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general limitation income earned by B. Nei-
ther 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; T.D. 8776, 63 FR 40368, July 
29, 1998; T.D. 8927, 66 FR 2216, Jan. 11, 2001] 

§ 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 
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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 
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 share-
holders’’ wherever it appears therein. 
The term ‘‘majority domestic cor-
porate shareholders’’ means those do-
mestic corporate shareholders (as de-
scribed 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 noncon-
trolled foreign corporation entitled to 
vote that is owned (within the meaning 
of section 958(a)) by all the domestic 
corporate 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 
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§ 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 def-
icit in earnings and profits) in dollars 
using the dollar approximate separate 
transactions method described in 
§ 1.985–3. 

(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 pre-
ceding 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— 
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(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, 
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 
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QBUs changing to the dollar as their func-
tional currency as the result of the con-
formity 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 
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 
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