC INTERNATIONAL SALES
CORPORATIONS

§ 1.991–1 Taxation of a domestic inter-
national sales corporation.

(a) In general. A corporation which is
a DISC for a taxable year is not subject
to any tax imposed by subtitle A of the
Code (sections 1 through 1564) for such
taxable year, except for the tax im-
posed by chapter 5 thereof (sections
1491 through 1494) on certain transfers
to avoid tax. Thus, for example, a cor-
poration which is a DISC for a taxable
year is not subject for such year to the
corporate income tax (section 11), the
minimum tax on tax preferences (sec-
tions 56 through 58), or the accumu-
lated earnings tax (sections 531
through 537). A DISC is liable for the
payment of all taxes payable by cor-
porations under other subtitles of the
Code, such as, for example, income
taxes withheld at the source and other
employment taxes under subtitle C and
the interest equalization tax and other
miscellaneous excise taxes imposed by
subtitle D. In addition, a DISC is sub-
ject to the provisions of chapter 3 of
subtitle A (including section 1461), re-
lating to withholding of tax on non-
resident aliens and foreign corpora-
tions and tax-free covenant bonds. See
§ 1.992–1 for the definition of the term
‘‘DISC.’’

(b) Determination of taxable income—
(1) In general. Although a DISC is not
subject to tax under subtitle A of the
Code (other than chapter 5 thereof), a
DISC’s taxable income shall be deter-
mined for each taxable year in order to
determine, for example, the amount
deemed distributed for that taxable
year to its shareholders pursuant to
§ 1.995–2. Except as otherwise provided

in the Code and the regulations there-
under, the taxable income of a DISC
shall be determined in the same man-
ner as if the DISC were a domestic cor-
poration which had not elected to be
treated as a DISC. Thus, for example, a
DISC chooses its method of deprecia-
tion, inventory method, and annual ac-
counting period in the same manner as
if it were a corporation which had not
elected to be treated as a DISC. Any
elections affecting the determination
of taxable income shall be made by the
DISC. Thus, as a further example, a
DISC which makes an installment sale
described in section 453 is able to avail
itself of the benefits of section 453: Pro-
vided, The DISC complies with the elec-
tion requirements of such section. See
§ 1.995–2(e) and § 1.996–8 and the regula-
tions thereunder for rules relating to
the application for a taxable year of a
DISC of a deduction under section 172
for a net operating loss carryback or
carryover or of a capital loss carryback
or carryover under section 1212.

(2) Choice of method of accounting. A
DISC may, generally, choose any meth-
od of accounting permissible under sec-
tion 446(c) and the regulations there-
under. However, if a DISC is a member
of a controlled group (as defined in
§ 1.993–1(k)), the DISC may not choose a
method of accounting which, when ap-
plied to transactions between the DISC
and other members of the controlled
group, will result in a material distor-
tion of the income of the DISC or any
other member of the controlled group.
Such a material distortion of income
would occur, for example, if a DISC
chooses to use the cash method of ac-
counting where the DISC acts as com-
mission agent in a substantial volume
of sales of property by a related cor-
poration which uses the accrual meth-
od of accounting and which customar-
ily pays commissions to the DISC more
than 2 months after such sales. As a
further example, a material distortion
of income would occur if a DISC choos-
es to use the accrual method of ac-
counting where the DISC leases a sub-
stantial amount of property from a re-
lated corporation which uses the cash
method of accounting, if the DISC cus-
tomarily accrues any portion of the
rent on such property more than 2
months before the rent is paid. Changes
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