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during which a branch’s functional cur-
rency is the euro. If a taxpayer changes 
its functional currency from a legacy 
currency to the euro for a taxable year 
during which the functional currency 
of a branch of the taxpayer is the euro, 
the taxpayer shall take into account 
gain or loss as determined under para-
graph (c)(4)(ii) of this section. 

(6) Additional adjustments that are nec-
essary when a corporation changes its 
functional currency to the euro. The 
amount of a corporation’s euro cur-
rency earnings and profits and the 
amount of its euro paid-in capital shall 
equal the product of the legacy cur-
rency amounts of these items multi-
plied by the applicable conversion rate. 
The foreign income taxes and accumu-
lated profits or deficits in accumulated 
profits of a foreign corporation that 
were maintained in foreign currency 
for purposes of section 902 and that are 
attributable to taxable years of the for-
eign corporation beginning before Jan-
uary 1, 1987, also shall be translated 
into the euro at the conversion rate. 

(d) Treatment of legacy currency section 
988 transactions with respect to a QBU 
that has the euro as its functional cur-
rency—(1) In general. This § 1.985–8(d) 
applies to a QBU that has the euro as 
its functional currency and that holds 
a section 988 transaction denominated 
in, or determined by reference to, a 
currency that is substituted by the 
euro. For example, this paragraph (d) 
will apply to a German QBU with the 
euro as its functional currency if the 
QBU is holding Country X currency or 
other section 988 transactions denomi-
nated in such currency on the day in 
the year 2005 when the euro is sub-
stituted for the Country X currency. 

(2) Principles of paragraph (c)(3) of this 
section shall apply. With respect to a 
QBU described in paragraph (d) of this 
section, the principles of paragraph 
(c)(3) of this section shall apply. For 
example, if a German QBU with the 
euro as its functional currency is hold-
ing a Country X currency denominated 
debt instrument on the day in the year 
2005 when the euro is substituted for 
the Country X currency, the instru-
ment shall continue to be treated as a 
section 988 transaction pursuant to the 
principles of paragraph (c)(3)(i) of this 
section. However, if such QBU holds 

Country X currency, the QBU shall 
take into account any unrealized ex-
change gain or loss pursuant to the 
principles of paragraph (c)(3)(iii) of this 
section as if the currency was disposed 
of on the day prior to the day the euro 
is substituted for the Country X cur-
rency. Similarly, if the QBU makes an 
election under the principles of para-
graph (c)(3)(iv) of this section, the QBU 
shall take into account for all purposes 
of the Internal Revenue Code the 
amount of any unrealized exchange 
gain or loss attributable to a legacy 
currency denominated item described 
in section 988(c)(1)(B)(ii) as if the item 
were terminated on the day prior to 
the day the euro is substituted for the 
Country X currency. 

(e) Effective date. This section applies 
to tax years ending after July 29, 1998. 

[T.D. 8927, 66 FR 2216, Jan. 11, 2001; T.D. 8927, 
66 FR 21447, Apr. 30, 2001] 

§ 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 
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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, 
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 
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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 
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. 
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(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: 

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. 
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(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). 

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 × $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)

−

VerDate mar<24>2004 01:00 Apr 17, 2004 Jkt 203091 PO 00000 Frm 00575 Fmt 8010 Sfmt 8006 Y:\SGML\203091T.XXX 203091T E
C

09
O

C
91

.0
65

<
/M

A
T

H
>

E
C

09
O

C
91

.0
66

<
/M

A
T

H
>

E
C

09
O

C
91

.0
67

<
/M

A
T

H
>

E
C

09
O

C
91

.0
68

<
/M

A
T

H
>

E
C

09
O

C
91

.0
69

<
/M

A
T

H
>



576 

26 CFR Ch. I (4–1–04 Edition) § 1.988–0 

(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. 
(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) [Reserved] 
(15) Debt instruments and deposits denomi-

nated in hyperinflationary currencies. 
(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) Hyperinflationary contracts. 
(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) Special rules for currency swap con-

tracts in hyperinflationary currencies. 
(f) Substance over form. 
(1) In general. 
(2) Example. 
(g) Effective date. 

§ 1.988–3 Character of exchange gain or loss. 

(a) In general. 
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