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opening dollar balance sheet for the QBWaxable year of change. In addition, Recognizing the administrative burden
and require income adjustments in certai@l1.985-5 generally requires recognitiomf making income adjustments for all post-
cases. of unrealized exchange gain or loss on int986 tax years in the case of a CFC, the
) _ struments and other accounts that wergeamble to the proposed regulations re-
DATES: These regulations are effectivenaintained in the functional currency toquested comments regarding three alterna-
April 6, 1998. which the QBU is changing. tive transition rules as follows: (1) requir-
FOR FURTHER INFORMATION CON- The proposed_ regula_tions issued undémg shareholder level adjustments for the
TACT: Howard Wiener at (202) g22-581.985-7 were issued in response o tathree-year base period used to determine
3870 (not a toll-free number) of the office?aYer comments_that §1.985-5 resul_ted the hyperinflationary status of the local
of Chief Counsel (International) within significant d|stort|ons_ when a QBU eithercurrency, (in which case the general rule of
the Office of Chief Counsel, Internal Rey.elected or was required to use DASTM§1.985-5 would be applied in preparing
enue Service, 1111 Constitution Avenué?"?plying the spot ra_te on the last o!a)the balance sheet for the first year of the
NW, Washington, DC 20224 prior to the year in which the QBU beginshase period); (2) treating a portion of re-
to use DASTM (the “taxable year oftained earnings as subpart F income based
SUPPLEMENTARY INFORMATION: change”) to translate fixed assets typicallpn an average historical rate of subpart F
results in a significant loss of basis in dolincome to total earnings and profits, and
Background lar terms and does not take into accouri8) using the spot rate on the last day prior
On January 5, 1993 and July 25, 1994:ertain inc_ome and_expense _distortionts) the taxable year of (?hange tp translate
the IRS published proposed amendmen@at_ occur in the period immediately prebalancg sheet items with special rules to
to §1.985-7 in thEederal Registerat 58 ceding the taxable year of change. allow historical exchange rates to translate
F.R. 300 (INTL-0045-92) and §1.985-1 In response to taxpayers’ commentsfixed assets to the extent of unrealized ex-
in the Federal Registerat 59 F.R. 37733 the proposed regulations provide for usehange loss on paid-in capital.

- f the translation rules provided under
INTL—-0066-92), respectively. No pub-° P
( ) P y P ?1.985—3. These rules generally translafe Reasons for change
i

lic hearing was held and few comments L i
g xed assets at the historical exchange rate The IRS is concerned that the approach

were received. After consideration o nd other assets and liabilities at the cuff the proposed regulations could create a

these comments, the regulations ard

adopted as a Treasury Decision with T odent exchange rate. To correct for distogignificant administrative burden for

oo ; tions that would result from applying his-Shareholders of CFCs. The administrative
ifications as described below. ) . . i

toric exchange rates for fixed assets whilgurden results from the requirement that
Explanation of Provisions applying the current year’s spot rate foghareholders recompute subpart F income

. other balance sheet accounts, the pr&er all of the CFC's post 1986 taxable
|. Proposed Rules for Changing From  h4sed regulations provide for income advears. If the functional currency of a CFC

P&L to DASTM (81.985-7) justments in the case of a controlled forecomes hyperinflationary in a year that
eign corporation (CFC) and a branch thdf Significantly distant from the CFC's

1. The Proposed Regulations reflect amounts that would have been irfirSt post-1986 taxable year, records sup-

The proposed regulations undecluded in income under DASTM. porting the required recomputation may

§1.985-7 set forth transition rules for In the case of a CFC, the proposed regf€ unavailable. . _
QBUs changing from the profit and losdations provide for a shareholder level in- Further, the required recomputation
method of accounting (P&L) to DASTM come adjustment to the extent subpart #der the proposed regulations is gener-
in tax years after 1987. Section 1.985-Bicome realized during the period afteflly inconsistent with the policy of sec-
provides the translation rules for QBUs1986 until the taxable year of change diftions 986 and 987 that the income of
using DASTM in 1987. Generally, whenfers from subpart F income that wouldPranches with a functional currency dif-
a QBU changes its functional currencyhave been realized if the CFC had usd§rent than that of the taxpayer and the
two basic issues arise: (1) How should thBASTM throughout this period. In the&arnings and profits of foreign corpora-
QBU translate its balance sheet accountaise of a branch, the regulations providéPns be computed under a profit and loss
into the new functional currency in a waythat any difference between the branch’@ethod, except in the case of hyperinfla-
that preserves any unrecognized currendycal currency equity translated into doliion. See S. Rep. No. 99-313, 99th
gain or loss which accrued in the oldars at the spot exchange rate on the 1aSPNd-, 2d Sess., 454 (1986). The recom-
functional currency; and (2) whether inday prior to the taxable year of change anfeutation under the proposed regulation
come adjustments need to be made to rege taxpayer’s dollar basis pool on that dayeuld put the CFC on DASTM for non-
ognize any currency gain or loss whichs included in income over three taxabl&ypPerinflationary years. Accordingly, the
accrued in the old functional currency thajears beginning with the taxable year ofules in the proposed regulations have
cannot be preserved. change. For purposes of translating thgeen modified as described below.
Section 1.985-5 provides rules thapalance sheet of noncontrolled section 9 : : :
generally apply when a QBU changes itgorporations, the proposed reguIatior:gm;lgzﬁiggfg?rﬁ Igrlcs;ggi%ng
functional currency. Under §1.985-5 balapply historic exchange rates for fixed as- '
ance sheet accounts are translated usiggs. In such case, no shareholder level in- General Rule
the spot rate on the last day prior to thgome adjustments are required. The approach employed in the final
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regulations has the general effect of treaiato U.S. dollars at the spot rate in effecon the transition date) under the principles
ing a QBU as if it had applied §1.985-%n the transition date. (4) The dollar valuef section 987, computed as if the branch
on the last day of the last taxable yeaof the post-1986 E&P is computed byterminated on the transition date. Such
prior to the base period for determiningranslating the post-1986 E&P as statedain or loss is reduced by any section 987
whether a currency is hyperinflationaryon the transition date in the functionabain and increased by any section 987
(transition date) and had applied DASTMcurrency at the spot rate on such date afsks that was recognized by the taxpayer
during the taxable years beginning afteadding to it the E&P for the years duringwith respect to remittances during the
the transition date until the taxable year ahe look-back period as computed unddook-back period. Finally, branch income
change (look-back period). This apDASTM. shall be determined under §1.985-3 for
proach addresses the problems of apply-In the case of a CFC, there are thregach look-back year and compared to the
ing §1.985-5 in the taxable year ofhareholder level adjustments as followsimount that was taken into account for
change for purposes of translating fixedl) The U.S. shareholders must take inteach year. The sum of the difference
assets by applying the historical exchangecome exchange gain or loss on th@positive or negative) is taken into ac-
rate to the extent fixed assets were adeemed recognition of the section 988ount in the taxable year of change and
quired during the look-back period. Astransactions as determined at the corp@pread over four years.

sets acquired prior to the look-back periodate level to the extent such gain or loss is

are translated by applying the spot rate csubpart F income. (2) The U.S. sharehold!l. Rules for Changing from DASTM to
the transition date. This approach alsers must recognize foreign currency gain P&L (81.985-1)

corrects distortions in income and exeor loss as computed under section 986(c) Under the proposed regulation, a QBU
pense (generally interest income and exs if all previously taxed earnings am%hat has beeﬁ rg uired ogr had élected to
pense) that occur during the look-back pesrofits were distributed on the transition q .

riod. date (however, any actual 986(c) gain of>€ DASTM must change functional cur-

The final regulations respond to taxdoss recognized during the look-back pe™=">Y to the currency of its economic en-

payers’ comments and provide an appraiod is reversed). (3) The subpart F iny|ronment In a year in V_Vh'Ch the currency
priate rule for translating the adjustedcome of the CFC is recomputed durin no longer hyperinflationary pursuant to
basis of fixed assets into dollars by applythe look-back period under DASTM and he three-year tgst under §1.985-1(b).
ing an exchange rate in effect prior to theompared to the subpart F income ab€Se rules provide that when a taxpayer
hyperinflationary period. Moreover, thiscomputed under the P&L method. Thé&hanges from DASTM to the P&L
method more accurately reflects Congresifference (positive or negative) is taked€thod of accounting, §1.985-5 shall
sional intent for QBUSs to apply the profitinto account in the taxable year of chang@PPly for purposes of translating a QBU's
and loss method except in the case of hgnd spread over four years. Similar rule@@lance sheet and for making certain in-
perinflation. In addition, this approachapply to United States persons who ha/g°mMe adjustments. Because these rules
decreases the administrative burden ahade an election under section 1295 t@enerally do not create distortions and are
changing to DASTM. treat a passive foreign investment com@dministrable, the final regulations adopt
2. Foreign Corporations pany as a qualified electing fund. In théhese regulations as proposed.

In the case of a foreign COrpOfatiorgﬁzreer?élgérTervfeolri?ulcgonm(;o;z})ur:ttrfennsté r;(r?f\e/ Other Changes

which is either requwed or elects to US@ecessary. Various conforming changes have been
DASTM, four basic corporate level ad- made to §§1.985-1 and 1.985-5 to ac-
justments are required as follows. (1) Thd. Branches count for the éddition of 81 §85—7 In ad-
balance sheet is translated by treating the In accord with the general approach alition. the definition of hype.rinflati;)n has
corporation as if it had changed its functiculated above, the regulations treat %een,liberalized to provide that for pur-
tional currency to the dollar for the firstbranch changing to DASTM as applyingposes of determining whether a currency
post-transition date taxable year and hatie principles of §1.985-5 on the transii—S hyperinflationary for income tax pur-
applied the rules of §1.985-5(c) on théion date. Thus, the balance sheet is trans- .
transition date. Assets acquired and lidated by treating the branch as if it had05€s: l.Jmted_Stfcltes ge_nerally accepted
bilities incurred in the functional currencychanged its functional currency to the dolgccquntmg principles W'.“ b.e agcepted
during the look-back period are translatethr for the first post-transition date taxablé rovu_aled_ that th_e determm_atlon _|s_based
by applying the rules of §1.985-3. (2)ear and had applied the rules of §1.9852" criteria that is SUbSFant'a."y similar to
The unrealized gain or loss on dollar de5(c) on the transition date. Unrealizecﬁ.he general rules provided n the rggula—
nominated section 988 transactions as dgain or loss on dollar denominated sectiqunS’ the T”ethOd of determination is ap-
termined on the transition date are treate2B8 transactions as stated on the transiti(ﬂ‘]ued consistently from year to year, and
as if recognized on that date (and actudlate are treated as if recognized on th e same method is applied to all related
gain or loss recognized on dollar denomidate (and any actual gain or loss realizetfrSONs-

nated section 988 transactions during theith respect to section 988 transactiongpecia| Analysis

look-back period is reversed). (3) Thealuring the look-back period is reversed).

dollar value of the pre-1987 E&P of theFurther, the regulations require that the It has been determined that this Trea-
corporation as stated on the transition dataxpayer recognize gain or loss attributsury decision is not a significant regula-

in the functional currency is translatedable to the branch’s equity pool (as statery action as defined in EO 12866.
1998-16 |.R.B. 13 April 20, 1998



Therefore, a regulatory assessment is nobnsidered to be made with the consent of However, a QBU that changes to the
required. It also has been determined theéhte Commissioner for purposes oflollar pursuant to §1.985-1(b)(2) after
section 553(b) of the Administrative Pro81.985-4. A QBU changing functional1987 shall apply §1.985-7.
cedure Act (5 U.S.C. chapter 5) does naurrency must make adjustments de-
apply to these regulations, and becauseribed in §1.985-7 if the year of change
the notice of proposed rulemaking prefas defined in §1.481-1(a)(1)) begins Par. 4. Section 1.985-7 is added as
ceding the regulations was issued prior tafter 1987, or the adjustments describeillows:
March 29, 1996, the Regulatory Flexibil-in §1.985-6 if the year of change begins _ o
ity Act (5 U.S.C. chapter 6) does notn 1987. No adjustments under sectiofll'985_7, Adqutments required in
apply. Accordingly, a regulatory flexibil- 481 are required solely because of gonnection with a change to DASTM.
ity analysis is not required. Pursuant tehange in functional currency described (3)|n general. If a QBU begins to use
section 7805(0 of the Code, the notice oih this paragraph (b)(Z)(ll)(C) the dollar approximate Separate transac-
proposed rulemaking preceding these reg- (D) * * * In making the determination tions method of accounting set forth in
ulations was submitted to the Small Busiwhether a currency is hyperinflationaryg1.985-3 (DASTM) in a taxable year be-
ness Administration for comment on itghe determination for purposes of Unite@jinning after April 6, 1998, adjustments
impact on small business. States generally accepted accountinghall be made as provided by this section.
principles may be used for income taXor the rules with respect to foreign cor-
purposes provided the determination iporations, see paragraph (b) of this sec-
The principal author of these regula-based on criteria that is substantially simition. For the rules with respect to adjust-
tions is Howard A. Wiener of the Officelar to the rules previously set forth in thisnents to the income of United States
of the Associate Chief Counsel (|memaparagraph (b)(2)(ii)(D), the method of desshareholders of controlled foreign corpo-
tional). Other personnel from the IRS andermination is applied consistently fromrations, see paragraph (c) of thi§ section.
Treasury Department also participated i¥€ar to year, and the same method is aper the rules with respect to adjustments

* * * * *

Drafting Information

their development. plied to all related persons as defined irelating to QBU branches, see paragraph
§1.985-3(e)(2)(vi). (d) of this section. For the effective date

x % % k% (E) Change in functional currency of this section, see paragraph (e). For

when currency ceases to be hyperinflapurposes of applying this section, the

Adoption of Amendments to the tionary—(1) In general. A QBU that has look-back period shall be the period be-
Regulations been required to use the dollar as its fun@inning with the first taxable year after

Jional currency under paragraph (b)(2) ofhe transition date and ending on the last
this section, or has elected to use the ddidy prior to the taxable year of change.
lar as its functional currency under para'_l'he term transition date means the later of
PART 1—INCOME TAXES graph (b)(2)(i))(B)(2) of this section or the last day of the last taxable year ending

- §1.985-2, must change its functional cu2€fore the base period as defined in
Paragraph 1. The authority citation forrency as of the first day of the first taxabl&1-985-1(b)(2)(ii)(D) or the last day of

part 1 continues to read in part as follow§jear that follows three consecutive taxth€ taxable year in which the QBU last
Authority: 26 U.S.C. 7805 * * * able years in which the currency of itéPPlied DASTM. The taxable year of
Par. 2. Section 1.985-1 is amended byonomic environment, determined undef@nde shall mean the taxable year of
1. Revising paragraph (b)(2)(i)(C).  paragraph (c)(2) of this section, is not §"2N9€ as defined in §1.481-1(a)(1). The
2. Adding a sentence to the end Ofyperinflationary currency. The func-apPplication of this paragraph may be illus-

paragraph (b)(2)(i)(D). tional currency of the QBU for such yeartrated by the following examples:

3. Addi”_g paragraph (b)(2)(|l)(E) shall be determined in accordance with Example 1. A calendar year QBU that has not
The additions and revision reads as fobaragraph (c) of this section. For purpreviously used DASTM operates in a country in

lows: . ; swhich the functional currency of the country is hy-
poses of §1.985-4, the change is COns'%ca)lerinflationary as defined under §1.985-1(b)-

Accordingly, 26 CFR part 1 is amende
as follows:

§1.985-1. Functional currency. ered tq b_e made with the consent Of. th(%)(ii)(D) for the QBU’s 1999 tax year. The look-
Commissioner. See 81.985-5 for adjusback period is the period from January 1, 1996
* * * * * ments that are required upon a change fimrough December 31, 1998, the transition date is
(b) . x functional currency. DeEemberbilal, 199&;, and the taxable year of change
. . is the taxable year beginning January 1, 1999.
(2) *** (2) “Effect|ve. Date.'Th|s pgragraph Example 2.A QBU that has not previously used
(ii) * * * (b)(2)(ii)(E) of this section applies to tax-pasTm with a taxable year ending June 30, oper-

(C) Change in functional currencyf a able years begi_nning after April_ 6, 1998. e;;gscicr:uitcouigtrg/ ine\;\i/:]i;;r;i(t;ifunfgtriclﬂzl (cguBrrSZCé)c()f
QBU is required to change its functional Padr.d'S. ?heCt;on 1.985_5((’? 'S an:ent?]é ear begri):lningy?luly 1, 199% as defined under
currency to the dollar under paragrapﬁyda ¢ 'Eg elo ovr\]/.mg sentence to %1.985—1(b)(2)(ii)(D)(Where the base period is the
(b)(2)(ii)(A) of this section, or chooses orénd of the paragraph: thirty-six calendar months immediately preceding
is required to change its functional cur . . the first day of the current calendar year 1999). The

d g §1.985-5 Adjustments required upon look-back period is the period from July 1, 1995
rency to the dollar for any open taxab'%hange in functional currency

through June 30, 1999, the transition date is June 30,
year (and all subsequent taxable years) 1995, and the taxable year of change is the taxable

under 81.985-3(a)(2)(ii), the change is (a) *** year beginning July 1, 1999.
April 20, 1998 14 1998-16 |.R.B.



(b) Adjustments to foreign corpora-profits of a foreign corporation that are at{b)(4)(ii)(B), the opening balance sheet
tions—(1) In general. In the case of a tributable to taxable years beginning befor calculating earnings and profits under
foreign corporation, the corporation shalfore January 1, 1987, as stated on the trag1.985-3 for the first post-transition year
make the adjustments set forth in parasition date, and that were maintained foshall be translated into dollars pursuant to
graphs (b)(2) through (4) of this sectionpurposes of section 902 in the old func§1.985-5(c).

The adjustments shall be made on the fireibnal currency, shall be translated into (iii) Post-1986 undistributed earnings
day of the taxable year of change. dollars at the spot rate in effect on thef other foreign corporationsin the case

(2) Treatment of certain section 988transition date. The applicable accumusf a foreign corporation that is not a CFC
transactions—(i) Exchange gain or loss lated profits shall be reduced on a last-irgr subject to the rules of §1.904-6(a)(2),
from section 988 transactions unrealizedirst-out basis by the aggregate dollathe corporation’s post-1986 undistributed
as of the transition dateA foreign corpo- amount (translated from functional cur-earnings shall equal the sum of—
ration shall adjust earnings and profits byency in accordance with the rules of sec- (A) The corporation’s post-1986
the amount of any unrealized exchanggon 989(b)) attributable to earnings andindistributed earnings (or deficit) on the
gain or loss that was attributable to a se@rofits that were distributed (or treated atransition date translated into dollars at
tion 988 transaction (as defined in seddistributed) during the look-back periodthe spot rate in effect on the transition
tions 988(c)(1)(A), (B), and (C)) that wasto the extent such amounts distributed exdate; and
denominated in terms of (or determinedeed the earnings and profits calculated (B) The sum of the earnings and prof-
by reference to) the dollar and was heldnder (b)(4)(ii) or (b)(4)(iii), as applica- its (or deficit in earnings and profits) de-
by the corporation on the transition dateble. See §1.902-1(b)(2)(ii)). Once transtermined under 81.985-3 for each post-
Such gain or loss shall be computed as lidted into dollars, these pre-1987 taxesansition date taxable year (or such later
recognized on the transition date and shadhd accumulated profits or deficits in acyear determined under section 902(c)-
be reduced by any gain and increased lmpmulated profits shall (absent a chang@)(A)) prior to the taxable year of
any loss recognized by the corporatiom functional currency) remain in dollarschange.
with respect to such transaction during théor all federal income tax purposes. Such amount shall be reduced by the ag-
look-back period. The amount of such (ii) Post-1986 undistributed earningsgregate dollar amount (translated from
gain or loss shall be determined withoutf a CFC. In the case of a controlled for-functional currency in accordance with
regard to the limitations of section 988(bkign corporation (within the meaning ofthe rules of section 989(b)) that was dis-
(i.e., whether any gain or loss would beection 957 or section 953(c)(1)(B))-tributed (or treated as distributed) during
realized on the transaction as a wholeJCFC) or a foreign corporation subject tahe look-back period out of post-1986
The character and source of such gain the rules of §1.904—-6(a)(2), the corporaearnings and profits. For purposes of ap-
loss shall be determined under sectiotion’s post-1986 undistributed earnings implying this paragraph (b)(4)(iii)(B), the
988. Proper adjustments shall be made &mch separate category as defined impening balance sheet for calculating
account for gain or loss taken into accour§1.904-5(a)(1) as of the first day of theearnings and profits under §1.985-3 for
by reason of this paragraph (b)(2). Setaxable year of change (and prior to adthe first post-transition year shall be trans-
§1.985-5(f)Example 1, footnote 1. justment under paragraph (c)(1) of thisated into dollars pursuant to §1.985-5(c).

(i) Treatment of a section 988 transacsection) shall equal the sum of— (c) United States shareholders of con-
tion entered into and terminated during (A) The corporation’s post-1986trolled foreign corporations-(1) In gen-
the look-back period A foreign corpora- undistributed earnings and profits (orral. A United States shareholder (within
tion shall reduce earnings and profits bgleficit in earnings and profits) in eachthe meaning of section 951(b) or section
the amount of any gain, and increasseparate category as defined in §1.90853(c)(1)(B)) of a CFC that changes to
earnings and profits by the amount of an$(a)(1) as stated on the transition datbASTM shall make the adjustments set
loss, that was recognized with respect twanslated into dollars at the spot rate iforth in paragraphs (c)(2) through (5) of
any dollar denominated section 988 transffect on the transition date; and this section on the first day of the taxable
actions entered into and terminated during (B) The sum of the earnings and profyear of change. Adjustments under this
the look-back period. its (or deficit in earnings and profits) insection shall be taken into account by the

(3) Opening balance sheefThe open- each separate category determined undghmareholder (or such shareholder’s suc-
ing balance sheet of a foreign corporatiof1.985-3 for each post-transition dateessor in interest) ratably over four tax-
for the taxable year of change shall be deaxable year prior to the taxable year adble years beginning with the taxable year
termined as if the corporation hadchange. of change. Similar rules shall apply in de-
changed its functional currency to the dolSuch amount shall be reduced by the agermining adjustments to income of
lar by applying § 1.985-5(c) on the transigregate dollar amount (translated fromUnited States persons who have made an
tion date and had translated its assets afuthctional currency in accordance withelection under section 1295 to treat a pas-
liabilities under §1.985-3 during thethe rules of section 989(b)) attributable tgive foreign investment company as a
look-back period. earnings and profits that were distributedjualified electing fund.

(4) Earnings and profits adjust- (or treated as distributed) during the look- (2) Treatment under subpart F of in-
ments—(i) Pre-1987 accumulated profits. back period out of post-1986 earnings ancome recognized on section 988 transac-
The foreign income taxes and accumuprofits in such separate category. For putions. The character of amounts taken
lated profits or deficits in accumulatedposes of applying this paragraphinto account under paragraph (b)(2) of
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this section for purposes of sections 95@raph (c) of this section. The amount ofhe look-back period.A QBU branch
through 964, shall be determined on th&oreign tax deemed paid shall be comshall reduce income by the amount of any
transition date and to the extent characteputed with reference to the full amount ofyain, and increase income by the amount
ized as subpart F income shall be takeine adjustment and to the post-1986f any loss, that was recognized with re-
into account in accordance with the rulesndistributed earnings determined undespect to any dollar denominated section
of paragraph (c)(1) of this section. Suclparagraph (b)(4)(i) and (ii) of this section988 transactions entered into and termi-
amounts shall retain their character for akind the post-1986 foreign income taxes afated during the look-back period.
federal income tax purposes (includinghe CFC on the first day of the taxable (3) Deemed termination income ad-
sections 902, 959, 960, 961, 1248, angear of change (i.e., without taking intojustment. The taxpayer shall realize gain
6038). account earnings and taxes for the taxabte loss attributable to the QBU branch’s
(3) Recognition of foreign currencyyear of change.) For purposes of sectioaquity pool (as stated on the transition
gain or loss on previously taxed earning960, the associated taxes in each separdaitgte) under the principles of section 987,
and profits on the transition daté&ain or category shall be allocated pro rat@omputed as if the branch terminated on
loss is recognized under section 986(c) asnong, and deemed paid in, the sharéhe transition date. Such amount shall be
if all previously taxed earnings and profitsholder’s taxable years in which the inteduced by section 987 gain and increased
as determined on the transition date, ifome is taken into account. (No adjustby section 987 loss that was recognized
any, were distributed on such date. Suahent to foreign taxes deemed paid iby such taxpayer with respect to remit-
gain or loss shall be reduced by any fomrior years is required solely by reason afances during the look-back period.
eign currency gain and increased by ang negative adjustment to income under (4) Branch income adjustment.
foreign currency loss that was recognizedaragraph (c)(1) of this section.) Branch income in a separate category
under section 986(c) with respect to dis- (d) QBU branches—(1) In general.In  shall be determined under §1.985-3 for
tributions of previously taxed earningsthe case of a QBU branch, the taxpayeyach look-back year. For this purpose, the
and profits during the look-back periodshall make the adjustments set forth iopening DASTM balance sheet shall be
Such amount shall be characterized in aparagraphs (d)(2) through (d)(4) of thisletermined under §1.985-5. The sum of
cordance with section 986(c) and takesection. Adjustments under this sectiothe difference (positive or negative) be-
into account in accordance with the ruleshall be taken into account by the taxtween the amount computed pursuant to
of paragraph (c)(1) of this section. payer ratably over four taxable years beg1.985-3 and amount taken into account
(4) Subpart F income adjustment.ginning with the taxable year of change. for each year shall be taken into account
Subpart F income in a separate category (2) Treatment of certain section 988in the taxable year of change pursuant to
shall be determined under §1.985-3 faransactions—(i) Exchange gain or loss paragraph (d)(1) of this section. Such
each look-back year. For this purpose, theom section 988 transactions unrealizeéimounts shall retain their character for all
opening DASTM balance sheet shall bas of the transition dateA QBU branch federal income tax purposes.
determined under 81.985-5. The sum afhall adjust income by the amount of any (5) Opening balance sheefhe open-
the difference (positive or negative) beunrealized exchange gain or loss that wasg balance sheet of a QBU branch for the
tween the amount computed pursuant tattributable to a section 988 transactiomxable year of change shall be determined
§1.985-3 and amount that was includeths defined in sections 988(c)(1)(A), (B)as if the branch had changed its functional
in income for each year shall be taken intand (C)) that was denominated in terms qfurrency to the dollar by applying
account in the taxable year of change puter determined by reference to) the dollag 1.985-5(c) on the transition date and had
suant to paragraph (c)(1) of this sectiormnd was held by the QBU branch on thganslated its assets and liabilities under
Such amounts shall retain their charactéransition date. Such gain or loss shall bg1.985-3 during the look-back period.
for all federal income tax purposes (incomputed as if recognized on the transi- (e) Effective dateThis section is effec-
cluding sections 902, 959, 960, 961tion date and shall be reduced by any gatjve for taxable years beginning after April
1248, and 6038). For rules applicable ifind increased by any loss recognized kg, 1998. However, a taxpayer may choose
an adjustment under this section results e QBU branch with respect to sucho apply this section to all open taxable
a loss for the taxable year in a separateansaction during the look-back periodyears beginning after December 31, 1986,
category, see section 904(f) and the regd-he amount of such gain or loss shall bgrovided each person, and each QBU
lations thereunder. The amount of previdetermined without regard to the limitaranch of a person, that is related (within
ously taxed earnings and profits as detetions of section 988(b) (i.e., whether anyhe meaning of §1.985-2(d)(3)) to the tax-
mined under section 959(c)(2) shall bgain or loss would be realized on thepayer also applies this section rules.
adjusted (positively or negatively) by theransaction as a whole). The character .
amount taken into account under thisnd source of such gain or loss shall be Michael P. Dolan,
paragraph (c)(4) as of the first day of theletermined under section 988. Proper ad- Deputy Commissioner of
taxable year of change. justments shall be made to account for Internal Revenue.
(5) Foreign tax credit.A United States gain or loss taken into account by reasOfpnroved February 11, 1998.
shareholder of a CFC shall compute aaf this paragraph (d)(2). See §1.985-5(f)

amount of foreign taxes deemed paieExample 1, footnote 1. Donald C. Lubick,
under section 960 with respect to any pos- (ii) Treatment of a section 988 transac- Assistant Secretary of
itive adjustments determined under pardion entered into and terminated during the Treasury.
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